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10/18/2016

VIA ELECTRONIC MAIL

Committee on Payments and Market Infrastructures and the International Organization of
Securities Commissions

cpmi@bis.org and consultation-2016-01@iosco.org

Re: Cover note on the Resilience and recovery of central counterparties (CCPs): Further
guidance on the PFMI

To Whom It May Concern:

CME Group Inc. (“CME Group”) appreciates the opportunity to comment on the Committee on
Payments and Market Infrastructures (“CPMI”) and the International Organization of Securities
Commissions’ (“IOSCQO”) consultative report on the Resilience and recovery of central
counterparties (CCPs): Further guidance on the PFMI (“Consultative Report”).! CME Group is a
Delaware corporation, with its shares of Class A common stock publicly traded on the NASDAQ
Global Select Market. CME Group is the parent company of four designated contract markets
(“DCMs”): Chicago Mercantile Exchange Inc. (“CME Inc.”), the Board of Trade of the City of
Chicago, Inc. (“CBOT”), New York Mercantile Exchange, Inc. (“NYMEX”), and Commodity
Exchange, Inc. (“COMEX”). These DCMs offer the widest range of benchmark products
available across all major asset classes, including futures and options on futures based on
interest rates, equity indexes, foreign exchange, energy, metals, agricultural, and commodities
products. CME Group is also the parent company of a Financial Conduct Authority (“FCA”)
supervised derivatives exchange, CME Europe Limited (“CME Europe”). CME Group operates
two clearing houses which each offer clearing and settlement services for exchange-traded
contracts and swaps. The Clearing House division of CME Inc. (“CME Clearing”) operates in the
U.S. pursuant to registration with the Commodity Futures Trading Commission (“CFTC”) as a
derivatives clearing organization (“DCO”). In respect of its clearing operations, CME Inc. has
been deemed a systemically important financial market utility by the Financial Stability Oversight
Council (“FSOC”). CME Clearing Europe operates in the UK pursuant to its authorization as a
central counterparty under the European Market Infrastructure Regulation (“EMIR”) and is
regulated and supervised by the Bank of England.

CME Group supports principles-based standards for financial market infrastructures (“FMIs”),
particularly central counterparties (“CCPs”). The standards must be calibrated to ensure FMIs’
safety and support the stability of the broader financial system while still allowing FMIs the
flexibility to manage the unique risks associated with their individual markets and each unique
market shock. We understand from the feedback we have received from CPMI-IOSCO and

! Committee on Payments and Market Infrastructures and Board of the International Organization of Securities
Commissions, Consultative Report, Resilience and Recovery of Central Counterparties (CCPs): Further Guidance of
the PFMI [hereafter Consultative Report] (Aug. 2016).
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other regulators, that some points of the guidance were designed to address individual
shortcomings at specific CCPs, not to address broader CCP risk management issues. We
respectfully ask that where individual CCPs have been found to support insufficient risk
management, that those issues be addressed bilaterally, rather than through wide-ranging
regulatory changes.

Specific to the guidance, we are concerned that certain aspects of the additional guidance
proposed in the Consultative Report could have unintended negative impacts and weaken risk
management standards due to their prescriptive nature. An overly prescriptive approach
undermines the principles-based approach to CCP oversight which has worked successfully for
the cleared markets during past crisis events and fails to appropriately recognize the diversity of
markets and participants served by CCPs that adhere to these principles. As CPMI-IOSCO itself
originally articulated, the standards under the Principles for financial market infrastructures
(“PFMIs”) are generally “expressed as broad principles in recognition of FMIs’ differing
organisations, functions, and designs, and the different ways to achieve a particular result.”> We
believe it is critical to remain faithful to the original principles-based approach reflected in the
PFMis.

Given the diversity of CCPs that adhere to the PFMIs and the markets and participants they
serve, it is highly unlikely that a prescriptive approach to standards for CCPs could successfully
address the risks that are currently managed within all CCPs’ markets. A prescriptive approach
would not account for new risks that develop in the clearing ecosystem after it is adopted. This
approach could even constrain a CCP’s ability to manage risks in the future, once implemented
in local jurisdictions, as they will be burdened by adhering to prescriptive standards that are not
reflective of the characteristics of the marketplace at that point in time. This could yield an
unmanageable outcome where the prescriptive standards adopted would need to be
continuously revised, creating great uncertainty in the marketplace.

Further, taking a prescriptive approach to CCP risk management standards is particularly
troubling in the centrally cleared markets considering the fact that during historical crisis events
they have served as a bulwark against the additional transmission of risk created in other areas
of the financial system. In part, the ability of CCPs to provide stability to the financial markets
has been predicated on the flexibility which they have been afforded to manage risk, a positive
outcome of a principles-based approach.

Failing to take a principles-based approach may tie the hands of CCPs attempting to adjust their
risk management during the next financial crisis, which we are confident is not the intent of the
guidance proposed in the Consultative Report. The prescriptive approach proposed as part of
the Consultative Report could increase systemic risk by applying static standards to CCPs
which will prevent the CCP from adapting their risk management practices to the fluid situations
that are inherent to evolving markets and crisis events.

CME Group welcomes the opportunity to submit these comments to certain guidance proposed
in the Consultative Report. Additionally, we have provided an Annex to our comments that
aggregates our recommendations for changes to specific language in the Consultative Report.

2 Committee on Payment and Settlement Systems (later renamed the Committee on Payments and Market
Infrastructures, or CPMI) and Technical Committee of the International Organization of Securities Commissions
(I0SCO), Principles for Financial Market Infrastructures [hereafter PFMI] (Apr. 2012), at Introduction  1.2.
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Additionally, we appreciate CPMI-IOSCQO'’s continued engagement with the industry through the
industry roundtable. This provided invaluable insights into the goals of the consultation and our
response attempts to respond in the manner requested by members of CPMI-IOSCO. In
particular, we have made very specific recommendations on individual points of the consultation
in an effort to be as detailed as possible. We hope that this approach proves useful for CPMI-
IOSCO and remain at their disposal if any clarifications or further information is needed.
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Governance

Is the guidance provided on CCPs’ governance sufficient and appropriate?

CME Group understands that it was the intention of CPMI-IOSCO to preserve the role of the
CCP’s board of directors (“board”) in establishing the CCP’s risk tolerance, setting and
maintaining accountability for the strategic direction of the risk management through approval of
the risk management framework, and approving decisions with a significant impact to the risk
profile of the CCP. Therefore, we suggest that this intent be made explicit in the Consultative
Report and further, that it acknowledges and affirms that the responsibility for implementing the
risk management framework approved by the board and day-to-day actions belongs to CCP
management rather than its board. CME Group’s suggested approach is similar to the general
operating structure of financial services companies across the globe and in line with well-
established corporate governance principles.

We appreciate the assurances from regulators and representatives of CPMI-IOSCO at recent
industry roundtables that the intent of CPMI-IOSCO was not to require the board to perform
day-to-day risk management by prescribing it explicit responsibilities. We understand from our
conversations that the goal was instead to ensure the board had appropriate accountability in
setting risk policy. As requested in these meetings, we have provided our written comments
below to ensure the full meaning of our verbal comments are communicated. In particular, we
reiterate that a failure to correct the potential misconception regarding the role of the board
could pose significant issues if the guidance is in fact interpreted as the board being responsible
for day-to-day management.

Issuing guidance that assigns day-to-day management responsibilities to the board would
negatively impact a CCP’s ability to effectuate proactive, prudent risk management and
therefore, the stability of the broader financial system. To address these concerns, we
respectfully suggest replacing all instances of ‘explicit responsibility’ in the proposed guidance of
the Consultative Report with ‘explicit accountability’, with the exception of areas such as setting
the overall risk tolerance of the CCP, approving the risk management framework(s), and other
similarly significant decisions. Such exceptions would encompass the responsibility of the board
over material changes to the margin system and stress testing framework under 2.2.5 of the
Consultative Report and for determining the amount of its own resources exposed to certain
losses under 2.2.9 of the Consultative Report. As matter of best practice, we believe it
appropriate for the board of a CCP to approve matters that could have a significant impact on
the risk profile of the CCP. In contrast, the board having a role in the removal or addition of a
single stress scenario or approving the ongoing validations of margin models (rather than
approving the models themselves) moves beyond oversight into day-to-day risk management.

Responsibilities of a CCP’s Board

The guidance proposed in the Consultative Report would undermine the board’s traditional role
of acting as a check and balance to CCP management and overseeing the strategic risk
management direction of the CCP. The guidance suggests that the board essentially perform
many roles for which are properly reserved for management that the board in turn is supposed
to provide challenge and oversight. This would be inconsistent with the responsibility outlined in
the PFMIs and best practices in corporate governance.
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CME Group believes it important to consider any additional guidance in light of prevailing
corporate governance standards. One example would be the risk governance practices for
certain financial institutions highlighted in the FSB’s Thematic Review on Risk Governance.® A
few of the key items which would be contradicted are the board overseeing management’s
implementation of the risk management framework and policies* and as a part of this
responsibility the board also acts to challenge management on their adherence to the agreed
risk appetite.®> Similar language is contained in 3.2.8 of the PFMIs.® The current language in the
Consultative Report must be revised to avoid clearly contradicting best practices in corporate
governance.

Currently, the PFMIs provide the appropriate level of flexibility related to the role of the board of
a CCP in light of the differences between CCP form and jurisdictional requirements. CME
Group currently implements the PFMI standards, and other best practices in corporate
governance. The changes we propose will allow such best practices to continue to be followed
and are consistent with the current PFMIs.

The CME Group Board of Directors (‘CME Board”)’ currently has several responsibilities related
to the on-going business of the CCP, including the responsibility of approving key strategic
decisions and at least annually reviewing and approving the risk appetite of CME Group. The
CME Board is also responsible for approving the appointments of key senior management at
CME Clearing, including its President and the Chief Risk Officer, and ensuring that CME
Clearing employs a risk policy consistent with the CME Board’s risk appetite.

This framework is consistent with the role of an FMI’s board outlined in Principle Two of the
PFMIs and with prevailing corporate governance principles. Given this role of the board, CME
Group assumes the Consultative Report’s proposal to task the board with responsibilities
related to various aspects of a CCP’s risk management is intended only to ensure that the board
is accountable for risk management decisions of its staff and management and receives the
necessary information to make informed decisions on matters that significantly impact the risk
profile of the CCP. We note that with these responsibilities, the CME Board recognizes its
obligation to prioritize the safety and efficiency of CME Clearing and generally support the

% See Financial Stability Board, Thematic Review on Risk Governance (Feb. 2013) (noting as sound risk practices for
banks and broker-dealers that their board be responsible for approving corporate strategy and monitoring
implementation of strategic plans; reviewing and understanding of major risks and establishing a structure for
overseeing risk, while their management establish and review the risk governance framework, risk appetite and risk
limits; conduct stress tests and update the program and results to the board), available at
http://www.fsb.org/2013/02/r_130212/.

*See id. at page 30.

® See id. at page 9.

® See “An FMI's board has multiple roles and responsibilities that should be clearly specified. These roles and
responsibilities should include (a) establishing clear strategic aims for the entity; (b) ensuring effective monitoring of
senior management (including selecting its senior managers, setting their objectives, evaluating their performance,
and, where appropriate, removing them); (c) establishing appropriate compensation policies (which should be
consistent with best practices and based on long-term achievements, in particular, the safety and efficiency of the
FMI); (d) establishing and overseeing the risk-management function and material risk decisions; (e) overseeing
internal control functions (including ensuring independence and adequate resources); (f) ensuring compliance with all
supervisory and oversight requirements; (g) ensuring consideration of financial stability and other relevant public
interests; and (h) providing accountability to the owners, participants, and other relevant stakeholders.”

" The directors and officers of CME Group also constitute the boards of directors and the officers of CME Inc., CBOT,
NYMEX and COMEX, respectively.
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stability of the boarder financial system, while considering the legitimate interests of clearing
members and their customers.®

By way of example (one of many) of board-level accountability, the CME Board, at least
annually or where there is a significant change that would impact the risk profile of CME
Clearing, reviews and approves CME Clearing’s Risk Management Framework.’ The Risk
Management Framework identifies the risks to which CME Clearing is exposed and the manner
in which they are managed, in light of the risk appetite established by the CME Board. Through
the CME Board’s review and approval of the Risk Management Framework, it is able to assess
whether the framework and its implementation by management and staff are consistent with the
CME Board’s defined risk appetite. Further, it demonstrates that the CME Board has sufficient
and comprehensive oversight into the margin system and stress testing framework of CME
Clearing, among other areas that are clearly articulated in the Risk Management Framework
and, that assigning specific, granular responsibilities, similar to the ones outlined below to a
CCP’s board in respect of margin and stress-testing is both unnecessary and counter-
productive. This is only one example of the CME Board demonstrating oversight through its
review and required approval of a recommendation by management. It is a check and balance
pursuant to which the CME Board remains accountable, preserves its independence from
management, and does not engage in day-to-day risk management at the CCP.

Board of Directors or Equivalent

Even if it were reasonable for the board to take on the responsibilities of the day-to-day
management of the CCP, and we contend it is not, we do not expect any board would have the
time necessary to execute these responsibilities and conduct dynamic risk management
effectively, jeopardizing the security of the CCP, markets, and participants. Giving day-to-day
management responsibilities to the board would ultimately result in poor risk management while
undermining the safety and efficiency of the CCP and the stability of the broader financial
system.

We believe it is appropriate for additional guidance to explicitly permit the standard corporate
governance practice in which a board delegates a board committee oversight over a specified
area of the company. Only two references in the Consultative Report are made to the CCP’s
‘board of directors or equivalent’ under 2.1.1 and 2.2.1 of the Consultative Report and it is
unclear if the reference to ‘equivalent’ is to a committee delegated by the board. To allow CCPs
to continue utilizing the effective and widely used approach of relying on subcommittees, we
suggest that the guidance clearly state that ‘board of directors or equivalent’ allows for
committees delegated by the board to oversee the CCP; notwithstanding, the full board’s role in
setting the risk management direction and responsibility for decisions with a significant impact to
the risk profile of the CCP.

An effective committee structure provides for a framework whereby a subset of the board is able
to delve into key areas in more depth than would otherwise be possible at the full board-level.
By way of example at CME Clearing, the Clearing House Oversight Committee performs this

® This practice is in line with Principle 2 of the PFMI.
® This practice is in line with Key Consideration 6 of Principle 2 of the PFMI.
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role, as outlined in its publicly available charter.’® This includes oversight of the adequacy of
CME Clearing’s financial safeguards, default fund sizing computation, performance bond
policies, and model validation, among other areas that are also referenced in the proposed
guidance of the Consultative Report, and CME Clearing management as it relates to the
effectiveness of CME Clearing’s risk management program. In carrying out its responsibilities,
the Clearing House Oversight Committee maintains supervision over appropriately granular risk
management decisions rather than the full CME Board, while ensuring day-to-day management
is properly executed at the management level. Ultimately, the Clearing House Oversight
Committee is well-placed to escalate to the full CME Board matters that could have a significant
impact to the risk profile of the CME Clearing and to advise them on such matters.

Defining the Proper Balance Between Management and the Board

The guidance appears to assign a number of other responsibilities to the board — in addition to
those for which the board is proposed to have ‘explicit responsibility’ — which we view as more
appropriate for management and in conflict with prevailing corporate governance principles.

For example, we note that under 2.2.2 of the Consultative Report “the board should consider
and periodically review (i) how material changes to the CCP’s products, services, policies or
practices, and how changes to market conditions or market structures, may affect its risk profile
or risk tolerance, and (ii)) how these changes should be incorporated into the CCP’s risk
management practices including, in particular, the CCP’s margin system and stress testing
framework.” Given the expertise of a CCP’s management as a result of their on-going
monitoring of the markets served by the CCP and the day-to-day execution of the CCP’s
practices, we believe it more appropriate for management to conduct this review and determine
how these changes, if necessary, are to be incorporated into the CCP’s risk management
practices. Management should then communicate its review to the board and the board would
then be able to effectively assess how the outcomes of management’s review adhere to the
board’s risk appetite, as they would be provided with the necessary information to act as an
effective challenge mechanism to CCP management and to make well-informed decisions
through leveraging the expertise of management. In order to clarify the appropriate roles for a
CCP’s management and board we suggest the following language be adopted in place of the
specific language noted above under 2.2.2 of the Consultative Report:

‘the CCP'’s staff should present, on a periodic basis to the board, (i) how material
changes to the CCP’s products, services, policies or practices, and how changes to
market conditions or market structures, may affect the CCP’s risk profile or risk
tolerance, and (ij) how these changes should be incorporated into the CCP’s risk
management practices including, in particular, the CCP’s margin system and stress
testing framework.”

Generally, the guidance must clarify that the board is responsible and accountable for the
overall risk strategy of the CCP whereas management implements this strategy via its day-to-
day decisions and actions. We have made specific language suggestions below regarding 2.2.1,
2.2.5,2.27,2211, 2.2.12 and 2.2.14, but urge a full evaluation of the Governance section to
ensure it aligns with corporate governance practice and principles.

