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Derivatives Clearing Organization
General Provisions and Core
Principles

AGENCY: Commodity Futures Trading
Commission.

ACTION: Final rule.

SUMMARY: The Commodity Futures
Trading Commission (Commission) is
adopting final regulations to implement
certain provisions of Title VII and Title
VIII of the Dodd-Frank Wall Street
Reform and Consumer Protection Act
(Dodd-Frank Act) governing derivatives
clearing organization (DCO) activities.
More specifically, the regulations
establish the regulatory standards for
compliance with DCO Core Principles A
(Compliance), B (Financial Resources),
C (Participant and Product Eligibility), D
(Risk Management), E (Settlement
Procedures), F (Treatment of Funds), G
(Default Rules and Procedures), H (Rule
Enforcement), I (System Safeguards), |
(Reporting), K (Recordkeeping), L
(Public Information), M (Information
Sharing), N (Antitrust Considerations),
and R (Legal Risk) set forth in Section
5b of the Commodity Exchange Act
(CEA). The Commission also is updating
and adding related definitions; adopting
implementing rules for DCO chief
compliance officers (CCOs); revising
procedures for DCO applications
including the required use of a new
Form DCO; adopting procedural rules
applicable to the transfer of a DCO
registration; and adding requirements
for approval of DCO rules establishing a
portfolio margining program for
customer accounts carried by a futures
commission merchant (FCM) that is also
registered as a securities broker-dealer
(FCM/BD). In addition, the Commission
is adopting certain technical
amendments to parts 21 and 39, and is
adopting certain delegation provisions
under part 140.

DATES: The rules will become effective
January 9, 2012. DCOs must comply
with §§39.11; 39.12; 39.13 (except for
39.13(g)(8)(1)); and 39.14 by May 7,
2012; with §§39.10(c); 39.13(g)(8)(i);
39.18; 39.19; and 39.20 by November 8,
2012; and all other provisions of these
rules by January 9, 2012.
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I. Background
A. Title VII of the Dodd-Frank Act

On July 21, 2010, President Obama
signed the Dodd-Frank Act.? Title VII of

1 See Dodd-Frank Wall Street Reform and
Consumer Protection Act, Public Law 111-203, 124
Stat. 1376 (2010). The text of the Dodd-Frank Act

the Dodd-Frank Act2 amended the

CEA 3 to establish a comprehensive
statutory framework to reduce risk,
increase transparency, and promote
market integrity within the financial
system by, among other things: (1)
Providing for the registration and
comprehensive regulation of swap
dealers and major swap participants; (2)
imposing clearing and trade execution
requirements on standardized derivative
products; (3) creating rigorous
recordkeeping and real-time reporting
regimes; and (4) enhancing the
Commission’s rulemaking and
enforcement authorities with respect to
all registered entities and intermediaries
subject to the Commission’s oversight.

Section 725(c) of the Dodd-Frank Act
amended Section 5b(c)(2) of the CEA,
which sets forth core principles with
which a DCO must comply in order to
be registered and to maintain
registration as a DCO.

The core principles were added to the
CEA by the Commodity Futures
Modernization Act of 2000 (CFMA).4
The Commission did not adopt
implementing rules and regulations, but
instead promulgated guidance for DCOs
on compliance with the core
principles.® Under Section 5b(c)(2) of
the CEA, as amended by the Dodd-Frank
Act, Congress expressly confirmed that
the Commission may adopt
implementing rules and regulations
pursuant to its rulemaking authority
under Section 8a(5) of the CEA.6

In light of Congress’s explicit
affirmation of the Commission’s
authority to adopt regulations to
implement the core principles, the
Commission has chosen to adopt
regulations (which have the force of
law) rather than guidance (which does
not have the force of law). By issuing
regulations, the Commission expects to
increase legal certainty for DCOs,
clearing members, and market
participants, and prevent DCOs from
lowering risk management standards for
competitive reasons and taking on more
risk than is prudent. The imposition of
legally enforceable standards provides

may be accessed at http://www.cftc.gov/
LawRegulation/OTCDERIVATIVES/index.htm.
2Pursuant to Section 701 of the Dodd-Frank Act,
Title VII may be cited as the “Wall Street
Transparency and Accountability Act of 2010.”

37 U.S.C. 1 et seq.

4 See Commodity Futures Modernization Act of
2000, Public Law 106-554, 114 Stat. 2763 (2000).

5 See 66 FR 45604 (Aug. 29, 2001) (adopting 17
CFR part 39, app. A).

6 Section 8a(5) of the CEA authorizes the
Commission to promulgate such regulations “as, in
the judgment of the Commission, are reasonably
necessary to effectuate any of the provisions or to
accomplish any of the purposes of [the CEA].” 7
U.S.C. 12a(5).
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assurance to market participants and the
public that DCOs are meeting minimum
risk management standards. This can
serve to increase market confidence
which, in turn, can increase open
interest and free up resources that
market participants might otherwise
hold in order to compensate for weaker
DCO risk management practices.
Regulatory standards also can reduce
search costs that market participants
would otherwise incur in determining
that DCOs are managing risk effectively.

B. Title VIII of the Dodd-Frank Act

Section 802(b) of the Dodd-Frank Act
states that the purpose of Title VIII is to
mitigate systemic risk in the financial
system and promote financial stability.
Section 804 authorizes the Financial
Stability Oversight Council (FSOC) to
designate entities involved in clearing
and settlement as systemically
important.”

Section 805(a) of the Dodd-Frank Act
allows the Commission to prescribe
regulations for those DCOs that the
Council has determined are systemically
important (SIDCOs). The Commission
proposed heightened requirements for
SIDCO financial resources and system
safeguards for business continuity and
disaster recovery.

Section 807(c) of the Dodd-Frank Act
provides the Commission with special
enforcement authority over SIDCOs,
which the Commission proposed to
codify in its regulations.

C. Regulatory Framework for DCOs

The Commission, now responsible for
regulating swaps markets as well as
futures markets, has undertaken an
unprecedented rulemaking initiative to
implement the Dodd-Frank Act. As part
of this initiative, the Commission has
issued a series of eight proposed
rulemakings that, together, would
establish a comprehensive regulatory
framework for the clearing and
settlement activities of DCOs. Through
these proposed regulations, the
Commission sought to enhance legal
certainty for DCOs, clearing members,
and market participants, to strengthen
the risk management practices of DCOs,
and to promote financial integrity for
swaps and futures markets.

In this notice of final rulemaking, the
Commission is adopting regulations to
implement 15 DCO core principles: A
(Compliance), B (Financial Resources),
C (Participant and Product Eligibility),8

7 See 76 FR 44763 (July 27, 2011) (FSOC authority
to designate financial market utilities as
systemically important; final rule).

8 The Commission is reserving for a future final
rulemaking certain proposed amendments relating
to participant and product eligibility. See 76 FR

D (Risk Management), E (Settlement
Procedures), F (Treatment of Funds),
G (Default Rules and Procedures), H
(Rule Enforcement), I (System
Safeguards), ] (Reporting), K
(Recordkeeping), L (Public Information),
M (Information Sharing), N (Antitrust
Considerations), and R (Legal Risk).? In
addition, the Commission is adopting
regulations to implement the CCO
provisions of Section 725 of the Dodd-
Frank Act.10

The final rules adopted herein were
proposed in five separate notices of
proposed rulemaking.1* Each proposed
rulemaking was subject to an initial 60-
day public comment period and a re-
opened comment period of 30 days.12
After the second comment period
ended, the Commission informed the
public that it would continue to accept
and consider late comments and did so
until August 25, 2011. The Commission
received a total of approximately 119
comment letters directed specifically at
the proposed rules, in addition to many
other comments applicable to the Dodd-
Frank Act rulemaking initiative more
generally.13 The Chairman and
Commissioners, as well as Commission
staff, participated in numerous meetings
with representatives of DCOs, FCMs,
trade associations, public interest
groups, traders, and other interested
parties. In addition, the Commission has
consulted with other U.S. financial
regulators including the Board of
Governors of the Federal Reserve
System and Securities and Exchange
Commission (SEC).

The Commission is mindful of the
benefits of harmonizing its regulatory

13101 (Mar. 10, 2011) (requirements for processing,
clearing, and transfer of customer positions
(Straight-Through Processing)); and 76 FR 45730
(Aug. 1, 2011) (customer clearing documentation
and timing of acceptance for clearing (Customer
Clearing)).

9The Commission is reserving for a future final
rulemaking regulations to implement DCO Core
Principles O (Governance Fitness Standards) and Q
(Composition of Governing Boards) (76 FR 722 (Jan.
6, 2011) (Governance)); and Core Principle P
(Conflicts of Interest) (75 FR 63732 (Oct. 18, 2010)
(Conflicts of Interest)).

10 See Section 5b(i) of the CEA, 7 U.S.C 7a-1(i).

11 See 76 FR 13101 (Mar. 10, 2011) (Straight-
Through Processing); 76 FR 3698 (Jan. 20, 2011)
(Core Principles C, D, E, F, G, and I (Risk
Management)); 75 FR 78185 (Dec. 15, 2010) (Core
Principles J, K, L, and M (Information
Management)); 75 FR 77576 (Dec. 13, 2010) (Core
Principles A, H, N, and R (General Regulations));
and 75 FR 63113 (Oct. 14, 2010) (Core Principle B
(Financial Resources)).

12 See 76 FR 25274 (May 4, 2011) (extending or
re-opening comment periods for multiple Dodd-
Frank proposed rulemakings); see also 76 FR 16587
(Mar. 24, 2011) (re-opening 30-day comment period
for reporting requirement with clause omitted in the
notice of proposed rulemaking).

13 Comment files for each proposed rulemaking
can be found on the Commission Web site,
www.cftc.gov.

framework with that of its counterparts
in foreign countries. The Commission
has therefore monitored global advisory,
legislative, and regulatory proposals,
and has consulted with foreign
regulators in developing the proposed
and final regulations for DCOs.

The Commission is of the view that
each DCO should be afforded an
appropriate level of discretion in
determining how to operate its business
within the legal framework established
by the CEA, as amended by the Dodd-
Frank Act. At the same time, the
Commission recognizes that specific,
bright-line regulations may be necessary
to facilitate DCO compliance with a
given core principle and, ultimately, to
protect the integrity of the U.S.
derivatives clearing system.
Accordingly, in developing the
proposed regulations and in finalizing
the regulations adopted herein, taking
into consideration public comments and
views expressed by U.S. and foreign
regulators, the Commission has
endeavored to strike an appropriate
balance between establishing general
prudential standards and specific
requirements.

In determining the scope and content
of the final rules, the Commission has
taken into account concerns raised by
commenters regarding the implications
of specific rules for smaller versus larger
DCOs, DCOs that do not clear customer
positions versus those with a traditional
customer model, clearinghouses that are
registered as both a DCO and a
securities clearing agency, and
clearinghouses that operate in foreign
jurisdictions as well as in the United
States. The Commission addresses these
issues in its discussion of specific rule
provisions, below.

The Commission has carefully
considered the costs and benefits
associated with each proposed rule,
with particular attention to public
comments. For the reasons discussed in
this notice of final rulemaking, in the
analyses of specific rule provisions as
well as in the formal cost-benefit
analysis, the Commission has
determined that the final rules
appropriately balance the costs and
benefits associated with oversight and
supervision of DCOs pursuant to the
CEA, as amended by the Dodd-Frank
Act.

The Commission is herein adopting
regulations to implement the core
principles applicable to DCOs, to
implement CCO requirements
established under the Dodd-Frank Act,
and to update the regulatory framework
for DCOs to reflect standards and
practices that have evolved over the past
decade since the enactment of the
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CFMA. The Commission is largely
adopting final rules as proposed,
although there are a number of proposed
provisions that, upon further
consideration in light of comments
received, the Commission has
determined to either revise or decline to
adopt. In the discussion below, the
Commission highlights topics of
particular interest to commenters and
discusses comment letters that are
representative of the views expressed on
those topics. The discussion does not
explicitly respond to every comment
submitted; rather, it addresses the most
significant issues raised by the proposed
rulemakings and it analyzes those issues
in the context of specific comments.

The final rules include a number of
technical revisions to the proposed rule
text, intended variously to clarify
certain provisions, standardize
terminology within part 39, conform
terminology to that used in other parts
of the Commission’s rules, and more
precisely state regulatory standards and
requirements. These are non-substantive
changes. For example, the proposed
DCO rules used the terms “‘contract”
and “product” interchangeably, and
some provisions used the statutory
language “‘contracts, agreements and
transactions” to refer to the products
subject to Commission regulation. In the
final rules adopted herein, the
Commission has revised the
terminology to uniformly refer to
“products,” which encompasses
contracts, agreements, and transactions,
except where the language of the rule
codifies statutory language. In those
cases, the rule text is unchanged.

For easy reference and for purposes of
clarification, in this notice of final
rulemaking the Commission is
publishing the complete part 39 as
currently adopted. This means that
certain longstanding rules that are not
being amended (e.g., § 39.8 (formerly
designated as § 39.7, fraud in
connection with the clearing of
transactions of a DCO), and rules
recently adopted (§ 39.5, review of
swaps for Commission determination on
clearing requirement) are being re-
published along with the newly-adopted
rules. Rules that have been proposed but
not yet adopted in final form are
identified in part 39 as “reserved.”

II. Part 1 Amendments—Definitions

The Commission proposed to amend
the definitions of “clearing member,”
““clearing organization,” and ‘““‘customer”
found in § 1.3 of its regulations to
conform the definitions with the
terminology and substantive provisions
of the CEA, as amended by the Dodd-
Frank Act. The Commission also

proposed to add to § 1.3, definitions for
“clearing initial margin,” “customer
initial margin,” “initial margin,”
“margin call,” “‘spread margin,” and
“variation margin.”

ISDA commented that the margin
definitions are appropriate for futures
and cleared derivatives, but less readily
applicable in the uncleared OTC
derivatives context. It suggested that the
definitions should expressly provide
that they apply only to cleared
transactions. The Commission notes that
some of the definitions by their terms
already apply only to cleared trades,
e.g., “clearing initial margin.” Other
terms, however, have applicability to
both cleared and uncleared trades, e.g.,
“initial margin.” 14

The Commission proposed to define
“spread margin’’ as “‘reduced initial
margin that takes into account
correlations between certain related
positions held in a single account.”
Better Markets commented that the
definition of “spread margin” omits key
characteristics of netting initial margin
which are needed to precisely define
spread margin. Better Markets proposed
to define it as “initial margin relating to
two positions in a single account that
has been reduced from the aggregate
initial margin otherwise applicable to
the two positions by application of an
algorithm that measures statistical
correlations between the historic price
movements of the two positions.” The
Commission is adopting the definition
of “spread margin” as proposed because
it believes that Better Markets’
definition adds unnecessary details that
could have the unintended effect of
imposing substantive margin
methodology requirements in a
definition.

In light of proposed rulemakings
issued after the Commission proposed
the definition of “customer; commodity
customer; swap customer,” the
Commission is making certain technical
modifications.5 First, instead of placing
the definition in § 1.3, which serves as
the general definition section for all of
the Commission’s regulations, this
definition is being moved to § 39.2,
which sets forth definitions applicable
only to regulations found in part 39 or
as otherwise explicitly provided. This
accommodates the need for further
consideration of other proposals before
a global definition is adopted, while
satisfying the need for a definition for
purposes of part 39 as adopted herein.

14 See Section 4s of the CEA, 7 U.S.C. 6s.

15 See 76 FR 33818 (June 9, 2011) (Protection of
Cleared Swaps Customer Contracts and Collateral;
Conforming Amendments to the Commodity Broker
Bankruptcy Provisions); 76 FR 33066 (June 7, 2011)
(Adaptation of Regulations to Incorporate Swaps).

Second, the Commission has made
certain technical changes to the rule text
in connection with the definition’s
redesignation in 39.2 and to conform
phraseology when incorporating by
reference definitions that appear in the
CEA and §1.3. These changes include
limiting the term to “customer,”
because the terms “commodity
customer” and “swap customer” are not
used in Part 39.

The Commission is adopting the other
definitions as proposed.

II1. Part 39 Amendments—General
Provisions

A. Scope—§ 39.1

As originally proposed, § 39.1
included an updated statement of scope
and definitions applicable to other
provisions in part 39. The Commission
later revised proposed § 39.1 to include
only the statement of scope. The
Commission did not receive any
comments on the statement of scope,
which was updated to include
references to the definition of
“derivatives clearing organization” in
newly-renumbered Section 1(a)(15) of
the CEA and §1.3(d) of the
Commission’s regulations. The
Commission is adopting § 39.1 as
proposed.

B. Definitions—$§ 39.2

The Commission proposed definitions
of the terms “‘back test,” “‘compliance
policies and procedures,” “customer
account ”’ or “‘customer origin,” “house
account” or “house origin,” “key
personnel,” “stress test,” and
“systemically important derivatives
clearing organization.” The definitions
set forth in proposed § 39.2 would apply
specifically to provisions contained in
part 39 and such other rules as may
explicitly cross-reference these
definitions. The Commission is
adopting the definitions as proposed,
with the exceptions discussed below.

CME Group, Inc. (CME) commented
that the proposed definition of
“compliance policies and procedures”
was too broad. That definition was
proposed as an adjunct to the proposed
rules for a DCO’s CCO. The Commission
is not adopting a definition of
“compliance policies and procedures,”
as it has concluded that a DCO’s
compliance policies and procedures
will likely encompass a limited, self-
evident body of documents, and a
regulatory definition could invite more
scrutiny than is necessary or helpful to
the DCO or the Commission.

The Commission proposed to define
“stress test” as “‘a test that compares the
impact of a potential price move, change
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in option volatility, or change in other
inputs that affect the value of a position,
to the financial resources of a [DCO],
clearing member, or large trader to
determine the adequacy of such
financial resources.”” Better Markets,
Inc. (Better Markets) expressed the view
that a stress test can only be useful if it
tests unprecedented circumstances of
illiquidity, and that basing the test on
historic price data would make it
meaningless. In response to this
comment, the Commission is modifying
the definition in one respect. The word
“extreme” is being inserted after the
word “potential” to make clear that a
stress test does not include typical
events. The Commission further
addresses Better Markets’ concerns in its
discussion of stress tests in
§39.13(h)(3).16

The Commission proposed to define
the term “systemically important
derivatives clearing organization” to
mean ‘“‘a financial market utility that is
a derivatives clearing organization
registered under Section 5b of the Act
(7 U.S.C. 7a—1), which has been
designated by the Financial Stability
Oversight Council to be systemically
important.”” The Options Clearing
Corporation (OCC) submitted a
comment on this definition in
connection with the Commission’s
proposed §40.10 (special certification
procedures for submission of certain
risk-related rules by SIDCOs).17 OCC
pointed out that, under this proposed
definition, a DCO could be a SIDCO
even if the Commission were not its
Supervisory Agency pursuant to Section
803(8) of the Dodd-Frank Act. The
Commission, recognizing that some
DCOs like OCC may be regulated by
more than one federal agency, is
adopting a revised definition to clarify
that the term “‘systemically important
derivatives clearing organization”
means a ‘‘financial market utility that is
a derivatives clearing organization
registered under Section 5b of the Act,
which has been designated by the
Financial Stability Oversight Council to
be systemically important and for which
the Commission acts as the Supervisory
Agency pursuant to Section 803(8) of
the Dodd-Frank Wall Street Reform and
Consumer Protection Act.” 18

The Commission also is making a
technical change to the definition of
“customer account or customer origin.”
The proposed definition would provide,
in part, that ““[a] customer account is

16 See discussion of stress tests in section
IV.D.7.c, below.

17 See 76 FR 44776 at 44783-84 (]Llly 27,2011)
(Provisions Common to Registered Entities; final
rule).

18 See id. for further discussion of this topic.

also a futures account, as that term is
defined by Sec. 1.3(vv) of this chapter.”
The Commission is removing this
reference and defining “customer
account or customer origin”’ to mean “‘a
clearing member account held on behalf
of customers, as that term is defined in
this section, and which is subject to
section 4d(a) or section 4d(f) of the
Act.” This clarifies that the term
encompasses both customer futures
accounts and customer cleared swaps
accounts, respectively.

Similarly, the Commission is making
a technical revision to the term “house
account or house origin” to delete the
proposed reference to proprietary
accounts, which are currently defined in
§1.3(y) only in terms of futures and
options (not swaps). The term “house
account or house origin” is now defined
as a ““clearing member account which is
not subject to section 4d(a) or 4d(f) of
the Act.”

In connection with the proposal to
adopt a definitions section designated as
§39.2, the Commission proposed to
rescind the existing § 39.2, which
exempted DCOs from all Commission
regulations except those explicitly
enumerated in the exemption. This
action would result in clarifying the
applicability of § 1.49 (denomination of
customer funds and location of
depositories) to DCOs and, insofar as the
rule exempted DCOs from regulations
relating to DCO governance and
conflicts of interest, those regulations
are expected to themselves be replaced
by rules to implement DCO Core
Principles O (Governance Fitness
Standards), P (Conflicts of Interest), and
Q (Composition of Governing Boards).19
The Commission did not receive any
comments on the proposed rescission of
the exemption provided by existing
§39.2 and is herein rescinding that
exemption, as proposed.

C. Procedures for Registration as a
DCO—§ 39.3

The Commission proposed several
revisions to its procedures for DCO
registration, including the elimination
of the 90-day expedited review period
and the required use of an application
form, proposed Form DCO. The
Commission is adopting § 39.3 as
proposed, and is adopting the Form
DCO with the revisions discussed
below.

1. Form DCO

The Commission proposed to revise
appendix A to part 39, “Application
Guidance and Compliance with Core

19 See 76 FR 722 (Jan. 6, 2011) (Governance); and
75 FR 63732 (Oct. 18, 2010) (Conflicts of Interest).

Principles,” by removing the existing
guidance and substituting the Form
DCO in its place. An application for
DCO registration would consist of the
completed Form DCO, which would
include all applicable exhibits, and any
supplemental information submitted to
the Commission.

CME commented that the proposed
Form DCO would require the applicant
to create and submit to the Commission
a large number of documents. It
questioned why certain documents were
necessary and whether Commission
staff would be able to meaningfully
review all of the materials within the
180-day timeframe contemplated in the
proposed regulations.

The Commission is adopting the Form
DCO as proposed, except for the
modifications discussed below. The
Commission notes that the Form DCO
standardizes and clarifies the
information that the Commission has
required from DCO applicants in the
past and the Form DCO Exhibit
Instructions, in an effort to reduce the
burden on applicants, state that “If any
Exhibit requires information that is
related to, or may be duplicative of,
information required to be included in
another Exhibit, Applicant may
summarize such information and
provide a cross-reference to the Exhibit
that contains the required information.”
Based on the Commission’s experience
with the DCO registration process over
the past decade, it believes that its staff
can meaningfully review the required
information within the 180-day time
frame. In addition, the Commission
believes that by standardizing
informational requirements, the Form
DCO will allow the Commission to
process applications more quickly and
efficiently. This will benefit applicants
as well as free Commission staff to
handle other regulatory matters.

CME specifically questioned whether,
as part of the Form DCO cover sheet,
applicants should be required to
identify and list ““all outside service
providers and consultants, including
accountants and legal counsel.” This
comment mischaracterizes the
information required by the Form DCO,
which requires contact information for
enumerated outside service providers
(Certified Public Accountant, legal
counsel, records storage or management,
business continuity/disaster recovery)
and “other” outside service providers
“such as consultants, providing services
related to this application.” Such
contact information is helpful to the
Commission staff in processing the
application and making a determination
as to whether the applicant has obtained
the services it needs to effectively
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operate as a DCO.20 Nonetheless, in
response to CME’s comments and in
order to clarify the scope of requesting
contact information for “any other
outside service providers,” the
Commission has decided to revise
section 12.e. of the Form DCO cover
sheet to provide for contact information
for any ‘“‘Professional consultant
providing services related to this
application.”

CME commented that proposed
exhibit A-1, which would require the
applicant to produce a chart
demonstrating in detail how its rules,
procedures, and policies address each
DCO core principle, is not necessary.
The Commission believes exhibit A—1 is
necessary because it will provide a clear
picture of which rules, procedures, and
policies address each DCO core
principle. The chart will greatly assist
Commission staff in tracking and
evaluating the materials supplied by the
applicant and should reduce the need
for staff to seek follow-up clarifications
from the applicant. Again, this will also
reduce the costs to the applicant.

CME commented that the Commission
has not explained its reasons for
requiring an applicant to supply
“telephone numbers, mobile phone
numbers and email addresses of all
officers, managers, and directors of the
DCO,” as provided in proposed exhibit
A-6. The Commission notes that the
exhibit A-6 instructions request contact
and other information for “current
officers, directors, governors, general
partners, LLC managers, and members
of all standing committees.” The exhibit
is not directed at ““all managers” or “all
directors,” but rather at those persons
who are in key decision-making
positions (for example, key personnel,
directors serving on a board of directors
and a manager or managing member of
a DCO organized in the form of a limited
liability corporation). The purpose of
obtaining contact information is to
enable the Commission to start building
an emergency contact database.

20 This requirement focuses on outside services
“related to this application.” Similarly, if the
applicant intends to use the services of an outside
service provider (including services of its clearing
members or market participants), to enable it to
comply with any of the core principles, the
applicant must submit as exhibit A-10 all
agreements entered into or to be entered into
between the applicant and the outside service
provider, and identify: (1) The services that will be
provided; (2) the staff who will provide the
services; and (3) the core principles addressed by
such arrangement. This exhibit does not require
that the applicant submit information and
documentation related to all outside service
providers. Rather, the requirement is directed at
contractual arrangements related to compliance
with the core principles, i.e., the DCO’s core
business functions.

CME commented that proposed
exhibit A—7 would require the applicant
to list all jurisdictions where the
applicant and its affiliates are doing
business, and the registration status of
the applicant and its affiliates. CME
questioned the Commission’s need for
such information with respect to
affiliates of the applicant. The
Commission believes that such
information is necessary because it
allows the Commission to develop a
more complete understanding of the
applicant’s entire corporate
organizational structure including
potential financial commitments and
regulatory obligations of the applicant’s
affiliates inclusive of its parent
organization.

CME commented that proposed
exhibit B-3, which would require the
applicant to provide proof that each of
its physical locations meets all building
and fire codes, and that it has running
water and a heating, ventilation and air
conditioning system, and adequate
office technology, is not necessary. The
Commission believes that it is important
for an applicant to demonstrate that it
has a physical presence capable of
supporting clearing and settlement
services and is not a “shoestring”
operation. Typically, Commission staff
will conduct a site visit to an applicant’s
headquarters and other facilities, and
one of the purposes of such visits is to
evaluate the suitability of the
applicant’s physical facilities. Site
visits, however, are conducted after a
DCO application is deemed to be
materially complete, and there are
instances when it might not be feasible
to conduct a site visit. Accordingly, at
a minimum, a narrative statement
discussing the applicant’s physical
facilities and office technology must be
submitted to the Commission as part of
the application package so that staff can
complete its initial review for “adequate
* * * operational resources” under
Core Principle B.

In response to CME’s comments, the
Commission has decided to revise
exhibit B-3 to require the following:

(3) A narrative statement demonstrating the
adequacy of Applicant’s physical
infrastructure to carry out business
operations, which includes a principal
executive office (separate from any personal
dwelling) with a U.S. street address (not
merely a post office box number). For its
principal executive office and other facilities
Applicant plans to occupy in carrying out its
DCO functions, a description of the space
(e.g., location and square footage), use of the
space (e.g., executive office, data center), and
the basis for Applicant’s right to occupy the
space (e.g., lease, agreement with parent
company to share leased space).

