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PROCEEDI NGS
(12: 57 p.m)

MR. RADHAKRI SHNAN:  All right. Good
afternoon, and welconme to CFTC s Staff Roundtabl e
on the discussion |Individual Custoner Collateral
Protection. M nane is Ananda Radhankrishan. [|I'm
wth the Division of Clearing and I nternediary
Oversight, and | welcone all of you to the CFTC,
and | appreciate your participation in this
roundt abl e, and, for sone of you, you're doing
doubl e duty because you were here this norning. |
real |y appreciate you spending the day with us.

A couple of rules. This event is being

recorded. A transcript of the proceedings wll be
on our Wb Site. It's a staff roundtable, so, if
we offer any opinions, it'll just be our own, and
wi Il not reflect the opinion of the Conm ssion or

any i ndividual comm ssioner.

'"'mgoing to first go around and have
the CFTC staff introduce thenselves, and then go
around the table and have everybody introduce

t hensel ves.
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1 So, Martin?
2 VMR. VWH TE: I"'mMartin White with the

3 CFTC O fice of General Counsel.

4 MR. WASSERVMAN:  |'m Bob Wasserman in the
5 Di vision of Clearing and I nternediary Oversight.
6 M5. SCHNABEL: Nancy Schnabel, Division

7 of Clearing and Internediary Oversi ght.
8 MR. PRACER Ritchie Prager, Bl ackRock.
9 MR THUM Bill Thum Vanguard Legal

10 Depart nent.

11 MR, KASWELL: Stuart Kaswell with the

12 Managed Funds Associ ati on.

13 MR. HUSTON: Rob Huston representing the
14 Nat i onal Council for Farnmer Cooperatives.
15 MR, SZYCHER: Mark Szycher representing

16 t he General Mdtors Pension Funds.
17 M5. OBRIEN. Edith O Brien representing

18 the FIA from M d obal .

19 M5. BURKE: Maureen Burke, Bank of
20 Anerica, Merrill Lynch, representing FlA
21 MR. ROSEN: Ed Rosen, Cleary CGottlieb,

22 representing FlA
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1 MR. MALOY: David Maloy, Credit Suisse,
2 representing | SDA

3 MR. MAGNUS: Arthur Magnus, JPMorgan,

4 representi ng | SDA.

5 MR MAGUIRE: Hi, |'m Danny Maguire,

6 head of OTC Derivatives R sk at LCH. d ear net.

7 M5. TAYLOR  Kim Taylor, CME O earing.
8 MR. EDMONDS: Chris Ednonds, | CE Trust.
9 MR, WASSERMAN:  Actual ly, one or two
10 nore technol ogy points. |f anyone here at the
11 tabl e has a Bl ackBerry or the |ike, please nake
12 sure to keep it off the table or it'll interfere
13 with the sound. Also, if folks could, as a

14 courtesy, turn your cell phones to buzz rather

15 t han ring.

16 And we are hoping to have Paul Swann of
17 | CE C ear Europe appear on the phone. There may
18 have been a technol ogical difficulty.

19 Paul , are you there?

20 MR. SWANN:  No, Bob, |I'mon the phone.
21 Thank you for introducing ne. | apologize |

22 didn't introduce nyself because you didn't give an
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opportunity for phone-joiners to introduce
t hensel ves.

' m Paul Swann, | CE C ear Europe.

MR. WASSERMAN: Excellent. That
t echnol ogy di d worKk.

Well, thank you, all, for comng. The
| ssue we're confronting here is sonetines referred
to as a fellow custoner problem If a custoner
defaults, who is exposed to the | osses? Now, in
the industry, the first two answers are very
clear; the custonmer hinself and the firmthat is
carrying that custoner. But what happens when the
| oss exceeds that capital? WlIl, we cone to the
question of then who should next bear that |oss?
Is it the fellow custonmers at that firmor the
cl eari nghouse which, the way things are organized,
tends to ultimately nean ot her clearing nenbers.
And, so, on the agenda today, what I'd like to
first do is start out tal king about what the buy
side, the custoner side feels about these issues
and what their concerns are. Then nove on to a

nodel or nodels for addressing that, and then tal k
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about how effective those nodels m ght be and,
very inportantly, what the costs of those nodels
are.