1% please refer to the Clearing House Oversight Committee charter, available at
http://files.shareholder.com/downloads/CME/497360949x0x893141/D3060DF1-D83C-456E-838C-
BAFF52EA2BOE/20160517 Clearing_House Oversight Committee Charter.pdf.

20 South Wacker Drive Chicago, lllinois 60606 1312 9301000 r312 466 4410 cmegroup.com 7


http://files.shareholder.com/downloads/CME/497360949x0x893141/D3060DF1-D83C-456E-838C-BAFF52EA2B0E/20160517_Clearing_House_Oversight_Committee_Charter.pdf
http://files.shareholder.com/downloads/CME/497360949x0x893141/D3060DF1-D83C-456E-838C-BAFF52EA2B0E/20160517_Clearing_House_Oversight_Committee_Charter.pdf

& CME Group

Margin System and Stress Testing Framework Validation

In similar a vein, CME Group does not believe that the board should be required to maintain the
responsibility of approving a CCP’s responses to findings in reviews and validations of its
margin system and stress testing framework, as outlined under 2.2.14 of the Consultative
Report. A scenario where the board must approve a CCP’s responses to review and validation
findings would be inconsistent with the appropriate role of the board having explicit
accountability for ensuring the necessary validations are conducted and the information
necessary to challenge management’s framework and decision making in responding to such
validations.™ Additionally, any changes that result from such validations would be represented
in a CCP’s risk management framework for which the board has oversight under Principle Two
of the PFMIs, ensuring proper oversight of these results.

The CCP’s management is ultimately best suited to respond to such reviews and validation,
given their granular understanding of the risk models that underlay a CCP’s margin system and
stress testing framework. Consequently, we would replace “[t]his responsibility, in turn, requires
the board to be informed of the results of all such validations and reviews as well as to approve
the CCP’s response to their findings” with “[t]his accountability, in turn, requires the board to be
informed of the results of all such validations and the CCP’s overall validation framework.”
Again, this suggested language would allow the board to play its appropriate role in overseeing
and challenging management.

Sizing of Financial Resources

CME Group also notes that the decision to resize a CCP’s margin and default fund is more
appropriate for a CCP’s management, opposed to the board. Therefore, CME Group
respectively recommends that the following language under 2.2.7 of the Consultative Report
stating, “[tlhe board should be equipped with the necessary information to make proactive
decisions on resizing margin and the default fund to maintain the required levels of financial
resources, and may delegate to management the authority to take prompt corrective action
based on margin coverage and stress testing results” be replaced with “[tlhe board should be
equipped with the necessary information to evaluate the risk management framework and
ensure that such framework requires that management will proactively resize margin and the
default fund to maintain the required levels of financial resources.” This suggested change is
necessary to ensure the board is not given the inappropriate duty to make the decision to resize
a CCP’s margin or default fund requirements. Rather the board should have accountability for
ensuring sufficient financial resources are maintained via approval of the risk management
framework and setting the risk tolerance.

A CCP needs to be able to act dynamically in order to make appropriate, risk prudent decisions
and putting the decision to resize a CCP’s financial resources on the board would restrict this
ability. The decision to resize margin and default fund is informed by daily monitoring and it is
highly unlikely that any CCP board is meeting frequently enough to ensure a prompt response
to daily market change. Further, where this responsibility is left to management, the board can
act as an effective check and balance on management at a strategic level, requiring that they
maintain a level of separation from the day-to-day processes.

™ For avoidance of doubt, we note in line with our recommendation to replace the use of the term ‘explicit
responsibility’ with ‘explicit accountability’ that the board’s accountability for ensuring validations of margin system
and stress testing framework are conducted would be represented under 2.2.14 of the Consultative Report.
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The Consultative Report also appears to assign a number of granular responsibilities to the
CCP’s board related to incorporation of historical events, both for margin and stress testing. The
proposed guidance under 2.2.5 of the Consultative Report, tasks the board with the
responsibility for any decision to remove any historical scenario from a CCP’s margin
assumptions and stress testing. We believe this is a decision that should reside with CCP
management and is well outside the scope of the board’s responsibilities. By way of example,
given the breadth of scenarios included in CME Clearing’s stress testing framework, and we
assume that of all other global CCPs, the removal of a single scenario would not yield a material
change to CME Clearing’s stress testing framework or risk management capabilities. The
implication in the guidance that the board of a CCP would have to approve items as granular as
the removal of a historical stress scenario would greatly reduce the ability of a CCP to manage
risk effectively. Consequently, we suggest that 2.2.5 be revised to read:*

“The board should have the information necessary regarding the margin system and
stress testing framework of a CCP to ensure that it can provide an effective challenge to
management regarding the design and implementation of the margin system and stress
testing framework.”

This information would in turn allow the board to have the level of information required to serve
as an effective check on management and approve changes to the margin system or stress
testing framework that have a significant impact to the risk profile of the CCP. Again, this
approach would be consistent with the traditional role of the board from a corporate governance
standpoint.

Management of Procyclical Risk

Another area of concern related to the role of the board is under 2.2.11 of the Consultative
Report, which covers proposed responsibilities of the board related to the management of
procyclical risk. In our comments in the Margin section, we address our concerns in detail about
taking an overly prescriptive approach to addressing procyclical risk and the importance of
imposing a requirement for a holistic evaluation of procyclicality, which includes an evaluation of
the impact of ad hoc settlement variation calls. In this case, we are concerned again that the
language conflates the role of the board and CCP management. Currently, 2.2.11 of the
Consultative Report reads:

“[tlhe board should have explicit responsibility to assess and limit — to the extent
practicable and prudent — destabilising, procyclical changes in the overall quantity of
financial resources collected from direct participants, including initial margins, margin
add-ons, default fund contributions and the impact of collateral haircuts. The approach
established by the board for assessing and limiting procyclicality should be clearly
defined, justified and documented with clear roles and responsibilities established for
management and the board.”

2 The current language under 2.2.5 of the Consultative Report for which we are recommending changes states: “For
example, if a CCP’s management recommends removing any historical event from the margin assumptions or stress-
testing scenarios, then the board should require management to perform a comprehensive, rigorous and persuasive
analysis. The board should provide an effective challenge to management’s analysis, and the board should retain
responsibility for any decision to remove any historical scenario based on a determination that the scenario is no
longer plausible.”
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We do not believe the board should be responsible for assessing and limiting procyclicality on a
day-to-day basis but rather that the board should approve the risk management framework
which must address procyclical risk holistically. We would recommend that the language under
2.2.11 of the Consultative Report be revised to state:

“[tlhe CCP’s risk management framework, which must be approved by the board, should
address the potential risk of procyclicality caused by all aspects of the CCP’s risk
management including initial margins, margin add-ons, default fund contributions, mark-
to-market payments (eg settlement variation) and the impact of collateral haircuts in a
manner that does not undermine its primary objectives of prioritizing the safety and
efficiency of the CCP and supporting the stability of the broader financial system.”

Under these suggested changes, we believe 2.2.12 of the Consultative Report is unnecessary
and recommend it be removed.

Disclosure and Feedback Mechanism

The board should approve and have oversight of the implementation of a disclosure and
feedback mechanism with market stakeholders. This mechanism should focus on risk based
feedback and should allow all market stakeholders the opportunity to engage CCP
management, and where appropriate, the board. In line with these principles, we make two
suggestions for changes to the language in this section. First, any reference to the disclosure
and feedback mechanism should make clear that the feedback being sought is risk-based
feedback rather than self-interested feedback from market stakeholders. Without this critical
consideration, there is a risk that the mechanism could potentially entertain self-interested
feedback from market stakeholders in informing risk management practices. This would be
inconsistent with the stated goals of the PFMIs “to ensure a common base level of risk
management across FMIs and countries.””® Thus, we suggest all references to feedback
specifically add ‘“risk-based” to ensure that the mechanism is designed to improve risk
management across FMIs.

Second, the mechanism should be approved by the board but implemented by CCP
management. We therefore, recommend that in the following sentence under 2.2.15 of the
Consultative Report: “[iln establishing such a mechanism, the board should specifically
contemplate a predetermined frequency of its communication with direct participants and any
other relevant stakeholders” the word “its” be replaced with “management’s” as this will
effectively allow for the board to oversee the disclosure and feedback mechanism’s
implementation. This change is not intended to imply that the Board should not have
communication with stakeholders but rather that the more regular communication should occur
between stakeholders and management to ensure that the risk-based feedback from the
stakeholders is received by those responsible for on-going, on the ground risk management.

CCP’s Own Contribution to Absorb Losses

As noted above, it is critical that a CCP’s feedback mechanism be designed carefully to ensure
that a CCP receives risk-based rather than self-interested feedback from its clearing members
and other market stakeholders. This is critically important in the case of CCP contribution to

13 See PFMI at Introduction 9 1.2.
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losses due to the broad range of incentive impacts the CCP contribution can have on clearing
members. We believe that it critical for any additional guidance to recognize these incentive
impacts. A shift of loss absorbing measures from market participants (the risk takers) to the
CCPs (the market risk neutral intermediaries) would create perverse incentives. Specifically, this
shift may encourage additional risk taking by market participants and would also reduce the
incentives of market participants to participate in auctions and other default management
efforts.

Currently 2.2.9 of the Consultative Report states, “[w]hen the board determines the amount and
the characteristics of the CCP’s own contribution, the board should employ mechanisms to seek
and consider views of direct and indirect participants and other relevant stakeholders”. We
believe it would make it clear that the feedback should be risk-based if it stated, “[w]hen the
board determines the amount and the characteristics of the CCP’s own contribution, the board
should employ mechanisms to seek and consider risk-based feedback from direct and indirect
participants and other relevant stakeholders.”*

To fully address these concerns and to reflect the broader incentive effects referenced above,
additional changes must be made to 2.2.9 of the Consultative Report which states that,
“[m]oreover, exposing a CCP’s owners to losses can provide appropriate incentives to owners
to ensure that the CCP is properly risk-managed”. We recommend changing this language to
the following:

“The size of a CCP’s own contribution to the financial resources has significant incentive
effects on clearing participants. If such contribution is too large, it could create significant
moral hazard for a CCP'’s clearing participants and that in turn could pose systemic risk.
Overly large contributions by a CCP may subsidize clearing participants risk taking and
reduce their incentives to effectively participate in default management. A CCP should
ensure that it provides a contribution to the financial resources that is meaningful and
takes into account the negative incentive effects that an overly large CCP contribution
can have on the risk management incentives of its clearing participants.”

CCP Risk Committee

A CCP’s risk committee, which includes the CCP’s market participants — both direct participants
and indirect participants — can and should be characterized as a risk-based feedback
mechanism that provides market participants the opportunity to present their expertise and
views to the CCP on risk management matters. Risk committee participation by direct
participants and indirect participants is an effective vehicle for the CCP to obtain market
stakeholder input and feedback. Although, the views solicited through a CCP’s risk committee
are those of its represented market participants, the composition of the risk committee, and the
responsibilities thereof, should be designed to represent the best interests of the market as a
whole.

We highlight the difference between risk-based and self-interested feedback and caution
against any requirement to implement channels for feedback that run the risk of requiring a CCP
or its risk committee to commingle the two. Self-interested feedback would be of no use to a

1 cME Group recommends that a similar change be made under 2.2.10 of the Consultative Report.
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board in developing and overseeing the CCP’s risk management strategy and thus should be
discouraged. Permitting or requiring such feedback would:

e Diminish and devalue the risk committee’s ability to provide the board with stakeholder
expertise in risk management;

e Undermine the centrality of risk management matters at the risk committee;

o Create inefficiency by introducing potentially contentious issues outside the scope of a
risk committee’s intended remit; and

e Jeopardize the ability of a risk committee to act in a manner that supports the stability of
the broader financial system.

Further, it is important that the interests of a CCP’s risk committee and the CCP are aligned in
prioritizing the stability of the broader financial system as well as the safety and efficiency of the
markets they serve. The Consultative Report under 2.2.18 provides that appropriate channels
for feedback include participation on the risk committee by representatives “where the duties of
such representatives are to the participant they represent”. For the reasons noted above, we
believe it appropriate to remove this language from any additional guidance as it implies that
self-interested feedback has value to the risk management of the CCP.

Market Participant Outreach Standards

Lastly, we make one minor suggestion to the language contained in 2.2.13 of the Consultative
Report, adding the words “should be designed to” in front of the word “ensure”, so that the
guidance states the following: “[tlhe board should also ensure that the CCP conducts regular
and rigorous due diligence of its participants’ understanding of, and their ability to predict and
manage, potential changes in margin, default fund and collateral haircuts in times of market
stress. This due diligence should be designed to ensure that participants understand and have
taken the necessary steps to be prepared to meet such requirements while the CCP also looks
to implement and maintain its framework for addressing procyclicality.”*> This change will avoid
the implication one party can ever have specific knowledge regarding what is understood by
another party.

Is the current level of public disclosure by CCPs appropriate? In particular, is there a
need for further disclosure related to margin and stress testing methodologies? If so,
would the disclosure of the items included in the list (or a subset of the list) suggested
by an industry group and attached as an Annex be appropriate and sufficient for
disclosure and feedback purposes?

CME Group applauds CPMI-IOSCO for raising this topic of adequate disclosure as there is
substantial diversity among market stakeholders and over the appropriate amount of CCP
margin and stress testing disclosure. We believe disclosures by CCPs are a critical piece in
providing the market with comfort that CCPs have robust risk management frameworks and
adequate resources.’® However, the level of disclosure must take into account the potential

' The current language under 2.2.13 of the Consultative Report for which we are recommending changes states:
“The board should also ensure that the CCP conducts regular and rigorous due diligence of its participants’
understanding of, and their ability to predict and manage, potential changes in margin, default fund and collateral
haircuts in times of market stress. This due diligence helps ensure that participants understand and have taken the
necessary steps to be prepared to meet such requirements while the CCP also looks to implement and maintain its
framework for addressing procyclicality.”

'8 We note that significant information regarding CCPs is already available to market participants and the public via
the Public quantitative disclosure standards for central counterparties (Feb. 2015) which require the publication of a
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risks of over-disclosure such as the risk to market participant confidentiality and the risk of
model monoculture.

CME Group believes it is critical that the level of disclosures be designed to avoid risks to
member confidentiality and creation of model monoculture in cleared markets. The lack of
consensus amongst the industry on CCP stress testing disclosures is a clear indication of the
importance of disclosing the appropriate level of information.

Protection of the Confidentiality of Market Participants

The most concerning aspect of the disclosure standards proposed in Annex 1 to the Cover Note
are those disclosures that could potentially jeopardize the confidentiality of the portfolios of a
CCP’s market stakeholders. In particular, suggested data points (i.e. trend data on the
uncollateralized largest stress loss'’ for each clearing member across scenarios, each pair of
clearing members, and the distribution of stress losses across all clearing members for each
scenario), present a real risk of allowing market participants to reverse engineer the exposures
of clearing members and use that information to their benefit in their trading strategies. To the
extent that information on stress results can be provided without endangering the confidentiality
of member data, we are open to the concept but feel it is critical that CPMI-IOSCO be cautious
about requiring trend data at such a granular level. The combination of all of this information
provided for daily exposures creates a significant risk that a sophisticated market participant
could use to ascertain at least the outline of the portfolio of a market participant and use that to
their advantage. Such a risk should be avoided at all costs for the protection of participants and
the integrity of the market. Rather, we suggest that CCPs provide two sets of disclosures as set
out in more detail below.

Model Monoculture

Over-disclosure of CCP stress scenarios presents other risks as well. For example, the concept
of a “model monoculture” refers to the potential for market participants and risk managers to
become accustomed to a standard set of stress testing scenarios for a particular asset class,
eventually leading to a world where all participants and risk managers use the same models and
inputs to evaluate risk. Ben Bernanke raised this concern in April 2013 during a speech
regarding stress testing disclosure:*

“At the same time, it is reasonable to worry that, with increased disclosure of supervisory
models, firms would see a declining benefit to maintaining independent risk-
management systems and would just adopt supervisory models instead. Doing so would
certainly make it easier to "pass" the stress tests. However, all models have their blind

of various data points on a CCP’s risk management on a quarterly basis, which is in addition to CCP’s qualitative
PFMI disclosures. CME Clearing and CME Clearing Europe’s disclosures may be found at:
http://www.cmegroup.com/clearing/cpmi-iosco-reporting.html and http://www.cmegroup.com/europe/clearing/cpmi-
iosco-reporting.html and http://www.cmegroup.com/clearing/risk-management/files/cme-clearing-principles-for-
financial-market-infrastructures-disclosure.pdf and http://www.cmegroup.com/europe/clearing-europe/files/cmece-
cpmi-iosco-principles-for-fmis-disclosure.pdf.

" For the purposes of CME Group’s comments, we are assuming that “uncollateralized stress loss” means stress
loss beyond the initial margin rather than stress loss beyond the initial margin plus default fund (which would
technically mean assessments). We are making this assumption since the default of any individual clearing member
or pair of clearing members would be collateralized if default fund is taken into account since the default fund is sized
to cover the default of the two largest exposures to the CCP.