(4) A narrative statement demonstrating the
adequacy of the technological systems
necessary to carry out Applicant’s business
operations, including a description of
Applicant’s information technology and
telecommunications systems and a timetable
for full operability.

CME questioned the value of
proposed exhibits C-1(9) and C-2(5),
which would, respectively, require an
applicant to provide a list of current and
prospective clearing members, and to
forecast expected volumes and open
interest at launch date, six months, and
one year thereafter. The Commission
believes that this information is
important because it would enable the
Commission to understand the nature
and level of the DCO’s expected start-up
activities and to appropriately evaluate
whether the applicant has adequate
resources to manage the expected
volume of business.

CME questioned the benefits of what
it termed the “incredibly burdensome”
requirements of proposed exhibit D—
2(b)(3), which would require an
applicant to explain why a particular
margin methodology was chosen over
other potentially suitable
methodologies, and to include a
comparison of margin levels that would
have been generated by using such other
potential methodologies. To address
CME’s comment, the Commission is
revising exhibit D—-2(b)(3) to require an
explanation of whether other margining
methodologies were considered and, if
so, explain why they were not chosen.
This information will be sufficient in
the first instance and, when evaluating
an applicant’s proposed margin
methodology, Commission staff can
request additional information if needed
to complete its review for compliance
with Core Principle D and § 39.13 (risk
management).

The Commission proposed to require
use of the Form DCO by a registered
DCO when requesting an amendment to
its DCO registration order. CME and
Minneapolis Grain Exchange, Inc.
(MGEX) suggested that the Form DCO be
modified so that a currently registered
DCO would not have to expend as much
time and resources to complete an
amendment request as a new applicant
for DCO registration, unless there are
extenuating circumstances. In response
to this suggestion, the Commission is
revising the Form DCO General
Instructions to clarify that if the Form
DCO is being filed as an amendment to
a pending application for registration or
for the purpose of amending an existing
registration order, the applicant need
only submit the information and
exhibits relevant to the application
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amendment or request for an amended
registration order.

CME also noted that a DCO applicant
would be required to represent that its
Form DCO submission is true, correct,
and complete. It suggested that the
Commission modify this language so
that the applicant is required to certify
that, “to the best of its knowledge,” its
Form DCO submission is true, correct,
and complete “in all material respects.”
The Commission is revising the
language as suggested by CME, in
recognition of the fact that some of the
information contained in the exhibits
may have been provided by third parties
and there is a limit to the reach of an
applicant’s due diligence with respect to
such information.

In addition to the above changes, the
Commission has made non-substantive
editorial changes to the Form DCO for
purposes of internal consistency and
conformity with the Form SDR for swap
data repositories (SDRs) and proposed
Form DCM and Form SEF for designated
contract markets (DCMs) and swap
execution facilities (SEFs),
respectively.2! The Commission also
has made changes to Form DCO to
remove references to proposed
regulations that remain pending.22

2. Request for Transfer of Registration
and Open Interest—§ 39.3(h)

The Commission proposed § 39.3(h)
to clarify the procedures that a DCO
must follow when requesting the
transfer of its DCO registration and
positions comprising open interest for
clearing and settlement, in anticipation
of a corporation change.23 The
Commission received a comment from
OCC suggesting that a request to transfer
a DCO'’s registration and open interest

21 See 76 FR 54538 (Sept. 1, 2011) (SDRs:
Registration Standards, Duties and Core Principles;
final rule); 75 FR 80572 (Dec. 22, 2010) (Core
Principles and Other Requirements for Designated
Contract Markets); 76 FR 1214 (Jan. 7, 2011) (Core
Principles and Other Requirements for Swap
Execution Facilities).

22For example, the Commission has removed the
specific cross-references located in exhibit P to
Form DCO to the proposed conflicts of interest
rules, 75 FR 63732 (Oct. 18, 2010) (Conflicts of
Interest), and replaced such references with a
description of the required information. When the
Commission finalizes such proposed rules, the
Commission intends to make technical changes to
the Form DCO to include cross-references to such
final rules where, in the opinion of the
Commission, doing so will facilitate compliance
with the Form DCO, the CEA and/or Commission
regulations.

23 As a technical matter, the Commission is
removing proposed § 39.3(g)(1) and adopting
proposed § 39.3(h) as § 39.3(f); proposed §39.3(g)(1)
was a typographical error which repeats a
delegation of authority already provided by
§39.3(b)(2)(1).

should be published in the Federal
Register for public comment.

The Commission recognizes the value
of public comment, but it has
determined not to formalize the public
comment process through publication in
the Federal Register. This procedure
could unnecessarily delay the review
process and completion of the transfer,
and the Commission believes that
posting the request on its Web site,
which it currently does for DCO
registration applications, will provide
an opportunity for public comment
without potential delay.

3. Technical Amendments

The Commission proposed a set of
technical amendments to §39.3 to
update filing procedures, to conform
various provisions to reflect the
elimination of the 90-day expedited
review period for DCO applications, and
to correct terminology in the delegation
provisions of § 39.3(g). The Commission
did not receive any comments on the
proposed technical amendments and the
Commission is adopting the
amendments as proposed.

D. Procedures for Implementing DCO
Rules and Clearing New Products—
§39.4

1. Acceptance of Certain New Products
for Clearing—§ 39.4(c)(2)

The Commission proposed a technical
amendment to existing § 39.4(c)(2),
which would require a DCO to certify to
the Commission the terms and
conditions of new over-the-counter
(OTCQ) products that it intended to clear.
The Commission proposed removing the
reference to new products “not traded
on a designated contract market or a
registered derivatives transaction
execution facility” and inserting a
reference to new products ‘“not traded
on a designated contract market or a
registered swap execution facility.” The
proposed provision would retain the
reference to filing the terms and
conditions of the new product
“pursuant to the procedures of §40.2 of
this chapter.”

Since proposing that technical
amendment, the Commission has
adopted a new § 39.5 (review of swaps
for Commission determination on
clearing requirement) 24 and revisions to
§40.2 (listing products for trading by
certification).25 As a result, a DCO
seeking to clear new products that are
not traded on a designated contract

24 See 76 FR 44464, at 44473—44474 (July 26,

2011) (Process for Review of Swaps for Mandatory
Clearing; final rule).

25 See 76 FR 44776 (July 27, 2011) (Provisions
Common to Registered Entities; final rule).

market or swap execution facility must
submit to the Commission the terms and
conditions of the product pursuant to
the procedures of § 39.5, not § 40.2. The
Commission is therefore adopting a
technical revision to conform

§ 39.4(c)(2) to the current procedural
requirements.

2. Holding Securities in a Futures
Portfolio Margining Account—§ 39.4(e)

The CEA, as amended by Section 713
of the Dodd-Frank Act, permits,
pursuant to an exemption, rule or
regulation, futures and options on
futures to be held in a portfolio
margining account that is carried as a
securities account and approved by the
SEC.26 Reciprocally, the Securities
Exchange Act of 1934 (SEA), as
amended by Section 713 of the Dodd-
Frank Act, permits, pursuant to an
exemption, rule, or regulation, cash and
securities to be held in a portfolio
margining account that is carried as a
futures account and approved by the
Commission.2? Those provisions of the
CEA and SEA further require
consultation between the Commission
and the SEC in drafting implementing
regulations. As a first step toward
meeting this goal, proposed § 39.4(e)
would establish the procedural
requirements applicable to a DCO
seeking approval for a futures portfolio
margining account program.

OCC, Newedge USA, LLC (Newedge),
New York Portfolio Clearing, LLC
(NYPC), and MetLife Inc. urged the
Commission to propose rules that would
permit portfolio margining, not just
establish procedural requirements. The
Commission agrees that it should
propose substantive portfolio margining
rules, but it must move forward on
proposing substantive rules with the
SEC’s participation.

Accordingly, the Commission is
adopting the procedural requirements as
proposed and anticipates consulting
with the SEC in the future to determine
the substantive requirements it would
impose in approving a futures portfolio
margining program and, additionally, in
granting an exemption under Section
4(c) of the CEA to permit futures and
options on futures to be held in a
securities portfolio margining account.
The Dodd-Frank Act does not set a
deadline for these actions, and the
Commission believes that it is important
to give this matter due consideration,
both in terms of consultation with the
SEC and, more broadly, in obtaining
industry views on the topic before

26 Section 4d(h) of the CEA, 7 U.S.C. 6d(h).
27 Section 15(c)(3)(C) of the SEA, 15 U.S.C.
780(c)(3).
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proposing substantive regulations or
other guidance.

E. Reorganization of Part 39

With the adoption of regulations
relating to implementation of the core
principles and other provisions of the
Dodd-Frank Act, the Commission is
reorganizing part 39 of its regulations
into two subparts, with a new appendix.

Subpart A, “General Provisions
Applicable to Derivatives Clearing
Organizations” contains §§ 39.1 through
39.8, which are general provisions
including procedural requirements for
DCO applications and other activities
such as transfer of a DCO registration,
clearing of new products, and
submission of swaps for a mandatory
clearing determination. Subpart A also
includes pre-existing provisions
regarding enforceability and fraud in
connection with clearing transactions
on a DCO.28 Subpart B, “Compliance
with Core Principles,” contains §§ 39.9
through 39.27, which are rules that
implement the core principles under
Section 5b of the CEA, as amended by
the Dodd-Frank Act.

As discussed above, the Commaission
is replacing appendix A “Application
Guidance and Compliance with Core
Principles,” with a new appendix to
part 39, “Form DCO Derivatives
Clearing Organization Application for
Registration.”

F. Technical Amendments

With the objective of listing all DCO
reporting requirements in a new § 39.19,
the Commission proposed redesignating
§39.5(a) and (b) (information relating to
DCOs) as proposed §§ 39.19(c)(5)(i) and
(ii), respectively, in substantially the
same form. The Commission also
proposed removing § 39.5(c) (large
trader reporting by DCOs), redesignating
§39.5(d) (special calls) as § 21.04 (and
current § 21.04 as § 21.05), and adding
§21.06, which would delegate authority
under § 21.04 to the Director of the
Division of Clearing and Risk.

The Commission did not receive any
comments on these proposals.
Therefore, the Commission is adopting
these revisions as proposed, except for
non-substantive changes to
§§39.19(c)(5)(i) and (c)(5)(ii) to clarify
the language.29

28 As part of the reorganization of Part 39, §39.6
(Enforceability) is being redesignated as § 39.7 and
§39.7 (Fraud in connection with the clearing of
transactions on a derivatives clearing organization)
is being redesignated as § 39.8.

29 After these technical amendments were
proposed, the Commission adopted a final rule
governing the process for review of swaps for
mandatory clearing. That rule was designated as
§39.5, and the former § 39.5 was redesignated as
§39.8. See 76 FR at 44473 (July 26, 2011) (Process

IV. Part 39 Amendments—Compliance
With Core Principles

Proposed § 39.9 would establish the
scope of the rules contained in subpart
B of part 39, stating that all provisions
of subpart B apply to DCOs. The
Commission did not receive any
comments on the statement of scope,
and the Commission is adopting § 39.9
as proposed.

A. Core Principle A—Compliance With
Core Principles—$§ 39.10

1. Core Principle A

Core Principle A,30 as amended by the
Dodd-Frank Act, requires a DCO to
comply with each core principle set
forth in Section 5b(c)(2) of the CEA and
any requirement that the Commission
may impose by rule or regulation
pursuant to Section 8a(5) of the CEA.
Core Principle A also provides a DCO
with reasonable discretion to establish
the manner by which it complies with
each core principle. Proposed
§§39.10(a) and 39.10(b) would codify
these provisions, respectively. The
Commission received no comments on
these proposed rules and is adopting the
rules as proposed.

2. Designation of a Chief Compliance
Officer—§ 39.10(c)(1)

Section 725(b) of the Dodd-Frank Act
added a new paragraph (i) to Section 5b
of the CEA to require each DCO to
designate an individual as its CCO,
responsible for the DCO’s compliance
with the CEA and Commission
regulations and the filing of an annual
compliance report.31 In proposed
§39.10(c), the Commission set forth
implementing requirements that would
largely track the language of Section
5b(i).

Under the introductory provision of
proposed § 39.10(c)(1), each DCO would
be required to appoint a CCO with “the
full responsibility and authority to
develop and enforce in consultation
with the board of directors or the senior
officer, appropriate compliance policies
and procedures, as defined in § 39.1(b),
to fulfill the duties set forth in the Act
and Commission regulations.” As
previously noted, the Commission is not
adopting the definition of “compliance
policies and procedures” included in
proposed § 39.1(b).

for Review of Swaps for Mandatory Clearing; final
rule). In connection with adoption of the technical
amendments described above, the provisions
regarding fraud in connection with the clearing of
transactions on a DCO (former § 39.7) are now
redesignated as § 39.8.

30 Section 5b(c)(2)(A) of the CEA, 7 U.S.C. 7a—
1(c)(2)(A).

31 See Section 5b(i) of the CEA; 7 U.S.C. 7a—
1(b)(i).

CME commented that the text of the
Dodd-Frank Act does not require a CCO
to “enforce” compliance policies and
procedures and it suggested that § 39.10
should not do so. According to CME, it
is important to separate the functions of
monitoring and advising on compliance
issues from what it considers “‘senior
management functions” of enforcing
and supervising compliance policies.

The Commission believes that
Congress intended that the CCO have
the full responsibility and authority to
enforce compliance in consultation with
the board of directors or the senior
officer. Given the specified duties of the
CCO set forth in Section 5b(i)(2), the
Commission finds ample support for
this interpretation and is adopting the
rule as proposed.

First, one definition of the term
“enforce” is “‘to ensure observance of
laws and rules,” 32 and among the CCO
duties set forth by the Dodd-Frank Act
is the requirement that the CCO “‘ensure
compliance.” 33 Second, Section
5b(i)(2)(C) requires a CCO to “‘resolve
any conflicts of interest that may arise”
in consultation with the board of the
DCO or the senior officer of the DCO.
This duty clearly indicates that the CCO
is more than just an advisor to
management and must have the ability
to enforce compliance with the CEA and
Commission regulations. The authority
to resolve conflicts of interest is more an
enforcement function than an audit
function. Finally, Section 5b(i)(2)(D)
requires the CCO to “‘be responsible for
administering each policy.”

While the CEA does not explicitly use
the word “‘enforce,” the Commission
believes that the use of this word in
§39.10(c)(1) is appropriate to capture
the meaning of Section 5b(i)(2)(C), i.e.,
that CCOs must have the authority to
fulfill their statutory and regulatory
obligations. Moreover, it is consistent
with the statutory directive for the CCO
to ensure compliance with the CEA.
These considerations are particularly
important given that the CCO of a DCO
has unique responsibilities in
connection with the DCO’s critical role
in providing financial integrity to
derivatives markets. In particular, a CCO
must have the ability to effectively
address rules and practices that could
compromise compliance with fair and
open access requirements (Core
Principle C), risk management

32 See http://www.websters-online-dictionary.org/
definitions/enforce.

33 See Section 5b(i)(2)(E) of the CEA, 7 U.S.C. 7a—
1(b)(i)(2)(E), which requires the CCO to “ensure
compliance with this Act (including regulations)
relating to agreements, contracts, or transactions,
including each rule prescribed by the Commission
under this section.”
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requirements (Core Principle D), and
financial resource requirements (Core
Principle B).

The Commission, however, recognizes
that the term “enforce” could imply that
the DCO’s CCO must have direct
supervisory authority over employees
not otherwise in his or her direct chain
of command, or that the CCO has
independent authority to discipline
employees or terminate employment to
facilitate compliance with the CEA and
the Commission’s regulations. To avoid
confusion, the Commission herein
clarifies that the term ‘“‘enforce,” as used
in §39.10(c)(1), is not intended to
include the authority to supervise
employees not in the CCO’s direct chain
of command, or the authority to
terminate employment or discipline
employees for conduct that results in
noncompliance. The Commission notes
that a DCO is not precluded from
conferring such authority on its CCO;
however, such action would be at the
DCO’s discretion and is not required by
§39.10(c)(1).34

3. Individuals Qualifying To Serve as a
CCO—§39.10(c)(1)({)

Proposed § 39.10(c)(1)(i) would
require a DCO to designate an
individual with the background and
skills appropriate for fulfilling the
responsibilities of the CCO position.
The Commission asked whether
additional qualifications should be
imposed and, in particular, whether the
Commission should restrict the CCO
position from being held by an attorney
who represents the DCO or its board of
directors, such as an in-house or general
counsel. The Commission explained
that the rationale for such a restriction
would be based on concern that the
interests of representing the DCO’s
board of directors or management could
be in conflict with the duties of the
CCO. Related to this, the Commission
specifically sought comment on whether
there is a need for a regulation requiring
the DCO to insulate a CCO from undue
pressure and coercion. It further asked
if it is necessary to adopt rules to
address the potential conflict between
and among compliance interests,
commercial interests, and ownership
interests of a DCO and, if there is no
need for such rules, requested comment
on how such potential conflicts would
be addressed.

CME, OCG, MGEX, and the Kansas
City Board of Trade Clearing
Corporation (KCC) commented that
additional restrictions should not be
imposed. MGEX commented that

34 See further discussion of a CCO’s duties in
section IV.A.7, below.

smaller DCOs will need to maximize the
utility of each employee. It also argued
that there is little risk if a CCO serves

as in-house counsel because attorneys
have additional ethical duties which
can complement the duties and
obligations of a CCO. According to
MGEX, if a conflict arose, the attorney
could step out of one or both of the
roles.

Better Markets commented that there
is potential conflict between a CCO and
in-house counsel because in-house
counsel is an advocate for the DCO or
its board of directors regarding any
controversy that may relate to regulatory
compliance, while a CCO’s duty is to
ensure compliance. It suggested that the
Commission prohibit a CCO from
serving as in-house counsel.

The Commission is adopting
§39.10(c)(1)(i) as proposed. The
Commission has considered prohibiting
a CCO from working in the DCO’s legal
department or serving as general
counsel, consistent with the
Commission’s approach to the CCO of
an SDR.35 However, in response to
public comments and in light of the fact
that all currently registered DCOs have
some form of compliance program
already in place, with one or more staff
members assigned to carry out
compliance officer functions, the
Commission has determined that the
potential costs of hiring additional staff
to satisfy such requirement could result
in imposing an unnecessary burden on
DCOs, particularly smaller ones. The
Commission recognizes, however, that a
conflict of interest could compromise a
CCO’s ability to effectively fulfill his or
her responsibilities as a CCO. The
Commission therefore expects that as
soon as any conflict of interest becomes
apparent, a DCO would immediately
implement a back-up plan for
reassignment or other measures to
address the conflict and ensure that the
CCO’s duties can be performed without
compromise.

MGEX and KCC also recommended
that the Commission should permit the
Chief Regulatory Officer to function as
the CCO. Presumably, the commenters
are referring to circumstances in which
a DCO (which typically would not have
a Chief Regulatory Officer) is also
registered as a DCM (which typically
would have a Chief Regulatory Officer).
The Commission notes that the rule
does not prohibit the person serving as
CCO from also serving as the Chief
Regulatory Officer.

35 See 76 FR 54538 (Sept. 1, 2011) (SDRs:

Registration Standards, Duties and Core Principles;
final rule).

4. CCO Reporting Structure—
§39.10(c)(1)(ii)

Section 5b(i)(2)(A) of the CEA
requires that a CCO report directly to
the board of directors or the senior
officer of the DCO.36 Proposed
§39.10(c)(1)(ii) would codify this
requirement. The proposed rule also
would require the board of directors or
the senior officer to approve the
compensation of the CCO.

In the notice of proposed rulemaking,
the Commission sought comment as to
the degree of flexibility that should be
provided in the reporting structure of
the CCO. Specifically, the Commission
requested comment on: (i) Whether it
would be more appropriate for a CCO to
report to the senior officer or the board
of directors; (ii) as between the senior
officer or board of directors, which
generally is a stronger advocate of
compliance matters within an
organization; and (iii) whether the
proposed rules allow for sufficient
flexibility with regard to a DCO’s
business structure.

CME, MGEX, and KCC commented
that the proposed rules would provide
DCOs with the appropriate degree of
flexibility. CME, however, believes it
would be “logical” for a CCO to report
to the senior officer, and that the board
of directors should oversee
implementation of compliance policies
and ensure that compliance issues are
resolved effectively and expeditiously
by the senior officer with the assistance
of the CCO. MGEX noted that each DCO
may have a different business and
reporting structure and believes that
rigid rules may hinder the effectiveness
and independence of the CCO.

Better Markets observed that, in the
past, businesses have placed financial
interests over other considerations like
risk management and have created a
climate where people were unwilling to
speak out against financial
considerations for fear of being fired.
Better Markets suggested that there
should be a strong reporting and
working relationship between the CCO
and independent directors, and
suggested that independent directors
have sole responsibility to designate or
terminate the CCO and to set
compensation levels for the CCO.

The Commission is adopting
§39.10(c)(1)(ii) as proposed, declining
to prescribe whether the CCO can only
report to the board of directors or to the
senior officer. The Commission
appreciates Better Markets’ concern that
a CCO who reports to the senior officer
may be swayed by financial

367 U.S.C. 7a-1(1)(2)(A).
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considerations. However, the Dodd-
Frank Act permits alternative reporting
structures and the Commission has not
been presented with a compelling
reason to conclude that the structure
and operations of a DCO require the
imposition of this limitation on the
ability of a DCO’s board and
management to establish lines of
authority appropriate to the particular
DCO

CME asked the Commission to clarify
that the term “senior officer” may apply
to the senior officer of a division that is
engaged in clearing activities. The
Commission notes that Section
5b(i)(2)(A) of the CEA requires a CCO to
“report directly to the board or to the
senior officer of the derivatives clearing
organization.” If the division engaged in
clearing activities is the registered DCO,
then the senior officer of that division
would be the “senior officer” for
purposes of this provision.

Finally, Better Markets suggested that
compliance should be addressed on an
entire-group basis by a senior CCO.
According to Better Markets, a single
senior CCO should have overall
responsibility for each affiliated and
controlled entity, even if the individual
entities within the group have CCOs.
The final rules do not require a business
organization to have a “senior” CCO as
Better Markets suggested. The
Commission believes this would be
overly prescriptive and that a DCO
should have the flexibility to manage
compliance functions across divisions
or affiliates to accommodate its
particular organizational structure.

5. Annual Compliance Meeting—
§39.10(c)(1)(iii)

Proposed § 39.10(c)(1)(iii) would
require a CCO to meet with the board of
directors or the senior officer at least
once a year to discuss the effectiveness
of the DCO’s compliance policies and
procedures, as well as the
administration of those policies and
procedures by the CCO. Better Markets
suggested that a CCO meet with the
board of directors at least quarterly. No
comments were received on the
proposed topics to be discussed at the
annual meeting.

The Commission is adopting
§39.10(c)(1)(iii) in modified form. The
final rule retains the requirement that
the CCO meet with the board of
directors or senior officer annually, but
eliminates the required topics to be
discussed at the meeting. As the
Commission noted in the notice of
proposed rulemaking, the requirement
for an annual discussion would not
preclude the board of directors or the
senior officer from meeting with the

CCO more frequently. While more
frequent communication between the
CCO and the DCO’s board or senior
officer may be desirable, the
Commission has concluded that
adopting requirements to that effect
would be overly prescriptive. Similarly,
upon further consideration, the
Commission has concluded that the
purpose of the meeting should be self-
evident (i.e., compliance) and it is not
necessary for the Commission, by
regulation, to prescribe the business that
must be conducted at that meeting.

6. Change in the Designation of the
CCO—§39.10(c)(1)(iv)

Proposed § 39.10(c)(1)(iv) would
require that a change in the designation
of the individual serving as the CCO be
reported to the Commission, in
accordance with the requirements of
proposed § 39.19(c)(4)(xi). The
Commission received no comments on
the proposed rule and is adopting the
provision as proposed.37?

7. Duties of the CCO—§ 39.10(c)(2)

Section 5b(i)(2) of the CEA, added by
Section 725(a) of the Dodd-Frank Act,
sets forth the duties of a CCO,38 and
proposed § 39.10(c)(2) would codify
those enumerated duties in paragraphs
(c)(2)(A)—(vii).

The Commission received comments
on the CCO’s duties from CME, KCC,
and OCC. In general, the commenters
expressed the view that the proposed
regulations are too broad because they
improperly provide the CCO with what
CME calls “senior management
functions” like enforcing and
supervising compliance policies.
Instead, the commenters believe that the
role of a CCO is only to serve as an
auditor who monitors compliance and
informs senior management of
noncompliance. The Commission has
carefully considered the comments and
is adopting the rule as proposed, except
as discussed below.

CME acknowledged that proposed
§39.10(c)(2)(ii) mirrors the language in
the Dodd-Frank Act. However, CME
believes that Congress did not intend to
mean ‘‘resolve” in the executive or
managerial sense such that the CCO
alone would examine the facts and
determine and affect the course of
action. CME believes that Congress
intended the CCO to identify, advise,
and escalate, as appropriate, and to
assist senior management in resolving
conflicts of interest.

37 See discussion in section IV.]J.5.h. (The
Commission is adopting proposed § 39.19(c)(4)(xi)
as a renumbered § 39.19(c)(4)(ix)).

387 U.S.C. 7a-1(i)(2).

KCC also believes that the board of
directors or senior officer should resolve
any conflict of interest in consultation
with the CCO. KCC commented that
compliance policies and procedures
should be administered by DCO staff
and not by the CCO. According to KCC,
a DCO’s staff is most familiar with the
day-to-day operations of the DCO and is
in the best position to manage the
policies and procedures. KCC believes
that a CCO’s role should be that of
oversight of the DCO’s compliance
program and filing an annual report.

The Commission disagrees with
assertions that a CCO should only assist
senior management in resolving
conflicts of interest or that the board or
senior management should resolve
conflicts of interest in consultation with
the CCO. Section 5b(i)(2)(C) of the CEA
states that a CCO shall “in consultation
with the board of the derivatives
clearing organization, a body performing
a function similar to the board of the
derivatives clearing organization, or the
senior officer of the derivatives clearing
organization, resolve any conflicts of
interest that may arise.” Given this
express statutory direction, the
Commission is not revising the
proposed rule.

The Commission points out that a
CCO’s duty to administer compliance
policies and procedures is set forth in
Section 5b(i)(2)(D) of the CEA. It
requires a CCO to “‘be responsible for
administering each policy and
procedure that is required to be
established pursuant to this section.” By
administering compliance policies and
procedures, a CCO is not required to
perform staff functions that have
compliance implications. Rather, the
CCO is responsible for oversight of such
functions.

The Commission is revising
§ 39.10(c)(2)(iii) to require a CCO to
have the duty of “[e]stablishing and
administering written policies and
procedures reasonably designed to
prevent violation of the Act.”” This does
not change the substance of the
requirement or alter the implementation
of the statutory standard, as it is
consistent with § 39.10(c)(1) which
requires a CCO to “develop * * *
appropriate policies and procedures
* * * to fulfill the duties set forth in the
Act and Commission regulations.” The
Commission believes that the revised
language eliminates the possibility of
ambiguity and prevents too narrow a
reading of the reference to policies and
procedures that are “required” under
the CEA.

CME described as “impracticable” the
proposed standard that a CCO must
“ensure” a DCO’s compliance and
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suggested that an appropriate and
“achievable” standard would be to
require a CCO to put in place measures
“reasonably designed to ensure
compliance” with the CEA and
Commission regulations.