So, without further ado, Richard, if
you'd like to begin.

MR. PRAGER  Thanks, Bob. | nean, |
think the reference point that we choose to start
fromis where we're comng from which is the OIC
mar ket, and while this sonetines turns out to be a
future's discussion, that certainly was not our
intent. Qur intent was to seek on behalf of our
clients to nmaintain the sanme | evel of protection
they now enjoy in the bilateral nmarket if they
choose to enter into a tri-party agreenent to
secure their exposure. So, as we mgrate into
this new, brave world and | ook at Dodd-Frank and
the rationale for adopting the new regul ati on,
whi ch Bl ackRock is strongly in favor of, there is
this one issue here that we're confronting, which,
on behalf of our clients, we think we need to
mai ntain that aspect of the market structure for

this account cl ass.
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So, today, we have an environnment where
not all our clients choose a tri-party, but those
that do have that ability, they understand that
there's increnmental costs associated with that
security, and we contract those costs, we pay that
cost today, and while we do hear a | ot of support
for our concern, we also hear a | ot of concern
about the cost associated with achieving the
segregation. So, in that vain, | think it's
| nportant that when we | ook at what we're seeing
Is this associated cost, we really need to | ook
again at our starting point, which is we know the
cost today of the tri-party arrangenent, and we
think that should be the right benchmark. W al so
want to highlight that there is cost to the new
regul ation, and that the retooling of the entire
OfC market, as we go fromthe unclear to the clear
wor | d, has costs, and it has costs for all
partici pants, and we don't think that these
retooling costs should all be associated with this
one issue that we're highlighting, which is the

need for a segregated account.
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So, really, | think those would be our
openi ng comments, Bob.

MR WASSERVMAN:  Bil |l ?

MR THUM Yes, it's Bill Thum here from
Vanguard, and | think | could echo just about
everything that was said on behal f of Bl ackRock.
Qur concern really relates to the existing
platform and the custoner protections that apply
in the OTC bilateral world and how that wl |l
translate into the cleared world. And while
Vanguard is very supportive of the ains and
obj ecti ves of Dodd-Frank and, indeed, clearing
standardi zed derivatives, our concerns relate to
the protection of the margin that we will be
posting on behalf of our clients and how t hat
margin will be held, and, ultimtely, how that
margin that we will be handled in the event of a
default involving another client of our
derivatives clearing nenber. So, we want to talk
t hrough the differences between the existing state
and the future state, our aimin terns of

achieving a different approach for the cl eared
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derivatives conpared to cleared futures trades,
and then, obviously, talk about the inplications

t hat that woul d have.

MR. KASWELL: | actually have a fornal
statenent. |Is it okay if work through that?
kay, great.

Well, again, I'mStuart Kaswell with the

Managed Funds Associ ation, and we appreciate the
opportunity to be here today, and we hope to
assist the CFTC in inplenenting the Dodd-Frank
Act .

For those of you who don't know, MFA is
the voice of the global alternative investnent
I ndustry. Qur nenbers include the vast nmajority
of the |argest hedge funds in the world, who
manage a substantial portion of the $1.5 trillion
I nvested in absolute return strategies. MA
strongly supports Dodd-Frank's goal s of enhancing
transparency and reducing systemc risk for the
OTC Derivatives Market. It is of utnost
| nportance that the CFTC develop rules for OTC

derivatives in general, and the segregation of
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collateral in particular that woul d enhance the
financial market and maxi m ze custoner protection.

On the issue of segregation, MA favors
the segregation of custonmer initial margin and
separate individual custoner accounts as opposed
to conbi ning custoner assets in an omi bus
segregat ed account.

The failure of Lehman Brothers is a key
exanpl e of why segregation is necessarily. It is
wel | - known that Lehman's custoners lost billions
of dollars, and those custoners include MA
menbers. Losses from Lehman i ncl ude custoners who
had posted margi n that was not segregated.
However, omi bus segregation, while an
| nprovenent, still exposes custoners to
substantial risk of losing their margin.

Custonmers cannot quantify their risks since they
do not know the risk profiles of the FCM s ot her
custoners. There is no way for custoner A to know
whet her custoners B, C, and D are sol vent or
exposure the FCMto risk. Custoners who can't

protect thenselves against risk are less likely to
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I nvest generally and less likely to want central
cl earing.