'8 Chmn. Ben S. Bernanke, Stress Testing Banks: What Have We Learned? (Apr. 8, 2013), available at
https://www.federalreserve.gov/newsevents/speech/bernanke20130408a.htm.
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spots, and such an outcome risks a "model monoculture" that would be susceptible to a
single, common failure. The differences in stress test results obtained by supervisors'
and banks' own models can be informative, and we do not want inadvertently to destroy
the healthy diversity or innovation of the models and other risk-management tools used
in the banking industry.”

These views were recently echoed by Federal Reserve Governor Daniel Tarullo on September
».19

2016 in his speech titled “Next Steps in the Evolution of Stress Testing”:

“In part for this reason, full disclosure could promote a "model monoculture" in which
both supervisors and firms use the same models to evaluate risks. A critical part of the
DFAST/CCAR process is that firms use their own models to assess their risks. We do
not want them simply to copy the supervisory model and thereby increase the
vulnerability of the financial system to the inevitable blind spots in even the best models.”

In light of the risk of “model monoculture” in relation to supervisory stress testing models, CME
Group believes it prudent for CPMI-IOSCO to consider this potential outcome in relation to CCP
stress testing disclosures. As such, it is important that CCP stress testing disclosures do not
unintentionally diminish the need for market participants to actively manage risk and employ the
scenarios that are incorporated into a CCP’s stress testing framework, which could be a
potential outcome if an excessive disclosure standard is employed. CME Group supports risk
management innovation amongst all market stakeholders and is constantly looking to expand
and assess our own stress testing scenarios in order to accommodate new risks and changing
market conditions.

Recommended Stress Testing Disclosures

CCP disclosures should strike the balance between providing sufficient data and information to
the market to provide comfort, but must avoid the possibility that the confidentiality of a
participant will be compromised or that model monoculture will undermine risk management and
innovation. To address these needs and meet the goals of CPMI-IOSCO, CME Group has
provided the below comments on the Annex to the Cover Note of the Consultative Report:

A. CCPs should publicly disclose the following items:
1. Scenarios: All historical scenarios and the assumptions, risk factors, and shock levels
for hypothetical/theoretical scenarios.
CME Group believes it is inappropriate to require the disclosure of shock levels publicly
for the reasons set out above. CME Group currently provides this information to
appropriate regulators and believes that to be a best practice.

2. Inputs: For both historical and hypothetical/theoretical scenarios, all relevant pricing
data, correlations and liquidity conditions.
CME Group believes it is inappropriate to require the disclosure of pricing data,
correlations and liquidity conditions publicly for the reasons set out above. CME Group
currently provides this information to appropriate regulators and believes that to be a
best practice.

' Gov. Daniel K. Tarullo, Next Steps in the Evolution of Stress Testing (Sept. 26, 2016), available at
http://www.federalreserve.gov/newsevents/speech/tarullo20160926a.htm.
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3. Guarantee fund: The size of the guarantee fund for that particular clearing service
(assuming limited recourse).
CME Group notes this is currently disclosed in line with CCP’s disclosures for CPMI-
IOSCO’s Public quantitative disclosure standards for central counterparties (“CPMI-
IOSCO Public Quantitative Disclosure Standards”).

B. CCPs should provide additional information to clearing members and other market
participants who make a request for the following items:

1. Stress results: Information on stress losses in the form of quarterly reports, including
trend data on daily CCP uncollateralised stress losses (the single largest and the
aggregate of the two largest uncollateralised stress losses) and the following
information, arranged in each case from highest to lowest:

i. the largest uncollateralised stress loss for each clearing member (across
scenarios), without identifying the scenario or the clearing member, to determine
an approximate distribution of maximum clearing member stress losses;

ii. the largest uncollateralised stress loss for each pair of clearing members (across
the stress scenarios), without identifying the scenario or either clearing member,
to determine an approximate distribution of maximum stress losses for two
members defaulting simultaneously; and

ii.  the distribution of uncollateralised stress losses across all clearing members for

each scenario, without identifying the scenario or clearing member.
CME Group believes it is inappropriate to require the disclosure of information
under “i” thru “iii” publicly and supports the level of disclosure on this topic
already included in the CPMI-IOSCO Public Quantitative Disclosure Standards.
Additionally, an alternative disclosure is proposed below that we believe will
provide the appropriate information regarding the risk exposures at the CCP
without compromising the confidential information of market participants or
presenting model risk.

2. Assessments: Clearing members, other market participants, and other CCPs should
have the same ex ante understanding of all the powers and authorities that a CCP may
exercise in a time of crisis.

CME Group notes that information on this is currently disclosed in line with CPMI-IOSCO
Public Quantitative Disclosure Standards.

3. Reverse stress-testing results: For each stress-testing scenario that the CCP applies
to each particular clearing service, the number of clearing member defaults that would
result in exhaustion of all pre-funded and pre-committed resources for that clearing
service.

CME Group notes that information on this is currently disclosed in line with CPMI-IOSCO
Public Quantitative Disclosure Standards.

4. Validation: CCPs should disclose: (i) the name of the independent party; (i) a summary

of the qualifications of that party; (iii) the validation approach taken by that party; and (iv)
the results of such validation.
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CME Group believes it is inappropriate to require the disclosure of this information
publicly and supports the level of disclosure on this topic already included in the CPMI-
IOSCO Public Quantitative Disclosure Standards. Additionally, in many cases the
Service Level Agreements with these independent parties will preclude this level of
disclosure. CME Group provides this information to appropriate regulators and believes
that to be a best practice.

CME Group proposes an alternative disclosure to those under “Stress results”, which is as
follows:

On a quarterly basis the largest potential mutualized stress loss over the previous
guarter per clearing member for any clearing member whose mutualized stress loss is
equal to or greater than 5% of the total default fund for each clearing service be
disclosed publicly on an anonymized basis.

This disclosure point would effectively allow market stakeholders to understand material
mutualized losses faced by the clearing membership upon the default of a large clearing
member.

CME Group believes this level of public and regulatory disclosure allows for all relevant market
stakeholders to understand the stress testing frameworks employed by the CCP, while
maintaining the integrity of the tests to identify risks and sustain adaptability to changing market
conditions. CME Group looks forward to the final CPMI-IOSCO guidance on this topic given the
active debate amongst clearing members and market participants around the appropriate level
of stress testing disclosure.

Additional Clearing Participant Disclosures

We understand the goal of additional disclosures by CCPs and the PFMIs more broadly is to
protect the financial system. CCPs are one small part of the overall financial system and risks to
the centrally cleared markets generally arise from areas outside of the centrally cleared space.
As such, we believe it critical for CPMI-IOSCO to add language to the Consultative Report
focusing on the fact that requiring clearing members to disclose additional information to their
CCPs on the risks they face outside of the centrally cleared markets, whether directly or through
their affiliates, would materially improve the insight CCPs have to the exposures, both direct and
indirect of their clearing members. While CCPs cannot possibly be required to manage risk
outside the markets they clear, this information could allow them to better tailor their risk
management with a better view to the risk profile of their clearing members. CME Group
believes that the below disclosures should be provided confidentially to a CCP:

o Cleared and uncleared derivatives exposures across a clearing member and its affiliates
on a per asset class basis (e.g. FX, equities etc.);

o Number of counterparties (that are either the clearing member or an affiliate of the
clearing member) that utilize the $50M initial margin threshold exemption for non-
centrally cleared derivatives, subject to the implementation of jurisdiction in which the
counterparty operates;

o Percentage of open positions held by largest five clients, in aggregate for cleared and
uncleared markets*;
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o Percentage of initial margin posted by largest five clients, in aggregate for cleared and
uncleared markets*; and

e Percent of client transactions attributable to largest five clients, in aggregate for cleared
and uncleared markets*.
*CME Group notes that similar disclosures are already required by CCPs in regard to its
clearing members through the CPMI-IOSCO CCP Public Quantitative Disclosure
Standards.
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Stress Testing

Is the guidance provided on stress testing sufficient and appropriate?

We are pleased with the guidance on stress testing in total and believe that setting out some of
the best practices in stress testing will be valuable for the market. However, we are concerned
that some of the guidance on stress testing crosses the line into requiring the utilization of
implausible scenarios, or scenarios that represent requirements covering risks outside the remit
of a CCP, in particular its CCP’s stress testing framework. Broadly speaking, we see this
concern in three different areas including liquidity stress testing, the utilization of intraday
pricing/positions outside of regular settlement cycles, and the treatment of client defaults.

Liquidity Stress Testing

The guidance makes reference to constructing scenarios that “address other potential sources
of liquidity risk, such as the failure of a liquidity provider, settlement bank, nostro agent or
investment counterparty.” This implies that the CCP should guarantee the financial institution
used to facilitate banking activities between the CCP and its clearing members, which is not the
role of a CCP and would pose significant danger to a CCP and the markets it serves. We note
that this guarantee is not provided by any other financial institution utilizing other institutions to
facilitate banking activities. In addition, clearing members themselves, who are often affiliated
with custodial entities, generally do not provide this level of guarantee. CCPs cover credit losses
and ensure sufficient liquidity resources related to the failure of a clearing member based on
exposures arising from the positions carried by that clearing member; CCPs do not guarantee
the performance of other entities in the clearing ecosystem and asking them to do so would be
perverse, considering other entities involved in the clearing ecosystem such as clearing
members and custodians do not accept this sort of liability.

The role of a CCP is to act as the guarantor of financial performance between two trade
counterparties for exposures on the markets it serves. A CCP cannot and should not be
expected to guarantee unforeseeable, idiosyncratic losses or disruptions stemming from the
failure of a third-party where it cannot take action to prevent the losses. For example, a
settlement bank, custody bank, or nostro agent or investment counterparty may fail for reasons
beyond its activities at the CCP. It would be impractical and out of line with standard market
convention for a CCP to bear such losses on behalf of another entity in these circumstances.

Custodians generally disclaim liability for sub-custodians and futures commission merchants
(“FCMs”) generally disclaim liability to their customers in relation to the return of collateral due to
a failure at a CCP, custodian, and investment counterparty. Further, the failure of a liquidity
provider, settlement bank, nostro agent, or investment counterparty is not necessarily related to
stressed liquidity conditions that can be modeled. Therefore it should not be included in the
proposed liquidity stress testing framework. Stress scenarios and shocks are structured to
reflect losses or liquidity shortfalls arising from price and volatility changes in the products
cleared, not events impacting specific third-party entities unrelated to the activity in a given
CCP’s market. For events affecting such third-party entities, CCPs should clearly set out in their
rules the processes for addressing their failure and related issues.

A few examples below illustrate why such events should not be included in liquidity stress
testing scenarios:
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The clearing member has not made payment to the settlement bank prior to the bank
failing. The failure of the bank does not void the clearing member’s obligation to the
CCP; it is still the clearing member’s responsibility to meet this obligation to avoid being
placed in default. The clearing member may be required to make alternative banking
arrangements or employ other relationships it maintains to facilitate payment to the CCP.
On this basis, the CCP should not hold resources to meet the obligations of an otherwise
normally functioning clearing member. The failure of the settlement bank does not void
the obligation of the clearing member to the CCP, per provisions in the CME Group
Exchange Rulebooks.

Another scenario may exist that could impact the movement of funds, though much more
extreme and less plausible:

The clearing member has funded its account at the settlement bank, but the bank fails to
fulfill settlement instructions it receives from the CCP. This would require a nearly
instantaneous settlement bank default after receiving instructions, which are typically
fulfilled within moments of being received where accounts are sufficiently funded.
Despite the clearing member having paid into the settlement bank, the CCP has not
received such payment and therefore the clearing member’s obligation is not considered
to have been met. The clearing member is thus still required to make payment via
alternative arrangements, as set out in the CME Group Exchange Rulebooks.

In both cases, the issues arising at the settlement bank are more appropriately addressed in the
CCP rulebook. We would ask CPMI-IOSCO to consider replacing 3.2.4 of the Consultative
Report with the suggested text below to more clearly reflect the role of the CCP:

“CCPs should develop scenarios that address liquidity risks that may require the CCP to
cover losses related to its role as the guarantor of counterparty risk. CCPs should
account for liquidity constraints that may occur as a result of a clearing member failure,
including losses that may occur when an affiliated entity of a defaulted clearing member
acts as a liquidity provider. Where it is not the role of the CCP to guarantee performance
on an obligation (i.e. guaranteeing payment by a settlement bank) in order to fulfill its
primary role, the CCP should not be required to contribute to the associated losses but
should have clear rules or procedures for addressing the failure of third party entities.
This may include explicit requirements or obligations of a clearing member should its
liquidity provider, settlement bank, nostro agent or investment counterparty fail.”

Additionally, we suggest that the following portions of 3.2.9, 3.2.15, and 3.2.16 of the
Consultative Report be removed to ensure appropriate liquidity obligations by CCPs:

3.2.9 of the Consultative Report

“A CCP should recognise other potential sources of liquidity risk — arising for example
from the failure of a liquidity provider, settlement bank, nostro agent or investment
counterparty — and ensure its sources of risk are properly captured in bespoke liquidity
stress tests.”

3.2.15 of the Consultative Report
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“Sources of liquidity risk also include risks that affect the value of liquidity resources (eg
collateral value) or the ability of the CCP promptly to access those resources (eg due to
non-performance of a custodian, seftlement agent, or credit provider).”

3.2.16 of the Consultative Report

“Similarly, a CCP should also consider other relevant sources of liquidity risk such as
collateral-related defaults, foreign exchange risks, and intraday settlement processes
that may involve or depend upon other relevant entities such as settlement banks, nostro
agents, custodian banks, liquidity providers and linked FMIs.”

In their place we recommend that the Consultative Report state:

“A CCP should have clear and explicit rules regarding the CCP’s obligations and the
obligations of its clearing members in the case of a failure of a liquidity provider,
settlement bank, custody bank, nostro agent or investment counterparty. These
obligations should be consistent with market convention and the role of a CCP in the
financial system.”

Client Exposures

CPMI-IOSCO’s proposed guidance suggests that a CCP’s stress testing framework may need
to incorporate a ‘cover all' client scenario when sizing its financial resources since it would
require that CCPs assume that no clients of a defaulting clearing member could be ported. This
assumption does not account for past experience in default scenarios. The U.S. regulatory
construct supports bulk porting of client accounts in the event of a clearing member default,
greatly increasing the likelihood that all client accounts can be successfully transferred rather
than liquidated. The likelihood of successful porting is further reinforced through the use of a
customer gross margining regime, which is required under U.S. regulations as well. Customer
gross margining significantly increases the likelihood that clients are fully margined at the time
of porting and that either the entirety or smaller subsections of the customer pool can be easily
transferred to one or multiple non-defaulting clearing members, respectively.

Conversely, a customer net margin regime or regulatory framework that requires a single
designated porting destination to be agreed upon by all customers or allows individual
customers to choose their unique destination does not provide the flexibility needed to
successfully port clients. Customers margined on a net basis must be ported together or risk
being significantly undermargined at the time of transfer since there is only enough margin to
meet the net obligations of all clients combined in one portfolio. In such a regime, if one clearing
member is not able or willing to accept the entire client book the options are either procyclical
initial margin calls on clients or the liquidation of their positions.

Additionally, some jurisdictions may allow for a temporary exemption of customer due diligence
for clearing members who agree to accept clients from the defaulted clearing member. This
relieves some of the burdens of absorbing a defaulted clearing member’s client portfolio and
helps restore market stability quickly and efficiently.

Ultimately, customer gross margining protections, bulk transfer and temporary relief from know-

your-customer rules eliminate the need for a CCP’s stress testing framework to assume no
clients can be ported and which could lead to the implausible incorporation a ‘cover all’ client
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scenario when sizing its resources. Therefore we suggest that 3.2.51 of the Consultative Report
be revised to address these concerns and state the following:*

“Moreover, for the purposes of reflecting the extreme but plausible market conditions
appropriate for stress testing, the plausibility of the CCP being able to port client
positions should be predicated on the regulatory structure of the primary jurisdiction in
which the CCP operates. For example, where a jurisdiction requires gross customer
margining, permits bulk transfer, historically has demonstrated success in porting and
has provided the temporary relief designed to increase the likelihood of customer
porting, it may be implausible to assume that no customers can be ported. In contrast, it
may be plausible that no customers can be ported in jurisdictions that fail to apply such
standards and tools to effectuate the porting of customer positions.”

We encourage CPMI-IOSCO to revisit this piece of the proposed guidance in the Consultative
Report to take into account the plausibility of customer porting with respect to the regulatory
structure in different jurisdictions and their historical success in porting clients.

In the light of the potential for member positions and market prices to change
significantly during the day, is the proposed guidance on capturing intraday positions
and price movements in stress tests appropriate and sufficient?

While positions of market participants do change in response to evolving market conditions and
movements in adjacent markets or exogenous events, most important are positions at the time
of a settlement cycle since that is the most likely time of default. CCPs cannot be reasonably
expected to accurately predict intraday position changes, nor is it prudent to rely on past
position changes in forecasting those that may occur in the future. Clearing members’ and their
clients’ portfolios fluctuate for a multitude of reasons, including market volatility, changing
market characteristics, or structural changes to the entity’s strategy or business model.
Therefore, attempting to forecast position changes, even using those that are historically
observed, may have little foundation in true qualitative or quantitative risk factors on a going
forward basis. Increased reliance on forecasting in the stress testing framework may lead to
unreliable and volatile model results. For these reasons, historical data on position changes, or
its use in predicting future changes, provides little value when determining stress scenarios.