The Commission is revising
§39.10(c)(2)(iv) in response to CME’s
comment. Although Section 5b(i)(2)(E)
of the CEA requires a CCO to “ensure”
compliance, the Commission agrees that
a CCO cannot fully guarantee
compliance because, as a practical
matter, he or she will have to rely to
some extent on information provided by
other DCO employees or representatives
of the DCO’s service providers.
Accordingly, § 39.10(c)(2)(iv) is being
modified to include as a duty of the
CCO, “[t/aking reasonable steps to
ensure compliance with the Act and
Commission regulations * * *”’ (added
text in italics). The Commission believes
that this revision addresses CME’s
concern while retaining the emphasis
on the CCO’s actions rather than
focusing on the nature of measures put
in place by the CCO.39

CME recommended that the
Commission revise proposed
§39.10(c)(2)(vi) to require a CCO to
“[e]stablish[] appropriate procedures
[for] the handling, management
response, remediation, retesting, and
closing of noncompliance issues,” and
to eliminate the requirement that a CCO
“follow[]”” such procedures. According
to CME, this is a function of senior
management and Congress did not
intend for a CCO to exercise senior
management functions. OCC agrees with
CME.

Specifically, CME suggested that
proposed § 39.10(c)(2)(vi) be modified to
eliminate the requirement that a CCO
“follow” appropriate procedures
because following procedures is a
function of senior management.
However, a CCO’s performance of this
“senior management” function is
explicitly set forth in Section 5b(i)(2)(G)
of the CEA, which states that “[t]he
chief compliance officer shall * * *
establish and follow appropriate
procedures for the handling,
management response, remediation,
retesting, and closing of noncompliance
issues.” The Commission does not
believe that CME has provided a
persuasive basis for its suggested
modification of § 39.10(c)(2)(vi), and the
Commission is adopting the provision
as proposed.

39 See also 76 FR at 54584 (Sept. 1, 2011) (SDRs:
Registration Standards, Duties and Core Principles;
final rule) (adopting §49.22(d)(4), which applies
this standard to the CCO of an SDR).

Finally, the Commission, on its own
initiative, is revising § 39.10(c)(2)(vii) to
eliminate the requirement that a CCO
establish a compliance manual. While
having a compliance manual is a good
practice, incorporating this requirement
into a regulation may be overly
prescriptive and the Commission has
concluded that a DCO should have
discretion as to the vehicles through
which it will carry out its compliance
program.

8. Annual Report—§ 39.10(c)(3)

Section 5b(i)(3) of the CEA, added by
Section 725(b) of the Dodd-Frank Act,
requires a CCO to prepare an annual
report that describes the DCO’s
compliance with the CEA, regulations
promulgated under the CEA, and each
policy and procedure of the DCO,
including the code of ethics and
conflicts of interest policies.4?
Implementation of these statutory
requirements was addressed at proposed
§39.10(c)(3)(1), (c)(3)(ii)(A), and (c)(3)(v)
and (v).

With respect to proposed
§39.10(c)(3)(i), CME suggested that the
Commission eliminate it and KCC
commented that the requirement for a
DCO to show compliance with respect
to the CEA and Commission regulations
is ambiguous and overreaching. KCC
also suggested that the scope of the
annual report should not go beyond
reviewing the DCO core principles and
identifying the compliance policies and
procedures that are in place to satisfy
the core principles.

Although paragraph (i) mirrors the
language and requirements set forth in
Section 5b(i)(3)(A)(i) of the CEA, to
address CME’s and KCC’s comments,
the Commission has decided to revise
the language of §§39.10(c)(3)(i) and (ii)
to avoid submission of duplicative
information and to clarify the scope of
the annual report content requirements
without altering the nature of the
information that must be included in
the report pursuant to the CEA. Final
§39.10 (c)(3)(i) requires that the annual
report ““[clontain a description of the
derivatives clearing organization’s
written policies and procedures,
including the code of ethics and conflict
of interest policies.” Final § 39.10
(c)(3)(ii) requires that the report
[r]leview each core principle and
applicable Commission regulations, and
with respect to each: (A) Identify the
compliance policies and procedures that
are designed to ensure compliance with
the core principle.” The Commission
notes that by specifying “written”
policies and procedures, the rule more

407 U.S.C. 7a-1(i)(3).

precisely establishes the scope of
§39.10(c)(3)().

Proposed §§ 39.10(c)(3)(iii) and
(c)(3)(iv) would require that the annual
report list any material changes to
compliance policies and procedures
since the last annual report and describe
the DCO’s financial, managerial, and
operational resources for compliance
with the Act and Commission
regulations, respectively. The
Commission did not receive any
comments on these provisions and is
adopting §§ 39.10(c)(3)(iii) and (c)(3)(iv)
as proposed.

Proposed § 39.10(c)(3)(v) would
require that the annual report
“[d]escribe any material compliance
matters, including incidents of
noncompliance, since the date of the
last annual report and describe the
corresponding action taken.” CME
suggested that the provision be revised
to require that the annual report identify
only material compliance issues that
were not properly addressed by the
DCO.

The Commission is adopting
§ 39.10(c)(3)(v) as proposed because
receiving such information will enable
the Commission to assess whether the
DCO is addressing compliance matters
effectively. It also will enable the
Commission to become aware of
possible future compliance issues across
DCOs and to proactively identify best
practices. An annual report that
identifies only material compliance
issues would not provide sufficient
information.

Finally, the Commission on its own
initiative is not adopting proposed
§39.10(c)(3)(vi) because information of
this nature is not essential to the
Commission’s evaluation of the DCO’s
compliance program and, if it is relevant
to a material compliance matter, it will
be provided to the Commission
pursuant to § 39.10(c)(3)(v).

9. Submission of Annual Report to the
Commission—§ 39.10(c)(4)

Proposed § 39.10(c)(4) would set forth
the requirements for submitting an
annual report to the Commission.
Except as noted below, the Commission
is adopting the rule as proposed.

Better Markets suggested that the
Commission change proposed
§39.10(c)(4)(i) to require a CCO to
present the finalized annual report to
the board of directors and executive
management prior to its submission to
the Commission. Better Markets also
suggested that the independent directors
as well as the entire board should be
required to review and approve the
report in its entirety and to detail any
disagreement with any portion. In
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addition, Better Markets commented
that a CCO should be required to file the
report with the Commission, either as
approved or with statements of
disagreement.

The Commission is not revising
proposed § 39.10(c)(4)(i) per Better
Markets’ suggestion. The Commission
believes that a DCO should have the
flexibility to determine whether the
annual report will be provided to the
board of directors, the senior officer, or
both. The Commission also is not
requiring the board of directors to
approve or submit comments on the
report given that the board of directors
might not have sufficient information to
approve or disagree with the report. In
addition, there is a risk that the board
might try to influence the CCO to
change the report if it were required to
express approval. The Commission
notes that the rules do not prohibit the
board, any of its members, or the senior
officer from approving or disagreeing
with aspects of the annual report.

Proposed § 39.10(c)(4)(ii) would
require that the annual report include a
certification by the CCO that, to the best
of his or her knowledge and reasonable
belief, and under penalty of law, the
annual report is accurate and complete.
CME commented that the Commission
should require the DCO’s senior officer,
and not the CCO, to make the necessary
certification in the annual compliance
report. According to CME, “the best way
to achieve the goal of a robust effective
compliance program, and to close the
loop on creating a culture of
compliance, is to require the registrant’s
senior officer—and not the CCO—to
complete the required certification.”

KCC commented that a CCO should
not have to certify ‘“under penalty of
law” that the annual report is accurate
and complete, and a CCO should certify
instead that to the best of his or her
knowledge and belief the annual report
is accurate and complete.

The Commission is adopting
§ 39.10(c)(4)(ii) as proposed. The CEA
requires (1) the CCO to sign the annual
report and (2) that the annual report
contain a certification that, under
penalty of law, the compliance report is
accurate and complete.#? Accordingly,
the Commission believes the regulation
accurately reflects Congressional intent.

10. Annual Report Confidentiality

CME suggested that Commission
regulations should expressly state that
annual reports are confidential
documents that are not subject to public
disclosure by listing annual reports as a

41 See Section 5b(i)(3)(B)(ii) of the CEA, 7 U.S.C.
7a—1(i)(3)(B)(ii).

specifically exempt item in part 145 of
the Commission’s regulations. The
Commission has not proposed and is
not adopting CME’s proposal, which
would provide blanket confidentiality to
all annual reports submitted by CCOs of
DCOs, even though the Commission
may determine that there is information
contained in a report that should be
public. Accordingly, a DCO must
petition for confidential treatment of its
annual report under § 145.9 if it wants
the Commission to determine that a
particular annual report should be
subject to confidentiality.

11. Insulating the CCO From Undue
Influence

The notice of proposed rulemaking
solicited comments as to whether the
Commission should adopt regulations
that require a DCO to insulate its CCO
from undue pressure and coercion. CME
commented that the current regulations
are sufficient to protect a CCO from
undue influence and it does not believe
additional regulations are necessary.
The Commission agrees with CME and
is not adopting such regulations.

12. Recordkeeping—§ 39.10(c)(5)

Proposed § 39.10(c)(5) would require
a DCO to maintain: (i) A copy of the
policies and procedures adopted in
furtherance of compliance with the CEA
and Commission regulations; (ii) copies
of materials, including written reports
provided to the board of directors or the
senior officer in connection with review
of the annual report; and (iii) any
records relevant to the DCO’s annual
report, including work papers and
financial data. The DCO would be
required to maintain these records in
accordance with §1.31 and proposed
§39.20. The Commission did not
receive any comment letters discussing
proposed § 39.10(c)(5). The Commission
has adopted § 39.10(c)(5) as proposed,
except that the Commission has
modified §39.10(c)(5)(A) to refer to “all
compliance policies and procedures”
rather than ‘“‘the compliance policies
and procedures, as defined in § 39.1(b)”
in light of the Commission’s decision
not to adopt a definition of compliance
policies and procedures, as discussed in
section IIL.B, above.

B. Core Principle B—Financial
Resources—§ 39.11

Core Principle B,#2 as amended by the
Dodd-Frank Act, requires a DCO to
possess financial resources that, at a
minimum, exceed the total amount that
would enable the DCO to meet its

42 Section 5b(c)(2)(B) of the CEA, 7 U.S.C. 7a—

1(c)(2)(B).

financial obligations to its clearing
members notwithstanding a default by
the clearing member creating the largest
financial exposure for the DCO in
extreme but plausible market conditions
and to cover its operating costs for a
period one year, as calculated on a
rolling basis. Proposed § 39.11 would
codify these requirements. The
Commission received a total of 18
comments on the proposed regulations.
The Commission considered each of
these comments in formulating the final
regulations discussed below.

1. Amount of Financial Resources
Required—§§ 39.11(a) and 39.11(b)(3)

Proposed § 39.11(a)(1) would require
a DCO to maintain sufficient financial
resources to meet its financial
obligations to its clearing members
notwithstanding a default by the
clearing member creating the largest
financial exposure for the DCO in
extreme but plausible market
conditions, and proposed § 39.11(a)(2)
would require a DCO to maintain
sufficient financial resources to cover its
operating costs for at least one year,
calculated on a rolling basis. Proposed
§39.11(b)(3) would allow a DCO to
allocate a financial resource, in whole or
in part, to satisfy the requirements of
either proposed § 39.11(a)(1) or
proposed § 39.11(a)(2), but not both, and
only to the extent that use of that
financial resource is not otherwise
limited by the CEA, Commission
regulations, the DCO’s rules, or any
contractual arrangements to which the
DCO is a party.

The Futures Industry Association
(FIA) recommended that all DCOs be
required to maintain resources sufficient
to withstand the default of the two
clearing members representing the
largest financial exposure to the DCO,
but that the Commission give DCOs
reasonable time to come into
compliance with the enhanced
requirement.

The International Swaps and
Derivatives Association (ISDA) also
suggested that, in the clearing of certain
OTC derivatives such as eligible credit
default swaps and interest rate swaps, a
DCO should have sufficient financial
resources that, at a minimum, enable it
to withstand a potential default by two
of its largest clearing members, as
measured by the two clearing members
with the largest obligations to the DCO
in extreme but plausible market
conditions. ISDA further suggested,
however, that this heightened financial
resource level may not be appropriate
for all other OTC or other derivatives
products, and offered to work with the
Commission to determine the
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appropriate standard for derivatives in
other asset classes.

Similarly, Mr. Chris Barnard
recommended that consideration be
given to differentiating risk, and
therefore resource requirements by
broad derivative/product class, or at
least by exchange-traded and OTC
derivative types.

Better Markets suggested that the
default rate used in the stress test for
DCOs should be the larger of (1) the
member representing the largest
exposure to the DCO, and (2) the
members constituting at least 25 percent
of the exposures in aggregate to the
DCO. Americans for Financial Reform
(AFR) stated that the calculation in
proposed § 39.11(a)(1) should be based
on risk exposure as well as number of
defaults.

LCH.Clearnet Group Limited (LCH)
concurred with all the provisions set
forth by the Commission under
proposed § 39.11(a). NYPC also
expressed support for proposed
§§39.11(a)(1) and 39.11(a)(2).

The Commission is adopting
§39.11(a) as proposed. Section 39.11(a)
is consistent with Core Principle B as
amended by the Dodd-Frank Act. As the
Commission noted in its notice of
proposed rulemaking, § 39.11(a)(1) is
also consistent with the Bank for
International Settlements’ Committee on
Payment and Settlement Systems and
the Technical Committee of the
International Organization of Securities
Commissions (CPSS-IOSCO)
Recommendations for Central
Counterparties (CCPs), issued in 2004
(2004 CPSS-I0SCO
Recommendations).43 The Commission
recognizes that those recommendations
eventually will be replaced by the
Principles for Financial Market
Infrastructures (FMIs), which are
currently being developed by CPSS and
IOSCO and are expected to be finalized
in 2012.4¢ For financial resources
requirements for CCPs, CPSS and
IOSCO are considering three
alternatives: (1) A “‘cover one”
minimum requirement for all CCPs; (2)
a “‘cover two” minimum requirement for

43 See Bank for International Settlements’
Committee on Payment and Settlement Systems and
Technical Committee of the International
Organization of Securities Commissions,
“Recommendations for Central Counterparties,”
CPSS Publ'n No. 64 (November 2004), available at
http://www.bis.org/publ/cpss64.pdf.

44 See Bank for International Settlements’
Committee on Payment and Settlement Systems and
Technical Committee of the International
Organization of Securities Commissions,
“Principles for financial market infrastructures:
Consultative report,” CPSS Publ’'n No. 94 (March
2011), available at http://www.bis.org/publ/
cpss94.pdf (CPSS-IOSCO Consultative Report).

all CCPs; and (3) either a “‘cover one”
or a “‘cover two”’ minimum requirement
for a particular CCP, depending upon
the risk and other characteristics of the
particular products it clears, the markets
it serves, and the number and type of
participants it has.#5 The Commission
may reconsider § 39.11(a)(1) once CPSS
and IOSCO have finished their work.
MGEX noted that proposed
§39.11(b)(3) would prohibit a DCO from
using a financial resource for both
default and operating cost purposes.
While MGEX agreed this seems a logical
approach to take to avoid counting an
asset’s value for two different purposes,
MGEX stated that there are practical
implications to consider. As a DCM and
DCO, MGEX keeps one basic set of
financial records that are compliant
with various accounting standards.
MGEX recommended that the
Commission’s proposal should not be
interpreted to require a DCO to formally
divide some assets and accounts. The
Commission confirms that § 39.11(b)(3)
does not require a DCO to formally
divide its assets or accounts. The
Commission is adopting § 39.11(b)(3) as
proposed.

2. Treatment of Affiliated Clearing
Members—§ 39.11(a)(1)

Proposed § 39.11(a) would state, in
part: “A [DCO] shall maintain financial
resources sufficient to cover its
exposures with a high degree of
confidence and to enable it to perform
its functions in compliance with the
core principles set out in Section 5b of
the [CEA] * * * Financial resources
shall be considered sufficient if their
value, at a minimum, exceeds the total
amount that would: (1) Enable the
[DCO] to meet its financial obligations
to its clearing members notwithstanding
a default by the clearing member
creating the largest financial exposure
for the [DCO] in extreme but plausible
market conditions; Provided that if a
clearing member controls another
clearing member or is under common
control with another clearing member,
the affiliated clearing members shall be
deemed to be a single clearing member
for purposes of this provision * * *”

In the notice of proposed rulemaking,
the Commission stated: “There may be
some instances in which one clearing
member controls another clearing
member or in which a clearing member
is under common control with another
clearing member. The Commission
proposes to treat such affiliated clearing
members as a single entity for purposes
of determining the largest financial

45 CPSS-IOSCO Consultative Report, Principle 4:
Credit Risk, at 30.

exposure because the default of one
affiliate could have an impact on the
ability of the other to meet its financial
obligations to the DCO. However, to the
extent that each affiliated clearing
member is treated as a separate entity by
the DCO, with separate capital
requirements, separate guaranty fund
obligations, and separate potential
assessment liability, the Commission
requests comment on whether a
different approach might be warranted.”

CME noted that it treats affiliated
clearing members as separate entities,
with separate capital requirements,
separate guaranty fund obligations, and
separate potential assessment liability.
While CME acknowledged that the
default of one affiliate may impact the
ability of another affiliated clearing
member to meet its financial obligations
to the DCO, CME suggested that
circumstances may exist in which a
clearing member is sufficiently
independent to continue operating
notwithstanding a default by an affiliate.
CME rules allow, but do not require,
emergency action to be taken against a
clearing member based upon the
financial or operational condition of an
affiliate (whether or not that affiliate is
also a clearing member). CME urged the
Commission to take a similar approach
by revising the language of proposed
§39.11(a) to state that ““if a clearing
member controls another clearing
member or is under common control
with another clearing member, the
affiliated clearing members may be
deemed to be a single clearing member
* x %

LCH agreed with the Commission’s
proposed requirement that the DCO
must treat any clearing member, either
controlled by another clearing member
or under common control with another
clearing member, as a single clearing
member for the purposes of
§39.11(a)(1).

The Commission is adopting
§39.11(a)(1) as proposed. The
Commission believes this treatment
appropriately addresses the potential
risks of affiliates. The Commission notes
that aggregating the potential losses of
affiliated clearing members for purposes
of this calculation would provide more
coverage in the event of a default.

3. Operating Costs—§ 39.11(a)(2)

Proposed § 39.11(a)(2) would require
a DCO to maintain sufficient financial
resources to cover its operating costs for
at least one year, calculated on a rolling
basis.

OCC commented that while the
statutory requirement that a DCO have
one year of operating costs, based on a
rolling period, may be a reasonable
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standard to ensure that a DCO is not
forced out of business while there is still
open interest in the contracts it clears,
the requirement should be calculated
based on essential operating expenses
for the rolling period. According to
OCG, an appropriate wind-down budget
would include projected revenues
during the wind-down and would not
include expenses associated with
activities having value only to a DCO
that intends to remain in business (e.g.,
product development, technological
enhancements, lobbying activities,
investor education, etc.).

ISDA stated that it is appropriate that
a DCO hold equity capital sufficient to
cover its operating costs and likely exit
costs during any liquidation and this
capital should be separate from any
DCO equity contribution to the required
default resources.

Eurex Clearing AG (Eurex) agreed that
having a requirement for operating
resources is reasonable, especially in
view of the flexibility implied in the
Commission’s proposed rules for types
of financial resources, but cautioned
that the one-year time frame may be
unnecessarily long.

FIA supported this aspect of the
Commission’s proposal, including the
requirement that a DCO not be
permitted to “double-count” its
resources to cover both this and the
default resources requirement.

The Commission is adopting
§ 39.11(a)(2) as proposed. The
Commission notes that the language in
§39.11(a)(2) is virtually identical to that
of Core Principle B.

4. Types of Financial Resources—

§39.11(b)

Proposed § 39.11(b)(1) lists the types
of financial resources that would be
available to a DCO to satisfy the
requirements of proposed § 39.11(a)(1):
(1) The margin of the defaulting clearing
member; (2) The DCO’s own capital; (3)
the guaranty fund deposits of the
defaulting clearing member and non-
defaulting clearing members; (4) default
insurance; (5) if permitted by the DCO’s
rules, potential assessments for
additional guaranty fund contributions
on non-defaulting clearing members;
and (6) any other financial resource
deemed acceptable by the Commission.
Proposed § 39.11(b)(2) lists the types of
financial resources that would be
available to a DCO to satisfy the
requirements of proposed § 39.11(a)(2):
(1) The DCO’s own capital and (2) any
other financial resource deemed
acceptable by the Commission.

In the notice of proposed rulemaking,
the Commission noted that a DCO
would be able to request an informal

interpretation from Commission staff on
whether or not a particular financial
resource may be acceptable to the
Commission. The Commission also
invited commenters to recommend
particular financial resources for
inclusion in the final regulation.

ISDA encouraged the Commission to
give prudent consideration to the use of
standby letters of credit as an additional
financial resource, given that many
letter-of-credit issuing banks will be an
affiliate of a clearing member.

Natural Gas Exchange Inc. (NGX)
requested that the Commission consider
the acceptability of letters of credit as an
asset of the guaranty fund and clarify in
the final rule that letters of credit are
acceptable as an asset of the guaranty
fund if subject to certain safeguards.
NGX also requested that the
Commission make clear in the final
regulation that it will interpret proposed
§§39.11(b)(1)(vi) and 39.11(b)(2)(ii)
broadly so as to permit a demonstration,
on a case-by-case basis, that a DCO
meets the overall policies of the
regulation through a specific mix of
financial resources.

Mr. Barnard recommended splitting
the types of financial resources
permitted under proposed § 39.11(b)(1)
into two classes: Class A would consist
of the financial resources listed in
paragraphs (b)(i) through (b)(iii), and
would be required to make up the
significant part of the total financial
resources, and class B would consist of
the financial resources listed in
paragraphs (b)(iv) through (b)(vi), on
which larger prudential haircuts would
be required. MGEX suggested that
proposed § 39.11(b)(2) should retain the
ability for a DCO to provide its
explanation and methodology for
including a particular financial
resource. MGEX further suggested that
the list of potential financial resources
should be broad and not pruned too
quickly, particularly by initial
regulation.

Eurex commented that the
Commission’s proposed list of financial
resources in proposed § 39.11(b)(1) is
appropriate.

The Commission is adopting
§39.11(b) as proposed, except for a
technical amendment to clarify the
scope of the use of margin as a financial
resource to cover a default. As
proposed, the Commission is not
including letters of credit as an
acceptable financial resource because
they are only a promise by a bank to pay
and not an asset that can be sold.46

46 The Commission recognizes that assessment
powers are also a promise to pay, but as the
Commission noted in the notice of proposed

However, both §39.11(b)(1) and
§39.11(b)(2) permit “any other financial
resource deemed acceptable by the
Commission,” which means that the
Commission could evaluate the use of
letters of credit on a case-by-case
basis.4?

The Commission also received
inquiries from a few DCOs as to whether
the Commission would deem projected
revenue an acceptable financial resource
to satisfy the requirements of
§39.11(a)(2). The Commission expects
that projected revenue generally would
be deemed acceptable for established
DCOs that can demonstrate a historical
record of revenue, but not for DCO
applicants or relatively new DCOs with
no such record.

With respect to any financial resource
that is not enumerated in § 39.11(b) and
for which a DCO seeks a determination
as to its acceptability based on the
DCO'’s particular circumstances, DCO
staff should contact Commission staff
prior to submitting the DCO’s quarterly
financial resources report.

The Commission is modifying
§39.11(b)(1)(i) to more precisely reflect
the fact that the use of margin as a
financial resource available to satisfy
the requirements of paragraph (a)(1) is
subject to limitations imposed by the
Commission and a DCO, e.g., relating to
the use of customer margin to cover a
default. As proposed, §39.11(b)(1)(i)
would permit the use of “[m]argin of a
defaulting clearing member.” The
provision now refers to “[m]argin to the
extent permitted under parts 1, 22, and
190 of this chapter and under the rules
of the derivatives clearing
organization.”

5. Capital Requirement

Proposed §§39.11(b)(1) and (b)(2) list
the DCO’s own capital as a type of
financial resource that would be
available to a DCO to satisfy the
requirements of proposed §§ 39.11(a)(1)
and (a)(2), respectively. In the notice of
proposed rulemaking, the Commission
noted that Commission regulations do
not prescribe capital requirements for
DCOs. The Commission invited

rulemaking, a clearing member may have a strong
financial incentive to pay an assessment. If a
clearing member failed to pay its assessment
obligation, that failure would be treated as a default
and the clearing member would be subject to
liquidation of its positions and forfeiture of the
margin in its house account. Thus, in addition to
a potential general interest in maintaining the
viability of the DCO going forward, a non-defaulting
clearing member may have a specific incentive to
pay an assessment, depending on the size and
profitability of its positions and the margin on
deposit relative to the size of the assessment.

47 See discussion of the prohibition on accepting
letters of credit as initial margin in section IV.F.5,
below.
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comment on whether it should consider
adopting such requirements and if so,
what those requirements should be.

J.P. Morgan Chase & Co. (J.P. Morgan)
commented that if a DCO enumerates its
own capital as part of its waterfall, that
DCO should be required to provide
sufficient assurances that the capital
will be available to meet those
obligations and will not be reallocated
to serve other purposes at the DCO’s
discretion. In a separate comment letter
on the proposed risk management
requirements for DCOs, J.P. Morgan
offered its support for regulations that
would require a DCO to retain in a
segregated deposit account, on a rolling
basis, 50 percent of its earnings from the
previous 4 years. In addition, J.P.
Morgan stated that it would be
appropriate for at least 50 percent of the
retained earnings to have a first loss
position. J.P. Morgan also recommended
that the DCO contribution be subject to
a minimum floor of $50 million.

Mr. Michael Greenberger
recommended that the Commission
require DCOs to set aside a reasonable
amount of capital, equal to an average
size of one contract for that DCO, so that
a DCO would have sufficient financial
resources to absorb a default. In
addition, Mr. Greenberger suggested that
capital requirements for DCOs must
require that the DCOs’ capital be highly
liquid so that a DCO can cure a default
in a timely manner.

Eurex noted that clearing
organizations exhibit a variety of
organizational and capital structures
and suggested the Commission should
allow DCOs to determine their own
mixes of protective measures, which
might include the DCO’s own capital.
Nevertheless, Eurex expressed support
for an initial capital requirement of $25
million for DCOs.

OCC commented that an equity
capital requirement for DCOs is not
appropriate because DCOs rely
primarily on member-supplied
resources, such as clearing fund
deposits and margin, to meet their
obligations. According to OCC, most, if
not all, DCOs have little capital in
relation to their obligations. OCC
suggested that the critical question from
a safeness and soundness standpoint is
whether DCOs have adequate financial
resources, not the form in which such
resources are held.

CME stated that the financial
resources requirements contained in
Core Principle B are better suited to
achieve the goal of ensuring adequate
capitalization of DCOs, and that further
capital requirements would be
unnecessary and essentially duplicative.

KCC commented that, with proposed
§39.11(a)(1) requiring a DCO to
maintain sufficient financial resources
to meets its financial obligations, a
separate capital requirement would be
redundant. KCC also stated that onerous
capital requirements placed on DCOs
could have an anti-competitive effect.