We appreciate that the CFTC nust take
I nto consideration a range of concerns when
adopting rul es on segregation for cleared swaps.
We respect the CFTC s need to explore fully the
potential benefits and drawbacks of all avail able
segregation options. However, we want to ensure
that all alternatives remain on the table and that
the CFTC does not prematurely elimnate individual
segregation as an option.

We understand that those who favor
omni bus accounts suggest that the cost of
I ndi vi dual accounts, the central clearing party
will be too high, the infrastructure changes wl|
be too conplex, and the inplenmentation will take
too long. W respectfully urge the Conm ssion to
exam ne that view carefully. W also urge the
Comm ssion to consider both direct costs and
external costs, such as the cost of buying CDS
protection to protect against the failure of an

FCM
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As a general matter, our nenbers do not
want to delay the nove to clearing or incur
unr easonabl e costs to obtain the benefits of
I ndi vi dual segregation, but we think those who
oppose the greater protection collateral should
have the burden of proof of show ng why individual
accounts are not practical. |If after careful
review the CFTC determ nes that the cost in
I nfrastructure conplexities of individual
segregation are prohibitive, we are open to
di scussing an alternative nodel that would
optim ze custoner protection, but we think it is
premature to consider |esser alternatives.

For uncl eared swaps, we believe that the
right to individual segregation of custoner
initial margin is essential for effective OIC
derivatives regulation. W respectfully request
that adopting rules related to uncl eared swaps,
the CFTC should clarify two points on the neaning
of segregation with an independent, third-party
cust odi an.

First, we suggest that an affiliate of
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t he deal er counterparty be precluded from serving
as custodian. Second, we recommend that the FCM
segregate collateral in separate, individual
custoner accounts pursuant to contractual,
tri-party agreenents.

Sonme may interpret the segregation
provi sions of Dodd-Frank nore | oosely, permtting
the dealer counterparties affiliates to serve as
custodian. They also inply that a bil ateral
contractual arrangenent solely between the deal er
and counterparty and the custodian is efficient.
Wt hout segregation and an unaffiliated custodi an
or tri-party agreenent, there is no true
segregation fromthe interests of the dealer.
Absent these protections, the deal er nmaintains
exclusive control over its custoners' collateral.

Lastly, we recognize that the Dodd- Frank
Act does not require the CFTC to adopt rules
jointly with the SEC related to segregati on of
collateral. W strongly recomrend that the CFTC
coordinate wth the SEC to ensure that, to the

extent possible, the agencies' rules result in
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consistent, if not identical, outcones.

Thank you for the opportunity. 1'd be
happy to answer questi ons.

MR. WASSERMAN: | just would note that
actually, and even though this roundtable is a
CFTC roundtabl e, on your |ast point, we are
working fairly closely with our coll eagues at the
SEC in di scussing these issues.

Rob?

MR. HUSTON. Thank you very nmuch. MW
name i s Rob Huston. | represent the Nati onal
Counci | for Farnmer Cooperatives. W represent
over 3,000 farner cooperatives in the United
States, with over $116 billion in sales. Roughly
70 percent of the farnmers are associated with a
cooperative. W have over $6 billion in exports,
provi de over about 250,000 jobs in the United
States, with a payroll of about $8 billion a year.

And our concern, and we appreciate the
opportunity to be here today, but it's
specifically related to agricultural swaps, and

our concern is that we're putting the cart before
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the house a little bit. W've had a systemin

pl ace for decades that have allowed for the
collection or margin and don't see an imedi ate
need for change. The cleared agricultural swaps
that are traded today in the form of cal endar
swaps have their place. The majority of the them
are traded in between market hours, on weekends,
and in between the tines that the Chicago Board of
Trade is open or the CME G oup i s open for

busi ness, but, as an aggregator of end-users, in
exchange traded futures and uncl eared swaps
provi de an effective tool for the Anmerican farnmer
to hedge price risk in today's volatile narkets,
and | concur with the statenent from Bl ackRock,
that we're concerned about the costs associ ated
with the new regul ati ons and then how that m ght
effect the Anerican farner.