Further, it should be noted that the changes in exposures of participants that traditionally
maintain large portfolios are captured at each settlement cycle and will be identified as drivers of
a CCP’s financial resources. Conversely, other participants, such as proprietary traders, who
typically have significant activity throughout the day but flatten out by market close generally do
not maintain portfolios large enough to drive the size of a CCP’s financial resources, with
exposures being negligible relative to that of the current shortfalls driving the default fund at
major CCPs. Thus, the benefit of taking into account such position changes are likely minimal in
light of the costs associated with their implementation.

Regarding the use of intra-period or peak price moves, the proposed guidance must not view
the construction of appropriately extreme but plausible stress scenarios in a vacuum. Using the

2 The current language under 3.2.51 of the Consultative Report for which we are recommending changes states:
“Moreover, for the purposes of reflecting the extreme but plausible market conditions appropriate for stress testing, a
CCP should assume that it will be unable to port client positions. Because porting requires an able and willing
transferee, during times of stress, it is plausible that no such transferee will be found.”
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historical maximum price change, outside those calculated during a regular settlement cycle,
may not be reflective of price changes used to calculate settlement variation payments (where a
participant is most likely to default) and are unlikely to be reflective of the prices offered by non-
defaulting clearing members in an auction. It is also critical to measure the metrics of the stress
testing framework against the plausibility standard.

The use of an assumption that the worst-case price and position changes will occur in parallel is
not reflective of realistic market movements. By way of example, including stress observations
based on a snapshot of some of the worst market moves at any point in the day captured over
up to the past 30 plus years that assume the worst moves in each market occur simultaneously
would yield an implausible scenario, where it would not be reasonable to consider the need to
liquidate a clearing member’s portfolio at such prices; this would imply that a clearing member’s
portfolio would also have to be liquidated at that very moment, at the worst point in the market
over a long period of history. On this basis, CPMI-IOSCO should consider the default and
auction procedures used by CCPs. Clearing members participating in an auction of a defaulter’s
portfolio are asked to bid based on current market conditions, the risk they would be assuming,
and expectations of the portfolio’s value going forward, making it implausible that the observed
peak to trough price changes on an intraday basis over a long historical period will be used to
anchor bids.

CCPs should capture intra-period price changes through their intraday and end-of-day
settlement cycles. Market prices at close or at settlement cycles represent prevailing market
conditions that are used by auction participants to bid on portfolios. Peak moves are often
aberrations or temporary market swings and are particularly implausible to be relevant to an
auction where they are reflective of point in time price movements from decades in the past. For
example, on October 7", the British Pound inexplicably plunged to a new low during a short time
window. Shortly thereafter, it had recouped most of its losses, indicating that the pricing may
have been a short-term deviation rather than a legitimate price. This pricing behavior is not
entirely unique to the over-the-counter FX markets, though additional protection exists in the
markets that CME Clearing clears such as circuit breakers which apply a temporary pause to
further trading/price movements to dampen market volatility and we do not believe that taking
into account such temporary price moves is appropriate from the perspective of stress testing
considering the implausibility of participants in the markets anchoring to those prices as part of
their participation in default management.

To address intraday exposures, CCPs use a combination of appropriate stress shocks, prudent
margin levels, and participant monitoring to manage exposures, intraday or otherwise. Initial
margin covers potential future exposures, while settlement variation removes risk from the
system at least once daily. Additionally, CCPs monitor the level of resources on hand relative to
participant exposures. Participant monitoring reduces the likelihood that a portfolio poses risks
disproportionate to the size of that participant’s resources or wherewithal to meet payment
obligations through the use of daily limits. Therefore, CCPs should include a buffer when sizing
their default fund to account for historically observed changes in the stress shortfall, to absorb
increasing exposures during periods of volatility and mitigate procyclicality. This buffer, in
combination with monitoring, ensures that a CCP maintains sufficient financial resources at all
times.
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On this basis, we recommend that CPMI-IOSCO remove 3.2.34 and 3.2.35 of the Consultative
Report and replace it with:

“A CCP should account for changing positions and prices on an intraday basis by stress
testing positions and prices from any regularly scheduled intraday settlement cycle.”

Historical Scenarios

The Consultative Report asks under 3.2.32 that the CCP base decisions on removing historical
scenarios on the basis of “clear and convincing analytical evidence that a historical level of
market volatility cannot reoccur.” This wording suggests that CCPs stress testing should include
all historical scenarios available in the entire data series. It also implies that the CCP must be
able to demonstrate with certainty that a given market condition can never repeat.

We believe that it is impractical to expect risk management to be able to essentially guarantee
that any market condition can never reoccur. Taken with the vast time series suggested for
defining historical scenario, this standard does not allow for appropriate flexibility or plausibility
in defining the CCP’s stress testing framework and will require that CCPs maintain unnecessary
and unrepresentative stress tests. We suggest that CPMI-IOSCO substitute “cannot reoccur”
with “is implausible.”

We assume the goal of the Consultative Report is to allow the continuation of existing
arrangements whereby the CCP’s risk management define plausibility in its stress testing
framework, in consultation with the risk committee, subject to board oversight. Further, this
framework is reviewed by the appropriate regulators, ensuring appropriate transparency into the
CCP’s definition of plausibility. This ensures the CCP is able to efficiently amend its stress
testing to ensure swift and effective responses to changes in the market environment.
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Coverage

Is the guidance provided on coverage sufficient and appropriate? Is the current two-
tiered Cover 1/Cover 2 minimum standard still appropriate in relation to the guidance in
the report?

CME Group believes the current guidance on the Cover 1 and Cover 2 standards for liquidity
and financial resources, respectively, are sufficient and appropriate. However, we believe that it
is critical to evaluate the liquidity requirements placed on CCPs in light of the definition of
“qualifying liquidity resources” in their jurisdiction. Narrowly focusing only on whether the
appropriate standard for liquidity is Cover 1 or Cover 2 fails to take into account the most
important factor in evaluating a CCP’s liquidity, the flexibility with which they can count different
resource types as “qualifying” based on the regulatory restrictions in their jurisdiction. In many
jurisdictions, highly liquid sovereign bonds such as UK Gilts, German Bunds and U.S.
Treasuries clearly qualify as liquid resources that can count towards a CCP’s Cover 1 or Cover
2 standard for liquidity. In contrast, certain jurisdictions do not permit CCPs to treat such
sovereign bonds as qualifying liquidity resources. This can result in two CCPs with identical
liquidity profiles meeting two different liquidity cover standards (Cover 1 versus Cover 2 or
otherwise).

This is just one example of inconsistencies between jurisdictions so two CCPs with similar
liquidity profiles may be deemed as having different levels of liquidity coverage. We respectfully
suggest that it's more appropriate for further guidance to be provided on the definition of
“qualifying liquidity resources” to specify that foreign sovereign bonds such as U.S. Treasuries,
UK Gilts and German Bunds be prima facie deemed as “qualifying liquidity resources.”

Affiliate Exposures

In relation to the guidance under 4.2.2 of the Consultative Report, CME Group is supportive of
the approach to affiliates and stresses the importance of grouping affiliated clearing members in
the process of determining the necessary liquidity and financial resources. Grouping these
affiliated clearing members is paramount to ensuring that a CCP’s liquidity and financial
resources are adequately sized. CME Group applauds CPMI-IOSCO for specifically requiring
the grouping of affiliated clearing members in CCP’s disclosed results pursuant to the CCP
Quantitative Disclosure Standards, and the transparency that these disclosures have brought to
the market by requiring CCPs which do not currently group affiliated clearing members to
disclose this.

Synchronized Stress Test

We appreciate the flexibility the consultation provides under 4.2.3 of the Consultative Report,
allowing CCPs to determine whether synchronized or unsynchronized stress tests are more
representative of the risks facing their markets. We think it is appropriate that CCPs “consider
sequential defaults” to ensure on-going sufficiency of their chosen approach in light of the
entirety of their risk and default management rules and frameworks.

Maintaining Resources on an Ongoing Basis
Liquidity Resources & Basel 11l

% We also note that the right to utilize the liquid resources of non-defaulting entities is not consistent across
jurisdictions which may result in further differentiation of “cover” standards for two similarly situated CCPs.
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In regard to the guidance under 4.2.5 of the Consultative Report, it is important to consider the
guidance on liquidity resources in the context of other regulatory drivers impacting markets
liquidity. CME Group is concerned that continuing to apply liquidity standards in a vacuum
without taking into account related regulations such as the Basel IIl framework can increase,
rather than reduce, systemic risk by applying standards that are directly undermined by the
standards and regulatory requirements of other standard setters and jurisdictions. Examples of
these regulatory misalignments can be seen through the inappropriate categorization of CCPs
under certain aspects of the Basel Il framework such as the:

e Liquidity Coverage Ratio®® which negatively impacts liquidity from the perspective of
banks providing committed facilities to CCPs;

e Net Stable Funding Ratio which reduces the willingness of banks to accept cash
deposits from CCPs; and

e Leverage Ratio which reduces the willingness of bank-affiliated clearing members and
other market participants to post cash collateral to CCPs.?®

Additionally, in regard to the guidance under 4.2.6 of the Consultative Report, CME Group notes
that prescriptive rules for automatic triggers for the re-sizing of financial resources — both in the
form of margin or default fund resources — that set hard thresholds for calling for such resources
can lead to extremely procyclical outcomes. Particularly in periods of stress, this approach could
actually increase systemic risk, rather than reduce it. Such a prescriptive approach to financial
resource resizing can contribute to risk rather than mitigating it if CCPs do not have the flexibility
to use their expert judgment regarding the method and timing of calls for additional financial
resources. CME Group expands on its concerns regarding automatic thresholds for resizing or
calling for financial resources by providing a real world example of the circumstances
surrounding the UK ‘Leave’ referendum vote in its comments under the Margin section.

We would suggest alternative language to 4.2.6 of the Consultative Report. The current
language states that, “[tlhe CCP’s policies and procedures should clearly define the thresholds,
escalation criteria, and breaches that should trigger an automatic and, where appropriate,
same-day contribution from a direct participant or direct participants...” We recommend a minor
amendment to address these concerns, specifically, “[tthe CCP’s policies and procedures
should clearly define the thresholds, escalation criteria, and breaches that should trigger an
evaluation by the CCP’s management of whether to require an additional, potentially same-day,
contribution to financial resources from a direct participant or direct participants based upon...”

# 35ee Basel Cmte. Banking Superv., Basel lll: The Liquidity Coverage Ratio and liquidity risk monitoring tools at |
131(e) and T 131(f) (Jan. 2013) (noting CCP’s are considered alongside that of unregulated financial entities due to
the lack of appropriate categorization for CCP’s as highly regulated financial market utilities under the guidance),
available at : http://www.bis.org/publ/bcbs238.pdf.

% See Basel Cmte. Banking Superv., Basel III: leverage ratio framework and disclosure requirements (Jan. 2014)
(noting Clearing Members are allowed to eliminate leverage ratio exposures for securities (i.e. US Treasuries) they
post to CCP’s on behalf of their clients, but they are not allowed to do so for Cash, a highly desirable liquid resource
for a CCP, therefore undermining the incentives for Clearing Members to post liquid Cash to a CCP), available at:
http://www.bis.org/publ/bcbs270.pdf.
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Margin

Is the guidance provided on margin sufficient and appropriate?

Portfolio Margining

We believe the guidance contained in the Consultative Report is sufficient but would benefit
from slight adjustments in certain areas to clarify and strengthen the guidance on portfolio
margining. In regard to the guidance under 5.2.48 thru 5.2.52 of the Consultative Report, we
support the use of the principles of economic rationale and reliability of correlations when
determining contract eligibility for portfolio margining. However, it is critical to avoid being overly
prescriptive in the application of the principles when designing the guidance and we would
recommend that CPMI-IOSCO consider an alternative view of the reliability and significance
principles.

Reliability of and a fundamental basis for correlations between products should be established
first to determine whether a set of contracts is eligible for portfolio margining. Where reliability of
correlations exists, significance should be used to determine the size of that offset. While
reliability is important to confirm that correlations are maintained during market volatility, the
significance or level of the correlation indicates the amount of risk driving the exposures that is
correlated and therefore the size of the offset that could be offered. It is critical to use such
metrics when determining the size of a given offset, rather than using the blunt application of an
arbitrary cap on offsets between eligible products.

Offset caps, such as the 80% offset cap included under EMIR, could distort the incentives of
market participants. Rather than taking on positions that most appropriately offset the risk to
which they are exposed, participants may be driven to take positions in contracts with a less
stable or lower correlation and limited economic rationale because the contracts that provide the
best offsets are artificially limited in the risk management benefits they can provide. Thus, the
use of such arbitrary caps, without any analytical justification, could actually increase risk in the
market.

To measure the reliability and significance metrics, CCPs should maintain the ability to use
historical data to simulate correlations where such data is sufficiently robust and therefore, we
would ask that the guidance not preclude CCPs from doing so. The length of the lookback of the
historical data is a large determinant of whether correlations are reliable and CCPs should
closely evaluate the appropriate lookback per product. For example, it may be prudent to
lookback at least a full economic cycle, typically five years, to address any reliability issues.
Shorter lookbacks tend to exhibit less reliable correlations than those observed during longer
lookbacks.

To address these concerns, we believe it appropriate to create a new paragraph following the
current paragraph of 5.2.49 of the Consultative Report that states:

“The application of artificial caps to offsets where the tests set out in the PFMI and the
Consultative Report have been met (e.g. significance, joint liquidation, reliability and
economic rationale etc.) should not be applied to CCPs. Such caps may create additional
risk in the system by providing incentives to market participants to hedge their positions
using a product with lower trading costs that empirically does not provide the same level of
risk mitigation as another product.”
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We also respectfully recommend that language be added to 5.2.49 of the Consultative Report
following the first sentence of that section that states, “[t]he reliability of a correlation must be
demonstrated over a reasonable look-back period that is reflective of an entire business cycle or
a comparable method to address the reliability of the correlation.”

Is the guidance provided on procyclicality appropriate and sufficient?

We support the overall effort to manage procyclicality in the course of prudent risk management
on a holistic basis across the entire risk management framework of a CCP. However, we
encourage CPMI-IOSCO to ensure that the guidance around procyclicality is not prescriptive to
the extent that it may restrict a CCP’s ability to appropriately manage risk, especially in times of
high volatility or market stress. Additionally, while the proposal encourages CCPs to evaluate
potential trade-offs between including additional protections and costly and disruptive
adjustments, the guidance may in fact result in such disruptive changes through unnecessarily
increasing resource requirements. We note there are additional areas in the guidance where
there are opportunities to explore this balance between additional protections and additional
costs.

For example, the proposed guidance around intraday exposures must be assessed in a holistic
fashion. Some industry concerns have been raised around the use of intraday settlement cycles
and resultant adverse impacts, whether from a liquidity or commercial perspective. To address
these concerns, we believe it is imperative to draw the distinction between scheduled versus
unscheduled settlement variation calls. We support the use of a scheduled, routine intraday
settlement cycle to remove risk from the system where appropriate for the market and market
structure, with unscheduled cycles only being executed in exigent circumstances in a manner
that takes into account current market conditions. Unscheduled, ad-hoc settlement cycles based
on hard thresholds may create additional systemic risk, draining liquidity from the system and
potentially exacerbating market stress.

CCPs should use expert judgment rather than solely relying on model-driven thresholds in
determining to run an unscheduled settlement cycle. To illustrate this point, some CCPs issued
hourly mark-to-market calls, often referred to as settlement variation calls, for cash on a gross
basis reflecting the individual clients losing money throughout the day following the UK ‘Leave’
referendum without paying settlement variation gains to those clients gaining money. Such
settlement variation calls were far larger than those made for initial margin and were sizeable
relative to the initial margin on deposit. For more information, these figures are easily
observable in CCPs’ disclosures made in line with the CCP Quantitative Disclosure Standards.
Based on industry feedback regarding these actions, such calls adversely impacted participants
and market liquidity, which further exacerbated such strains on liquidity resulting from the UK
‘Leave’ referendum itself. We note that the referendum is only one example of the size
settlement variation calls in relation to initial margin changes and that generally, daily settlement
variation calls are significant multiples above the daily changes in initial margin requirements.?*

It is also important to note the difference between the roles of initial margin and mark-to-market
calls relative to procyclicality. Initial margin is designed to cover potential future exposures
related to the positions of clearing members and their clients. Settlement variation, on the other

% See, Peter Madigan, CFTC ‘puzzled’ by CPMI-losco plan on margin procyclicality (October 7, 2016), available at
http://www.risk.net/risk-magazine/news/2473368/cftc-puzzled-by-cpmi-iosco-plan-on-margin-procyclicality.
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hand, covers current exposures and prevents the accumulation of debt obligations in the
market. CCPs may have certain criteria for calling initial margin, such as changes to a
participant’s positions or the portfolio requirement increasing beyond the value of posted
collateral, but CCPs that have regularly schedule settlement variation cycles will always collect
settlement variation at such cycles to ensure that price moves during the period are covered.
Where a CCP maintains prudent and stable initial margins, the drain on the system from initial
margin calls is low, and regularly scheduled settlement variation calls are predictable and
merely represent the pass through of gains and losses, covering current exposures and thus,
reducing systemic risk.