NYPC cautioned that mandating that
DCOs hold specific forms or amounts of
capital could have a chilling effect on
competition, at odds with the principles
of the CEA by potentially shutting out
various forms of organizational
structures for DCOs. NYPC noted that
Core Principle B requires that DCOs
maintain sufficient financial resources
to perform their functions as central
counterparties in compliance with the
CEA. NYPC suggested that whether such
financial resources are derived from a
DCO’s own capital or other financial
resources deemed acceptable to the
Commission should be inconsequential
to the extent such statutorily prescribed
functions are fulfilled.

MGEX stated that it does not support
adopting specific capital requirements
for DCOs. MGEX noted that the
proposed regulation already requires a
DCO to be able to withstand the default
of its largest clearing member in extreme
but plausible market conditions. MGEX
further noted that a DCO’s capital is
only one element of the financial
resources necessary to cover that risk,
and suggested that a DCO should be able
to determine how it best needs to
allocate that risk among its various
financial resources.

The Commission is not adopting a
capital requirement for DCOs at this
time. The Commission believes that it is
appropriate to provide flexibility to
DCOs in designing their financial
resources structure so long as the
aggregate amount is sufficient. The
Commission notes, however, that one of
the principles in the CPSS-IOSCO
Consultative Report would require an
FMI to “hold sufficiently liquid net
assets funded by equity to cover
potential general business losses so that
it can continue providing services as a
going concern.” 48 CPSS and IOSCO are
considering, and requesting comment
on, the establishment of a specific
minimum quantitative requirement for
liquid net assets funded by equity. If
such a requirement is established, the
Commission may consider a similar
requirement for DCOs at that time.

48 See CPSS-IOSCO Consultative Report,
Principle 15: General Business Risk, at 70.

6. Assessments—§§ 39.11(b)(1)(v) and
39.11(d)(2)

Proposed § 39.11(b)(1)(v) would list
“potential assessments for additional
guaranty fund contributions, if
permitted by the [DCO]’s rules” as a
type of financial resource that would be
available to a DCO to satisfy the
requirements of proposed § 39.11(a)(1).
Proposed § 39.11(d)(2) would require a
DCO: (i) To have rules requiring that its
clearing members have the ability to
meet an assessment within the time
frame of a normal variation settlement
cycle; (ii) to monitor, on a continual
basis, the financial and operational
capacity of its clearing members to meet
potential assessments; (iii) to apply a 30
percent haircut to the value of potential
assessments; and (iv) to only count the
value of assessments, after the haircut,
to meet up to 20 percent of its default
resources requirement. The Commission
requested comment on whether these
limits and requirements are appropriate
and, more generally, whether
assessment powers should be
considered to be a financial resource
available to satisfy the requirements of
proposed §39.11(a)(1).

With regard to proposed
§§39.11(d)(2)(i) and (ii), OCC
commented that the requirement that
clearing members be able to meet an
assessment within the time frame of a
normal variation settlement cycle is an
aggressive but appropriate standard that
its clearing members would be able to
meet in most circumstances, but that
DCOs should have discretion to extend
this deadline on a case-by-case basis
where appropriate to avoid severe
strains on clearing member liquidity in
unusual circumstances. OCC objected to
the requirement that DCOs must
monitor “on a continual basis” a
clearing member’s ability to meet
potential assessments, which OCC
claimed is overly burdensome and
difficult to administer. OCC suggested
that a monthly review is reasonable and
adequate.

NYPC requested that the Commission
clarify how the requirement of proposed
§39.11(d)(2)(i) would be imposed on
DCOs that conduct both end-of-day and
intraday settlements each business day.
In order to ensure that a uniform
standard is applied across clearing
members of all DCOs, whether the DCO
conducts one or two settlements per
business day, NYPC recommended that
the Commission clarify that a DCO’s
rules should require clearing members
to have the ability to meet an
assessment within one business day.

With regard to proposed
§39.11(d)(2)(ii), NYPC requested that
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the Commission provide guidance as to
how it expects DCOs to determine
whether a clearing member has the
capacity to meet a potential assessment.
In addition, NYPC expressed concern
that the “continual”” monitoring of
clearing members’ ability to meet
potential assessments, which NYPC
believes implies daily or even real-time
monitoring, would be extremely
difficult, if not impossible, to
administer. NYPC suggested that it
would be reasonable and more
practicable for the Commission to
require that monitoring of clearing
members’ ability to meet potential
assessments be included as a mandatory
component of the periodic financial
reviews of clearing members that DCOs
already conduct in the ordinary course
of business.

In response to these comments, the
Commission is revising § 39.11(d)(2)(i)
to read as follows (added text in italics):
“The derivatives clearing organization
shall have rules requiring that its
clearing members have the ability to
meet an assessment within the time
frame of a normal end-of-day variation
settlement cycle.” In response to OCC'’s
comment, the Commission notes that
§39.11(d)(2)(i) requires a DCO to have
rules requiring that its clearing members
have the ability to meet an assessment
within the time frame of a normal end-
of-day variation settlement cycle, but
would permit a DCO, in its discretion,
to provide some flexibility to clearing
members as to timing.

In addition, the requirement in
§39.11(d)(2)(ii) that a DCO must
monitor the financial and operational
capacity of its clearing members to meet
potential assessments “on a continual
basis” was intended to mean only that
the DCO must perform such monitoring
often enough to enable it to become
aware of any potential problems in a
timely manner. To eliminate possible
ambiguity, the Commission is revising
the final rule by removing the phrase
“on a continual basis.” Thus,
§39.11(d)(2)(ii) establishes a standard
whereby a DCO must monitor its
clearing members, but the DCO can
meet the standard through the exercise
of its judgment in response to particular
circumstances, e.g., a DCO might have
reason to evaluate certain clearing
members on a daily basis and evaluate
others only as part of routine, periodic
financial reviews.

With regard to proposed
§§39.11(d)(2)(iii), FIA commented that
the 30 percent haircut and 20 percent
cap are reasonable and prudent
safeguards, sufficient to ensure that a
DCO does not unduly rely on its
assessment power. ]J.P. Morgan

supported the proposal and also
recommended that regulators adopt a
risk-based analysis to determine the
likelihood that a clearing member will
be able to meet its assessment
obligations across all DCOs. Mr.
Greenberger, citing J.P. Morgan’s
comments, agreed that it is absolutely
critical that the Commission promulgate
rules that would determine a clearing
member’s risk of default and its
availability of financial resources across
all clearinghouses. Similarly, ISDA
suggested that the Commission evaluate
the potential impact of multiple
assessments from different DCOs on the
same clearing member or affiliate group
in a short time-frame.

CME suggested that a DCO should be
required to completely exclude the
potential defaulting firm’s assessment
liability in calculating its available
assessment resources. CME also
commented that, in light of the
requirements of proposed
§§39.11(d)(2)(i) and (ii), and the fact
that a clearing member that failed to pay
an assessment would itself be in default
to the DCO, it does not believe that a
further haircut on assessments is
necessary, and it is aware of no valid
reason to cap the use of assessments at
20 percent as proposed.

KCC noted that the inclusion of
assessment powers as financial
resources is necessary for it to meet its
obligations in the unlikely event of a
default. KCC agreed that a reasonable
haircut on the value of a DCO’s
assessment power may be a prudent
measure, but stated that the proposed
limits are unreasonable and excessive
and seem arbitrary. KCC suggested that
a better approach would be for the DCO
to be allowed the latitude to determine
clearing member assessment haircuts on
an individual basis, based on each
clearing member’s financial capabilities.

MGEX recommended that the
Commission allow each DCO to provide
its methodology and support for why
any assessment might be considered a
financial resource and how much.
MGEX stated that the 30 percent haircut
and 20 percent cap seem arbitrary and
prescriptive. MGEX stated that the DCO
should have the discretion to determine
an appropriate haircut based on the
clearing member’s liquidity.

Better Markets commented that the
proposed haircuts for assessments are
inadequate. According to Better
Markets, it would be far more prudent
to require funding of risk that can be
anticipated in stress tests and rely on
assessments as a financial resource only
for conditions that are not anticipated in
stress tests.

LCH recommended that potential
assessments not be allowed to satisfy
the requirements of proposed
§39.11(a)(1) because, in LCH’s view, it
is of the utmost importance that a DCO’s
resources following a clearing member
default be immediately and
unconditionally available. LCH
suggested that assessments should be
allowed as part of the DCO’s ““waterfall”
of protections, but should not be taken
into account to meet the specific test
outlined under proposed § 39.11(a)(1).

AFR urged the Commission to
prohibit DCOs from including
assessment powers in their calculation
of financial resources because it is
unclear, in a time of broad market
distress, whether a DCO’s members
would be willing and able to pay their
assessments.

The Commission is adopting
§39.11(d)(2)(iii) as proposed. In view of
the wide range of comments on this
issue, the Commission believes the rule
strikes an appropriate balance. The 30
percent haircut recognizes that the
defaulting firm, which by definition will
not be paying an assessment, might
represent a significant segment of the
DCO'’s total risk. The 20 percent cap
recognizes that given the contingent
nature of assessments, they should only
be relied upon as a last resort. In
response to ISDA’s comment, the
Commission expects that as part of the
evaluation of a clearing member’s risk
profile, a DCO would take into
consideration the potential exposure of
the clearing member at other DCOs, to
the extent that it is able to obtain such
information, including the possibility of
assessments. The Commission notes, in
response to MGEX’s and KCC’s
comments, that a DCO may determine
clearing member assessment haircuts on
an individual basis because
§ 39.11(d)(2)(iii) only requires a 30
percent haircut on an aggregate basis.

7. Computation of the Financial
Resources Requirement—§ 39.11(c)(1)

Proposed § 39.11(c)(1) would require
a DCO to perform stress testing on a
monthly basis in order to make a
reasonable calculation of the financial
resources it needs to meet the
requirements of proposed § 39.11(a)(1).
The DCO would have reasonable
discretion in determining the
methodology used to make the
calculation, but would be required to
take into account both historical data
and hypothetical situations. In the
notice of proposed rulemaking, the
Commission requested comment on
whether monthly tests are appropriate.

MGEX commented that monthly
reporting seems reasonable as it already
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performs stress tests on a routine basis.
MGEX further commented that allowing
DCOs discretion in selecting stress test
scenarios is appropriate.

CME suggested that annual stress
testing would suffice for operating costs
because operating costs are generally
static. With regard to default coverage,
CME suggested that stress testing should
be done no less than monthly.

LCH expressed concern over the
requirement that the DCO perform stress
testing only on a monthly basis. In
LCH’s view, stress testing should be
carried out by the DCO on at least a
daily basis, and LCH strongly urged the
Commission to amend its proposal
accordingly. LCH suggested that
monthly stress testing is inadequate, as
experience has shown that market
conditions and member positions can
change rapidly during periods of market
turmoil.

ISDA suggested that reverse stress
tests 49 should be required for
determining the size of the financial
resources package and that there should
be public disclosure of the stress tests
and their results.

Mr. Barnard agreed that stress testing
should be carried out at least monthly,
and suggested that back testing should
be carried out daily. Mr. Barnard also
suggested that the Commission
specifically refer to reverse stress testing
in proposed § 39.11(c)(1) because, in his
view, it is a useful tool for managing
expectations and for helping the DCO to
anticipate financial resources
requirements in extreme conditions.

FIA recommended that the
Commission make clear its expectation
that the DCOs will, at a minimum: (1)
Conduct a range of stress tests that
reflect the DCO’s product mix; (2)
include the most volatile periods that
have been experienced by the markets
for which the DCO provides clearing
services; (3) take into account the
distribution of cleared positions
between clearing members and their
customers; and (4) test for unanticipated
levels of volatility and for breakdowns
in correlations within and across
product classes.

Mr. Greenberger recommended that
historical market data that led up to the
passage of the Dodd-Frank Act be taken

49 Reverse stress tests are stress tests that require
a firm to assess scenarios and circumstances that
would render its business model unviable, thereby
identifying potential business vulnerabilities.
Reverse stress testing starts from an outcome of
business failure and identifies circumstances where
this might occur. This is different from general
stress testing, which tests for outcomes arising from
changes in circumstances. See http://
www.fsa.gov.uk/pages/About/What/International/
stress_testing/firm_s/reverse_stress_testing/
index.shtml.

into account in determining market
conditions that could be defined as
extreme but plausible.

Better Markets commented that the
passive role of the Commission in
measuring the financial requirements
for a DCO is inappropriate in light of the
importance of this function. Better
Markets proposed that the methodology,
the historical data set, and the
hypothetical scenarios be: (1) Jointly
developed by the DCO and the
Commission and (2) reviewed whenever
ordered by the Commission, but no less
frequently than quarterly. Better
Markets also recommended that the
Commission explicitly recognize the
importance of illiquidity in developing
hypothetical scenarios.

AFR stated that it is critical that the
Commission play a central role in
establishing the standards by which
DCOs will measure their exposure to
future risks. AFR urged the Commission
to define minimal standards that will
ensure that DCO stress tests are
stringent and incorporate realistic
metrics of worst-case scenarios that
DCOs may experience.

The Commission is adopting
§39.11(c)(1) as proposed. The
Commission believes it is appropriate to
allow the DCO discretion in designing
stress tests because stress testing is an
exercise that inherently entails the
exercise of judgment at various stages.
Furthermore, §39.11(c)(1) allows the
Commission to evaluate the testing and
require changes as appropriate. In
response to the LCH comment, the
Commission notes that there is a
distinction between the type of stress
testing carried out under this rule for
the purpose of sizing the overall
financial resource package and the type
of stress testing carried out under
§ 39.13(h)(3) for the purpose of
ascertaining the risks that may be posed
to the DCO by individual traders and
clearing members. The former is a
comprehensive test across all clearing
members and all products with the goal
of identifying the firms posing the
greatest risk to the DCO and quantifying
that risk. The regulations would require
such testing to be completed monthly.
The latter is targeted testing addressing
the specific risks of specific positions at
specific firms. The regulations would
require such testing to be completed on
either a daily or weekly basis, as
described in § 39.13(h)(3).5°

50 See discussion of § 39.13(h)(3) in section

IV.D.7.c, below.

8. Valuation of Financial Resources—
§39.11(d)(1)

Proposed § 39.11(d)(1) would require
a DCO, no less frequently than monthly,
to calculate the current market value of
each financial resource used to meet its
obligations under proposed § 39.11(a).
When valuing a financial resource, a
DCO would be required to reduce the
value, as appropriate, to reflect any
market or credit risk specific to that
particular resource, i.e., apply a haircut.
The Commission would permit each
DCO to exercise its discretion in
determining the applicable haircuts.
However, the haircuts would have to be
evaluated on a monthly basis, would be
subject to Commission review, and
would have to be acceptable to the
Commission.

OCC suggested that the proposed
regulations should be modified or
interpreted to accommodate the use of
a true portfolio margining model that
values collateral based on its
relationship to an overall portfolio in
lieu of applying fixed haircuts on
margin collateral.

ISDA stated that it would support an
appropriate haircut for default
insurance, potential assessments, and
possibly other financial resources
deemed acceptable by the Commission,
as determined by the Commission upon
review of the relevant DCO.

FIA expressed reservations about the
ability of a DCO to be paid promptly
under the terms of a default insurance
policy. FIA therefore recommended that
default insurance coverage be subjected
to a 30 percent haircut and a 20 percent
cap, similar to the policies that the
Commission has proposed to apply to a
DCQO’s assessment power.

In discussions with Commission staff,
Federal Reserve and Federal Reserve
Bank of New York staff suggested that
the liquidity of a financial resource
should be an additional factor in
determining an appropriate haircut.
Considerations should include whether
it is easy to value the financial resource
(e.g., whether the pricing is transparent)
and whether the financial resource
could be divested in a short time period
under normal market conditions. The
Commission agrees that liquidity is an
important factor in valuing financial
resources.

Accordingly, the Commission is
revising § 39.11(d)(1) to read as follows
(added text in italics): “At appropriate
intervals, but not less than monthly, a
derivatives clearing organization shall
compute the current market value of
each financial resource used to meet its
obligations under paragraph (a) of this
section. Reductions in value to reflect
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credit, market, and liquidity risks
(haircuts) shall be applied as
appropriate and evaluated on a monthly
basis.” In response to OCC’s comments,
the Commission notes that §39.11(d)(1)
does not prohibit the valuation method
described by OCC in its comment letter.
The Commission believes
§39.11(d)(1) takes a balanced approach
by permitting a DCO to exercise its
discretion in determining applicable
haircuts for each of its financial
resources but making those haircuts
subject to Commission review and
approval. Section 39.11(d)(1) requires a
DCO to perform such valuations no less
frequently than monthly, which means
the Commission would expect a DCO to
perform such valuations more
frequently when appropriate, such as
during periods of market volatility.

9. Liquidity of Financial Resources—
§39.11(e)

Proposed § 39.11(e)(1) would require
a DCO to have financial resources
sufficiently liquid to enable the DCO to
fulfill its obligations as a central
counterparty during a one-day
settlement cycle, including sufficient
capital in the form of cash to meet the
average daily settlement variation pay
per clearing member over the last fiscal
quarter. The DCO would be permitted to
take into account a committed line of
credit or similar facility for the purpose
of meeting the remainder of the
liquidity requirement. In the notice of
proposed rulemaking, the Commission
requested comment on whether the
liquidity requirement should cover
more than a one-day cycle. The
Commission also requested comment on
what standards might be applicable to
lines of credit—e.g., should the
Commission require that there be a
diversified set of providers, or that a
line of credit have same-day drawing
rights?

Proposed § 39.11(e)(2) would require
a DCO to maintain unencumbered
liquid financial assets in the form of
cash or highly liquid securities, equal to
six months’ operating costs. The DCO
would be permitted to take into account
a committed line of credit or similar
facility to satisfy this requirement.

Proposed § 39.11(e)(3) would require
that: (i) Assets in a guaranty fund have
minimal credit, market, and liquidity
risks and be readily accessible on a
same-day basis, (ii) cash balances be
invested or placed in safekeeping in a
manner that bears little or no principal
risk, and (iii) letters of credit not be a
permissible asset for a guaranty fund.

OCC recommended that the proposed
regulations be modified or interpreted to
provide DCOs some flexibility in

determining the means of managing
their “cash” liquidity needs by allowing
DCOs to use secured credit facilities and
tri-party repo facilities in addition to
cash held in demand deposit accounts
to satisfy the cash requirement. OCC
observed that permitting these
alternatives would allow a DCO to hold
a significant portion of its financial
resources in the form of U.S. Treasuries,
with the ability to convert the
Treasuries to cash as needed. According
to OCC, cash must generally be held at
banks, which presents a credit risk.

NGX suggested that immediately
accessible bank lines of credit should be
acceptable to cover the cash
requirement where the underlying
commodity is itself traded in a liquid
market.

CME suggested the phrase “average
daily settlement variation pay per
clearing member over the last fiscal
quarter” in proposed § 39.11(e)(1) is
somewhat ambiguous. CME assumed
that the Commission intended to refer to
the average daily variation pay for a
single clearing member, not the average
daily settlement variation pay for all
clearing members.

CME also commented that the
Commission’s approach is not
warranted given the potential amount of
cash at issue and the reliability of
liquidity facilities for short-term cash
needs. CME suggested that the
Commission revise the last sentence of
proposed § 39.11(e)(1) to read as
follows: “If any portion of such
financial resources is not sufficiently
liquid, the derivatives clearing
organization may take into account a
committed line of credit or similar
facility for purposes of meeting these
requirements.”’

In response to the Commission’s
request for comment on what standards
might be applicable to a liquidity
facility, CME stated that reviews and
evaluations by Commission staff during
regular DCO audits are a sufficient
check on the adequacy and soundness
of a committed line of credit, and that
the Commission should not attempt to
prescribe the terms and conditions of a
DCO'’s liquidity facility.

KCC found the language in proposed
§39.11(e) to be ambiguous. KCC
interpreted the average daily settlement
variation pay per clearing member over
the last fiscal quarter to mean the
cumulative average of the pay-ins per
each clearing member divided by the
number of clearing members. In KCC’s
view, a line of credit with same-day
drawing rights should be considered as
liquid as cash and therefore should be
allowed to be used by the DCO to fulfill
its financial obligations during a one-

day settlement cycle. KCC commented
that the liquidity requirement should
cover no more than one day of market
price movement.

LCH was unclear on what the
Commission intends to mean in
proposed § 39.11(e)(1) by requiring that
the DCO should allocate financial
resources to meet the requirements of
§39.11(a)(1) and fulfill its arising
obligations during a “‘one-day
settlement cycle.” LCH suggested that
the requirement instead should be that
the DCO is obliged to fulfill its arising
obligations “‘as they fall due.”
Additionally, LCH suggested that the
requirement that the DCO must have
“sufficient capital in the form of cash to
meet the average daily settlement
variation pay per clearing member over
the last fiscal quarter” is insufficient.
LCH recommended that this
requirement be replaced by a test that
the DCO can meet its liquidity
requirements “following the default of
the clearing member(s) creating the
largest liquidity requirement under
stressed market conditions over the
quarter.”

Mr. Greenberger suggested that the
standards for a committed line of credit
or similar facility must be narrowly and
strictly defined, so that the party can
easily use such highly liquid line of
credit or similar facility. Mr.
Greenberger further suggested that
greater participation by clearing
members in a committed line of credit
or a similar instrument at times of
market distress would not provide
necessary liquidity but rather would
increase systemic risk.

Eurex noted that proposed §39.11(e)
requires DCOs to monitor the liquidity
of assets and agreed that low-credit risk,
highly liquid assets should comprise
guaranty funds and that this rule would
serve important purposes.

FIA recommended that the
Commission clarify that the cash
requirement is intended to measure the
average (and not the aggregate) clearing
member variation margin requirement.
FIA further recommended that the
Commission permit a DCO to satisfy this
requirement through the use of cash or
cash equivalents, including U.S.
government securities and repurchase
agreements involving highly liquid
securities if such repurchase agreement
matures within one business day or is
reversible upon demand. FIA
additionally recommended that this
aspect of the Commission’s proposal be
modified to clarify that DCOs are
permitted to satisfy the liquidity
requirement through the establishment
of committed repo facilities. FIA
supported allowing a DCO to obtain a
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committed line of credit or similar
credit facility to cover the remainder of
its default resources requirement, but
recommended that this proposal be
strengthened by the diversification of
credit providers, with concentration
limits of 25 percent per provider.

MGEX commented that proposed
§39.11(e)(1) requires some clarity.
MGEX interpreted it to mean that a DCO
must have cash that will cover the
average of all the clearing members’
average daily settlement variation pays,
which to MGEX would seem a logical
and practical application. Rather than
adopting multiple liquidity
requirements (i.e., cash, clearing
member default coverage, six months’
worth of operating expenses), MGEX
suggested the process could be
simplified to address the most relevant,
which appeared to MGEX to be the
clearing member default coverage. In
addition, MGEX recommended that
proposed § 39.11(e) should permit
combining and then totaling its liquidity
of financial resources as a single-entity
DCO/DCM.

AFR stated that DCOs should be
required to have sufficient cash to fulfill
their obligations for 10 business days
and that lines of credit should not count
toward liquidity requirements.

NYPC commented that, to the extent
the proposed requirement is intended to
exclude cash equivalents, such as U.S.
Treasury securities, the standard is
inappropriate. NYPC recommended that
the Commission allow DCOs to satisfy
their liquidity needs through the use of
any combination of cash held in
demand deposit accounts, bank
accounts meeting the requirements of
CFTC Interpretative Letter 03—31,5 and
secured credit facilities and repurchase
agreements that allow DCOs to convert
U.S. Treasury securities and other high
quality collateral into cash on a same-
day basis.

In response to the comments, the
Commission is revising § 39.11(e)(1) to
provide greater clarity. In addition, the
Commission is modifying the “cash”
requirement to include “U.S. Treasury
obligations and high quality, liquid,
general obligations of a sovereign

51 CFTC Interpretative Letter 03—31 concerned a
bank that requested an interpretation that a trust
deposit account product it developed would be
acceptable for the deposit of customer segregated
funds in accordance with Commission Regulation
1.20. Based on an analysis of the account, staff of
the Commission’s Division of Clearing and
Intermediary Oversight issued an interpretation that
the account would be acceptable as a deposit
location because the account would be properly
titled and covered by appropriate
acknowledgements by the bank, and the funds in
the account would at all times be immediately
available for withdrawal on demand.

nation.” This conforms the requirement
to existing liquidity practices and, in
particular, it accommodates acceptable
practices of foreign-based DCOs.
However, the Commission is not
including bank lines of credit as an
acceptable financial resource for
meeting the “cash” requirement because
they are only a promise by the bank to
pay and not an asset that can be sold.
The Commission is revising § 39.11(e)(1)
by deleting the following language:
“The derivatives clearing organization
shall have sufficient capital in the form
of cash to meet the average daily
settlement pay per clearing member
over the last fiscal quarter. If any
portion of the remainder of the financial
resources is not sufficiently liquid, the
derivatives clearing organization may
take into account a committed line of
credit or similar facility for the purpose
of meeting this requirement.”

The Commission is replacing the
deleted language with the following:
“[(ii)] The derivatives clearing
organization shall maintain cash, U.S.
Treasury obligations, or high quality,
liquid, general obligations of a sovereign
nation, in an amount greater than or
equal to an amount calculated as
follows: (A) Calculate the average daily
settlement pay for each clearing member
over the last fiscal quarter; (B) Calculate
the sum of those average daily
settlement pays; and (C) Using that sum,
calculate the average of its clearing
members’ average pays. (iii) The
derivatives clearing organization may
take into account a committed line of
credit or similar facility for the purpose
of meeting the remainder of the
requirement under paragraph (e)(1)(ii) of
this section.”

The Commission notes that, in the
CPSS-IOSCO Consultative Report, CPSS
and IOSCO are considering a minimum
liquidity requirement for CCPs that
would be either: (1) A “cover one”
minimum requirement for all CCPs; (2)

a “‘cover two” minimum requirement for
all CCPs; or (3) a ““‘cover one” or “‘cover
two”” minimum requirement for an
individual CCP, depending on the
particular risk and other characteristics
of the particular products that it clears,
the markets it serves, and the number
and type of participants it has.52 The
Commission might revisit the issue after
CPSS and IOSCO determine what
standard they will adopt.

10. Reporting Requirements—§ 39.11(f)

Proposed § 39.11(f) would require a
DCO to report to the Commission, at the
end of each fiscal quarter or at any time

52 See CPSS-I0SCO Consultative Report,
Principle 7: Liquidity Risk, at 46.

upon Commission request: (i) The
amount of financial resources necessary
to meet the requirements set forth in the
regulation; and (ii) the value of each
financial resource available to meet
those requirements. The DCO would be
required to include with its report a
financial statement (including the
balance sheet, income statement, and
statement of cash flows) of the DCO or
its parent company. A DCO would have
17 business days from the end of the
fiscal quarter to file its report, but would
also be able to request an extension of
time from the Commission.

NYPC suggested that, in light of the
scope of information required to be
submitted in the quarterly report (i.e.,
information regarding default risk
financial resources and operating
financial resources), the Commission
should require that such reports be filed
not later than 30 calendar days, rather
than 17 business days, following the
end of the DCO’s fiscal quarter.

ISDA suggested that a DCO seeking an
extension of the 17-day reporting
deadline should be required to request
the extension at least seven business
days before the deadline.

KCC noted that it does not prepare a
statement of cash flows on a monthly
basis, only on an annual basis as part of
its audited financial statements. KCC
commented that a monthly profit/loss
statement is sufficient for determining
its financial operating needs.