MR. SZYCHER: (Good afternoon and thank
you. My nane is Mark Szycher, and |'mvice
president in charge of enterprise risk nanagenent,
GM Asset Managenent, representing the GM Pensi on

Funds. My duties include overseeing risk
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managenent of all derivatives activities conducted
on behalf of the GM pension pl ans.

By way of background regardi ng GV
Pensi on Pl ans, the GM plans cover over 650, 000
active and retired workers and their famly
nmenbers, both union as well as sal ari ed enpl oyees
and fornmer enployees. The GM plans distribute in
excess of $7 billion to retirees and to their
surviving spouses. And for many of those retirees
and their surviving spouses, the GM pension
benefits represent the lion's share of their
nonthly incone. |In addition, it's also during
this conversation inportant to bear in mnd that
the GM Pension Funds fall fully subject to ERI SA,
and our principal regulator is the Departnent of
Labor, although, of course, our activities in the
mar kets al so put us in contact with a variety of
ot her regul ators.

As an ERI SA fiduciary, we're held to
what is widely accepted to be the highest standard
of care and the duties of loyalty of any narket

participant. | appreciate the opportunity to
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speak to you today regardi ng our concerns and the
concerns that we share with many plan sponsors
regardi ng the potential |oss of protections that
we enjoy today unless swap clearing nodels are for
certain collateral protection features. And those
features that we enjoy today in our arrangenents

I n the uncl eared or over-the-counter swap markets
i nclude the follow ng: Full segregation of
collateral both fromthe counterparty, as well as
fromother clients of our counterparty. In
addition, an independent, third-party coll ateral
cust odi an who hol ds any posted coll ateral support.
Qur counterparty has no access to the collateral;
that is no access to either reinvest that
collateral or to re-hypothecate it. Furthernore,
the counterparty is required if they are out of
the noney to post collateral support to that
third-party custodian, as well as our doing so as
needed. In addition, the collateral that is held
I's subject to U S. bankruptcy law. And, lastly,
and very inportantly, that we do have certainty as

to the precise quality and the nature of the
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collateral that is posted by either our plans or
to the third-party custodian via the counterparty,
as this is agreed to by ourselves and the
count erparty.

| think the essence of our concerns are
really that, potentially, under sone of the nodels
bei ng di scussed, we could be exposed to two risks
that we're not currently subject to today. The
first risk is the risk of default by another
client of the FCM And, furthernore, default by
the FCM due to poor investnent choices, or,
perhaps, a situation involving an affiliate or a
subsidiary of that FCM And, in doing so, we
recogni ze, and the one of the other panelists
brought up the exanple of Lehman Brothers, and we
can certainly say fromour experience that the
approach that | had described a nonent ago served
us extrenely well and protected our plan assets
agai nst what could have been a very significant
| oss of plan assets upon the Lehman bankruptcy.

In closing, if we're |ooking at the

i ntent of the act to be reducing risk, in essence,
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we are being asked to take on a certain nunber of
risks that, first off, we don't have today, that
we believe for our pension beneficiaries have
absol utely no benefit whatsoever to take that
risk, and, lastly, that we |ack the transparency
to make a busi ness assessnent whet her we woul d
want to take such risks.

Thank you.

MR. WASSERVMAN:. Before we go on to
tal ki ng about nodels, I1'd like to throw it open to
the rest of the table to react or discuss what
we' ve been hearing to this point.

MR MAGNUS: 1'd just like to comment on
one point regardi ng the uncl eared swaps, to just
get that off the table quickly, and that is to
provide a letter to the CFTC outlining its view,
whi ch supported that deal ers shoul d provide the
option to the buy side for a variety of
segregation, including independent tri-party, but
that it should not be required to provided
| ndependent tri-party, and allow the buy side to

choose the nodel that worked best for them given
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the cost of that various nodel. And sone of you
and sone of the buy side clients would chose the

"I ndependent," as you described it, non-affiliate
tri-party relationship, and others woul d
potentially choose affiliate and/or choose ot her
nodel s in between, and we just feel that all those
shoul d be available, and it is fair for the
dealers to have to offer a tri-party and an

I ndependent deal er, but not be required to offer

t hat .