CCPs should maintain the ability to apply expert judgment and avoid relying too heavily on
model-driven outputs, keeping in mind the balance between procyclical changes to initial margin
requirements and prudent risk management. This approach has proven to be successful in
times of significant market volatility. For example, CME Clearing applied several increases to its
British Pound exchange-traded contract initial margin rate in the months leading up to the UK
referendum informed by a combination of expert judgment and model outputs. The market
reaction to the ‘Leave’ spurred even greater volatility, warranting a higher margin rate on the
contract. CME Clearing considered the impact of implementing another increase on market
participants and determined that, in light of the small impact on an overall portfolio basis of
approximately 1%, it was appropriate to increase initial margin levels to ensure coverage of
British Pound exposures without creating market instability. This determination was confirmed to
be the most prudent action to protect the financial markets, as volatility remained high following
the UK ‘Leave’ referendum. Significant political risk continued well after the UK ‘Leave’
referendum, indicating that it was appropriate, if not imperative, that initial margin levels remain
elevated to cover resultant exposures, despite these increases not being purely model-driven.

Ultimately, CME Clearing’s initial margin increases related to the British Pound exchange-traded
contract represented less than 1% of aggregate initial margin; however, solely relying on model-
driven threshold breaches may have resulted in much more procyclical impacts to initial margin
levels. CME Clearing’s actions exemplify the importance of judgment-based determinations
when setting initial margin levels. Had model outputs been the sole driver of initial margin levels,
British Pound exchange-traded contract exposures would have been undercovered; the margin
rate determined with the EMIR-compliant 10-year 99% would have in fact decreased the level
of initial margin.

We also encourage CPMI-IOSCO to look beyond initial margin and at all tools the CCP may
employ. CCPs should take into account the impact of their actions on the broader financial
system, including other cleared markets. We therefore believe it critical that CCPs incorporate
procyclical risk in their broader risk management frameworks rather than focusing on initial
margins. We encourage CPMI-IOSCO to consider a portfolio-driven procyclicality approach,
rather than a narrow product-level based approach, as the foundation of procyclical risks is that
a CCP would take actions that are destabilizing to the market during periods of stress by calling
for large amounts of cash or other collateral where there may be demands for that cash or
collateral elsewhere.

Additionally, we would like to reiterate our view that initial margin and default fund contributions

should not be used interchangeably to manage risk. Initial margin is intended to cover price
moves over a predetermined liquidation period given a specific confidence interval, intended to
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achieve 99% ex-post coverage. These parameters represent mark-to-market changes to
portfolios that would occur under normal market conditions. The default fund, conversely, is
intended to cover losses occurring in stressed market conditions, capturing tail risk.

Because of this distinction, it is important that CCPs do not use the default fund to cover short-
term volatility swings occurring under otherwise normal market conditions, nor use initial margin
to address extreme price movements. These types of resources, furthermore, have differing
incentives. It is critical for CCPs to strike a balance between resource types to ensure that
participants pay for the risks they pose to the market. Initial margin is a defaulter pays resource;
it may only be used to cover the losses of the clearing members that posted it. Default fund
contributions, conversely, represent a survivor pays resource; the contribution of a surviving
clearing member may be mutualized to cover the losses of the defaulting clearing member.

In order to more holistically address procyclicality and reduce the level of prescription in the
manner in which CCP’s would be subject to manage this risk under the proposed guidance, we
respectfully recommend that 5.2.35 of the Consultative Report (which does not appear to
differentiate between the role of initial margin and default fund in risk management) through
5.2.42 of the Consultative Report (5.2.36 through 5.2.42 are overly granular and unnecessarily
limited in scope to initial margin) be removed.

We would then revise 5.2.33 of the Consultative Report to replace references to the margin
models with references to the risk management framework as follows:

“A CCP should ensure that its risk management framework is designed to address the
need to appropriately respond to risks that arise from ongoing market dynamics without
compromising financial stability. While the PFEMI provides that, to the extent practicable
and prudent, a CCP’s margin model should limit the need for destabilising, procyclical
changes, it is more appropriate to consider procyclical risk in the context of the overall
risk management framework. In this context procyclicality typically refers to changes in
risk management practices that are positively correlated with market, business or credit
cycle fluctuations and may cause or exacerbate financial instability. A CCP should take
steps to identify and address procyclical concerns in its risk management framework,
addressing the need to have a framework that responds to market dynamics without
compromising financial stability. For the purposes of effectuating this guidance, a CCP
should assess the appropriateness of procyclicality in its risk management framework for
addressing and disclosing this particular risk.”

Finally, we would revise the header to 5.2.43 thru 5.2.44 of the Consultative Report to read, “A
holistic approach to procyclicality” and revise the contents of 5.2.43 of the Consultative Report
as follows:®

% The current language under 5.2.43 of the Consultative Report for which we are recommending changes states: “As
noted above, a CCP should develop and implement an appropriate approach to procyclicality, where practicable and
prudent, that is holistic and cuts across all aspects of its margin system, as well as other related aspects of its default
management framework. Forward-looking and conservative collateral haircuts are a tool that a CCP should include
among its available tools to manage procyclicality. The PFMI provide that, in order to reduce the need for procyclical
adjustments, a CCP should also establish stable and conservative (collateral) haircuts that are calibrated to include
periods of stressed market conditions, to the extent practicable and prudent.93 For example, in a stressed market, a
CCP may require the posting of additional collateral because of the decline of asset prices and an increase in haircut
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“As noted above, a CCP should develop and implement an appropriate approach to
procyclicality, where practicable and prudent, that is holistic and cuts across all aspects
of its risk management framework. Areas of risk management that should be evaluated
include, but may not be limited to, its margin system(s), mark-to-market payments (in
particular in relation to ad hoc calls), default fund methodologies and polices and
collateral haircuts. For example, in a stressed market, a CCP may require ad hoc mark-
to-market payments, the posting of additional collateral because of the decline of asset
prices and an increase in haircut levels, default fund top-ups and increases to initial
margin requirements on a portfolio. Such actions could exacerbate market stress by, for
example, making demands on liquidity or collateral that may destabilize a clearing
member or the broader financial system.”

The PFMI do not explicitly address margin add-ons. Is the guidance provided on margin
add-ons adequate to ensure sufficient coverage by the margin system and other
prefunded financial resources in line with the PFMI?

The guidance, as proposed, is sufficient to address the use of margin add-ons. As noted under
5.2.13 of the Consultative Report, “add-on charges can address risks that may be more
challenging to model accurately, or are not readily discernible in the price histories of the
products cleared.” CME Group agrees with this statement and believes it critical that a CCP has
the ability to apply margin add-ons in a flexible manner to address risks in the market that are
not easily modeled. As previously discussed, one recent example is the UK ‘Leave’ referendum
vote, the results of which have created difficult to model political risk for contracts such as the
British Pound exchange-traded contract. Applying too granular a standard to the way that
margin add-ons are utilized by CCPs may undermine their ability to address these sorts of
political risks and in turn increase overall systemic risk in the markets. To the extent any
changes are needed to 5.2.13 of the Consultative Report, we would suggest directly referencing
the fact that margin add-ons can also be used to address political risk.

The PFMI do not prescribe a minimum margin period of risk or closeout period. Is further
guidance in this area needed?

We do not believe that any further guidance is necessary on a minimum margin period of risk,
as this metric must be determined using the expertise of the CCP in light of its account
structure, market structure, and liquidity characteristics of the product which it clears, among
other items. For instance, we believe that gross margining is substantially more prudent than net
margining for customer accounts and as demonstrated, it results in more initial margin held at
the CCP in the case of a clearing member default, even where longer liquidation periods are
used in a net margining regime. Thus, the ability of a CCP to manage a default event, the
purpose of initial margin, is significantly higher under a customer gross margin regime than a
net margining regime which allows the CCP to port customers while managing the clearing
member default.

While we continue to believe that taking an overly prescriptive approach to the PFMIs will not, in
total, reduce risk in the markets (and may even increase risk), we strongly believe that if any
additional guidance is necessary in relation to CCP margin practices the focus should be on
gross margining of customer accounts. Gross margining for customer accounts reduces

levels. Such actions could exacerbate market stress and help drive down asset prices further, resulting in additional
collateral requirements.”
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procyclicality and improves market stability. Further, the customer gross margin regime
increases the likelihood that clients can be ported, thereby reducing the probability of increased
market volatility due to customer account liquidations associated with a clearing member

default.
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CCP contribution to losses

Is the guidance provided on a CCP’s contributions to financial resources to cover losses
sufficient and appropriate?

CME Group appreciates the complexity faced by CPMI-IOSCO in prescribing recommendations
regarding CCP contributions to losses. However, as noted below we strongly believe that the
language would benefit from adjustment to reflect a CCP’s role in the financial system. Such
changes should take into account differences between the foreseeability of losses and the role
the CCP plays in managing those losses while also accounting for general market convention in
areas such as the utilization of sub-custodians.

Losses related to a participant’s default

The default fund is designed to address the losses caused by the default of a clearing member.
Thus, clearing members should pay for the risks they bring to the CCP to ensure they are
incentivized to manage them. In contrast, a CCP’s incentives are innately in line with those of its
market participants because of the reputational repercussions on the clearing service of utilizing
the mutualized clearing member prefunded financial resources in managing a clearing
member’s default. The use of such resources could potentially put the entire CCP franchise at
risk. This is particularly true for non-utility CCPs considering the significant loss of business they
would suffer due to the market’s lack of confidence in those CCP’s risk management framework.
Despite this fact, CME Group has determined it appropriate to match the average contribution to
its default funds as a demonstration of its robust risk management practices. However, we
caution against making CCP contributions too large.

We are concerned that excessively large CCP contributions to loss absorbing resources
increase moral hazard and reduce efficiency in the default management auction and liquidation
process. This is due to the fact that the clearing members will have less incentive to manage
their risk appropriately and participate in the default management process since they are not
paying for the risks they bring to the market. Below please see two examples to highlight the
incentive impacts of a CCP’s contributions to manage a clearing member’s default where the
CCP provides their resources on a first loss basis:

Example of Clearing Member Default — Appropriate Incentive Alignment

Number of Clearing Members 24
E;Z)Contrlbutlon to the Default Fund (First $150,000.000

Total CCP Default Fund Prefunded

Resources from Clearing Members $2,400,000,000

Total CCP Default Fund Resources $2,550,000,000
]

Clearing Member’s Default Loss Amount $(1,000,000,000)

Clearing Member’s Contribution to the CCP $490,000,000

Default Fund

Remaining Loss for Mutualization After
Utilizing CCP Contribution

Proportion of Clearing Member Loss Amount
to be Mutualized Across Non-defaulting 36%
Clearing Member

$(360,000,000)
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During a clearing member default, the CCP will communicate the portfolios for auction to its
clearing members. Therefore the clearing members by design will already know the estimated
losses on the defaulting clearing member’s portfolio. The CCP’s clearing members will take
into account the fact that if they fail to provide a good bid, they will be subject to the risk of
loss mutualization for a material amount thereby, they are incentivized to provide good bids.
In this example, there is a potential for 36% of the defaulted Clearing Member’s losses to be
cured by the mutualized portion of the Guaranty Fund. A CCP contribution to the losses in
this context is appropriately designed given that it will incentivize clearing members to
appropriately participate in the auction given the risk of mutualized losses.

Example of Clearing Member Default — Inappropriate Incentive Alignment

Number of Clearing Members 24
E:;Z)Contrlbutlon to the Default Fund (First $490,000,000

Total CCP Default Fund Prefunded

Resources from Clearing Members $2,400,000,000

Total CCP Default Fund Resources $2,890,000,000
Clearing Member’s Default Loss Amount $(1,000,000,000)
Clearing Member’s Contribution to the CCP

Default Fund $490,000,000
Remaining Loss for Mutualization After Using $(20,000,000)

CCP Contribution

Proportion of Clearing Member Loss Amount
to be Mutualized Across Non-defaulting 2%
Clearing Member

During a clearing member default, the CCP will communicate the portfolios for auction to its
clearing members. Therefore the clearing members by design will already know the estimated
losses on the defaulting clearing member’s portfolio. The CCP’s clearing members will take
into account the fact that if they fail to provide a good bid, they will be subject to the risk of
loss mutualization for a de minimis amount thereby, they are disincentivized to provide good
bids. In this example, there is a potential for only a 2% utilization of their mutualized default
fund contributions. A CCP contribution to the losses in this context is inappropriately designed
given that it will not necessarily incentivize clearing members to appropriately participate in
the auction given the minimal risk of mutualized losses.

Additionally, CME Group has long advocated for CCPs to dedicate meaningful, prefunded, first-
loss contributions to remedy a clearing member default, in advance of the prefunded mutualized
clearing member default fund, and has demonstrated this commitment with its own dedicated
resources. CME Group maintains first-loss contributions for each clearing service equal to at
least the average of the default fund requirements calculated for its clearing members.
Meaningful first-loss contributions by the CCP increase market confidence and allow for a
further alignment of incentives between a CCP and its market participants.

CCP contributions are meant to demonstrate the CCP’s commitment to its risk models and
default management process and to act as incentive alignment tool for its market participants.
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This is not meant to be a loss absorption tool. A CCP should have the discretion to determine
where its loss absorbing resources sit. Although, we note CCP funding provided after the
mutualized default fund runs the risk of ignoring the incentive purpose of the CCP’s contribution
and could put the contribution of a CCP in a position where it is solely designed to fund losses
caused by the default of a clearing member.

Any additional guidance to the PFMIs must take all incentives into account, including those of
market participants, in providing guidance on all risk management standards, including CCP
contributions to losses for managing a clearing member default.

Custody and investment losses

A clear distinction needs to be made between custody losses that result from the failure of
custodian and market value investment losses which result from the decline in value of an
investment directed by a CCP.

Custody Losses

The Consultative Report is correct in asserting under 6.2.3 that “[a] CCP is responsible for
safeguarding the assets that its participants provide to the CCP and for minimising any risk of
loss or delay in access to these assets.” However, any assumption that CCPs unilaterally
choose custodians and settlement banks is incorrect. Generally, CCPs utilize custody and
settlement banks pursuant to the requests of their clearing members. A CCP’s clearing
members will approach the CCP to add a new custody or settlement bank for use at a CCP, and
then the CCP will evaluate those proposed new counterparties to determine their
appropriateness for utilization by the CCP. It should be noted that CCPs, including CME
Clearing and CME Clearing Europe undertake a comprehensive credit due diligence of any
potential custody or settlement banks and continue to monitor these banks on an ongoing basis
where a service relationship is established.

Losses related to unforeseeable, idiosyncratic risks or systemic failures, characteristics of a
custody or settlement bank failure, should not be borne by the CCP. It is not within a CCP’s role
to guarantee a business line of a bank, where it has no ability to prevent the failure of such
business lines. The structure of the bank supervisory regime in the US and for globally
systemically important banks is designed to manage bank failures in a manner that avoids a
loss of access to custody assets, making a loss of access by a CCP to assets held in custody
highly implausible. Requiring CCPs to hold resources to cover a lack of access to a clearing
member’s assets at a custody bank would present an entirely new and inappropriate obligation
for CCPs. It should also be considered that a CCP’s custody banks are highly creditworthy
institutions that, like other CCP counterparties, are monitored on an ongoing basis by the CCP
and asking a CCP to guarantee the bank would be inconsistent with market practice for
custodians that use sub-custodians to hold collateral.

Standard market convention is for custodians to disclaim liability related to their utilization of
sub-custodians. Often times a CCP’s custodian will deposit collateral they receive to a sub-
custodian in order to maintain asset efficiency under the Basel Ill regulatory capital rules and to
provide services globally. This process is a perfect analogy to how a CCP will hold assets at
custodian for a clearing member. Holding a CCP to a higher standard than an entity that is in
the business of providing custody services is not appropriate. It would be perverse, and create
the wrong incentives, for collateral pledged to a CCP which is deposited with a bank or other
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type of custodian to have a different level of protection against the failure of that entity as
compared to where that collateral was deposited directly at the bank by the clearing member. In
fact, such protection, during times of market stress, may create incentives for customer and
clearing members to deposit excess collateral with a CCP simply to take advantage of the
enhanced protections.

In regard to custody losses in 6.2.3 of the Consultative Report, we respectfully recommend that
“[tlypically, a CCP will hold participants’ assets (cash and securities) with custodians selected by
the CCP and may invest these assets, in accordance with its investment policy” be revised to
read “[tlypically, a CCP will hold participants’ assets (cash and securities) with custodians that
its market participants have requested that the CCP utilize and may invest these assets on a
limited basis, consistent with the requirements of local regulations and its investment policy.”

Further, we suggest amending the following language in 6.2.3 of the Consultative Report:

“Despite these risk controls, participants could be exposed to potential losses that they
are not in a position to manage or mitigate fully because the CCP has discretion over
custody and investment decisions. Consequently, a CCP should identify the amount of
its own resources to be applied towards losses arising from the custody and investment
risk, to bolster confidence that participants’ assets are prudently safeguarded.”