MGEX suggested the Commission
should consider a DCO’s privacy
concerns when permitting reasonable
discretion in the data the DCO provides
in the monthly reports required by the
proposed regulations. MGEX stated that
some detail as to projected revenue and
expenses must remain proprietary if it
involves potential business
opportunities or other strategic business
decisions, and that DCOs have a
legitimate concern that confidential
financial information could be subject to
Freedom of Information Act requests.

The Commission is adopting § 39.11(f)
as proposed. The Commission notes that
the 17-business-day filing deadline is
consistent with the deadline imposed
on FCMs for the filing of monthly
financial reports under § 1.10(b).
Moreover, a DCO may request an
extension if it is unable to meet the
deadline. The Commission does not
believe it is appropriate to require a
DCO to request an extension at least
seven business days before the deadline,
because a DCO may not know that far
in advance that it will be unable to meet
the deadline. With regard to the
confidentiality of the information
contained in the reports, the
Commission notes that Core Principle L
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and § 39.21(c)(4) require a DCO to
publicly disclose the size and
composition of the financial resources
package available in the event of a
clearing member default. A DCO may
request confidential treatment under
§145.9 for other information submitted
to the Commission under these
regulations.

11. SIDCOs—§ 39.29

Proposed § 39.29(a) would require a
SIDCO to maintain sufficient financial
resources to meet its financial
obligations to its clearing members
notwithstanding a default by the two
clearing members creating the largest
combined financial exposure for the
SIDCO in extreme but plausible market
conditions. Proposed § 39.29(b) would
require that a SIDCO not count the value
of assessments to meet the obligations
arising from a default by the clearing
member creating the single largest
financial exposure and only count the
value of assessments, after a 30 percent
haircut, to meet up to 20 percent of the
obligations arising from a default by the
clearing member creating the second
largest financial exposure. The
Commission believes that it would be
premature to take action regarding
§39.29 at this time. The FSOC has not
yet designated any DCOs as systemically
important. As previously noted, the
CPSS-IOSCO Principles for Financial
Market Infrastructures, which are
expected to be finalized in 2012, will
address minimum financial resources
requirements for CCPs. Similarly,
certain foreign regulators, including the
European Union, are also considering
requirements in this area for the CCPs
they regulate. The Commission is
concerned that SIDCOs would be put at
a competitive disadvantage if they are
forced to comply with these
requirements before non-U.S. CCPs are
subject to comparable standards. The
Commission is closely monitoring
developments on this issue and is
prepared to revisit the issue if the
European Union or other foreign
regulators move closer to
implementation. Moreover, because it
may be some time before any DCO is
designated a SIDCO, the Commission
believes it would be prudent to
reconsider the regulation of SIDCOs in
light of developments that may occur in
the interim. The Commission expects to
consider all the proposed rules relating
to SIDCOs together.

C. Core Principle C—Participant and
Product Eligibility—§ 39.12

1. Participant Eligibility

Core Principle C,%3 as amended by the
Dodd-Frank Act, requires each DCO to
establish appropriate admission and
continuing eligibility standards for
members of, and participants in, the
DCO,54 including sufficient financial
resources and operational capacity to
meet the obligations arising from
participation. Core Principle C further
requires that such participation and
membership requirements be objective,
be publicly disclosed, and permit fair
and open access. Core Principle C also
requires that each DCO establish and
implement procedures to verify
compliance with each participation and
membership requirement, on an ongoing
basis. Proposed § 39.12(a) would codify
these requirements and establish the
minimum requirements that a DCO
would have to meet in order to comply
with Core Principle C.

Although there is potential tension
between the goals of ““fair and open
access”” and “sufficient financial
resources and operational capacity to
meet obligations arising from
participation in the derivatives clearing
organization,” the Commission believes
the rules that it is adopting herein strike
an appropriate balance. The
Commission has crafted the provisions
of § 39.12 and related rules, e.g., the risk
management requirements, to establish
a regulatory framework that it believes
can ensure that a DCO’s participation
requirements do not unreasonably
restrict any entity from becoming a
clearing member while, at the same
time, limiting risk to the DCO and its
clearing members. The Commission
expects that more widespread
participation will reduce the
concentration of clearing member
portfolios, thereby diversifying risk,
increasing market liquidity, and
increasing competition among clearing
members.

53 Section 5b(c)(2)(C) of the CEA, 7 U.S.C. 7a—
1(c)(2)(C).

54 Core Principle C, as well as the other core
principles that are discussed herein, refer to
“members of, and participants in”” a DCO. The
Commission interprets this phrase to mean persons
with clearing privileges, and has used the term
“clearing member” in describing the requirements
of each core principle and in the text of the
proposed regulations described herein. The
Commission is also amending the definition of
“clearing member” in § 1.3(c), adopted herein, to
mean “any person that has clearing privileges such
that it can process, clear and settle trades through
a derivatives clearing organization on behalf of
itself or others. The derivatives clearing
organization need not be organized as a
membership organization.”

a. Fair and Open Access—§ 39.12(a)(1)

Proposed § 39.12(a) would require a
DCO to establish appropriate admission
and continuing participation
requirements for clearing members of
the DCO, which are objective, publicly
disclosed, and risk-based. Proposed
§39.12(a)(1) would require a DCO to
have participation requirements that
permit fair and open access, setting
forth specific standards.

The Managed Funds Association
(MFA), BlackRock, Inc. (BlackRock),
State Street Corporation (State Street),
and the Committee on Capital Markets
Regulation (CCMR) supported the
proposed rules. J.P. Morgan, ISDA, and
FIA expressed support for the fair and
open access provisions as long as there
is prudent risk management.

According to MFA, more inclusive
DCO participation requirements would
benefit DCOs and the markets by: (1)
Reducing DCO concentration risk; (2)
increasing diversity of market
participants involved in DCO
governance; (3) enhancing competition
in the provision of clearing services; and
(4) lowering overall costs for non-
clearing members. State Street agreed
that more widespread participation
could increase competition by allowing
more entities to become clearing
members. Blackrock commented that
the proposed rule would allow a diverse
group of entities to become clearing
members, which would increase
competition, promote more inclusive
DCO participation requirements, and
lower costs to customers of clearing
members.

Each of the provisions of § 39.12(a)(1)
are discussed below.

b. Less Restrictive Standards—
§39.12(a)(1)(@1)

To achieve fair and open access,
proposed § 39.12(a)(1)(i) would prohibit
a DCO from adopting a particular
restrictive participation requirement if it
could adopt a less restrictive
requirement that would not materially
increase risk to the DCO or its clearing
members. BlackRock, the Swaps &
Derivatives Market Association (SDMA),
CME, LCH, Citadel, and CCMR
supported the proposed rule. CCMR
commented that the proposed rule
would help to encourage an open
marketplace.

KCC, ICE, and MGEX did not support
the proposed rule. According to KCC,
the test is highly subjective and would
be difficult to implement in practice.
ICE commented that the proposal would
require a DCO to dilute current prudent
risk management practices. MGEX
commented that the proposed rule
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would require DCOs to consider only
objective, hard number risk factors,
which would force DCOs to bear other
risks such as financial fraud
convictions. MGEX suggested that the
Commission should provide DCOs with
latitude when determining the risks to
which it will expose itself.

The Commission is adopting
§39.12(a)(1)(i) as proposed, except for
the addition of clarifying language to
provide that a DCO shall not adopt
restrictive clearing member standards if
less restrictive requirements ‘‘that
achieve the same objective and” that
would not materially increase risk to the
derivatives clearing organization or
clearing members could be adopted. The
rule balances the dual Congressional
mandate to provide for fair and open
access while ensuring that such
increased access does not materially
increase risk. Because the rule does not
require a DCO to provide access that
materially increases risk to the DCO or
clearing members, the Commission does
not agree with ICE that the rule will
subject a DCO to increased risk.

The Commission does not agree with
KCC that the rule will be highly
subjective or difficult to implement in
practice. The rule provides a DCO with
discretion to balance restrictions on
participation with legitimate risk
management concerns and, in this
regard, a DCO is in the best position in
the first instance to determine the
optimal balance. Only in circumstances
where there is a question as to the
impact of the rule would the
Commission ask a DCO to justify the
balance that the DCO has struck.

In response to MGEX’s comment, the
Commission notes that the rule does not
require a DCO to rely solely on
objective, hard number risk factors. The
rule permits a DCO to rely on both
qualitative and quantitative analyses,
providing each DCO with latitude to
determine how it can facilitate open
access while determining the risks to
which it will expose itself.

Except for certain bright-line
participation requirements (e.g., capital
requirements for clearing members), the
Commission has not provided more
specific guidance as to what participant
eligibility requirements are permissible
under Core Principle C. Such a
clarification would only serve to limit a
DCO’s flexibility to formulate
participation requirements.

The Commission encourages each
DCO to conduct a self-assessment to
make sure that it can provide reasoned
support to justify a conclusion that its
rules do not violate the “less restrictive”
standard contained in § 39.12(a)(1)(i).
Such an analysis should take into

consideration the interaction of this
provision with the other provisions of
§39.12(a).

c. Clearing Member Qualification—
§39.12(a)(1)(i)

Proposed § 39.12(a)(1)(ii) would
require a DCO to permit a market
participant to become a clearing
member if it meets the DCO’s
participation requirements. SDMA,
LCH, and CCMR supported the
proposed rule. According to CCMR, the
proposed rule would help to encourage
an open marketplace.

KCC commented that the proposed
rule is not workable because a DCO may
not have the operational capacity to
admit all applicants that satisfy the
DCO’s membership requirements. KCC
proposed that the regulation clarify that
a DCO may set limits on the number of
market participants that may be
admitted in light of the DCO’s own
operational constraints.

The Commission is adopting
§39.12(a)(1)(ii) as proposed. The
Commission is concerned that
permitting a DCO to set a limit on the
number of market participants that may
become clearing members could enable
a DCO to evade the open access
requirement imposed by Core Principle
C. If a DCO were able to demonstrate
that operational constraints prevented it
from admitting additional clearing
members, the DCO could petition the
Commission for an exemption.

d. Non-Discriminatory Treatment—
§39.12(a)(1)(iii)

Proposed § 39.12(a)(1)(iii) would
prohibit participation requirements that
have the effect of excluding or limiting
clearing membership of certain types of
market participants unless the DCO can
demonstrate that the restriction is
necessary to address credit risk or
deficiencies in the participants’
operational capabilities that would
prevent them from fulfilling their
obligations as clearing members. LCH

and SDMA supported the proposed rule.

CME commented that in addition to
credit risk and deficiencies in
operational capabilities, legal risk
should be included in the text of this
regulation as a basis upon which a DCO
may exclude or limit clearing
membership of certain types of
participants.

KCC did not support the proposed
rule, commenting that a DCO’s right to
exclude or place limitation on certain
clearing members should not be subject
to ex-post determinations as to the
necessity of such restrictions, as the
DCO itself is in the best position to
monitor the risks posed by the activities

of its clearing members. According to
KCC, the proposed rule would limit the
risk management capabilities of a DCO,
and DCOs should be accorded flexibility
in their assessments of the operational
capabilities of potential clearing
members.

The Commission is adopting
§39.12(a)(1)(iii) as proposed. CME’s
concerns regarding heightened legal
risk, such as the inability to attach
property of a foreign clearing member
under foreign law, are encompassed
within the “credit risk” consideration.
The Commission expects that most, if
not all, bases for membership exclusion
or limitation will fall within either
financial or operational considerations.
In addition, the Commission does not
believe the rule would limit a DCO’s
risk management capabilities as KCC
suggested because it would not prevent
a DCO from excluding or limiting
certain types of market participants
from clearing if such participation
would introduce genuine risk that
cannot be adequately managed by the
DCO. The Commission expects that
DCOs will review their existing
participation requirements for
compliance with this rule.

e. Prohibition of Swap Dealer
Requirement—§ 39.12(a)(1)(iv)

Proposed § 39.12(a)(1)(iv) would
prohibit a DCO from requiring that
clearing members be swap dealers. LCH
commented that, in the event of default,
it relies on non-defaulting clearing
members to hedge the defaulting
member’s swap portfolio; to provide
liquidity for such hedging; to bid on
hedged portfolios; and, in extreme
circumstances, to accept a forced
allocation of swaps, which could be a
risky, unhedged swaps portfolio. LCH
commented that a clearing member who
is not a swap dealer may not be able to
participate in a DCO’s default
management process.

The Commission is adopting
§39.12(a)(1)(iv) as proposed. It is
important to note that the regulation
would not preclude participation by
swap dealers (on which LCH currently
relies). It simply requires that a DCO
provide clearing access to other entities
that could also participate in a DCO’s
default management process, even if to
a lesser extent. Broader access is
supported by other Commission
regulations, e.g., § 39.12(a)(3), which
mandates that a DCO require its clearing
members to have adequate operational
capacity to participate in default
management activities; § 39.12(b)(5),
which requires a DCO to select contract
units for clearing purposes that
maximize liquidity, facilitate
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transparency in pricing, promote open
access, and allow for effective risk
management; and § 39.16(c)(2)(iii),
which permits a DCO to require its
clearing members to accept an
allocation, provided that any allocation
must be proportional to the size of the
clearing member’s positions at the DCO.
Thus, a DCO should be able to establish
participation requirements that allow it
to rely on non-defaulting clearing
members to hedge a defaulting
member’s swap portfolio, to provide
liquidity for such hedging, to bid on
hedged portfolios, and to accept a forced
allocation of swaps.

f. Prohibition of Swap Portfolio or Swap
Transaction Volume Requirements—
§39.12(a)(1)(v)

Proposed § 39.12(a)(1)(v) would
prohibit a DCO from requiring clearing
members to maintain a swap portfolio of
any particular size, or that clearing
members meet a swap transaction
volume threshold.

According to State Street, such
requirements are intended to
systematically favor membership for
financial institutions that are also
substantial dealers in swaps. They do
not take into account the risk
management capabilities of many DCO
members such as State Street, which are
able to closely monitor risk exposures
and effectively liquidate exposures
through networks of interdealer
relationships. The Commission believes
that such requirements would have the
effect of permitting only large swap
dealers to provide clearing services.
This would be inconsistent with Core
Principle C. Accordingly, the
Commission is adopting § 39.12(a)(1)(v)
as proposed.

g. Financial Resources—§ 39.12(a)(2)(i)

Core Principle C mandates that each
DCO must ensure that its clearing
members have “sufficient financial
resources and operational capacity to
meet obligations arising from
participation in the [DCO].” 55 Proposed
§39.12(a)(2)(i) would require a DCO to
establish participation requirements that
require clearing members to have access
to sufficient financial resources to meet
obligations arising from participation in
the DCO in extreme but plausible
market conditions. The financial
resources could include a clearing
member’s capital, a guarantee from a
clearing member’s parent, or a credit
facility funding arrangement.

CME commented that it supports the
inclusion of parent guarantees and

55 Section 5b(c)(2)(C)(i)(I) of the CEA; 7 U.S.C. 7a—
1(c)(2)([C)D D).

credit facility funding arrangements as
acceptable financial resources for
clearing members, provided that each
DCO retains the flexibility to determine
the particular terms and conditions of
such arrangements. LCH, however,
commented that credit facilities or
funding arrangements should not be
allowed for the purposes of fulfilling
financial participation requirements.
According to LCH, all clearing members’
resources should be immediately and
unconditionally available. ISDA also
commented that a credit facility funding
arrangement from an unaffiliated entity
should not be available to satisfy
clearing member financial resource
requirements. ISDA did not believe that
such funding would be reliable.

MGEX commented that testing for
extreme but plausible market conditions
would have minimal value because the
test would be based on historical
records or it would be based on future
assumptions that are based on static
conditions. MGEX believes that the
proposed rule would require a DCO to
devise tests for clearing members to use
and would require a DCO to conduct the
tests and provide the results to clearing
members. MGEX commented that this
specific rule seems unnecessary because
DCOs have other methods to address
risk, like increasing and decreasing
margin. It noted further that it already
requires clearing members to be in good
financial standing, which includes
minimum capital requirements and a
requirement to provide a parent
guarantee in certain circumstances.

The Commission is adopting
§39.12(a)(2)(i) with the modification
described below. Per CME’s comment,
the rule provides a DCO with the
flexibility to determine what constitutes
sufficient financial resources to meet
obligations arising from participation in
the DCO in extreme but plausible
market conditions, and to determine
what financial resources are available to
a clearing member to satisfy this
requirement.

Regarding the comments of LCH and
ISDA, the rule does not require a DCO
to allow clearing members to use a
credit facility funding arrangement to
meet financial resource requirements.
Because such arrangements can serve as
an important source of liquidity for
clearing members, the Commission has
not prohibited their possible use to
satisfy clearing member financial
resource requirements. The Commission
is modifying § 39.12(a)(2)(i) to clarify a
DCO'’s discretion, by rephrasing the
second sentence to read as follows: “A
derivatives clearing organization may
permit such financial resources to
include, without limitation, a clearing

member’s capital, a guarantee from the
clearing member’s parent, or a credit
facility funding arrangement.” To
address concerns about reliability, a
DCO can consider requiring that a credit
facility funding arrangement be
supported by multiple lenders.

Finally, the Commission does not
believe that MGEX’s comment provides
a basis for revising the proposed rule.
As an initial matter, Core Principle C
requires each DCO to establish
participation standards that require a
clearing member to have sufficient
financial resources to meet obligations
arising from participation in the DCO.
Core Principle B requires a DCO to
maintain financial resources that would
enable it to meet its financial obligations
in “extreme but plausible” market
conditions. The Commission believes
that it is appropriate for a DCO to
subject its clearing members to a
comparable financial standard to
support its own compliance with
statutory requirements. A DCO would
have discretion in setting the terms of
any tests to determine whether clearing
members’ financial resources are
sufficient to meet their obligations in
extreme but plausible market
conditions.

h. Capital Requirements Must Match
Capital to Risk—§ 39.12(a)(2)(ii)

Proposed § 39.12(a)(2)(ii) would
require a DCO to establish capital
requirements that are based on
objective, transparent, and commonly
accepted standards, which
appropriately match capital to risk. The
capital requirements also would have to
be scalable so that they are proportional
to the risks posed by clearing members.

J.P. Morgan, MFA, ISDA, State Street,
SDMA, Citadel LLC (Citadel), Better
Markets, and FIA supported the
proposed rule. According to Better
Markets, the proposed rule is an
important change of practices that will
open DCO membership to more market
participants while protecting the risk
management system. FIA commented
that a DCO, when it sets capital
requirements, should take into account
a clearing member’s risk-derived
exposures and its potential assessment
obligations at each clearing organization
of which it is a member. FIA
recommended that a DCO should allow
an FCM to clear positions in proportion
to its capital net of those other risk-
derived exposures and assessment
obligations.

The Commission is adopting
§39.12(a)(2)(ii) as proposed, with one
modification. In response to a comment
from staff of the Federal Reserve and the
Federal Reserve Bank of New York, the
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Commission is deleting the phrase ““so
that they are proportional” from the
rule. This is to make clear that a DCO
should take into account nonlinear risk.
In response to FIA’s comment, the
Commission notes that in setting
scalable requirements, a DCO should
take into consideration risks that a
clearing member carries as a result of
positions cleared at other DCOs, to the
extent that it is able to obtain such
information.

i. Minimum Capital Requirement—
§ 39.12(a)(2)(iii)

Proposed § 39.12(a)(2)(iii) would
prohibit a DCO from setting a minimum
capital requirement of more than $50
million for any person that seeks to
become a clearing member in order to
clear swaps. Pierpont Securities LLC
(Pierpont), Better Markets, SDMA,
Newedge, MFA, Citadel, and Jefferies &
Company (Jefferies) supported the
proposed rule.

Jefferies commented that the proposed
rule would allow it to participate more
actively in the swap market. Jefferies
believes that taken together, the
provisions of proposed § 39.12(a)
provide a DCO with more than
sufficient authority to assure the
financial integrity and efficient
operation of its swaps clearing
activities.

Newedge commented that the
proposed rule should not increase risk
to a DCO because a DCO can mitigate
risk by, among other things, imposing
position limits, stricter margin
requirements, or stricter default deposit
requirements on lesser capitalized
clearing members. Newedge proposed
that the Commission prohibit DCOs
from imposing a requirement that
clearing members have an internal
trading desk capable of liquidating or
hedging a defaulting clearing member’s
positions. It said that there is no need
for such a requirement because a non-
defaulting member can handle a default
event in a variety of ways, including
having a contingent default manager.
Newedge noted that under proposed
§ 39.16(c)(2)(iii), any obligation of a
clearing member to participate in an
auction, or to accept the allocation of a
defaulting clearing member’s positions,
would be proportionate to the size of the
clearing member’s own position at the
DCO. Thus, a clearing member should
be able to hedge an allocated position
and carry the position over time without
having to take a substantial charge to its
capital.

MFA commented that the threshold
should not impose additional risk on a
DCO because a DCO could ensure the
safety of itself and clearing members by

scaling each clearing member’s net
capital obligation in proportion to that
clearing member’s risk exposure. MFA
expressed concern that a DCO could
comply with the $50 million net capital
requirement but impose a non-risk-
based and excessive threshold guaranty
fund contribution requirement that
would unnecessarily exclude clearing
members. MFA proposed that the
regulations require that such scaling be
determined by objective, risk-based
methodologies that are based on
reasonable stress and default scenarios,
and the tests be consistently applied to
all clearing members, without use of
“tiers” that could have discriminatory
or anti-competitive effects.

J.P. Morgan, the U.K. Financial
Services Authority (FSA), CME, KCC,
ISDA, IntercontinentalExchange, Inc.
(ICE), State Street, Federal Home Loan
Banks (FHLBanks), the Securities
Industry and Financial Markets
Association (SIFMA), and LCH
expressed the view that the proposed
rule could increase risk and the
probability of default, and require DCOs
to accept members who might not be
able to participate in the default
management process. FSA, KCC, and
CME commented that a DCO must have
reasonable discretion to determine the
appropriate capital requirements for its
clearing members based upon the DCO’s
analysis of the particular characteristics
of the swaps that it clears.

J.P. Morgan, however, commented
that a cap on a member’s minimum
capital requirement would not impact
the systemic stability of a DCO as long
as: (1) Clearing members clear house
and client business in proportion to
their available capital; (2) DCOs employ
real-time risk management processes to
ensure compliance with this principle;
(3) DCOs hold a sufficient amount of
margin and funded default guarantee
funds; and (4) the Commission monitors
clearing members to ensure that they are
able to meet their financial obligations
with respect to all DCOs of which they
are members.

LCH and ISDA commented that the
lower threshold could increase risk
because a $50 million threshold would
allow a clearing member to meet the
eligibility requirements of multiple
DCOs.

LCH, CME, and FSA commented that
the smaller firms may be unable to
participate in the default management
process. LCH and ISDA also commented
that members should not be able to
outsource default management to third
parties because they may not be
sufficiently reliable in times of stress.

In addition, according to ISDA, there
could be conflict-of-interest issues

because the unaffiliated third party
would not have “skin in the game.” As
a result, through the actions of the
unaffiliated third party, a clearing
member could be assigned an unsuitable
part of a defaulting clearing member’s
proprietary portfolio and/or at a sub-
optimal valuation and/or wrongly
accept customer positions from the
defaulting clearing member. This
conflict-of-interest concern is
exacerbated where the entity to whom
the default management obligations are
outsourced is a “‘competing” clearing
member in the same DCO.

State Street and SDMA, however,
commented that clearing members
should be permitted to enter into
committed arrangements with non-
affiliated firms to perform default
management functions. According to
SDMA, there is no evidence to suggest
that a legal arrangement with a third-
party dealer somehow lessens the
integrity to the system. Assuming the
legal and financial arrangements
between such firms are sufficiently
strong to ensure performance when
needed, State Street commented that
there is no appreciable difference
between the default management
capacity of the traditional dealer-
affiliated clearing member and a non-
dealer clearing member outsourcing
certain functions to a non-affiliate.

Finally, SIFMA commented that the
appropriate minimum capital
requirement would be $300 million,
while ISDA commented that if the
Commission cannot monitor risk across
all DCOs, a $1 billion capital
requirement would be appropriate.

After carefully considering the
comments, the Commission is adopting
§ 39.12(a)(2)(iii) as proposed. The
Commission believes, as noted in
numerous comments, that the rule will
increase the number of firms clearing
swaps, which will make markets more
competitive, increase liquidity, reduce
concentration, and reduce systemic risk.
The Commission also believes that, as
explained below, the $50 million
threshold will not significantly increase
risk or lead to admission of clearing
members who are unable to
meaningfully and responsibly
participate in the clearing process.

As an initial matter, the Commission
emphasizes that the $50 million
threshold is not arbitrary. That number
was arrived at by reviewing the capital
of registered FCMs.5¢ This amount

56 See transcript of December 16, 2010
Commission meeting at 77-81 available at
www.cftc.gov (discussing $50 million threshold;
Commission staff stating that of 126 FCMs, 63
currently have capital above $50 million and most
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captures firms that the Commission
believes have the financial, operational,
and staffing resources to participate in
clearing swaps without posing an
unacceptable level of risk to a DCO.
This capital threshold is considered to
be appropriate, particularly in light of
other proposed rules (such as scaling
capital and risk exposure and breaking
down large swap positions into smaller

units for more diversified allocation in
the event of a clearing member default).
The Commission considered whether
to increase the capital threshold to
$300 million as proposed by SIFMA or
$1 billion as proposed by ISDA. The
Commission analyzed the reduction in
the number of firms that would be
eligible to clear at CME, ICE Clear US,
KCC, MGEX, and OCC using these
thresholds. As set forth in the table

below, depending on the basis used to
measure capital, a capital threshold of
$300 million would reduce the number
of firms able to clear by 38—51 percent.
A capital threshold of $1 billion would
reduce the number of firms able to clear
by 62—65 percent. The Commission
believes that this reduction in
participation would be contrary to the
Congressional mandate for open access
to clearing.5”

Owners hi ui Adjusted Net Capital Excess Net Capital
Non- Non- |Clearing Non- | Clearing
FCM | clearing A |FCM |clearing | non- A |FCM | clearing | Non- A
FCMs FCMs | FCMs FCMs FCMs
$5.0 40 32 38 27 12 31 25 10
Million
$300 | o6 | 13 46w | 21 | 10 7 |=s1%] 24| 10 7| -38%
Million
1
.$. 17 8 -65% | 18 5 5 -64% | 15 5 5 -62%
Billion

The Commission does not believe that
the rule will increase risk. Section
39.12(a)(2)(ii) requires DCOs to impose
capital requirements that are scalable to
the risks posed by clearing members.
Accordingly, a small clearing member
should not be able to expose a DCO to
significant risk even if it is able to clear
at multiple DCOs because its exposure
at each DCO would be limited. DCOs
that participate in the Shared Market
Information System (SHAMIS) will be
able to see a clearing member’s pays and
collects across participating DCOs, and
a DCO also could on its own initiative
require clearing members to directly
report their clearing activity at other
DCOs. The Commission also will be able
to monitor clearing member exposure by
means of DCO end-of-day reporting
under the reporting requirements of
§39.19(c)(1)(1), which the Commission
is adopting herein. It will also be able
to monitor the financial strength of
clearing members that are registrants
pursuant to financial reporting
requirements.

In addition, the Commission is
adopting other rules that will reinforce
a DCO'’s oversight of its clearing
members. In this regard, § 39.12(a)(4)
requires a DCO to verify, on an ongoing
basis, the compliance of each clearing
member with each participation
requirement; § 39.12(a)(5) requires a
DCO to require all clearing members to
file periodic financial statements and
timely information that concerns any

FCMs with capital below that amount are not
clearing members).