MR. KASWELL: | guess this neans ne,
right? Yes, well, and we appreciate that. |
think we'd say that there should be sone m ni mum
rules of the road here, and that the opportunity
is for a race to the bottomor for people to nake
decisions that mght, in the short-term be
advant ageous, but in the long run, it m ght
j eopardi ze the investors' position. W think that
the tri-party should provide the two features that
we di scussed.

MR. RADHAKRI SHNAN: What kind of rul es

of the road would you have us provide, because |I'm
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not taking a side, but it seens to ne that if, in
a bilateral role, sonebody offers a choice and

| ays out the cost of the choice, or naybe one

| ndependent, here's how nuch it's going to cost.
["'mtrying to understand what the worry is,
because | think what you' re asking is for the
governnent basically to say you nust nandate X or
Y. So, I'd like to know why.

MR, KASWELL: | think it's because we
think that there can be situations where, in the
short-term you might say well, | don't think I
want to pay the higher cost, and that could create
conpetitive advantages in the marketplace. One
firms costs are |lower, and, therefore, it has
conpetitive advantage. But when things get ugly,
that deal may not | ook |ike such a happy bargain
after all, and that we think that the systemis
better served by saying there are sone things --
we say cars have to have seatbelts. W don't say
sone cars can have themand sone can't. W' ve
tried that, sonetines it works, sonetines it

doesn't. | think in this setting, we think that
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the overall financial systemis better served.

MR. RADHAKRI SHNAN:. So, let's get
specific. Wuld you want the CFTC to pronul gate a
rule that would say if the end-user choose
segregation, are we going to give the choice of
segregation or is it going to be mandatory or
bil ateral ?

MR KASWELL: Well, but the bilateral,
we have to give the choice of --

MR. RADHAKRI SHNAN: Ckay. Al right.

So, we give the choice, but the collateral nust be
held in a bank that is now affiliated with a
dealer, right? So, the rule, of course, we cannot
specify which bank it is. WlIl, we already have,
and that it cannot be the bank affiliated with the
dealer. It could be sone other bank.

What kind of rules would we inpose? |'m
just trying to get a sense of would it have to be
a bank where the -- well, we can't use credit
rati ngs anynore because the |aw says you can't do
that, right? Wuld it have to be a m ni num

capital? Wuld it have to be | ocation-specific?

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

25

10

11

12

13

14

15

16

17

18

19

20

21

22

l|"mjust trying to get a sense.

MR, KASWELL: | don't think we got into
that | evel of detail. | think we were just trying
to set out two basic paraneters to sayi ng these
are sort of the mninmuns we think are necessary in
order to make it safe, that if the whole idea is
that it's separate, then the counterparty
shoul dn't be able to touch it and that it's in a
separate place, and separate really should nean
separ at e.

Now, the other factor, and this is sort
of maybe a side benefit, this wll have the
tendency to spread stuff around, and there's sone
advantage in not keeping all the eggs in one
basket. That can create benefits and conpetition
and so on. | understand it can also create
conplexities that you nmay say well, is there
soneone who's available in order for me to find
sonebody el se who really is independent? And that
may get conplicated in sone setting. W'd rather
take that chance than risk that when a situation

gets ugly that, all of a sudden, that coll ateral
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that you thought was there really isn't.

MR THUM It's Bill Thum of Vanguard.
| think, as well, there's an inportant distinction
t hat can be nade between the present bil ateral
derivatives nodel and the existing futures nodel,
and that relates to the issue of |oss
mutual i zation. So, while there can be a nmandate
that a dealer needs to offer segregated tri-party
accounts to hold collateral that's being posted to
cover derivatives positions, bilateral derivatives
positions, the m ssing problem the problemthat
does not exist in the bilateral derivative world
at present is the concept that if another client
of the dealer fails to satisfy its margin
obligations, the margin that's bei ng posted by
another client is not being used to satisfy that
obl i gati on.