We recommend revising 6.2.3 of the Consultative Report to read:

“Consistent with market practice for custodians that utilize sub-custodial services, CCPs
should not be required to cover, or contribute to, any losses associated with the failure of
a custodian, settlement bank or investment counterparty. Guaranteeing or contributing to
such losses would be inconsistent with the role of a CCP in the financial markets.”

Finally, we respectfully recommend that any references to a CCP covering custody losses in
Section 6: CCP contribution to losses of the Consultative Report be removed, and similarly
removed from elsewhere in the PFMIs as necessary.

Market Value Losses

The idea that ‘those who bring the risk should bear the risk’ is applicable in the context of
foreseeable market value losses on investments and therefore, it is prudent that losses as a
result of CCP directed investments be borne by the CCP. In the context of a CCP directed
investment, the CCP is the entity determining the risk tolerance and therefore, should be
required to cover market value losses. CME Group operates clearinghouses in both the U.S.
and in the European Union, jurisdictions which diverge in their local implementation of this
principle, and will adhere to the relevant rules and requirements in those jurisdictions; however,
ultimately CME Group is of the belief that a CCP should be responsible for protecting against
any market risk value stemming for a CCP directed investment.

Likewise, it is prudent that losses resulting from investments directed by a clearing member be
borne by the clearing member. In this case, the clearing member is the entity determining the
risk tolerance and therefore, should be the entity responsible for protecting against any
investment losses as an outcome.
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h 4
We believe 6.2.3 of the Consultative Report can be supplemented in order to address market
value losses on investments with the following language:

“Where a CCP, of its own volition, directs an investment decision in relation to collateral
it receives, it should fully bear any market value losses associated with that investment

decision.”
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Recovery planning

Is the guidance already provided on recovery planning in the Recovery Report sufficient
and appropriate?

We appreciate that the consultation is largely in line with and primarily reiterates the guidance in
CPMI-IOSCO'’s report on the Recovery of financial market infrastructures (Oct. 2014) (“the
Recovery Report’). Many CCPs have already developed or have begun developing their
recovery plans in line with this report and the PFMIs.

In particular, we agree with the Recovery Report’s request that CCPs define recovery tools ex
ante in their rulebooks, but feel it is crucial to confirm the Recovery Report’s focus on flexibility
in application of those tools at the time of recovery.”® The scenarios considered by CCPs and
regulatory authorities are, by definition, beyond extreme but plausible. The scenarios are
unprecedented and would require a series of extraordinary losses to occur simultaneously. The
market has never experienced a situation this severe.

Further, in the years following the most recent financial crisis, CCPs and banks have all added
significantly to their financial protections as well as their policies and procedures to monitor and
manage potential market stress, making such an event even more unlikely. Given that the
situations envisioned under the Consultative Report are so far from the realm of any entity’s
experience, we feel it is prudent to provide an amount of constrained flexibility to allow the CCP,
in consultation with the appropriate regulatory authorities, to properly address this
unforeseeable event as it unfolds.

Finally, where the CCP meets the obligations of the Recovery Report and has properly engaged
with regulatory authorities, the CCP must be permitted to execute and exhaust its recovery plan.
Unless and until the exercise of recovery tools would result in greater financial instability or the
recovery of the CCP is no longer a plausible outcome, recovery must be allowed to run its
course without preemptive intervention by regulatory authorities. Triggering resolution
prematurely will destroy the incentives defined in the Recovery Report and the CCP’s recovery
plan. The market will interpret this to mean the CCP has failed, and market participants will limit
their contribution to the process as a result, exacerbating stress conditions and unnecessarily
delaying a return to market stability.

Allocation of Losses Not Caused by a Participant Default

In regard to the guidance under 7.2.1 and 7.2.2 of the Consultative Report, we have addressed
our views in the section of our response focused on CCP contribution to losses and will not
elaborate further here.

Full Allocation of Uncovered Credit Losses and Liquidity Shortfalls following Participant
Default

% See Committee on Payments and Market Infrastructures and Board of the International Organization of Securities
Commissions, Recovery of financial market infrastructures at page 2 “Even where an FMI has ex ante agreement that
a tool may be used, a balance may need to be struck between its automatic application in a given situation (which
increases transparency and predictability) and discretion by the FMI to use its judgment (which may enable a better
decision to be taken about which tools are best given the specific circumstances and in which sequence they should
be used). In addition, authorities should be kept informed of the decisions made by the FMI in its discretion to
exercise judgment” (Oct. 2014), available at: http://www.bis.org/cpmi/publ/d121.pdf.
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We agree with the general considerations for loss allocation tools considered by the Recovery
Report, particularly the call to create appropriate incentives and minimize any potential negative
impacts.

With regards to the specific tools called for, we appreciate the CPMI-IOSCQO’s openness and
broad view, allowing for a variety of tools to manage losses under, what will be, uncertain times.
While we do not agree that all of the tools would be appropriate for our markets, it is reasonable
to allow CCPs to choose the recovery tools best suited for their market and members, subject to
regulatory review and public reporting.

Specifically, we do not feel that forced allocation or initial margin haircutting of non-defaulting
market participants should be used for CCP recovery due to the poor incentive effect of both
tools. However, we believe that the other tools defined — specifically settlement variation gains
haircutting and partial tear-up — create better incentives and minimize losses for non-defaulting
market participants. This will encourage recovery and limit the broader impact of the stress
event to the rest of the market.

Speed of replenishment of financial resources

With reference to the guidance under 7.2.5 and 7.2.6 (as well as 4.2.7) of the Consultative
Report, it is important that any requirements a CCP imposes on its clearing members to provide
additional funding or replenish their resources, including the timing for replenishing those
resources, be well-defined and publicly available. CME Group has published public rulebooks
for all of its CCPs. In these, we describe the requirements for clearing members to replenish
their financial obligations and meet unfunded assessment payments (i.e. cash calls), if
necessary. Additionally, we report to clearing members their obligations to the funded layer of
the waterfall along with their unfunded liability, which is recalculated whenever the funded layer
is recalculated. This ensures members understand their total potential liability to the CCP and
the timing of their obligations to allow them to plan accordingly to prepare for potential cash calls
during a market stress event.

However, while this transparency is critical for market certainty, we agree with the Consultative
Report’s call to avoid automatic triggers under 7.2.5, as described in the Recovery Report. We
agree that implementing such rigid standards could lead to procyclical increases in financial
resource requirements and put unreasonable pressure on clearing members and the broader
market during a clearing member default scenario.

Re-establishing a matched book

In light of the guidance under 7.2.7 of the Consultative Report, in order to re-establish a
matched book, partial tear up should be an option to be included in the CCP’s recovery toolkit.
Partial tear up is a critical tool to enable a CCP to restore a matched book where losses are
isolated to a defined set of toxic asset class(es). Where the CCP has identified, via multiple
failed auctions, that a market is no longer liquid enough to support on-going clearing operations,
this is the only tool that will restore a matched book and provide for continuity for the healthy
portion of the cleared market. Importantly market participants with an interest in the preserving
the market will have opportunities to bid on the positions and avoid the tear up of the contracts
through the auction process, which will determine if there are particular products threatening
market stability and therefore, partial tear up is an appropriate tool to address this risk and avoid
exacerbating market instability.
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Testing of Recovery Plans

CCPs, including CME Clearing and CME Clearing Europe conduct regular testing of their
default management process (“DMP”), which will help all parties prepare for a clearing member
default and make recovery even less likely than it already is, given the prudency of CCP’s risk
management practices. Realizing that many firms maintain memberships at multiple CCPs,
CME Clearing has, in conjunction with the CFTC Market Regulation Advisory Committee, led an
industry group to coordinate default management process across CCPs. This group represents
15 exchanges and clearinghouses from across jurisdictions and is committed to conducting joint
default drills to coordinate their processes and participation from their members. Many of these
firms have already executed bilateral and group exercises to refine processes and
communication techniques, further strengthening the DMP at each CCP and the industry as a
whole. These practices are designed to ensure clearing members are able to meet obligations
at all of their CCPs without draining their own resources, preserve the continuity of the markets
at the exact time when it's most crucial to restoring market stability.
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Other considerations

Is there a need for further guidance on the role of risk committees as an effective means
of achieving proper corporate oversight and for receiving input from persons
representing stakeholder interests?

CME Group does not believe further guidance on the role of the risk committees is necessary.
The structure of a CCP's risk committee is shaped by the CCP's membership base, the markets
the CCP serves, and the CCP's organizational and governance structure. Accordingly, the
appropriate structure for a risk committee of one CCP may not match the appropriate structure
for another CCP. There is no need for risk committees to follow identical structures. Such a
requirement could hinder the ability of some CCPs' risk committees to maintain prudent,
effective risk management practices for their markets.?’

While we do not believe such guidance is necessary, to the extent that CPMI-IOSCO provide
guidance on risk committees, it is essential that the guidance recognize and respect how risk
committees differ and focus on best practices in soliciting risk management, rather than self-
interested feedback from market stakeholders. CME Group has carefully designed its risk
committees to encourage members to provide risk-based feedback by requiring the risk
committees to “prioritize the safety and efficiency of the Clearing House, generally support the
stability of the broader financial system and consider legitimate interests of clearing members
and customers of clearing members taking into account prudent risk management standards
(including systemic risk mitigation) and best practices in the industry.” We believe that requiring
risk committee members to act in the best interests of the overall market, rather than their
employer, is absolutely critical to ensure the individual commercial interests of the market
stakeholders who employ the risk committee members are not prioritized over the best interests
of the clearing ecosystem.

However, it is important to note that this is not to suggest that risk committee members have a
fiduciary duty to the CCP or its shareholders. A fiduciary duty a very specific legal relationship
that goes well beyond what is asked of our risk committee members. In providing risk-based
feedback, members work towards the greater good of the financial market, of which they
themselves are a part. It does not suggest that members must act on the good of the CCP at
the expense of their own firm.

This duty to financial stability is reinforced via restrictions on the ability of risk committee
members to share information received with their organization without the consent of the CCP.
This important restriction decreases the likelihood that the commercial interests of the broader
organization will color the feedback provided by the risk committee member. Where the risk
committee would benefit from a risk committee member seeking expertise or feedback from
other risk focused individuals within the risk committee member’'s employer organization, the

%" For example, a utility CCP may have a board level risk committee that allows the stakeholders, who are also CCP
owners, to provide effective risk focused feedback and oversight of the risk management of the CCP. In contrast,
CCPs that are subsidiaries of public companies, or are otherwise owned by a more diverse group of shareholders
may not be able or willing to have a board level risk committee based on their ownership structure and/or corporate
governance obligations. Further CCPs may choose to supplement their risk committees with other forums and
informational mechanisms to ensure risk-based feedback is received from a broader group of market stakeholders
than normally represented by the risk committees. Prescriptive requirements on the risk committee structure may
restrict the ability of CCPs to design their risk committees and other feedback mechanisms in a manner appropriate
to ensure wide ranging and appropriate feedback consistent with their structure.
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chairman of the risk committee may approve this information sharing and seeking (subject to
appropriate confidentiality protections).

CME Group has found that these obligations and restrictions on risk committee members
significantly increase the likelihood that risk committee members will provide the CCP with their
risk-based expertise unaffected by the commercial interests of their employer. Consequently, if
CPMI-IOSCO deems it appropriate to provide additional guidance on risk committee structure
as an effective means of achieving proper corporate oversight and for receiving input from
persons representing stakeholder interests, it should provide guidance consistent with the
practices outlined above that are designed to elicit risk-based feedback from risk committee
members.

Is there a need for guidance regarding governance and the organisational (legal)
structure of the CCP?

There is no additional need for guidance on the governance and the organizational (legal)
structure of a CCP. The governance function of a CCP is informed by its overall structure, which
varies due to a number of factors including, among others, the jurisdiction in which the CCP is
domiciled, its legal framework, its corporate form and importantly, the markets it serves. CPMI-
IOSCO specifically noted that the variance in these factors across all jurisdictions where CCPs
observe the PFMIs would make a single set of arrangements, and presumably a single set of
underpinning guidance, inappropriate. A prescriptive approach would undermine the tenants of
3.2.4 of the PFMIs which states: “No single set of governance arrangements is appropriate for
all FMIs and all market jurisdictions. Arrangements may differ significantly because of national
law, ownership structure, and organisational form.”

Requiring inefficient governance arrangements that undermine effective CCP risk management
could detrimentally impact the safety and soundness of some CCPs.

We again reiterate that any additional guidance to the PFMiIs should be principles- and
outcomes-based rather than prescriptive. The effectiveness of the principles- and outcomes-
based approach has been demonstrated in Principle Two of the PFMIs. Principle Two sets an
appropriately high standard for CCPs to adopt governance arrangements that are designed to
protect the safety and efficiency of the CCP and more generally, the stability of the broader
financial system. CME Group’s view is that it is unnecessary to provide additional guidance on
governance and organizational structure given the unlikelihood that any such guidance would
adequately account for the relevant aspects of governance among the diverse group of CCPs
that adhere to the PFMls.

Is there a need for further guidance on the allocation of default fund requirements among
clearing participants?

No, CME Group does not feel that additional guidance is necessary on this topic. CCPs set
margin levels and default fund requirements based on their unique characteristics, such as the
types of participants in their markets and products cleared through a particular service. This is
true for the allocation of default fund contributions as well; every clearing service, even those
supported by the same CCP, is different and the allocation of required resources must be
structured to reflect that. In some services it may be prudent to use a metric other than portfolio
residual loss to allocate the default fund. For example, large clearing members with large
customer portfolios may have a small stress shortfall due to the fact that customer losses are
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calculated on a net basis and their margin is required to be gross in certain jurisdictions. This
could result in reduced incentives for clearing members responsible for that portfolio to
participate in default management even though they may have a large overall exposure at the
CCP. In this case, it may be more appropriate to use performance bond to allocate the
requirements. Similarly, failing to take into account volume where a clearing member, or
clearing members, has numerous market makers and other high volume traders may also
undermine stability by reducing incentives for those clearing members to prudently manage their
risk. Since different markets that CCP’s clear may be used for different purposes, applying a
specific standard for allocation would fail to account for the differences in clearing member
business and market structure and thus undermine the CCP’s ability to manage the specific
risks in its market(s). Therefore, CCPs must retain the flexibility to structure their requirements
in whatever way is most appropriate for their markets and participants.

Is there a need for further guidance on the composition of prefunded financial
resources?

There is no need for further guidance on the composition of prefunded financial resources.
CCPs are best suited to determine the composition of prefunded resources, in light of the
markets they serve and their market participant base. Additionally, it would be extremely
challenging to propose guidance that would be appropriately suited for all markets and
participants served by CCPs and would not adversely affect risk management.

In maintaining sufficient financial resources, CCPs should consider the different roles of initial
margin and default fund resources. Initial margin collateral serves the purpose of requiring those
who bring the risk to bear the risk, whereas default fund collateral mutualizes the risks of
clearing members in extreme but plausible market conditions. Therefore, the necessary balance
needs to be struck between the two in order to promote the appropriate incentives for prudent
risk management in both normal and stressed markets. As such, both default fund and initial
margin resources need to be appropriately sized in order to efficiently address the risks they
cover.

Although it is critical for prudent risk management to allow for a CCP to determine the
appropriate composition of prefunded financial resources, there is room for further specificity on
what asset types meet the requirements for qualifying liquidity resources. Certain “flight-to-
quality” assets, such as U.S. Treasuries, should qualify as liquid resources prima facie, without
the attendant requirement for pre-arranged liquidity funding sources. Refining the definition of
qualifying liquidity resources to note the fact that certain “flight-to-quality” assets are prima facie
qualifying liquidity resources would be of great benefit to CCPs and market participants because
it would reflect the manner in which a CCP would utilize its financial resources to meet a liquidity
need in an actual market stress event while recognizing that all highly marketable collateral is
not created equal during times of stress.

Treasury bills and fixed principal notes and bonds — i.e., excluding Treasury inflation indexed
securities — average daily trading volume mediated by recognized primary dealers since
January 1, 2008 exceeds $500 billion. At key points of crisis during 2008, trading activity for US
Treasury securities either sustained itself at high levels (i.e., between approximately $500 billion
and $800 billion per day) or, in some instances, increased due to their flight-to-quality
characteristics. Although the standard settlement schedule for U.S. Treasury securities is T+1
(i.e., the US bank business day following the day of transaction), based on CME Clearing’s
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experience, and the analysis of independent experts, that same-day settlement is reliably
available in the market in material sizes for a negligible yield concession of 1-2 basis points per
annum (significantly less than the haircuts applied to the collateral).

The size of the market and the modest cost differential for same-day settlement provide
confirmation to the financial markets that US Treasury securities are extremely liquid,
particularly during times of market stress reflective of their role as “flight-to-quality” assets.
Requiring CCPs in different jurisdictions to treat the liquidity of these assets differently
introduces friction into the liquidity resource planning and funding arrangements accessible to
CCPs based in these jurisdictions where there is not a risk management basis for these
differences.
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Conclusion

CME Group appreciates the opportunity to comment on this consultation and we hope our input
proves useful. We further appreciate CPMI-IOSCQO’s active engagement with the community in
gathering feedback, both through the consultation and industry roundtables. To summarize our
suggested language changes, we have attached an Annex containing all of our suggestions.