57 Clearing FCM and non-clearing FCM data for
adjusted net capital and excess net capital was
provided by FCM registrants and is available on the
Commission Web site. The other data is non-public.

financial or business developments that
may materially affect the clearing
members’ ability to continue to comply
with participation requirements; and
§39.13(h)(5) further requires a DCO to
adopt rules that require clearing
members to maintain current risk
management policies and procedures
and requires a DCO to review such
policies and procedures on a periodic
basis. The Commission also has
proposed requirements for clearing
member risk management.58

The Commission does not believe that
the $50 million threshold would lead to
a DCO having to admit clearing
members that are unable to participate
in the default management process. As
discussed above, the regulation does not
preclude highly-capitalized entities
(such as swap dealers) from
participating in a DCO as clearing
members. Thus, the addition of smaller
clearing members does not eliminate the
role that larger clearing members can
play in default management—it merely
spreads the risk.

The Commission wishes to emphasize
that it will review DCO membership
rules as a package in light of all of the
provisions of § 39.12(a). Thus, a DCO
may not circumvent § 39.12(a)(2)(iii) by
enacting some additional financial
requirement that effectively renders the
$50 million threshold meaningless for
some potential clearing members. Such
an arrangement would violate
§39.12(a)(1)(@) (less restrictive

Ownership equity data was provided by FCM
registrants through the monthly financial
statements that are submitted to the Commission.
The data from the monthly financial statements
reside in the Commission’s RSR Express system,
and all data for clearing non-FCMs was provided by

alternatives), or § 39.12(a)(1)(iii)
(exclusion of certain types of firms).

As discussed below, under
§39.12(a)(3), a DCO’s participation
requirements must include provisions
for adequate operational capacity. This
requirement should be read in
conjunction with § 39.12(a)(1)(i), which
prohibits restrictive clearing member
standards if less restrictive standards
could be adopted; § 39.12(a)(1)(iii),
which prohibits DCOs from excluding
certain types of market participants
from clearing membership if they can
fulfill the obligations of clearing
membership; and § 39.16(c)(2)(iii),
which permits a DCO to require a
clearing member to participate in an
auction or to accept allocations of a
defaulting clearing member’s customer
or house positions, provided the
allocated positions are proportional to
the size of the clearing member’s
positions at the DCO and are permitted
to be outsourced to a qualified third
party subject to safeguards imposed by
the DCO.

Several commenters discussed the use
of outsourcing to satisfy default
management obligations. The
Commission believes that open access to
clearing and effective risk management
need not be viewed as conflicting goals.
Subject to appropriate safeguards,
outsourcing of certain obligations can be
an effective means of harmonizing these
goals. For example, a small clearing
member might have less ability to
contribute meaningfully to a DCO’s

the DCOs to the Commission’s Risk Surveillance
Group during the course of its routine oversight
activities.

58 See 76 FR 45724 (Aug. 1, 2011) (Clearing
Member Risk Management).
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auction process acting on its own than
if an entity with greater expertise in the
relevant markets acted in its place.

Therefore, the Commission believes
that it would be inconsistent with
§39.12(a)(1)(d) and § 39.12(a)(1)(iii) for a
DCO to prohibit outsourcing.
Accordingly, as discussed below, the
Commission is adopting revised default
procedure rules to require a DCO to
permit outsourcing to qualified third
parties of obligations to participate in
auctions or in allocations, subject to
appropriate safeguards imposed by the
DCO.59

Finally, the Commission has
determined that it will not permit a
DCO to require members to post a
minimum amount of liquid margin or
default guarantee contributions, or to
participate in a liquidity facility per J.P.
Morgan’s suggestion. The Commission
believes that the rules are sufficient to
ensure that each member has adequate
resources to withstand another
member’s default and such
requirements could be used by a DCO to
evade the open access to clearing
intended by the Dodd-Frank Act.

j. Operational Requirements—
§39.12(a)(3)

Proposed § 39.12(a)(3) would require
a DCO to require its clearing members
to have adequate operational capacity to
meet their obligations arising from
participation in the DCO. The
requirements would include, but not be
limited to: The ability to process
expected volumes and values of
transactions cleared by a clearing
member within required time frames,
including at peak times and on peak
days; the ability to fulfill collateral,
payment, and delivery obligations
imposed by the DCO; and the ability to
participate in default management
activities under the rules of the DCO
and in accordance with proposed
§39.16.

LCH, FIA, Jefferies, and SDMA
commented that the Commission has
correctly identified the operational
requirements. Jefferies commented that
demonstrating sufficient operational
capacity is more important than capital
considerations. According to SDMA,
these operational requirements are
directly related to the core business of
the clearing member and provide the
services needed and relied upon by the
DCO to clear trades. SDMA also believes
that DCOs should be prohibited from
imposing operational requirements that
are not part of a clearing member’s core
business because they create

59 See discussion of revised § 39.16(c)(2)(iii) in
section IV.G.4, below.

discriminatory barriers to clearing, and
it points to the following as examples of
discriminatory operational eligibility
requirements: Clearing members must
(1) Have both execution and clearing
capabilities; (2) provide end-of-day
prices to mark its positions; and (3) have
extensive experience in clearing swaps
or “‘sophistication.”

J.P. Morgan and FIA commented that
a DCO must ensure that each member
has risk management resources to assist
the DCO in its risk management process,
and FIA suggested that the final rules
add appropriate risk management
requirements as a participant eligibility
criterion, or make clear that nothing in
the proposed rules is intended to
prevent a DCO from adopting such
requirements.

ISDA commented that the ability to
bid for portfolios of other clearing
members of the DCO is critically
important. According to ISDA, an
appropriate risk management framework
for a clearing member may be broadly
categorized as follows: (1) Board and
senior management oversight; (2)
organizational structure; and (3) strong
systems and procedures for controlling,
monitoring and reporting risk.

Finally, State Street commented that a
clearing member must be able to
demonstrate it can carry out its
obligations to a DCO under a default
scenario. That demonstration could
include having the capacity to trade
swaps using experienced swap traders,
and the ability to execute transactions in
the market by having appropriate
trading relationships. A clearing
member must also demonstrate an
ability to monitor positions, calculate
potential losses and market risk,
perform stress tests, and maintain
liquidity, among numerous other
requirements.

The Commission is adopting
§39.12(a)(3) as proposed. The
Commission believes that the rule
correctly identifies the necessary
operational requirements and is
concerned that the heightened
operational requirements suggested by
some commenters could allow a DCO to
evade the open access to DCO clearing
intended by the Dodd-Frank Act. The
Commission emphasizes that under the
rule, any operational requirements must
be necessary to meet clearing
obligations. In addition, the
Commission is adopting § 39.13(h)(5)
herein, which requires a DCO to adopt
rules requiring clearing members to
maintain current written risk
management policies and procedures.69

60 See discussion of § 39.13(h)(5) in section
IV.D.7.e, below.

The Commission has also proposed
rules requiring clearing members that
are FCMs (proposed § 1.73) and swap
dealers and major swap participants
(proposed § 23.609) to engage in specific
risk management activities.6?

k. Monitoring, Reporting, and
Enforcement—§ 39.12(a)(4)

Core Principle C requires each DCO to
“establish and implement procedures to
verify, on an ongoing basis, the
compliance of each clearing member
with each participation requirement of
the derivatives clearing organization.” 62
Proposed § 39.12(a)(4) would codify
these requirements.

OCC supported the proposed rule ““if
interpreted reasonably.” J.P. Morgan
commented that a clearing member may
have committed to additional unfunded
assessments at more than one
clearinghouse and proposes that the
Commission and DCOs monitor clearing
members to ensure that they have
sufficient liquid resources to support
the business they clear at each DCO.
According to J.P. Morgan, a DCO should
monitor exposures against risk-based
position limits on a real-time basis.

The Commission is adopting
§39.12(a)(4) as proposed. In response to
J.P. Morgan’s comments, the
Commission notes that in monitoring
firms, a DCO should take into
consideration risks that the firm faces
outside of that DCO. The Commission
further notes that it is not prescribing
the means by which DCOs should
monitor compliance.

1. Reporting Requirements—§ 39.12(a)(5)

Proposed § 39.12(a)(5)(i) would
mandate that a DCO require all clearing
members, including those that are not
FCMs, to file with the DCO periodic
financial reports containing any
financial information that the DCO
determines is necessary to assess
whether participation requirements are
met on an ongoing basis. The proposed
rule also would mandate that a DCO
require clearing members that are FCMs
to file the financial reports that are
specified in § 1.10 of the Commission’s
regulations with the DCO, and would
require the DCO to review all such
financial reports for risk management
purposes. Proposed § 39.12(a)(5)(i)
would also require a DCO to require its
clearing members that are not FCMs to
make the periodic financial reports that
they file with the DCO available to the
Commission upon the Commission’s

61 See 76 FR at 45729-45730 (Aug. 1, 2011)
(Clearing Member Risk Management).

62 See Section 5b(c)(2)(C)(ii) of the CEA; 7 U.S.C.
7a—1(c)(2)(C)(ii).
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request. Proposed § 39.12(a)(5)(ii) would
mandate that a DCO adopt rules that
require clearing members to provide to
the DCO, in a timely manner,
information that concerns any financial
or business developments that may
materially affect the clearing members’
ability to continue to comply with
participation requirements.

LCH commented that a DCO based
outside the U.S. may have clearing
members that are not subject to the
Commission’s jurisdiction and would be
regulated in their home jurisdiction.
LCH proposed this provision be revised
such that only FCMs and U.S.-based
members that are not FCMs are required
to provide this information to the
Commission upon request. According to
LCH, all other members should be
required to submit the information to
the DCO only or to their equivalent local
regulator.

LCH and MGEX commented that
proposed § 39.12(a)(5)(ii) would be more
appropriately imposed on clearing
members themselves, rather than on the
DCO. KCC suggested that the
Commission should evaluate its
statutory authority to enact the
proposed rule. MGEX commented that
the proposed rules appear to require
clearing members to report to each DCO
with which they clear, which would
create an additional, duplicative burden
on clearing members. MGEX suggested
that the Commission regulate the
clearing members directly. As an
alternative, MGEX proposed a new
industry group similar to the Joint Audit
Committee (JAC) in which each DCO
would be represented and participate in
developing an overall risk management
program that would be used in fulfilling
the new proposed requirements.

The Commission is adopting
§39.12(a)(5) with modifications to (1)
provide that the financial information
provided by non-FCM clearing members
may be submitted by the clearing
members to the Commission pursuant to
DCO rules or may be submitted to the
Commission by the DCO, in either case,
upon the Commission’s request; and (2)
eliminate the proposed requirement that
the DCO must review clearing members’
financial reports for risk management
purposes.

The rule is intended to address
circumstances where the Commission
must obtain information in the
possession of a clearing member. The
Commission anticipates such requests
will be few in number. However, when
those occasions arise, the Commission
must be able to obtain the information
as expeditiously as possible. The rule
addresses this need by allowing the
Commission to obtain the information

directly from the source and to
minimize the burden on DCOs. In
response to the comments, the
Commission is revising the rule to
provide that a DCO may either provide
the requested information directly to the
Commission or require clearing
members to provide the information to
the Commission.

The Commission is eliminating the
requirement that the DCO must review
clearing members’ financial reports for
risk management purposes. Upon
further consideration, the Commission
has concluded that although a DCO may
review such financial reports for several
reasons, including risk management and
to ensure that clearing members
continue to meet participation
requirements, it is not necessary to be
prescriptive in this regard.

In response to MGEX suggestion of a
new industry group, Commission staff is
considering such a step.

The Commission is making certain
technical revisions to § 39.12(a)(5) in
connection with these changes.

m. Enforcement of Participation
Requirements—§ 39.12(a)(6)

Proposed § 39.12(a)(6) would require
a DCO to enforce compliance with its
participation requirements and establish
procedures for the suspension and
orderly removal of clearing members
that no longer meet the requirements.
MGEX commented that the proposed
rule goes beyond the language of the
Dodd-Frank Act.

The Commission is adopting
§39.12(a)(6) as proposed. A DCO must
have the ability to enforce compliance
with its participation requirements or its
clearing members may not satisfy these
requirements. A DCO also must have
procedures for the suspension and
orderly removal of clearing members
that no longer meet the requirements.
Otherwise, the enforcement process may
not be orderly and could introduce
additional risk to the DCO. This
requirement complements § 39.17,
adopted herein, which implements Core
Principle H (Rule Enforcement).63

2. Product Eligibility

Core Principle C requires that each
DCO establish appropriate standards for
determining the eligibility of
agreements, contracts, or transactions
submitted to the DCO for clearing.
Proposed § 39.12(b) would codify these
requirements.

a. General Comments

Citadel and MFA supported the
proposed rules. To ensure non-

63 See discussion of §39.17 in section IV.H,
below.

discriminatory clearing, Citadel and
MFA recommended the Commission
make explicit that a DCO must provide
highly standardized mechanisms and
procedures for establishing connectivity
with SEFs and any other permitted
trading venue. According to Citadel,
these mechanisms and procedures must
be objective, commercially reasonable,
publicly available, and treat all
applicant execution facilities in an
unbiased manner. Citadel and MFA also
proposed that the rules mandate that a
DCO keep the clearing acceptance
process anonymous (i.e., without the
customer’s clearing member knowing
the identity of the customer’s executing
counterparty).

The Commission agrees that a DCO
must provide mechanisms for
establishing connectivity with SEFs and
DCMs, which would provide executing
counterparties with fair and open
access. The Commission has proposed
rules addressing this issue.6* The
Commission also has proposed rules
that address the anonymity issue.65

b. Products Eligible for Clearing—
§39.12(b)(1)

Proposed § 39.12(b)(1) would require
a DCO to establish appropriate
requirements for determining the
eligibility of agreements, contracts, or
transactions submitted to the DCO for
clearing, taking into account the DCO’s
ability to manage the risks associated
with such agreements, contracts, or
transactions. Factors to be considered in
determining product eligibility would
include but would not be limited to: (1)
Trading volume; (2) liquidity; (3)
availability of reliable prices; (4) ability
of market participants to use portfolio
compression with respect to a particular
swap product; (5) ability of the DCO and
clearing members to gain access to the
relevant market for purposes of creating
and liquidating positions; (6) ability of
the DCO to measure risk for purposes of
setting margin requirements; and (7)
operational capacity of the DCO and
clearing members to address any unique
risk characteristics of a product.66

OCC noted that the factors to be
considered are already among the
factors that a DCO would naturally
consider and that OCC in fact considers,
and it suggested that the application of

64 See 76 FR 13101 (Mar. 10, 2011) (Straight-
Through Processing).

65 See 76 FR 45730 (Aug. 1, 2011) (Customer
Clearing).

66 As proposed, § 39.12(b)(1)(vii) referred to
addressing any “unique’ risk characteristics of a
product. The Commission is revising this provision
in the final rule to refer to any ‘“‘unusual” risk
characteristics to clarify that such characteristics
are not limited to those that are one of a kind.
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this new rule be limited to swaps. OCC
also noted that the trading volume of
new products is often unknown and
unpredictable and suggested that factor
not be a barrier to accepting a product
for clearing.

MGEX commented that the proposed
rule considers legitimate factors, but
mandating that a DCO establish
eligibility requirements is not necessary,
other than requirements for the contract
size of swaps. Like OCC, MGEX noted
that DCOs already use these factors as
part of their sound business judgment in
making these types of decisions. MGEX
recommended that the Commission
issue suggested guidelines or core
principles and, on an as-needed basis,
request that a DCO file with the
Commission the rationale supporting its
conclusion that a contract qualifies for
clearing.

LCH expressed concerns with
proposed § 39.12(b)(1)(iv) and
commented that compression services
have been developed only when swap
markets are relatively large and well-
established, and the introduction of
cleared facilities has largely pre-dated
the introduction of compression
services. According to LCH, making
swap clearing contingent on swap
portfolio compression may have the
effect of permitting fewer swaps to be
cleared. LCH proposed that the
Commission encourage the use of
compression services where suitable
and available, but not constrain the
ability of a DGO to clear a given swap
based on the availability of such
services.

LCH also commented that it is
imperative that a DCO have the ability
to “transfer,” “auction,” or ‘“‘allocate”
cleared swaps. LCH proposed that the
factor listed in proposed § 39.12(b)(1)(v),
the “[a]bility of the [DCO] and clearing
members to gain access to the relevant
market for purposes of creating and
liquidating positions’” be modified to
reflect these additional actions.

The Commission agrees with LCH that
a DCO must have the ability to
“transfer,” “auction,” or ‘“allocate”
cleared swaps and it is revising
§39.12(b)(1)(v) to incorporate LCH’s
suggestion.6? The Commission is
otherwise adopting Section 39.12(b)(1)
as proposed. The Commission believes
that setting forth the minimum factors

67 This is also consistent with § 39.16(c)(2)(ii),
adopted herein and discussed in section IV.G.4,
below, which requires a DCO to adopt rules that set
forth the actions that a DCO may take in the event
of a default, which must include the prompt
transfer, liquidation, or hedging of the defaulting
clearing member’s positions, and which may
include the auctioning or allocation of such
positions to other clearing members.

that all DCOs must consider when
determining contract eligibility is
necessary to prevent a DCO from
seeking to clear transactions that present
an unacceptable level of risk. The
Commission also believes that OCC'’s
and LCH’s concerns are unfounded. The
rule provides factors to be considered
and does not prohibit a DCO from
accepting a product for clearing if it
does not satisfy one of the factors.
Finally, the Commission is declining to
limit the rule to swaps because it
believes the eligibility factors are
applicable to all products cleared by a
DCO. The Commission is also declining
to issue suggested guidelines or core
principles, or to request that a DCO file
with the Commission the rationale for
why a contract qualifies for clearing.
The Commission believes that
§39.12(b)(1) is not burdensome because,
as MGEX and OCC commented, these
factors are already considered by DCOs.
In contrast, filing rationales on an as-
needed basis could be burdensome to
the DCO and the Commission, and
would not serve to mitigate risk more
effectively.

c. Economic Equivalence—§ 39.12(b)(2)

Proposed § 39.12(b)(2) would require
a DCO to adopt rules providing that all
swaps with the same terms and
conditions (as defined by templates
established under DCO rules) submitted
to the DCO for clearing are economically
equivalent within the DCO and may be
offset with each other within the DCO.

ISDA, CME, and FIA commented that
the term ‘“‘template” is inappropriate.
According to ISDA, “template” has no
clear meaning, and it assumes that the
term refers to the contract specifications
currently used by a variety of futures
facilities. ISDA noted that the
development of specific templates for
swap transactions is a mixed business/
technological project that requires
significant discussion involving each
DCO and its market participants. It
suggested that the Commission’s
regulations guide the meaning of
“template” to achieve as much
individual transactional variability as
possible within the transaction or range
of transactions that a template may
cover.

CME commented that references to
“templates” are confusing because swap
dealers generally maintain standard
templates for documenting their trading
relationships, and their counterparties
frequently negotiate changes to those
templates. According to CME, a DCO
does not define the templates used by
OTC participants, and DCO rules do not
function as templates from which
counterparties may negotiate. Rather, a

DCO sets forth in its rulebook the
product specifications of each contract
it accepts for clearing, including swaps.
CME suggested that the Commission
revise § 39.12(b)(2) to state as follows
(change in italics): “A [DCO] shall adopt
rules providing that all swaps with the
same terms and conditions, as defined
by product specifications established
under [DCO] rules, submitted to the
[DCO] for clearing are economically
equivalent within the [DCO] and may be
offset with each other within the
[DCO].”

FIA requested that Commission
confirm that economically equivalent
swaps must have the same cash flows,
values, and liquidation dates. FIA also
suggested that terms and conditions of
such templates—for example, events of
default—should also be consistent with
market practice.

Finally, KCC commented that the
proposed rule is redundant because
Chapter 21 of the KCC rulebook already
defines the terms and conditions for
swaps that KCC will clear.

The Commission is revising
§39.12(b)(2) as suggested by CME to
substitute the phrase “product
specifications” for the word
“templates.” As noted above, some
commenters found the use of the word
“templates” confusing. The
Commission’s intent was to ensure that
a DCO sets the specifications for cleared
products. The Commission is otherwise
adopting the rule as proposed.

In response to FIA, the Commission
confirms that it regards cash flows,
values, and liquidation dates as terms
and conditions encompassed by this
rule. The Commission, however,
declines to require that terms and
conditions be consistent with market
practice. The Commission believes that
a DCO should have the flexibility to
determine whether to conform terms
and conditions to market practice.

d. Non-Discriminatory Treatment of
Swaps—§ 39.12(b)(3)

Proposed § 39.12(b)(3) would require
a DCO to provide for non-discriminatory
clearing of a swap executed bilaterally
or on or subject to the rules of an
unaffiliated SEF or DCM. FIA and MFA
commented in support of the proposed
rule.

OCC suggested that it should not be
deemed a violation of § 39.12(b)(3) for a
DCO to require a SEF or DCM desiring
to transmit swaps to the DCO for
clearing to enter into a non-exclusive
clearing agreement on non-
discriminatory terms similar to those
offered by the DCO to other SEFs or
DCMs for clearing of similar products.
OCC believes that such agreements are
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necessary and appropriate for purposes
of addressing matters between the
parties such as information sharing and
furnishing price data by the exchange to
the DCO.

LCH suggested that the Commission
clarify that “non-discriminatory”
includes costs, technology, and other
related considerations. LCH also
suggested that the Commission impose
the reverse requirements on execution
venues such as DCMs and SEFs, so that
those venues are also required to
provide trade feeds to DCOs on a non-
discriminatory basis.

The Commission is adopting
§39.12(b)(3) as proposed. In response to
OCC, the Commission notes that the
rule does not prohibit a DCO from
requiring a SEF or DCM desiring to
transmit swaps to the DCO for clearing
to enter into a non-exclusive clearing
agreement on non-discriminatory terms
similar to those offered by the DCO to
other SEFs or DCMs for clearing of
similar products. The Commission
agrees that such agreements are
necessary and appropriate for purposes
of addressing matters between the
parties such as information sharing and
furnishing price data by the exchange to
the DCO. The Commission notes that it
expects DCOs to review clearing
agreements for compliance with
§39.12(b)(3), the open access
requirements of Core Principle C, and
any relevant requirements of other core
principles.

In response to LCH’s comment, the
Commission notes that the requirement
applies to the factors LCH enumerated.
The Commission also notes that LCH’s
suggestion regarding trading venues is
outside the scope of this rulemaking

e. Prohibition on Requirement That
Executing Party Is a Clearing Member—

§39.12(b)(4)

Proposed § 39.12(b)(4) would prohibit
a DCO from requiring one of the original
executing parties to be a clearing
member in order for a contract,
agreement, or transaction to be eligible
for clearing.

CME concurred with the
Commission’s analysis and fully
supported the proposed regulation. FIA,
Citadel, and MFA also supported the
proposed regulation.

MFA suggested strengthening the
proposed rule. According to MFA, when
a non-clearing member trades with
another non-clearing member, the
clearing process should be identical and
as prompt as when one of the parties is
a clearing member, so long as the
transaction satisfies the relevant DCO’s
rules, requirements, and standards
otherwise applicable to such trades.

MFA believes that providing this parity

would allow new liquidity providers to

efficiently and effectively enter into and
compete within the market.

MFA also suggested that the
Commission revise the proposed rule to
prohibit a DCO from adopting rules or
engaging in conduct that is prejudicial
to non-clearing members as compared to
clearing members with respect to
eligibility or the timing of clearing or
processing of trades generally. The
Commission has addressed this issue in
the recently proposed rules on clearing
documentation.68

ISDA commented that rules barring
trades that don’t involve a clearing
member as a party are inappropriate in
established DCOs, but new DCOs may
need to roll out products and
procedures in a contained way.
According to ISDA, “initial decisions on
which market constituencies should
have access to clearing must be the
subject of legitimate, reasoned decision-
making by each DCO with regard to its
ability to properly serve each
constituency and each constituency’s
readiness to participate in a cleared
market.”

Finally, NGX commented that if the
proposed rule were applied to a non-
intermediated DCO such as NGX, the
rule would require a fundamental
restructuring of the manner in which
the DCO admits members, guarantees
trades, and provides risk management.
DCOs like NGX require all participants
to become clearing participants at the
DCO, and they do not clear contracts
that involve non-clearing participants.

The Commission is adopting
§39.12(b)(4) as proposed. In response to
the comments of ISDA and NGX, the
Commission notes that some DCOs
currently have only direct participants,
i.e., participants that do not offer client
clearing. NGX, for example, provides
direct access to commercial end users
who clear for themselves. The
Commission notes that, consistent with
principles of open access, a DCO must
have rules in place to offer client
clearing promptly if an FCM or a
customer requests access. However,
from a cost-benefit perspective, the
Commission would expect that any DCO
investment in building systems would
be proportionate to evidence of demand
for the service.

Finally, in a separate rulemaking, the
Commission has proposed rules that
address MFA’s suggestion that trades
between indirect clearing members

68 See 76 FR 45730 (Aug. 1, 2011) (Customer
Clearing).

should have parity with trades between
clearing members.59

f. Product Standardization—
§39.12(b)(5)

Proposed § 39.12(b)(5) would require
a DCO to select contract unit sizes and
other product terms and conditions that
maximize liquidity, facilitate
transparency in pricing, promote open
access, and allow for effective risk
management.”’? To the extent
appropriate to further these objectives, a
DCO would be required to select
contract units for clearing purposes that
were smaller than the contract units in
which trades submitted for clearing
were executed. 71

ISDA supported the goals identified
by the Commission; however, it
commented that “unit size” is not a
meaningful concept in swap
transactions because contract size is not
standardized. According to ISDA, the
only meaningful size limit is the
smallest unit of relevant currency or
relevant underlying. ISDA suggested
that the Commission avoid focusing on
“unit size” and instead articulate its
ultimate objectives, as it has, leaving
DCOs with the discretion to set suitable
terms and conditions to further those
objectives.

FIA did not support the requirement
that a DCO select contract unit sizes
because FIA does not believe that the
swap market has evolved to the point
where DCOs can do this. FIA also does
not believe the market is at a point
where it would be appropriate for a
DCO to establish templates regarding
the terms and conditions of
standardized swaps eligible for clearing.
FIA believes that requiring swaps to fit
within artificial, prescribed templates
would be disruptive to the market and
would not benefit customers. FIA,
however, would support a requirement
that DCOs study this matter and submit
a report to the Commission on the
feasibility of establishing templates
regarding the terms and conditions of
standardized swaps as soon as
practicable.

Finally, LCH commented that it is not
appropriate to require a DCO to select
contract units for clearing purposes that
are smaller than the contract units in
which trades submitted for clearing
were executed. According to LCH, a
DCO clearing swaps should be able to
accept such swaps in any size, and
swaps submitted for clearing should not

69 See 76 FR 45730 (Aug. 1, 2011) (Customer
Clearing).

70 See 76 FR 13101 (Mar. 10, 2011) (Straight-
Through Processing).

711d.
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be broken down into sub-units. LCH
suggested that the Commission strike
§39.12(b)(5) and that any rules
addressing average size of exposure
traded in the swap markets be addressed
in rules pertaining to trading and
execution venues.

The Commission is adopting
§39.12(b)(5) as proposed. The
Commission believes that standardizing
products, including swaps, by requiring
a DCO to determine product terms and
conditions, including product size, will
increase liquidity, lower prices, and
increase participation. In addition,
standardized products should make it
easier for members to accept a forced
allocation in the event of bankruptcy.