We would be happy to further discuss and clarify any of the above issues with CPMI-IOSCO. If
any comments or questions regarding this submission arise, please feel free to contact Sunil
Cutinho, President, CME Clearing at +1 312 634-1592 and sunil.cutinho@cmegroup.com.

Sincerely,

Sunil Cutinho

President, CME Clearing

Chicago Mercantile Exchange, Inc.
20 South Wacker Drive

Chicago, IL 60606
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Annex

(additions underlined; deletions struck-through)

Recommended Language for Governance

2.1.1 of the Consultative Report

Current Language Subject to Recommendations

2.1.1 The principle also sets forth the explicit responsibility of a CCP’s board of directors (or
equivalent) to establish a clear, documented risk-management framework that includes the
CCP’s risk tolerance policy, and to ensure that the CCP’s design, rules, overall strategy and
major decisions reflect appropriately the legitimate interests of its direct and indirect participants
and other relevant stakeholders.” Accordingly, a CCP’s board should have explicit
responsibility to ensure that the CCP’s margin system and stress-testing framework, as key
elements of the CCP’s overall risk management framework, are designed (i) to set and to
maintain on an ongoing basis the required level of financial resources; (ii) to determine the
amount of a CCP’s own financial resources and the characteristics of those resources to absorb
certain losses and (iii) to assess and limit the effects of procyclicality.

Recommended Language

2.1.1 The principle also sets forth the explicitresponsibility—explicit accountability of a
CCP’s board of directors (or equivalent) to establish a clear, documented risk-management
framework that includes the CCP’s risk tolerance policy, and to ensure that the CCP’s design,
rules, overall strategy and major decisions reflect appropriately the legitimate interests of its
direct and indirect participants and other relevant stakeholders.” Accordingly, a CCP’s board
should have explicitresponsibility-explicit accountability to ensure that the CCP’s margin
system and stress-testing framework, as key elements of the CCP’s overall risk management
framework, are designed (i) to set and to maintain on an ongoing basis the required level of
financial resources; (ii) to determine the amount of a CCP’s own financial resources and the
characteristics of those resources to absorb certain losses and (iii) to assess and limit the
effects of procyclicality.

2.2.1 of the Consultative Report

Current Language Subject to Recommendations

2.2.1 The board of directors or equivalent should have the explicit responsibility of ensuring that
the margin system and stress-testing framework are designed to set and maintain on an
ongoing basis the CCP’s required level of financial resources, which includes (i) the required
level of total prefunded financial resources to cover credit exposures and (ii) the required level
of qualified liquid resources in each currency to cover liquidity exposures.

Recommended Language

2.2.1 The board of directors or equivalent should have the explicitresponsibitity—explicit
accountability of ensuring that the margin system and stress-testing framework are designed
to set and maintain on an ongoing basis the CCP’s required level of financial resources, which
includes (i) the required level of total prefunded financial resources to cover credit exposures
and (i) the required level of qualified liquid resources in each currency to cover liquidity
exposures.

20 South Wacker Drive Chicago, lllinois 60606 7312 930 1000 F312 466 4410 cmegroup.com 45



& CME Group

2.2.2 of the Consultative Report

Current Language Subject to Recommendations

2.2.2 As part of this responsibility, the board should consider and periodically review (i) how
material changes to the CCP’s products, services, policies or practices, and how changes to
market conditions or structures, may affect its risk profile or risk tolerance, and (i) how these
changes should be incorporated into the CCP’s risk management practices including, in
particular, the CCP’s margin system and stress-testing framework.

Recommended Language

2.2.2 As part of this responsibility, the-beard-should-considerand-periodicallyreview-the
CCP’s staff should present, on a periodic basis to the board, (i) how material changes to
the CCP’s products, services, policies or practices, and how changes to market conditions or
structures, may affect its-the CCP’s risk profile or risk tolerance, and (ii) how these changes
should be incorporated into the CCP’s risk management practices including, in particular, the
CCP’s margin system and stress-testing framewaork.

2.2.4 of the Consultative Report

Current Language Subject to Recommendations

2.2.4 For the purposes of the design of the margin system, the board should have explicit
responsibility for identifying, clarifying and evaluating the choices and trade-offs present in the
design of the overall risk management framework, including the target degree of credit and
liquidity risk mutualisation. As discussed in more detail in Section 5, part of this process entails
evaluation of various models and approaches, and selection of those most appropriate for the
product(s) cleared.

Recommended Language

2.2.4 For the purposes of the design of the margin system, the board should have explicit
responsibiityexplicit accountability for identifying, clarifying and evaluating the choices and
trade-offs present in the design of the overall risk management framework, including the target
degree of credit and liquidity risk mutualisation. As discussed in more detail in Section 5, part of
this process entails evaluation of various models and approaches, and selection of those most
appropriate for the product(s) cleared.

2.2.5 of the Consultative Report

Current Language Subject to Recommendations

2.2.5 For example, if a CCP’s management recommends removing any historical event from the
margin assumptions or stress-testing scenarios, then the board should require management to
perform a comprehensive, rigorous and persuasive analysis. The board should provide an
effective challenge to management’s analysis, and the board should retain responsibility for any
decision to remove any historical scenario based on a determination that the scenario is no
longer plausible.

a-comprehensiverigorous—andpersuasive-analysis- The board
on necessary reqgarding the margin system and stress testing
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framework of a CCP to ensure that it can provide an effective challenge to management
regarding the design and implementation of the margin system and stress testing

framework’s—analysis;—and-the-board-should-retain—responsibility for-any decision-to

2.2.6 of the Consultative Report

Current Language Subject to Recommendations

2.2.6 The board should have explicit responsibility for ensuring that the CCP maintains the
required levels of financial resources on an ongoing basis, and for ensuring that prompt
corrective action is taken if the CCP is not, or is at material risk of not, doing so.

Recommended Language

2.2.6 The board should have explicitresponsibitity-explicit accountability for ensuring that
the CCP maintains the required levels of financial resources on an ongoing basis, and for
ensuring that prompt corrective action is taken if the CCP is not, or is at material risk of not,
doing so.

2.2.7 of the Consultative Report

Current Language Subject to Recommendations

2.2.7 The board should be equipped with necessary information to make proactive decisions on
resizing margin and the default fund to maintain the required levels of financial resources, and
may delegate to management the authority to take prompt corrective action based on margin
coverage and stress-testing results.

Recommended Language
2.2.7 The board should be equipped with necessary information to evaluate the risk
management framework and ensure that such framework requires that management will
make proactively decisions—on resme@ margln and the default fund to malntaln the reqU|red
levels of flnanC|aI resources

2.2.9 of the Consultative Report

Current Language Subject to Recommendations

2.2.9 When the board determines the amount and the characteristics of the CCP’s own
contribution, the board should employ mechanisms to seek and consider the views of direct and
indirect participants and other relevant stakeholders. Such engagement should be designed to
ensure that the board understands, accounts for and reflects stakeholder interests in the CCP’s
risk management. Moreover, exposing a CCP’s owners to losses can provide appropriate
incentives to owners to ensure that the CCP is properly risk-managed.*®

Recommended Language

2.2.9 When the board determines the amount and the characteristics of the CCP’s own
contribution, the board should employ mechanisms to seek and consider the-views—of risk-
based feedback from direct and indirect participants and other relevant stakeholders. Such

engagement should be designed to ensure that the board understands, accounts for and

reflects stakeholder mterests in the CCPS I’ISk management Meteever—ex—pesmg—a—GGP—s
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properlyrisk-managed-"® The size of a CCP’s own contribution to the financial resources
has significant incentive effects on clearing participants. If such contribution is too large,
it could create significant moral hazard for a CCP’s clearing participants and that in turn
could pose systemic risk. Overly large contributions by a CCP_may subsidize clearing
participants risk taking and reduce their incentives to effectively participate in default
management. A CCP _should ensure that it provides a contribution to the financial
resources that is meaningful and takes into account the negative incentive effects that an
overly large CCP contribution can have on the risk management incentives of its clearing

participants.

2.2.10 of the Consultative Report

Current Language Subject to Recommendations

2.2.10 To support this process, the board should employ mechanisms to seek and consider the
views of direct and indirect participants and other relevant stakeholders and, if necessary, to
revise accordingly the amount and characteristics of its contribution.

Recommended Language

2.2.10 To support this process, the board should employ mechanisms to seek and consider the
views—of risk-based feedback from direct and indirect participants and other relevant
stakeholders and, if necessary, to revise accordingly the amount and characteristics of its
contribution.

2.2.11 of the Consultative Report

Current Language Subject to Recommendations

2.2.11 The board should have explicit responsibility to assess and limit — to the extent
practicable and prudent — destabilising, procyclical changes in the overall quantity of financial
resources collected from direct participants, including initial margins, margin add-ons, default
fund contributions and the impact of collateral haircuts. The approach established by the board
for assessing and limiting procyclicality should be clearly defined, justified and documented with
clear roles and responsibilities established for management and the board.

Recommended Language
2.2.11 The bea

CCP s risk manaqement framework

which must be approved by the board, should address the potential risk of procyclicality
caused by all aspects of the CCP’s risk_ management-including initial margins, margin add-
ons, default fund contributions, mark-to-market payments (eg settlement variation) and the
impact of collateral haircuts_in_a manner that does not undermine its primary objectives of
prioritizing the safety and efficiency of the CCP and supporting the stability of the

broader flnanC|aI svstem Ihe—app#eaeh—es%ab%hed—by—the—bea;d—ﬁe{—assessmg—and

2.2.12 of the Consultative Report

Current Language Subject to Recommendations

2.2.12 As discussed in greater detail in Section 5, the board should establish quantitative and
gualitative criteria that assist it in evaluating procyclical effects. For example, a CCP could use
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these criteria to assess whether changes in the overall quantity and composition of financial
resources collected at the participant level, linked CCP and aggregate CCP level would have a
destabilising, procyclical impact. Such criteria could also be used to assist the CCP in
conducting periodic assessments of observed destabilising, procyclical changes, and the results
could then be reported to the chief risk officer, the relevant management committee, and the
board.

Recommended Language Under 2.2.12

2.2.13 of the Consultative Report

Current Language Subject to Recommendations

2.2.13 The board should also ensure that the CCP conducts regular and rigorous due diligence
of its participants’ understanding of, and their ability to predict and manage, potential changes in
margin, default fund and collateral haircuts in times of market stress. This due diligence helps
ensure that participants understand and have taken the necessary steps to be prepared to meet
such requirements while the CCP also looks to implement and maintain its framework for
addressing procyclicality.

Recommended Language

2.2.13 The board should also ensure that the CCP conducts regular and rigorous due diligence
of its participants’ understanding of, and their ability to predict and manage, potential changes in
margin, default fund and collateral haircuts in times of market stress. This due diligence helps
should be designed to_ensure that participants understand and have taken the necessary
steps to be prepared to meet such requirements while the CCP also looks to implement and
maintain its framework for addressing procyclicality.

2.2.14 of the Consultative Report

Current Language Subject to Recommendations

2.2.14 The board should have explicit responsibility for ensuring that the validation of the CCP’s
margin system and stress-testing framework for both credit and liquidity risks is conducted at
least annually and in a manner that is independent of the development, implementation and
operation of the models and their methodologies. In addition, the board should also have explicit
responsibility for ensuring that the validation process is subjected to an independent review of
its adequacy and effectiveness.”® This responsibility, in turn, requires the board to be informed
of the results of all such validations and reviews as well as to approve the CCP’s response to
their findings.

Recommended Language
2.2.14 The board should have expheitresponsibiity-explicit accountability for ensuring that
the validation of the CCP’s margin system and stress-testing framework for both credit and
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liquidity risks is conducted at least annually and in a manner that is independent of the
development, implementation and operation of the models and their methodologies. In addition,
the board should also have explicitresponsibitity-explicit accountability for ensuring that the
validation process is subjected to an independent review of its adequacy and effectiveness.?
This respensibHity-accountability, in turn, requires the board to be informed of the results of
all such validations and the CCP’s overall validation framework reviews—as—wel-as—te

approve-the CCP’s response-to-theirfindings.

2.2.15 of the Consultative Report

Current Language Subject to Recommendations

2.2.15 The board of directors should have explicit responsibility for establishing a
comprehensive disclosure and feedback mechanism for soliciting views from direct participants,
indirect participants and other relevant stakeholders to inform the board’s decision-making
regarding the CCP’s margin system, the stress-testing methodology and stress-testing results.**
Instituting a feedback mechanism ensures that the board is informed of, and considers for the
purposes of internal review, any concerns expressed by such parties with respect to the CCP’s
risk management framework, including the margin system and stress-testing framework. To
achieve these results, the board should ensure that the mechanism employed is properly
implemented and carried out on an ongoing basis. In establishing such a mechanism, the board
should specifically contemplate a predetermined frequency of its communication with direct
participants and any other relevant stakeholders. In addition, the mechanism should be
designed to enable the CCP to draw upon the relevant expertise and perspectives of all relevant
stakeholders.

Recommended Language

2.2.15 The board of directors should have explicitresponsibiity-explicit accountability for
establishing a comprehensive disclosure and feedback mechanism for soliciting views from
direct participants, indirect participants and other relevant stakeholders to inform the board’s
decision-making regarding the CCP’s margin system, the stress-testing methodology and
stress-testing results.? Instituting a feedback mechanism ensures that the board is informed of,
and considers for the purposes of internal review, any concerns expressed by such parties with
respect to the CCP’s risk management framework, including the margin system and stress-
testing framework. To achieve these results, the board should ensure that the mechanism
employed is properly implemented and carried out on an ongoing basis. In establishing such a
mechanism, the board should specifically contemplate a predetermined frequency of its
management’s communication with direct participants and any other relevant stakeholders. In
addition, the mechanism should be designed to enable the CCP to draw upon the relevant
expertise and perspectives of all relevant stakeholders.

2.2.18 of the Consultative Report

Current Language Subject to Recommendations

2.2.18 Other channels for feedback include (i) including direct or indirect participant
representatives on the CCP’s risk committee (where the duties of such representatives are to
the participant they represent); (ii) industry forums; (iii) consulting trade groups when major
changes to the CCP are planned; and (iv) public comment periods for proposed changes to a
CCP’s rules, procedures or operations.

Recommended Language
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2.2.18 Other channels for feedback include (i) including direct or indirect participant

representatives on the CCP’s risk committee {where-the-dutiesof such-representatives—are
to-theparticipant-theyrepresent); (ii) industry forums; (iii) consulting trade groups when major

changes to the CCP are planned; and (iv) public comment periods for proposed changes to a
CCP’s rules, procedures or operations.

Recommended Language for Stress Testing

3.2.4 of the Consultative Report

Current Language Subject to Recommendations

3.2.4 Accordingly, a CCP should also develop scenarios that address other potential sources of
liquidity risk, such as the failure of a liquidity provider, settlement bank, nostro agent or
investment counterparty.

Recommended Language Under 3.24

liquidity risks that may require the CCP to_cover losses related to its role as the
quarantor of counterparty risk. CCPs should account for liquidity constraints that may
occur as a result of a clearing member failure, including losses that may occur when an
affiliated entity of a defaulted clearing member acts as aliquidity provider. Where it is not
the role of the CCP to guarantee performance on an obligation (i.e. guaranteeing
payment by a settlement bank) in order to fulfill its primary role, the CCP should not be
required to contribute to the associated losses but should have clear rules or procedures
for addressing the failure of third party entities. This may include explicit requirements or
obligations of a clearing member should its liquidity provider, settlement bank, nostro
agent or investment counterparty fail.

3.2.9 of the Consultative Report

Current Language Subject to Recommendations

3.2.9 A CCP should recognise other potential sources of liquidity risk — arising for example from
the failure of a liquidity provider, settlement bank, nostro agent or investment counterparty — and
ensure its sources of risk are properly captured in bespoke liquidity stress tests.

Recommended Language

bespeke4+qe+d-ﬁy—s#ess—tes%& A CCP should have clear and epr|C|t rules reqardlnq the

CCP’s obligations and the obligations of its clearing members in the case of a failure of a
liguidity provider, settlement bank, custody bank, nostro agent or investment
counterparty. These obligations should be consistent with market convention and the
role of a CCP in the financial system.

3.2.15 of the Consultative Report
Current Language Subject to Recommendations
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3.2.15 Sources of liquidity risk also include risks that affect the value of liquidity resources (eg
collateral value) or the ability of the CCP promptly to access those resources (eg due to non-
performance of a custodian, settlement agent, or credit provider).

Recommended Language

3.2.16 of the Consultative Report

Current Language Subject to Recommendations

3.2.16 Similarly, a CCP should also consider other relevant sources of liquidity risk such as
collateral-related defaults, foreign exchange risks, and intraday settlement processes that may
involve or depend upon other relevant entities such as settlement banks, nostro agents,
custodian banks, liquidity providers and linked FMls.

Recommended Language

3.2.34 of the Consultative Report

Current Language Subject to Recommendations

3.2.34 A CCP should consider the effects of how positions may change on an intraday basis; in
doing so it should consider the effects of historical and forward-looking stress scenarios that are
based on relevant stressed intraday position changes after the last collection of prefunded
financial resources. Relevant scenarios should be incorporated into a CCP’s stress-testing
framework of the sufficiency of prefunded financial resources. For example, a CCP should
consider developments in the size, composition, and directionality of participants’ positions
during the day.