The Commission recognizes that
standardized products may create basis
risk for some hedge positions. However,
this circumstance has long existed in
the futures markets. The Commission
believes that the benefits of
standardization, such as competitive
pricing, liquid markets, and open
access, outweigh the costs of imperfect
hedging.

In response to LCH, the Commission
notes that the product unit size of a
particular swap executed bilaterally
may reflect the immediate
circumstances of the two parties to the
transaction. Once submitted for
clearing, it may be possible to split the
trade into smaller units without
compromising the interests of the two
original parties. Smaller units can
promote liquidity by permitting more
parties to trade the product, facilitate
open access by permitting more clearing
members to clear the product, and aid
risk management by enabling a DCO, in
the event of a default, to have more
potential counterparties for liquidation.
The Commission notes that under the
rule, DCOs retain some discretion in
determining how best to promote
liquidity, facilitate open access, and aid
risk management.

g. Novation—§ 39.12(b)(6)

Proposed § 39.12(b)(6) would require
a DCO that clears swaps to have rules
providing that upon acceptance of a
swap: (i) The original swap is
extinguished; (ii) the original swap is
replaced by equal and opposite swaps
between clearing members and the DCO;
(iii) the terms of the cleared swaps
conform to templates established under
DCO rules; and (iv) if a swap is cleared
by a clearing member on behalf of a
customer, all terms of the swap, as
carried in the customer account on the
books of the clearing member, must
conform to the terms of the cleared
swap established under the DCO’s rules.

Newedge supported this rule, in
particular, the requirement for
standardization.

CME, FIA, and ICE commented that
the proposed rule appears to presume
the use of a “principal” model for all
cleared swaps, even those swaps cleared
on behalf of customers. CME noted that
at CME, an FCM clearing customer
business acts as an agent for
undisclosed principals (i.e., the FCM’s
customers) vis-a-vis CME and
guarantees its customers’ performance
to CME. CME suggested that in order to
preserve the agency model for customer-
cleared swaps, the Commission should
adopt a revised § 39.12(b)(6)(ii) to
provide that, upon acceptance of a swap
for clearing, ““the original swap is
replaced by equal and opposite swaps
with the DCO.” As previously noted,
CME also commented that the use of the
term “template” is confusing. It
suggested that the Commission revise
§39.12(b)(6)(iii) to state: “All terms of
the cleared swaps must conform to
product specifications established under
[DCO] rules.”

FIA commented that the proposed
rule would conflict with the FCMs’
position that, with respect to customer
positions, FCMs are acting as agent, and
not as principal, for customers in
executing and clearing swaps (and
futures) on behalf of customers. FIA
suggested that the proposed rule be
revised to confirm that, in clearing
swaps on behalf of customers, a clearing
member shall be deemed a guarantor
and agent of a cleared swap and not a
principal.

ICE noted that U.S. futures markets
may clear on an open offer basis, which
allows straight-through processing. ICE
commented that the Commission should
not preclude open offer clearing of
swaps by requiring the underlying swap
to be novated.

Finally, LCH suggested that the
Commission revise the rule so that the
obligation would fall on the clearing
member rather than the DCO because
the provisions relate to the clearing
member’s books and records, not the
DCO’s.

The Commission is adopting
§39.12(b)(6) with modifications to
clarify its intended meaning. In
response to the comments from CME,
FIA, and ICE, the Commission is
revising § 39.12(b)(6)(ii) to provide that
a DCO that clears swaps must have rules
providing that, upon acceptance of a
swap by the DCO for clearing, “[t]he
original swap is replaced by an equal
and opposite swap between the
derivatives clearing organization and
each clearing member acting as

principal for a house trade or acting as
agent for a customer trade.”

In response to the comment from
CME, the Commission is revising
§ 39.12(b)(6)(iii) to substitute the phrase
“product specifications” for the word
“templates.” This is consistent with the
change to § 39.12(b)(2), discussed above.

In response to the comment by ICE,
the Commission notes that “open offer”
systems are acceptable under the rule.
Effectively, under an open offer system
there is no “original”” swap between
executing parties that needs to be
novated; the swap that is created upon
execution is between the DCO and the
clearing member, acting either as
principal or agent.

Finally, with regard to LCH’s
comment, the Commission believes that
it is proper for the requirement to fall on
the DCO. The DCO is the central
counterparty and is responsible for the
transaction going forward.

h. Confirmation of Terms—§ 39.12(b)(8)

Proposed § 39.12(b)(8) would require
a DCO to have rules that provide that all
swaps submitted to the DCO for clearing
must include written documentation
that memorializes all of the terms of the
transaction and legally supersedes any
previous agreement.”2 The confirmation
of all terms of the transaction would be
required to take place at the same time
as the swap is accepted for clearing.

CME suggested that the Commission
revise the proposed regulation to require
a DCO to “provide each clearing
member carrying a cleared swap with a
definitive record of the terms of the
agreement, which will serve as a
confirmation of the swap.”

ISDA commented that it is not clear
what efficiencies the proposed rule
would achieve for the parties to the
swap in confirming through a DCO. It
suggested that the Commission be less
prescriptive and recognize that the act
of clearing a swap transaction through a
DCO in and of itself should produce a
definitive written record, tailored to the
particular category of swap transaction
by the DCO and its market constituency,
which fulfills the Commission’s
objective of facilitating the timely
processing and confirmation of swaps
not executed on a SEF or a DCM.

FIA requested that the Commission
clarify the obligations of the parties
under this proposed rule. According to
FIA, the rule appears to place

72 This provision was originally designated as
§39.12(b)(7)(v) in 76 FR 13101 (Mar. 10, 2011)
(Straight-Through Processing). It was later proposed
to be renumbered as §39.12(b)(8) in 76 FR 45730
(Aug. 1, 2011) (Customer Clearing). Section
39.12(b)(7), as currently proposed (76 FR at 13110),
will be addressed in a separate final rulemaking.
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responsibility on the parties to the swap
to submit a written confirmation of the
terms of the transaction to the DCO,
which, upon acceptance by the DCO,
will supersede any prior documents and
serve as the confirmation of the trade.
However, the notice of proposed
rulemaking places responsibility on the
DCO, explaining that the proposed rule
“would require that DCOs accepting a
swap for clearing provide the
counterparties with a definitive written
record of the terms of their agreement,
which will serve as a confirmation of
the swap.” Further, the proposed rule
appears to apply to all swaps submitted
for clearing, but the notice of proposed
rulemaking appears to limit the
requirement to swaps not executed on a
SEF or DCM, noting that swaps
executed on a SEF or DCM are
confirmed upon execution.”3

OCC commented that the terms and
conditions applicable to a cleared swap
would already be specified in the DCO
rules or product specifications, and it
does not think it is necessary for a DCO
to provide a confirmation that is similar
in form to detailed trade documentation
such as an ISDA Master Agreement.
OCC believes that the term “written
documentation” should be interpreted
broadly to mean any documentation that
sufficiently memorialized the agreement
of the counterparties with respect to the
terms of a swap, which may consist of
a confirmation (electronic or otherwise)
that confirms the values agreed upon for
terms that can be varied by the parties.

MarkitSERV noted that the proposed
rule would require a confirmation of all
terms of the transaction at the time the
swap is accepted for clearing, and
commented that the rule is unclear as to
whether, when a swap is to be
submitted for clearing, confirmation
would ever be required of the pre-
clearing initial transaction between the
original counterparties. In contrast, the
Commission has elsewhere stated that it
expects a DCO to require pre-clearing
transactions to be confirmed before
clearing.”# MarkitSERV also noted that
when a transaction is not rapidly
accepted for clearing the parties will

73 The notice of proposed rulemaking states:
“Proposed § 39.12(b)(7)(v) would require that DCOs
accepting a swap for clearing provide the
counterparties with a definitive written record of
the terms of their agreement, which will serve as
a confirmation of the swap.” 76 FR at 13105-13106
(Mar. 10, 2011) (Straight-Through Processing).

74 See 75 FR 81519, at 81521 (Dec. 28, 2010)
(Confirmation, Portfolio Reconciliation, and
Portfolio Compression Requirements for Swap
Dealers and Major Swap Participants) (“if a swap
is executed bilaterally, but subsequently submitted
to a DCO for clearing, the DCO will require a
definitive written record of all terms to the
counterparties’ agreement prior to novation by the
DCO”).

still be responsible for confirming the
transaction under Commission
regulations. It recommended that the
Commission clarify that when a
transaction is not accepted for clearing
within the time frame established for
mandatory confirmation the parties
should be permitted to satisfy their
confirmation obligations by confirming
the transaction prior to clearing.

The Commission is adopting
§39.12(b)(8) in modified form to read as
set forth in the regulatory text of this
final rule.

The change to the heading is
responsive to the comment by FIA that
it was unclear whether the rule applied
to all cleared swaps or only to those that
are executed bilaterally. Regardless of
the execution venue, confirmation of a
cleared swap is ultimately provided by
the DCO. In the case of a trading facility
with a central limit order book,
execution and acceptance for clearing
are simultaneous and confirmation
occurs at that time. In all other cases,
there is an interim time between
execution and acceptance, or rejection,
for clearing.

The Commission notes that applicable
confirmation requirements may depend
on the length of time between execution
and acceptance or rejection for clearing.
For example, if a trade executed on a
SEF is accepted for clearing within
seconds, the DCO notification would
serve as the single confirmation. But, if
a trade is executed bilaterally and later
submitted for clearing, there may need
to be an initial bilateral confirmation
that is later superseded by the clearing
confirmation.

The changes to the text are responsive
to the comments of FIA, CME, ISDA,
OCCG, and MarkitSERV. As FIA pointed
out, the proposed rule text seems to
place the confirmation obligation on the
submitting parties, while the discussion
in the notice of proposed rulemaking
places it on the DCO. Consistent with
the language in the discussion and the
recommendations of FIA, CME, and
ISDA, the revised rule clarifies that
DCOs provide confirmations of cleared
trades. This interpretation was implicit
in the proposal given that the second
sentence of the rule provides that
confirmation takes place when the trade
“‘is accepted” for clearing.

D. Core Principle D—Risk
Management—§ 39.13

Core Principle D, 75 as amended by
the Dodd-Frank Act, requires each DCO
to ensure that it possesses the ability to
manage the risks associated with

75 Section 5b(c)(2)(D) of the CEA, 7 U.S.C. 7a—
1(c)(2)(D).

discharging the responsibilities of the
DCO through the use of appropriate
tools and procedures. It further requires
each DCO to measure its credit
exposures to each clearing member not
less than once during each business day
and to monitor each such exposure
periodically during the business day.
Core Principle D also requires each DCO
to limit its exposure to potential losses
from defaults by clearing members,
through margin requirements and other
risk control mechanisms, to ensure that
its operations would not be disrupted
and that non-defaulting clearing
members would not be exposed to
losses that non-defaulting clearing
members cannot anticipate or control.
Finally, Core Principle D provides that
a DCO must require margin from each
clearing member sufficient to cover
potential exposures in normal market
conditions and that each model and
parameter used in setting such margin
requirements must be risk-based and
reviewed on a regular basis. The
Commission proposed to adopt § 39.13
to establish requirements that a DCO
would have to meet in order to comply
with Core Principle D.

1. General—§ 39.13(a)

Proposed § 39.13(a) would require a
DCO to ensure that it possesses the
ability to manage the risks associated
with discharging its responsibilities
through the use of appropriate tools and
procedures. The Commission did not
receive any comments on proposed
§39.13(a) and is adopting § 39.13(a) as
proposed.

2. Risk Management Framework—
§39.13(b)

Proposed § 39.13(b) would require a
DCO to establish and maintain written
policies, procedures, and controls,
approved by its board of directors,
which establish an appropriate risk
management framework that, at a
minimum, clearly identifies and
documents the range of risks to which
the DCO is exposed, addresses the
monitoring and management of the
entirety of those risks, and provides a
mechanism for internal audit. In
addition, proposed § 39.13(b) would
require a DCO to regularly review its
risk management framework and update
it as necessary.

Mr. Barnard recommended that the
Commission comprehensively and
explicitly address all elements that
make up a risk management framework,
including organizational structure,
governance, risk functions, internal
controls, compliance, internal audit,
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and legal functions.”® In particular, with
respect to organizational structure, Mr.
Barnard noted that reporting lines and
the allocation of responsibilities and
authority within a DCO should be clear,
complete, well-defined and enforced.

The Commission believes that a DCO
should adopt a comprehensive and
documented risk management
framework that addresses all of the
various types of risks to which it is
exposed and the manner in which they
may relate to each other. The
Commission believes that a written risk
policy is important because it will help
to ensure the DCO has carefully
considered its risk management
framework, and it will provide guidance
to DCO management, staff, and market
participants. It will also allow the
Commission to assess the DCO’s risk
management framework more
efficiently. The risks to be addressed
may include, but are not limited to,
legal risk, credit risk, liquidity risk,
custody and investment risk,
concentration risk, default risk,
operational risk, market risk, and
business risk. However, the Commission
does not believe that it is necessary to
explicitly list such risks in the final
rule.

MGEX commented that the
documentary and procedural
requirements of proposed § 39.13(b)
would impose heavy costs and turn the
goal of practical risk management into
one of paperwork compliance, and that
while having a framework containing all
the various policies can be beneficial for
DCOs, the development and
implementation of such policies must
be flexible and left to each DCO. The
Commission notes that DCOs generally
already have certain written risk
management policies, procedures and
controls, although the substance, level
of detail, and integration of each DCO’s
documentation of such policies,
procedures and controls may vary. The
Commission believes that § 39.13(b)
provides DCOs with the appropriate
amount of flexibility with regard to the
documentation of their risk management
frameworks, without imposing
significant additional costs upon DCOs.

OCC noted that its risk management
policies are highly complex and are
embodied in multiple separate written
documents, and much of its day-to-day

76 Mr. Barnard also recommended that the
Commission focus more on operational risk and the
role of reporting and public disclosures. With
respect to operational risk, the Commission notes
that it is adopting § 39.18 herein, which addresses
system safeguards, and which is discussed in
section I, below. Reporting and public information
are addressed in §§39.19 and 39.21, respectively,
also adopted herein, which are discussed in
sections J and L, respectively, below.

operations are related to risk
management. OCC stated that the
Commission should make it clear that
the proposal would not require the
board to approve every document
related to risk management, as it would
be burdensome and would
inappropriately require the board to
micro-manage the day-to-day functions
of a DCO. OCC indicated that it does not
believe that the function of the
committee that is responsible for the
oversight of its risk management
activities would be enhanced by the
creation of additional written policies,
procedures, and controls.

The Commission recognizes that
many of the day-to-day functions of a
DCO are related to risk management,
and § 39.13(b) is not intended to require
that a DCO’s board must approve every
document at a DCO that addresses risk
management issues nor is it intended to
require that a DCO’s board must
approve every day-to-day decision
regarding the implementation of the
DCO’s risk management framework.

CME and ICE took the position that a
DCO’s Risk Management Committee
should have the authority to approve
the written policies, procedures, and
controls that establish a DCO’s risk
management framework, noting that this
would be consistent with proposed
§39.13(c), which would require a DCO’s
Chief Risk Officer to make appropriate
recommendations to the DCO’s Risk
Management Committee or board of
directors, as applicable, regarding the
DCO’s risk management function.

The Commission believes that a
DCO’s risk management framework
should be subject to the approval of its
board of directors. The Commission
recognizes that a DCO’s Risk
Management Committee may play a
crucial role in the development of the
risk management policies of a DCO.
However, the board has the ultimate
responsibility for the management of the
DCO’s risks. Requiring board approval
of a DCO’s risk management framework
is also consistent with proposed
international standards.?”

In addition, a requirement that a
DCO’s board approve its risk
management framework is consistent
with §39.13(c), which permits a DCO’s
Chief Risk Officer to make appropriate
recommendations to the DCO’s Risk
Management Committee regarding the
DCO’s risk management functions.
Although the board would approve the
framework, it could delegate defined
decision-making authority to the Risk
Management Committee in connection

77 See CPSS-1I0SCO Consultative Report,

Principle 2: Governance, Key Consideration 5, at 23.

with the implementation of the
framework. The Commission is adopting
§39.13(b) as proposed.

3. Chief Risk Officer—§ 39.13(c)

Proposed § 39.13(c) would require a
DCO to have a Chief Risk Officer (CRO)
who would be responsible for the
implementation of the risk management
framework and for making appropriate
recommendations regarding the DCO’s
risk management functions to the DCO’s
Risk Management Committee or board
of directors, as applicable. In a separate
rulemaking, the Commission has
proposed to adopt § 39.13(d) to require
DCOs to have a Risk Management
Committee with defined composition
requirements and specified minimum
functions.”8

Better Markets commented that the
proposal should provide substantive
parameters for a CRO and that the CRO
rules applicable to FCMs should be
applied to DCOs. Mr. Greenberger
indicated that the CRO of a DCO should
be subject to the same rules regarding
reporting and independence as the
CROs of other registered entities.

The Commission does not believe that
it is necessary to further define the
responsibilities of a DCO’s CRO in the
final rule. The Commission notes that it
has not proposed any rules regarding a
CRO for FCMs or any other registered
entities, as suggested by Better Markets
and Mr. Greenberger.79

As noted in the notice of proposed
rulemaking, given the importance of the
risk management function and the
comprehensive nature of the
responsibilities of a DCO’s CCO, which
are governed by § 39.10, as adopted in
this rulemaking, the Commission
expects that a DCO’s CRO and its CCO
would be two different individuals. The
Commission is adopting § 39.13(c) as
proposed.

4. Measurement of Credit Exposure—
§39.13(e)

Proposed § 39.13(e) would require a
DCO to: (1) Measure its credit exposure
to each clearing member and mark to
market such clearing member’s open
positions at least once each business

78 See 75 FR at 63750 (Oct. 18, 2010) (Conflicts
of Interest). In that proposed rulemaking, the
provisions relating to the Risk Management
Committee were designated as § 39.13(g). In the
final rulemaking with respect to that proposal,
those provisions will be redesignated as § 39.13(d).

79 However, the Commission has proposed rules
regarding a CCO for futures commission merchants,
swap dealers, and major swap participants, at 75 FR
70881 (Nov. 19, 2010) (Designation of a Chief
Compliance Officer; Required Compliance Policies;
and Annual Report of a Futures Commission
Merchant, Swap Dealer, or Major Swap Participant),
with respect to which Better Markets filed a
comment letter.
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day; and (2) monitor its credit exposure
to each clearing member periodically
during each business day. Proposed

§ 39.13(e) was a prerequisite for
proposed § 39.14(b), which would
address daily settlements based on a
DCO’s measurement of its credit
exposures to its clearing members.

LCH commented that a DCO should
be required to measure its credit
exposures ‘“‘several times each business
day”’ and that a DCO should be obliged
to recalculate initial and variation
margin requirements more than once
each business day. By contrast, OCC
requested that the Commission clarify
that the proposed requirement that a
DCO monitor its credit exposure to each
clearing member periodically during
each business day would not require a
DCO to update clearing member
positions on an intra-day basis for
purposes of monitoring risk, which
would not be practical, and that intra-
day monitoring of credit exposures
based on periodic revaluation of
beginning-of-day positions would be
sufficient to comply with the proposed
rule.

The Commission does not believe that
a DCO should be required to mark each
clearing member’s open positions to
market and recalculate initial and
variation margin requirements more
than once each business day, and notes
that the requirement that a DCO monitor
its credit exposure to each clearing
member periodically during each
business day could be satisfied through
intra-day monitoring of credit exposures
based on periodic revaluation of
beginning-of-day positions as suggested
by OCC.

However, as discussed in section
IV.E.2, below, § 39.14(b) requires a DCO
to effect a settlement with each clearing
member at least once each business day,
and to have the authority and
operational capacity to effect a
settlement with each clearing member,
on an intraday basis, either routinely,
when thresholds specified by the DCO
are breached, or in times of extreme
market volatility. Therefore, in order to
comply with § 39.14(b), a DCO would be
required to have the authority and
operational capacity to mark each
clearing member’s open positions to
market and recalculate initial and
variation margin requirements, on an
intraday basis, under the circumstances
defined in § 39.14(b).

The Commission is adopting
§ 39.13(e) as proposed, except that the
Commission is making a technical
revision by replacing the phrase “such
clearing member’s open positions” with
the phrase “such clearing member’s
open house and customer positions” to

eliminate possible ambiguity and to
clarify the Commission’s intent to
reflect current industry practice and
include both house and customer
positions, not just house positions. The
Commission notes that § 39.13(e) is
consistent with international
recommendations.89

5. Limitation of Exposure to Potential
Losses From Defaults—§ 39.13(f)

Proposed § 39.13(f) would require a
DCO, through margin requirements and
other risk control mechanisms, to limit
its exposure to potential losses from
defaults by its clearing members to
ensure that: (1) Its operations would not
be disrupted; and (2) non-defaulting
clearing members would not be exposed
to losses that nondefaulting clearing
members cannot anticipate or control.
The language of proposed § 39.13(f) is
virtually identical to the language in
Section 5b(c)(2)(D)(iii) of the CEA, as
amended by the Dodd-Frank Act.

FIA supported the proposal and
MGEX stated that it appeared reasonable
if applied appropriately. FIA
acknowledged that clearing members
understand and accept that they are
subject to losses in the event of a default
of another clearing member but noted
that these potential losses must be
measurable and subject to a reasonable
cap over a period of simultaneous or
multiple defaults. MGEX suggested that
the Commission adopt an interpretation
that each clearing member, by becoming
a clearing member, can reasonably
anticipate that another clearing member
may potentially default and that a DCO
can apply its rules accordingly.

The Commission believes that every
clearing member is aware that another
clearing member may default. The
Commission also notes that the
potential losses resulting from such a
default will be mitigated to the extent
that a DCO is bound to comply with the
CEA, Commission regulations, and its
own rules, particularly with regard to
financial resources and default rules
and procedures.

KCC commented that there would
appear to be little cost/benefit
justification for duplicating the statutory
language of the core principle in the
form of a rule.8? The Commission
believes that codifying provisions of the
CEA does not impose an additional cost
on a DCO because a DCO must satisfy
such requirements to comply with the
law. At the same time, the Commission
believes that codifying this statutory

80 See CPSS-IOSCO Consultative Report,
Principle 6: Margin, Key Consideration 4, at 40.

81 See Section 5b(c)(2)(D)(iii) of the CEA, 7 U.S.C.
7a—1(c)(2)(D)(iii).

provision provides a DCO with a single
location in which to identify the
minimum standards necessary to fulfill
the requirements of Core Principle D.
The Commission is adopting § 39.13(f)
as proposed.

6. Margin Requirements—§ 39.13(g)
a. General

Several commenters made general
comments about margin requirements
that did not address specific provisions
of proposed § 39.13(g). The Commission
has summarized those comments, and
responded to those comments, below.

KCC expressed its belief that the
Commission’s detailed proposed margin
requirements are not consistent with the
Dodd-Frank Act’s changes to the CEA,
which simply require that a DCO’s
margin models and parameters must be
“risk-based.” The Commission notes
that Section 5b(c)(2) of the CEA, as
amended by the Dodd-Frank Act,
requires a DCO to comply with the
statutory core principles “and any
requirement that the Commission may
impose by rule or regulation pursuant to
section 8a(5).” As noted in section LA,
above, legally enforceable standards set
forth in regulations serve to increase
legal certainty, prevent DCOs from
lowering risk management standards for
competitive reasons, and increase
market confidence. These goals are
especially important with respect to
margin, which is one of the key tools
used by DCOs in managing risk.
Therefore, the Commission believes it is
appropriate to impose more detailed
margin requirements than those
contained in the statutory language of
Core Principle D.

ISDA urged the Commission to adopt
rules requiring DCOs to adopt risk
methodologies that would reduce the
impact that customer account risk has
on the size of default fund
contributions. ISDA noted that this
would enable DCOs to better guaranty
the portability of client portfolios, but
would increase risk to the DCO;
however, ISDA stated that this increased
risk could be addressed by increasing
the risk margin of the customer account.
The Commission has not proposed and
is not adopting such rules. The
Commission believes that a DCO should
have reasonable discretion to determine
how it will calculate the amounts of any
default fund contributions that it may
require from its clearing members, and
the extent to which customer risk will
be a factor in such calculations.

MFA and Citadel stated that it is
important that a DCO’s process for
setting initial margin be transparent in
order to give all market participants
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certainty as to the margin they can
expect the DCO to assess. Therefore,
MFA and Citadel urged the Commission
to adopt final rules that would require

a DCO to make available to all market
participants, at no cost, a margin
calculation utility, so that they would be
able to replicate the calculation of the
margin that the DCO would assess.

The Commission notes that it is
adopting §§39.21(c)(3) and (d) herein,
which require a DCO to disclose
information concerning its margin-
setting methodology on its Web site.
However, the Commission is not
requiring a DCO to provide a margin
calculation utility to market participants
free of cost, although the Commission
notes that some DCOs have chosen to do
50.82 The Commission believes that
whether a DCO will provide a margin
calculation utility to market
participants, and whether and how
much it might charge for such a utility,
is a business decision that should be left
to the discretion of a DCO.

The FHLBanks indicated that it may
be appropriate, in some circumstances,
for a DCO to waive its initial margin
requirements with respect to certain
highly creditworthy customers of a
clearing member. Therefore, the
FHLBanks urged the Commission to
grant DCOs discretion to waive initial
margin requirements when doing so
would not pose risk to the DCO or its
clearing members. In light of the fact
that the Dodd-Frank Act requires the
removal of reliance on credit ratings, the
FHLBanks recommended that the
Commission adopt alternative criteria
by which a DCO could exercise such
discretionary waivers, or alternatively
grant DCOs discretion to establish their
own criteria, subject to Commission
approval, or to guidelines established by
the Commission in the final rule.

The Commission has not proposed a
rule that would permit it to grant DCOs
the discretion to waive initial margin
requirements and it is not adopting such
a rule, as requested by the FHLBanks.
Even if there were an objective way to
define highly creditworthy customers,
the Commission does not believe that
permitting such waivers would
constitute prudent risk management.

b. Amount of Initial Margin Required—
§39.13(g)(1)

Proposed § 39.13(g)(1) would require
that the initial margin 83 that a DCO

82 See e.g., http://www.cmegroup.com/clearing/
cme-core-cme-clearing-online-risk-engine.html and
https://www.theice.com/publicdocs/ice_trust/
ICE_Margin_
Simulation_Calculator Training Presentation.pdf.

83 The term “initial margin” is now defined in
§1.3(111), adopted herein.

requires from each clearing member
must be sufficient to cover potential
exposures in normal market conditions
and that each model and parameter used
in setting initial margin requirements
must be risk-based and reviewed on a
regular basis. The Commission invited
comment regarding whether a definition
of “normal market conditions” should
be included in the proposed regulation
and, if so, how normal market
conditions should be defined.

MFA, BlackRock, and Citadel
expressed their support for the proposal.
CME and OCC commented that the
Commission should not define normal
market conditions, while ISDA stated
that the Commission should define
normal market conditions. The
Commission noted in the notice of
proposed rulemaking that the 2004
CPSS-IOSCO Recommendations
defined “normal market conditions” as
‘“‘price movements that produce changes
in exposures that are expected to breach
margin requirements or other risk
control mechanisms only 1 percent of
the time, that is, on average on only one
trading day out of 100.” 8¢ The CPSS—
IOSCO Consultative Report was
published subsequent to the issuance of
proposed § 39.13(g)(1). The CPSS—
IOSCO Consultative Report replaced the
concept of ‘“normal market conditions”
with a proposed requirement that
“[i]nitial margin should meet an
established single-tailed confidence
level of at least 99 percent for each
product that is margined on a product
basis, each spread within or between
products for which portfolio margining
is permitted, and for each clearing
member’s portfolio losses.” 85 The
Commission had also proposed similar
requirements for a 99 percent
confidence level in proposed
§39.13(g)(2)(iii), discussed below.
Therefore, in adopting § 39.13(g)(1), the
Commission is declining to adopt the
proposed explicit requirement that
initial margin must be sufficient to
cover potential exposures in normal
market conditions, in order to avoid any
ambiguity over the meaning of “normal
market conditions.”