Recommended Language
3.2.34 A CCP should eensider_account for the effeets—ef-changing positions_and prices on
may-change-on-an intraday basis by stress testing positions and prices from any regularly

scheduled mtradav settlement cvcle—m—dmng—se—n—shemd—eenader—the—eﬁe%—et

3.2.35 of the Consultative Report

Current Language Subject to Recommendations

3.2.35 A CCP should consider incorporating historical and forward-looking stress scenarios that
are based on peak intraday and intra-period price moves, in addition to stress scenarios using
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end-of-day changes.”” For example, the CCP should consider scenarios using historical
maximum price changes, including on an intraday basis, between any two points during the
stressed period of risk (ie peak to trough price moves). In addition, the CCP should consider
incorporating potential intraday price changes, as appropriate, including those that are larger
than end-of-day price changes and adapt historical stress scenarios accordingly. For example,
in order to capture the most extreme price movements in its historical stress scenario based on
the stock market crash of 1987, a CCP could consider using both end-of-day and intraday peak
to trough equity and interest rate price changes capture extreme movements on and during
October 19th and 20th.

Recommended Language

3.2.51 of the Consultative Report

Current Language Subject to Recommendations

3.2.51 Moreover, for the purposes of reflecting the extreme but plausible market conditions
appropriate for stress testing, a CCP should assume that it will be unable to port client positions.
Because porting requires an able and willing transferee, during times of stress, it is plausible
that no such transferee will be found.

Recommended Language
3.2.51 Moreover, for the purposes of reflecting the extreme but plausible market conditions

approprlate for stress testlng a—GGP—shequ—assame—that—H—\M—be—uﬁabJe—te—peH—ehem

s#ess—ﬂ#s—piau%ble—thai—ne—saeh—#&nsﬁepee—wu—be—ﬁeand— the plausibility of the CCP

being able to port client positions should be predicated on the requlatory structure of the
primary jurisdiction in _which the CCP operates. For example, where a jurisdiction
reguires gross customer margining, permits bulk transfer, historically has demonstrated
success in porting and has provided the temporary relief designed to increase the
likelihood of customer porting, it may be implausible to assume that no customers can
be ported. In contrast, it may be plausible that no customers can be ported in
jurisdictions that fail to apply such standards and tools to effectuate the porting of
customer positions.

Recommended Language for Coverage

4.2.6 of the Consultative Report
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Current Language Subject to Recommendations

4.2.6 The CCP’s policies and procedures should clearly define the thresholds, escalation
criteria, and breaches that should trigger an automatic and, where appropriate, same-day
contribution from a direct participant or direct participants based upon: (i) quantitative thresholds
(eg proportion of identified actual or potential deficiencies in credit or liquidity resources) at a
direct participant, family, and aggregate levels; (ii) qualitative criteria (eg participant risk rating)
established at the direct participant and family levels; and (iii) multiple thresholds established to
monitor sufficiency of financial resources in various default scenarios, including defaults of
multiple participants.

Recommended Language

4.2.6 The CCP’s policies and procedures should clearly define the thresholds, escalation
criteria, and breaches that should trigger an adtomatic_evaluation by the CCP’s management
of whether to require an additional, and—where—appropriate; potentially same-day,
contribution_to financial resources from a direct participant or direct participants based upon:
(i) quantitative thresholds (eg proportion of identified actual or potential deficiencies in credit or
liquidity resources) at a direct participant, family, and aggregate levels; (ii) qualitative criteria (eg
participant risk rating) established at the direct participant and family levels; and (iii) multiple
thresholds established to monitor sufficiency of financial resources in various default scenarios,
including defaults of multiple participants.

Recommended Language for Margin

5.2.33 of the Consultative Report

Current Language Subject to Recommendations

5.2.33 A CCP should ensure that its margin system is designed to address the need to
appropriately respond to risks that arise from ongoing market dynamics without compromising
financial stability. The PFMI provides that, to the extent practicable and prudent, a CCP’s
margin model should limit the need for destabilising, procyclical changes.®® In this context
procyclicality typically refers to changes in risk management practices that are positively
correlated with market, business or credit cycle fluctuations and may cause or exacerbate
financial instability.®” A CCP should take steps to identify and address procyclical concerns in its
margin system, addressing the need to have a model that responds to market dynamics without
compromising financial stability. For the purposes of effectuating this guidance, a CCP should
assess the appropriateness of procyclicality in its margin system and develop clearly articulated
frameworks for addressing and disclosing this particular risk (see paragraph 5.2.39).

Recommended Language Subject to Recommendations

5.2.33 A CCP should ensure that its margin-system risk management framework is designed
to address the need to appropriately respond to risks that arise from ongoing market dynamics
without compromising financial stability. While t—Fhe PFMI provides that, to the extent
practicable and prudent, a CCP’s margin model should limit the need for destabilising,
procyclical changes, it is more appropriate to consider procyclical risk in the context of the
overall risk management framework.® In this context procyclicality typically refers to changes
in risk management practices that are positively correlated with market, business or credit cycle
fluctuations and may cause or exacerbate financial instability.®” A CCP should take steps to
identify and address procyclical concerns in its margin-systemrisk management framework,
addressing the need to have a medel framework that responds to market dynamics without
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compromising financial stability. For the purposes of effectuating this guidance, a CCP should

assess the appropriateness of procyclicality in its margin—system—and—develop—clearhy

risk management framework for addressing and disclosing this

particular risk {see-paragraph-5-2-39).

5.2.35 thru 5.242 of the Consultative Report

Current Language Under 5.2.35 thru 5.2.42 Subject to Recommendations

5.2.35. Not all aspects of a CCP’s approach to procyclicality relate exclusively to the CCP’s
margin system. As mentioned in the PFMI, to limit the need for destabilising, procyclical
changes, a CCP could consider increasing the size of its prefunded default arrangements to
limit the need and likelihood of large or unexpected margin calls in times of market stress.®® One
possible method of addressing procyclicality concerns in its margin system is for a CCP to
incorporate elements into the sizing of its default fund (eg placing a floor on the total amount of
resources available in the fund or installing a buffer above the stress losses observed) that limit
the need and likelihood of large or unexpected margin calls in times of market stress. However,
in drawing these distinctions, a CCP should take care to maintain the balance between the
specific risks addressed by its margin system (which draws resources from a defaulter) and the
differing risks addressed by its default fund (which draws resources from surviving, non-
defaulting direct participants).

5.2.36. In addition, a CCP should distinguish add-on charges from other charges linked to
different components of the margin system. For example, to the extent that add-on charges are
typically calculated outside of the CCP’s initial margin model, a CCP should clearly and
transparently document where such charges are applied (and why other components of the
margin system do not or perhaps cannot address the same risks). In this regard, some degree
of detail is useful regarding how each add-on charge is calibrated to correspond to a particular
aspect of the CCP’s holistic approach to managing procyclicality. For example, a CCP could
determine how far the frequency of application of add-on charges that target the composition of
prefunded financial resources (eg counterparty credit or stressed based charges) is
commensurate with the intended risk, the CCP’s holistic approach to procyclicality, and its risk
tolerance.

5.2.37. A CCP should assess the procyclicality of add-on charges in order to reduce the risk that
such charges could become destabilising in periods of increased market volatility. For example,
the application of add-on charges should avoid large step changes to the extent that the
resilience of the CCP is not undermined. More generally, changes in margin charges should be
clearly related to metrics that would allow participants to predict charges in line with the margin
system transparency provided by the CCP. Subiject to the proper degree of rigour and analysis
discussed herein, margin charges appropriately deployed may, depending on the given
circumstances, be a useful component in a CCP’s overall approach to managing the likelihood
of destabilising, procyclical changes. For example, more frequent margin charges can also be
applied for the purpose of gradually smoothing out increases in participant margin requirements
over time, while still taking into account the need for a CCP to cover its exposures with a high
degree of confidence such that a potentially destabilising large step change in margin
requirements does not materialise. For example, the reliance on observable metrics according
to transparent and simple rules would allow participants to predict add-on charges and to
prepare accordingly.
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Measuring and addressing procyclicality in the CCP’s margin system

5.2.38. As provided in the PFMI, to the extent practicable and prudent, a CCP should
appropriately address procyclicality in its margin arrangements, including through well
documented policies and procedures. In this regard, a CCP, as a first step towards addressing
this objective, could consider measuring procyclicality by using quantitative metrics to evaluate
the procyclical properties of its margin system as part of the model validation process. For
example, a CCP could evaluate how far the resizing of the default fund affects margin
procyclicality. Also, a CCP could examine procyclicality through regular sensitivity testing and
review metrics, such as the variability of margin and peak-to-trough ratios or instances of
sudden material increases in margin. In addition, a CCP should incorporate historical sample
periods of various lengths into the sensitivity analysis in order to appropriately capture the risk of
destabilising, procyclical changes. Relevant metrics could also be based upon an ex ante range
of tolerances determined by the CCP’s governance process that specifies acceptable large
changes in the amount of resources collected from participants. In addition, a CCP should follow
a holistic approach when measuring procyclicality in its approach to total financial resources.

5.2.39. Taking into account this metrics-based analysis to the extent practicable and prudent, a
CCP should in turn develop appropriate methods or tools for mitigating the potential for
destabilising, procyclical changes arising from its margin system. As already reflected in the
PFMI, a CCP should incorporate elements that mitigate procyclicality into its margin system, as
appropriate, and tailor the specific approach to reflect the risk characteristics of the products
and markets cleared. For example, a CCP should consider installing buffers or floors on its
default fund or its margin requirements (eg a margin requirement that cannot fall below a certain
percentage of notional value, tailored to the risk characteristics of each product cleared) in order
to avoid margin falling below a cleared threshold in times of low market volatility.

5.2.40. A CCP should also recalibrate margin system parameters frequently and regularly to
mitigate the potential risk that recalibration of margin system parameters results in a sudden
jump in margin requirements. The predetermination of specific metrics referred to above (eg ex
ante tolerances for acceptable large changes) can facilitate and enhance such an approach. In
addition, a CCP should incorporate a historical period of high market volatility into its margin
model so that the model can appropriately anticipate and mitigate suddenly destabilising
reactions to risks associated with sudden increases in volatility.

5.2.41. The PFMI provide that a CCP should have the authority and operational capacity to
make intraday margin calls and payments, both scheduled and unscheduled, to participants.90
However, to increase appropriate responsiveness in margin systems, manual intervention and
judgment in the recalibration of margin system parameters should take into account the CCP’s
holistic approach to procyclicality. While add-on charges may be a useful component in a CCP’s
margin system for the purposes of being most responsive to changing market conditions, a CCP
should still seek to ensure that any application of such charges appropriately takes into account,
to the extent practicable and prudent, the need to limit destabilising, procyclical changes in
margin requirements and is otherwise consistent with the CCP’s holistic approach to managing
procyclicality (including any relevant internal governance or disclosure frameworks). For
example, rather than relying on unscheduled and manual interventions, a CCP should consider
using regular and automated margin calculations on an intraday basis. This is particularly
important for unscheduled payment demands (eg for variation margin) that are difficult for
participants to anticipate.
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5.2.42. A CCP should consider the potential impact of its intraday variation margin collections
and payments (especially where unscheduled) on the liquidity position of its participants.91 In
addition, the PFMI also provide that transparency regarding market practices when market
volatility increases may help mitigate the effects of procyclicality.92 A CCP should have in place
pre-established policies and procedures for the application of margin charges that contemplate
a specific governance process for collecting such amounts, particularly in instances when
margin charges may apply in a manual or otherwise ad hoc manner. As an additional related
measure, a CCP should also engage regularly with its participants and linked FMIs (and as
appropriate, their customers) to better understand the potential impact, manual or otherwise,
that unanticipated margin charges may have on the liquidity positions of those constituencies to
facilitate a greater understanding ex ante by all involved parties of how margin charges may
relate to procyclicality concerns (see also paragraphs 2.2.15 through 2.2.20).

Recommended Language Under 5.2.3

5 thru 5.2.42
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5.2.43 of the Consultative Report

Current Language Subject to Recommendations

Addressing procyclicality in other related areas

5.2.43. As noted above, a CCP should develop and implement an appropriate approach to
procyclicality, where practicable and prudent, that is holistic and cuts across all aspects of its
margin system, as well as other related aspects of its default management framework. Forward-
looking and conservative collateral haircuts are a tool that a CCP should include among its
available tools to manage procyclicality. The PFMI provide that, in order to reduce the need for
procyclical adjustments, a CCP should also establish stable and conservative (collateral)
haircuts that are calibrated to include periods of stressed market conditions, to the extent
practicable and prudent.®® For example, in a stressed market, a CCP may require the posting of
additional collateral because of the decline of asset prices and an increase in haircut levels.
Such actions could exacerbate market stress and help drive down asset prices further, resulting
in additional collateral requirements.

Recommended Language
Addressing-A holistic approach to procyclicality in-etherrelated-areas
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5.2.43. As noted above, a CCP should develop and implement an appropriate approach to
procyclicality, where practicable and prudent, that is holistic and cuts across all aspects of its

marg+n—system—aswe“—a&ether;retatedﬂaspeet&et—n%detatm I‘ISk management framework

reqwrements— Areas of rlsk manaqement that should be evaluated mclude but may not

be limited to, its margin system(s), mark-to-market payments (in particular in relation to
ad _hoc calls), default fund methodologies and polices and collateral haircuts. For
example, in a stressed market, a CCP may require ad hoc mark-to-market payments, the
posting of additional collateral because of the decline of asset prices and an increase in
haircut levels, default fund top-ups and increases to initial margin requirements on a
portfolio. Such actions could exacerbate market stress by, for example, making demands
on liquidity or collateral that may destabilize a clearing member or the broader financial

system.

5.2.49 of the Consultative Report

Current Language Subject to Recommendations

5.2.49 The PFMI provide that, in calculating margin requirements, a CCP may allow offsets or
reductions in required margin across products that it clears, if the risk of one product is

significantly and reliably correlated with the risk of the other product.®

Recommended Language

5.2.49 The PFMI provide that, in calculating margin requirements, a CCP may allow offsets or
reductions in required margin across products that it clears, if the risk of one product is
significantly and reliably correlated with the risk of the other product.® The reliability of a
correlation must be demonstrated over a reasonable look-back period that is reflective of

an entire business cycle or a comparable method to address the reliability of correlation.

The application of artificial caps to offsets where the tests set out in the PEMI and the
Consultative Report have been met (e.qg. significance, joint liquidation, reliability and
economic rationale etc.) should not be applied to CCPs. Such caps may create additional
risk in the system by providing incentives to market participants to hedge their positions
using a product with lower trading costs that empirically does not provide the same level
of risk mitigation as another product.

Recommended Language for CCP contributions to losses

6.2.3 of the Consultative Report

Current Language Subject to Recommendations

Custody and investment losses

6.2.3 A CCP is responsible for safeguarding the assets that its participants provide to the CCP
and for minimising any risk of loss or delay in access to these assets.’® Typically, a CCP will
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hold participants’ assets (cash and securities) with custodians selected by the CCP and may
invest these assets, in accordance with its investment policy. In order to minimise the
associated risks, a CCP is expected to use supervised and regulated custodians, and any
invested assets should be in instruments with minimal credit, market and liquidity risks.'®
Despite these risk controls, participants could be exposed to potential losses that they are not in
a position to manage or mitigate fully because the CCP has discretion over custody and
investment decisions. Consequently, a CCP should identify the amount of its own resources to
be applied towards losses arising from the custody and investment risk, to bolster confidence
that participants’ assets are prudently safeguarded.

Recommended Language

Custody and investment (market value) losses

6.2.3 A CCP is responsible for safeguarding the assets that its participants provide to the CCP
and for minimising any risk of loss or delay in access to these assets.’® Typically, a CCP will
hold participants’ assets (cash and securities) with custodians that its market participants
have requested that selected-by-the CCP utilize and may invest these assets_on a limited
basis, iraccordance-with consistent with the requirements of local requlations and its
investment policy. In order to minimise the associated risks, a CCP is expected to use
supervised and regulated custodians, and any invested assets should be in instruments with

minimal credit, market and I|qU|d|ty risks.'%* Despite-these risk-controls—participants—could

assets—ate—p#uaently—sategaarded—Consmtent W|th market practlce for custodlans that

utilize sub-custodial services, CCPs should not be required to cover, or contribute to,
any losses associated with the failure of a custodian, settlement bank or investment
counterparty. Guaranteeing or contributing to such losses would be inconsistent with
the role of a CCP in the financial markets.

Where a CCP, of its own volition, directs an investment decision in relation to collateral it
receives, it should fully bear any market value losses associated with that investment
decision.

Recommended Language for Recovery

No explicit recommendations to changes to the language under the Consultative Report
provided.

Recommended Language for Other Considerations

No explicit recommendations to changes to the language under the Consultative Report
provided.

20 South Wacker Drive Chicago, lllinois 60606 1312 9301000 r312 466 4410 cmegroup.com 61