FIA recommended that parameters
used in setting initial margin
requirements should be reviewed
monthly and models should be
reviewed annually and on an ad hoc
basis if substantive changes are made,
whereas OCC took the position that the
Commission should permit a DCO to
use its reasonable discretion in

84 See 2004 CPSS-IOSCO Recommendations at
21.

85 See CPSS-IOSCO Consultative Report,
Principle 6: Margin, Key Consideration 3, at 40.

determining what constitutes a “‘regular
basis” for reviewing margin models and
parameters. The Commission has
determined not to specify the
appropriate frequency of review, as it
may differ based on the characteristics
of particular products and markets, and
the nature of the margin models and
parameters that apply to those products
and markets. However, although
§39.13(g)(1) would permit a DCO to
exercise its discretion in determining
how often it should review its margin
models and parameters, the Commission
would apply a reasonableness standard
in determining whether the frequency of
reviews conducted by a particular DCO
was appropriate.

Moreover, as discussed in section
IV.D.6.d, below, § 39.13(g)(3) requires
that a DCO’s systems for generating
initial margin requirements, including
the DCO’s theoretical models, must be
reviewed and validated by a qualified
and independent party, on a regular
basis. As the Commission noted in the
notice of proposed rulemaking, the
Commission would expect a DCO to
obtain an independent validation prior
to implementation of a new margin
model and when making any significant
change to a model that is in use by the
DCO. This express expectation would
address FIA’s suggestion that a DCO
should be required to review its margin
models on an ad hoc basis if substantive
changes are made. For the reasons
discussed, the Commission is adopting
§39.13(g)(1) with the modification
described above.

c¢. Methodology and Coverage
(1) General—§ 39.13(g)(2)(i)

Proposed § 39.13(g)(2)(i) would
require a DCO to establish initial margin
requirements that are commensurate
with the risks of each product and
portfolio, including any unique
characteristics of, or risks associated
with, particular products or portfolios.86
In particular, proposed § 39.13(g)(2)(i)
would require a DCO that clears credit
default swaps (CDS) to appropriately
address jump-to-default risk in setting
initial margins.87 The Commission

86 As proposed, §39.13(g)(2)(i) referred to
addressing any “unique” characteristics of, or risks
associated with, particular products or portfolios.
The Commission is revising this provision in the
final rule to refer to any “unusual” characteristics
of, or risks associated with, particular products or
portfolios to clarify that such characteristics or risks
are not limited to those that are one of a kind. See
also n. 66, above.

87n the notice of proposed rulemaking, the
Commission defined jump-to-default risk as
referring to the possibility that a CDS portfolio with
large net sales of protection on an underlying
reference entity could experience significant losses

Continued
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invited comment regarding whether
there are specific risks that should be
identified and addressed in the
proposed regulation in addition to
jump-to-default risk.

CME and Nadex, Inc. (Nadex)
expressed the opinion that it would not
be beneficial to attempt to identify
additional specific risks that a DCO
must address in determining initial
margins and LCH commented that the
reference to jump-to-default risk should
either be removed or amended to cover
all other products that are subject to
jump-to-default risk. The Commission
agrees with CME and Nadex that it is
not necessary to identify additional
specific risks in the regulation, and also
agrees with LCH that the reference to
jump-to-default risk should generally
apply to any product that may be
subject to such risk. Therefore, the
Commission is adopting a revised
§ 39.13(g)(2)(i) that eliminates the
specific reference to CDS. The
Commission has also added the phrase
““or similar jump risk.” This is intended
to address the possibility of a large
payment obligation in a product
accumulating in a very short period of
time following an extreme market event.

(2) Liquidation Time—§ 39.13(g)(2)(ii)

Proposed § 39.13(g)(2)(ii) would
require a DCO to use margin models that
generate initial margin requirements
sufficient to cover the DCO’s potential
future exposures to clearing members
based on price movements in the
interval between the last collection of
variation margin 88 and the time within
which the DCO estimates that it would
be able to liquidate a defaulting clearing
member’s positions (liquidation time).
As proposed, a DCO would have to use
a liquidation time that is a minimum of
five business days for cleared swaps that
were not executed on a DCM, and a
liquidation time that is a minimum of
one business day for all other products
that it clears, although it would be
required to use longer liquidation times,
if appropriate, based on the unique
characteristics of particular products or
portfolios. The Commission invited
comment regarding whether the
minimum liquidation times specified in
proposed § 39.13(g)(2)(ii) were
appropriate, or whether there were
minimum liquidation times that were
more appropriate.

LCH suggested that “or transfer”
should be inserted after “liquidate” in
the proposed rule and that an

over a very short period of time following an
unexpected event of default by the reference entity.

88 The term “variation margin” is now defined in
§1.3(0o00), adopted herein.

appropriate liquidation period should
be a period that would be sufficient to
enable a DCO to adequately hedge or
close out a defaulting member’s risk.
The Commission does not believe that it
is appropriate to add “or transfer,” or to
interpret the liquidation period to
include the time that would be
sufficient to hedge a defaulting clearing
member’s positions. In a worst-case
scenario, a DCO would need to liquidate
a defaulting clearing member’s
positions, and the time it would take to
do so should be the relevant
consideration in setting initial margin
requirements.

ISDA commented that a DCO should
continually monitor the risk associated
with concentration in participants’
positions, and if a DCO determines that
a participant’s cleared portfolio is so
large that it could not be liquidated
within the liquidation period assumed
in the DCO’s default management plan,
the DCO should have the discretion to
include an extra charge for
concentration risk in the initial margin
requirements of that participant. FIA
made similar comments but suggested
that prudent risk management should
require the imposition of concentration
margin in appropriate circumstances.
FIA further noted that when a DCO
imposes concentration margin on a
clearing member, the additional margin
should be included in the DCO’s
minimum margin calculations for any
customers of the clearing member that
generate the increased risk.

Although the regulations adopted by
the Commission herein do not
specifically address concentration
margin as described by ISDA and FIA,
they do not limit a DCO’s discretion to
impose extra charges on its clearing
members for concentration risk. It
should also be noted that § 39.13(h)(6),
adopted herein,?? requires a DCO to take
additional actions with respect to
particular clearing members, when
appropriate, based on the application of
objective and prudent risk management
standards, which actions may include
imposing enhanced margin
requirements.

Numerous commenters objected to the
proposed difference in requirements
that would subject swaps that were
either executed bilaterally or executed
on a SEF to a minimum five-day
liquidation time, while permitting
equivalent swaps that were executed on
a DCM to be subject to a minimum one-
day liquidation time. Commenters
variously argued that the proposed one-
day/five-day distinction for swap

89 See discussion of § 39.13(h)(6)(ii) in section
IV.D.7.f, below.

transactions depending on the venue of
execution would: (1) Be inconsistent
with the open access provisions of
Section 2(h)(1)(B) of the CEA 90 and/or
proposed § 39.12(b)(2) 91 (GFI Group
Inc. (GFI), VMAC, LCC (VMAQ),
BlackRock, Wholesale Markets Brokers’
Association, Americas (WMBAA), and
FX Alliance Inc. (FXall)); (2) be
inconsistent with Congressional intent,
expressed in Section 731 of the Dodd-
Frank Act,%2 which recognizes a
difference in risk between cleared and
uncleared swaps that could be
addressed by differential margin
requirements, but does not differentiate
between the risk of swaps executed on

a DCM and those executed on a SEF
(Asset Management Group of the
Securities Industry and Financial
Markets Association (AMG)); (3)
discriminate against trades not executed
on DCMs by requiring DCOs to impose
higher margin requirements for swaps
that are executed on SEFs than for
swaps that are executed on DCMs (GFI,
VMAC, MarketAxess Corporation
(MarketAxess), WMBAA, Tradeweb
Markets LLC (Tradeweb), Nodal
Exchange, LLC (Nodal), and FXall); (4)
raise the cost of clearing for swaps
traded on a SEF (National Energy
Marketers Association (NEM), NGX, and
BlackRock); 93 (5) put SEFs at a
competitive disadvantage to DCMs (GFI,
MarketAxess, and BlackRock); (6)
artificially restrict the ability of market
participants, including asset managers,
to select the best means of execution for
their swap transactions (BlackRock); (7)
penalize market participants that desire
to effect swap transactions on a SEF
rather than a DCM (WMBAA and
Tradeweb); (8) undermine the goal of
the Dodd-Frank Act to promote trading
of swaps on SEFs (Tradeweb and FXall);
(9) potentially create detrimental
arbitrage between standardized swaps
traded on a SEF and futures contracts
with the same terms and conditions
traded on a DCM (Nodal); (10) impose
onerous and unnecessary administrative
costs on DCOs, which would likely be
passed on to clearing members and their
customers (VMAC and BlackRock); (11)
create a disincentive for DCOs to
practice appropriate default
management ‘‘drills” to reduce the

90 See Section 2(h)(1)(B) of the CEA, 7 U.S.C.
2(h)(1)(B).

91 See discussion of § 39.12(b)(2) in section
IV.C.2.c, above.

92 Section 731 of the Dodd-Frank Act amended
the CEA to insert Section 4s. See Section
4s(e)(3)(A)(ii) of the CEA, 7 U.S.C. 6s(e)(3)(A)(ii).

93NGX estimated that the impact of transitioning
from its current two-day requirement to a five-day
requirement for all of the energy products that it
clears would lead to an approximate 60 percent
increase in initial margins.
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liquidation time of portfolios of swaps
(ISDA); (12) remove the incentive for
DCOs to detail, practice and leverage
clearing member expertise in default
management (FIA); (13) discourage
voluntary clearing (NGX); and (14)
require DCOs and clearing members to
manage margin calls and netting based
on the execution platform for the
relevant swaps (VMAC and BlackRock).

In addition, a number of commenters
argued that there was no basis for
concluding that swaps executed on a
SEF would be less liquid than swaps
executed on a DCM (GFI, WMBAA,
NGX, MarketAxess, AMG, and FXall).

BlackRock recommended that the
Commission require a DCO to use a
consistent liquidation time for cleared
swaps that are executed on SEFs and
DCMs.

Commenters variously contended that
a liquidation time of five business days
may be excessive for some swaps (CME
and Citadel 9¢), a one-day liquidation
period is too short (LCH), a one-day
liquidation period is appropriate for
swaps executed on a DCM or a SEF
(AMG), and a two-day liquidation
period is appropriate for cleared swaps
(NGX).

Various commenters encouraged the
Commission to permit a DCO to
determine the appropriate liquidation
time for all products that it clears based
on the unique characteristics and
liquidity of each relevant product or
portfolio (CME, MFA, ISDA, LCH,
NYPC, NGX, FIA,9 Nadex, Citadel, and
FXall) or to grant DCOs such discretion
subject to a one-day minimum for all
products, including cleared swaps (GFI,
VMAC, MarketAxess, Nodal, WMBAA,
and Tradeweb).

FIA and ISDA commented that the
appropriate liquidation time should be
derived from a DCO’s default
management plan and the results of its
periodic testing of such plan. FIA
further stated that a DCO should adjust
its minimum margin requirements if its
periodic testing of its default
management plan demonstrates that a
defaulting clearing member’s positions
could be resolved in a shorter period of
time. Similarly, NGX stated that the
Commission should permit a DCO to
demonstrate through back testing and
stress testing that a particular type of
cleared transaction should be subject to
a shorter liquidation time.

94 Citadel further commented that excessive
margin requirements relative to risk exposure could
adversely affect market liquidity and deter clearing.

95FIA also commented that liquidation times
should be set at times appropriate to manage the
liquidation of the vast majority of the portfolios
carried by a DCO’s clearing members, and not
necessarily that of the largest clearing member.

MFA and Citadel recommended that
if the Commission were to mandate
minimum liquidation times in the final
rules, it should allow DCOs to apply for
exemptions for specific groups of swaps
if market conditions prove that such
minimum liquidation times are
excessive. Citadel further recommended
that the Commission make it explicit
that the Commission may re-evaluate
and, if necessary, re-calibrate such
minimum liquidation times as markets
evolve.

The Commission is persuaded by the
views expressed by numerous
commenters that requiring different
minimum liquidation times for cleared
swaps that are executed on a DCM and
equivalent cleared swaps that are
executed on a SEF could have negative
consequences. Therefore, after further
consideration, the Commission has
determined not to mandate different
minimum liquidation times for cleared
swaps based on their venue of
execution, and has further determined
that the same minimum liquidation time
should be used with respect to cleared
swaps that are executed bilaterally. This
approach is consistent with the open
access requirements of Section
2(h)(1)(B) of the CEA and § 39.12(b)(2),
adopted herein.

The Commission also acknowledges
the concerns expressed by commenters
that a five-day liquidation period may
be excessive for some swaps. For
example, for a number of years, CME
and ICE have successfully cleared swaps
based on physical commodities using a
one-day liquidation time.%¢ By contrast,
as noted in the notice of proposed
rulemaking, several DCOs currently use
a five-day liquidation time in
determining margin requirements for
certain swaps based on financial
instruments.97 These differences reflect
differences in the risk characteristics of
the products.

The Commission has carefully
considered whether it should prescribe
any liquidation time or, alternatively,
permit each DCO to exercise its
discretion in applying liquidation times
based on the risk profile of particular
products or portfolios. In this regard, the
Commission notes that even without a
specified minimum liquidation time,
under Sections 5b(c)(2)(D) and 8a(7)(D)
of the CEA, the Commission can require
a DCO to adjust its margin methodology

96 NYMEX, now CME, has cleared OTC swaps
generally with a one day liquidation time since
2002. CME currently offers more than 1,000
products for clearing through its ClearPort system.

97 In particular, ICE Clear Credit LLC and CME
use a five-day liquidation time for credit default
swaps and LCH and CME use a five-day liquidation
time for interest rate swaps.

if it determines that the current margin
levels for a product or portfolio are
inadequate based on back testing or
current market volatility.

Weighing the advantages and
drawbacks of the alternatives, the
Commission believes that a bright-line
requirement, with a provision for
making exceptions, will best serve the
public interest. While a DCO will still
have considerable latitude in setting
risk-based margin levels, the
Commission has determined that
establishing a minimum liquidation
time will provide legal certainty for an
evolving marketplace, will offer a
practical means for assuring that the
thousands of different swaps that are
going to be cleared subject to the
Commission’s oversight will have
prudent minimum margin requirements,
and will prevent a potential “race to the
bottom” by competing DCOs. Moreover,
given the large number of swaps already
cleared, this alleviates the need for the
Commission, with its limited staff
resources, to evaluate immediately the
liquidation time for each swap that is
cleared.98

Taking into account these
considerations, and in response to the
comments, the Commission is adopting
§ 39.13(g)(2)(ii) with a number of
modifications. First, the final rule
requires a DCO to use the same
liquidation time for a product whether
it is executed on a DCM, a SEF, or
bilaterally. This addresses the
competitive concerns raised by
numerous commenters and recognizes
that once a swap is cleared, its risk
profile is not affected by the method by
which it was executed.??

Second, the final rule provides that
the minimum liquidation time for swaps
based on certain physical commodities,
i.e., agricultural commodities,1° energy,
and metals, is one day. For all other
swaps, the minimum liquidation time is
five days. This distinction is based on
the differing risk characteristics of these
product groups and is consistent with
existing requirements that reflect the
risk assessments DCOs have made over
the course of their experience clearing
these types of swaps. The longer
liquidation time, currently five days for
credit default swaps at ICE Clear Credit,
LLC, and CME, and for interest rate

98 [.g., the 950,000 trades in LCH’s SwapClear
have an aggregate notional principal amount of over
$295 trillion. Source: http://www.Ich.com/swaps/
swapclear_for_clearing_members/.

99 See Section 2(h)(1)(B) of the CEA and
§39.12(b)(2), adopted herein (swaps submitted to a
DCO with the same terms and conditions are
economically equivalent within the DCO and may
be offset with each other within the DCO).

100 See 76 FR 41048 (July 13, 2011) (Agricultural
Commodity Definition; final rule).
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swaps at LCH and CME, is based on
their assessment of the higher risk
associated with these products.101
Contributing factors include a
concentration of positions among
clearing members, the number and
variety of products listed, the
complexity of the portfolios, the long-
dated expiration time for many swaps,
and the challenges of the liquidation
process in the event of a default.102

Third, to provide further flexibility,
the Commission is adding a provision
specifying that, by order, the
Commission may provide for a different
minimum liquidation time for particular
products or portfolios. As markets
evolve, it may become appropriate to
ease the requirement for certain swaps
subject to the five-day minimum.
Conversely, analysis may reveal that for
other products or portfolios the five-day
or one-day minimum is insufficient. The
Commission believes that in light of the
novelty, complexity, and potential
magnitude of the risk posed by financial
swaps, prudential considerations dictate
that this type of fine-tuning should be
used in appropriate circumstances.
Such an order could be granted upon
the Commission’s initiative or in
response to a petition from a DCO.

In this regard, the Commission
emphasizes that it is retaining the
proposed requirement that a DCO must
use longer liquidation times, if
appropriate, based on the specific
characteristics of particular products or
portfolios.193 Such longer liquidation
times may be based on a DCO’s testing

101 See e.g., Cleared OTC Interest Rate Swaps at
7 (Aug. 2011), available at http://
www.cmegroup.com/clearing/cme-core-cme-
clearing-online-risk-engine.html; ICE Clear Credit
Clearing Rules, Schedule 401 (Jul. 16, 2011)
available at https://www.theice.com/publicdocs/
clear_credit/ICE_Clear Credit Rules.pdf.

102 The liquidation of the Lehman interest rate
swap portfolio in the fall of 2008 demonstrates that
the actual liquidation time for a swap portfolio
could be longer than 5 days. Between September 15,
2008 (the day Lehman Bros. Holdings declared
bankruptcy) and October 3, 2008, LCH and
“OTCDerivnet,” an interest rate derivatives forum
of major market dealers, wound down the cleared
OTC interest rate swap positions of Lehman Bros.
Special Financing Inc. (LBSFI). This portfolio had
a notional value of $9 trillion and consisted of
66,390 trades across 5 major currencies. LCH and
OTCDerivnet competitively auctioned off LBSFI's
five hedge currency portfolios to their members
between September 24 and October 3, 2008. The
margin held by LCH proved sufficient to cover the
costs incurred. Source: LCH Press Release of
October 8, 2008, available at: http://
www.Ichclearnet.com/Images/2008-10-
08%20SwapClear%20default_tcm6-46506.pdf.

103 As proposed, § 39.13(g)(2)(ii) referred to the
“unique” characteristics of particular products or
portfolios. The Commission is revising this phrase
in the final rule to refer to the “specific”
characteristics of a particular product or portfolio
to clarify that such characteristics are not limited
to those that are one of a kind.

of its default management plan. If a DCO
determines that a longer liquidation
time is appropriate for a particular
swap, the Commission would expect
that the DCO would use the same longer
liquidation time for the equivalent
swaps that it clears, whether the swaps
are executed on a DCM, a SEF, or
bilaterally. Among the factors that DCOs
should consider in establishing
minimum liquidation times are: (i)
Average daily trading volume in a
product; (ii) average daily open interest
in a product; (iii) concentration of open
interest; (iv) availability of a predictable
basis relationship with a highly liquid
product; and (v) availability of multiple
market participants in related markets to
take on positions in the market in
question. The Commission would also
consider these factors in determining
whether a particular liquidation time
was appropriate.

The Commission is adopting
§ 39.13(g)(2)(ii) revised to read as set
forth in the regulatory text of this final
rule.104

(3) Confidence Level—§ 39.13(g)(2)(iii)

Proposed § 39.13(g)(2)(iii) would
require that the actual coverage of the
initial margin requirements produced by
a DCO’s margin models, along with
projected measures of the models’
performance, would have to meet a
confidence level of at least 99 percent,
based on data from an appropriate
historic time period with respect to: (A)
each product that is margined on a
product basis; (B) each spread within or
between products for which there is a
defined spread margin rate, as described
in proposed § 39.13(g)(3); (C) each
account held by a clearing member at
the DCO, by customer origin and house
origin,195 and (D) each swap portfolio,
by beneficial owner. The Commission
invited comment regarding whether a
confidence level of 99 percent is
appropriate with respect to all
applicable products, spreads, accounts,
and swap portfolios.

Alice Corporation supported the
proposed 99 percent confidence level,
especially for new swaps and swaps
with non-linear characteristics. ISDA
commented that the proposed 99
percent confidence level is appropriate
given current levels of mutualization in
a DCO default fund and mutualization

104]n a technical revision, the Commission has
eliminated the phrase, “whether the swaps are
carried in a customer account subject to Section
4d(a) or 4d(f) of the Act, or carried in a house
account,” because it is superfluous.

105 The terms ‘‘customer account or customer
origin” and “house account or house origin” are
now defined in § 39.2, adopted herein.

in omnibus client accounts.1°6 MGEX
stated that it did not oppose the
proposed 99 percent confidence level
for each account held by a clearing
member at a DCO, by customer origin
and house origin.107

FIA opposed the proposed 99 percent
requirement because it sets an artificial
floor that may remove the incentive for
DCOs to conduct the rigorous analysis
necessary to establish an appropriate
confidence level. FIA further stated that
if a different regulatory scheme than
loss mutualization for the protection of
customer funds were to be adopted for
cleared swaps, a much higher level of
confidence may be required.

CME, Nadex, KCC,198 and Citadel
took the position that the Commission
should not prescribe a specific
confidence level, but should instead
continue to give each DCO the
discretion to determine the appropriate
confidence levels. CME and Nadex
noted that one or more of the following
factors could be considered by a DCO in
determining the appropriate confidence
levels: the particular characteristics of
the products and portfolios it clears, the
depth of the underlying markets, the
existence of multiple venues trading
similar products on which a defaulting
clearing member’s portfolio could be
liquidated or hedged, the duration of the
products, the size of the DCO and its
systemic importance, its customer base,
or its other risk management tools.

The Commission does not agree such
discretion is appropriate and has

106 ISDA contended that if there were a
requirement to have individualized client accounts,
the appropriate confidence level should be higher
than 99 percent because the funds available to a
DCO to manage a client account default would be
reduced.

107 MGEX requested that the Commission clarify
that this proposed requirement applies to the net
account of each clearing member and not the
underlying accounts at each clearing member. The
Commission did not intend proposed
§ 39.13(g)(2)(iii)(C), which would refer to “[e]lach
account held by a clearing member at the DCO, by
customer origin and house origin * * *,” to apply
to individual customer accounts by beneficial
owner. However, the Commission notes that
§39.13(g)(2)(iii)(D), as proposed and as adopted
herein, applies the 99 percent confidence level
requirement to ““[eJach swap portfolio, by beneficial
owner.”

108 KCC also expressed its belief that ultra-high
confidence level modeling does not protect against
risk as well as direct margin intervention by the
DCO in the case of significant market movements,
such as retaining the right to review recent price
movements to re-establish margins at a higher level
and retaining the right to demand special margin
from certain clearing members. The Commission
believes that a DCO should retain the right to take
such actions in addition to, rather than instead of,
using a 99 percent confidence level, as required by
§39.13(g)(2)(iii). For example, § 39.13(h)(6)(ii),
discussed below, requires a DCO to take additional
actions with respect to particular clearing members,
when appropriate, including imposing enhanced
margin requirements.


http://www.lchclearnet.com/Images/2008-10-08%20SwapClear%20default_tcm6-46506.pdf
http://www.lchclearnet.com/Images/2008-10-08%20SwapClear%20default_tcm6-46506.pdf
http://www.lchclearnet.com/Images/2008-10-08%20SwapClear%20default_tcm6-46506.pdf
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determined to establish a minimum
confidence level. The Commission
believes that a minimum confidence
level will provide legal certainty for an
evolving marketplace, will offer a
practical means for assuring market
participants that the thousands of
different products that are going to be
cleared subject to the Commission’s
oversight will have prudent minimum
margin requirements, and will prevent a
potential “race to the bottom” by
competing DCOs. Moreover, given the
large number of products already
cleared, this alleviates the need for the
Commission, with its limited staff
resources, to evaluate immediately the
confidence level requirements for each
product that is cleared.

The Commission is adopting the
proposed minimum 99 percent
confidence level. This is consistent with
proposed international standards.109
Moreover, given the potential costs of
default, the Commission agrees with
those commenters who stated that a 99
percent level is appropriate. An
individual DCO may determine to set a
higher confidence level, in its
discretion.

NASDAQ OMX Commodities Clearing
Company (NOCC) supported an
approach that would allow DCOs to set
margin requirements for new and low-
volume products at a lower coverage
level if the potential losses resulting
from such products are minimal.
According to NOCGC, this would allow
DCOs to include more products and
market participants by attracting them at
an early stage without materially
increasing the risk of the DCO.

VMAC suggested that the Commission
add to the requirement that initial
margin levels must be based upon “an
established confidence level of at least
99 percent,” language that states “or,
subject to specific authorization from
the CFTC, a lower confidence level.” In
particular, VMAC commented that
although a DCO should be required to

109 See CPSS-IOSCO Consultative Report,
Principle 6: Margin, Key Consideration 3, at 40. In
addition, on September 15, 2010, the European
Commission (EC) proposed the European Market
Infrastructure Regulation (EMIR), available at http://
ec.europa.eu/internal_market/financial-markets/
docs/derivatives/20100915_proposal_en.pdf, “to
ensure implementation of the G20 commitments to
clear standardized derivatives [which can be
accessed at http://www.g20.org/Documents/
pittsburgh_summit leaders_statement_250909.pdf,
and that Central Counterparties (CCPs) comply with
high prudential standards * * *,” among other
things, and expressed its intent to be consistent
with the Dodd-Frank Act. (EMIR, at 2—3). The EMIR
requires that margins “* * * shall be sufficient to
cover losses that result from at least 99 per cent of
the exposures movements over an appropriate time
horizon * * *.” (EMIR, Article 39, paragraph 1, at
46).

demonstrate that the given confidence
level results in an initial margin amount
which is sufficient to allow the DCO to
fully discharge its obligations upon a
clearing member default, a DCO should
not be required to collect margin
substantially in excess of its obligations
to clearing members in a default
scenario.

The Commission is not modifying the
language of § 39.13(g)(2)(iii) in a manner
that would permit DCOs to set margin
requirements at a lower coverage level
for new and low-volume products, as
recommended by NOCC, or provide for
a lower confidence level subject to
specific Commission authorization, as
suggested by VMAC. In the notice of
proposed rulemaking, the Commission
noted that the 2004 CPSS-I0OSCO
Recommendations stated that “[m]argin
requirements for new and low-volume
products might be set at a lower
coverage level [than the major products
cleared by a CCP] if the potential losses
resulting from such products are
minimal.” 110 However, the CPSS—
IOSCO Consultative Report, which was
issued subsequent to the Commission’s
proposed rules, does not contain similar
language. The Commission believes that
it is prudent to apply the same standard
to all products.

OCC and NYPC encouraged the
Commission to modify its proposal t