So, | think from Vanguard's perspective,
the issue really gets the problem of |oss
mut ual i zation connected wth the futures nodel and
applying that concept to margin being held to

cover exposures related to cleared derivatives.
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MR. RADHAKRI SHNAN: Just to be cl ear
t hough in case people are not clear, the prospect
of a non-defaulting client losing its margin only
will apply if the clearing nenber defaults to the
cl eari nghouse in the custoner origin. And if the
cl eari nghouse chooses the margin, | just want to
make it clear that that's what we're tal king
about, because, otherwise, in a case where the FCM
Is fine and one custoner has defaulted to it, our
seg rules prevent the FCM from usi ng anot her
custoner's seg deposits to cure the other
custoner's default. So, what we're tal ki ng about
right nowis a situation where, and | don't think
It has ever happened. WelIl, has it happened naybe
once?

MR. WASSERMAN:  Yes.

MR. RADHAKRI SHNAN: Maybe once, but
where client defaults to a clearing FCM  That
causes a clearing FCMto default to a DCO, and
CFTC to an Interpretative Letter in 85 said that
the DCO, if it wants to, can attach all of the

collateral of the defaulting FCMto satisfy the
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| 0ss.

MR. PRAGER | nean, from our
perspective, Ananda, we do acknow edge we're
tal ki ng about an extraordi nary event of both a
custoner default and a FCM default, and while we
have the ability to nonitor the FCMto sone
extent; | nmean, we do see financials posted and we
do see there are capital |evels that clearinghouse
has -- we have no visibility to the other
custoners, so, we do acknow edge it's extrene, but
there's no tools available to allow us to risk
manage this, even though it is extrene event. |
nean, it's not inpossible, and there's just no
visibility to the other custoners.

MR. KASWELL: Right, and just as a
footnote to that, | nean, 724 Dodd-Frank says that
you can't use one custoner's noney for another. |
mean, and | understand there are | ater exceptions
In the statute, but the basic prem se that
Congress is setting out here is that each
I ndi vi dual custoner should stand on its own and

t hat one shoul dn't be subsidizing anot her for,
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again, the very reason that he can't check on ny
credit and vice versa. W all ook to the FCMto
do that, and that's not a great position for us to
be able to say oh, well, we can | ook out for
ourselves here. W really can't.

MR. ROSEN. Thank you. First, | want to
want to defend the dignity of this fine
comm ssion. Just to point out that the custoner
| oses that occurred in Lehman didn't occur on
Anerican soil. The reginme that the CFTC
adm ni stered worked very well for the protection
of custoners. It is inpossible not to be
synpathetic to the position of any fiduciary who
wants to mnimze the circunstances in which their
beneficiaries mght incur |osses. It's just
| npossi ble not to be synpathetic to that, but |
t hi nk we have all |earned from experience you
cannot elimnate risk, you can transfer it, and if
you're transferring it, the question is: To where
Is it being transferred, what are the scenarios in
which it will manifest itself, and what are the

ramfications of that? And |I think you can't
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I gnore that part of the costs, and | think it also
expands the constituencies that we ultimately need
to think about in evaluating the risks and the
benefits and the costs of changing the structure
of this regine, and we can cone back to that a
little bit |ater because this agency is charged
not with protecting us or you or the clearinghouse
or other clearing nenbers, this agency is charged
With protecting the public interest. And, under
certain scenarios, it is the public that | think
could be affected by the judgnents that we nake
her e today.

The one thing I do think, there's both
an anal ogy to the OCC market that | think shoul d
be drawn, and | think a limtation to the anal ogy
fromthe bilateral transacting in swaps to the
cl eari nghouse, and that is it is true that you
don't have visibility into the other custoners of
an FCM but when you deal bilaterally with a swap
deal er, you accept the credit risk of transacting
wth the swap deal er, and the swap dealer's credit

worthiness is a function of other unrel ated
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transactions with a panoply of other custoners
that can present credit risk for the
cl eari nghouse. So, |'mnot sure there's such a
paradigmshift in the credit risk evaluation that
| arge, institutional custoners are confronted with
in the context of clearing swaps.

| think the other paraneter to the
anal ogy that needs to be drawn on the other hand
Is that there's a difference between the risk of
| oss that arises in a single bilateral
rel ati onship where you can protect your assets to
a segregation of the independent anobunt quite
effectively and immunize it, but in the bilateral
context, you don't have the cross pollination of
ri sk, and what everybody regards as a hel pful risk
di versification nmechanismin terns of
nmut ual i zation of risk and a cl eari nghouse becones
a risk concentrating factor in extrene
ci rcunstances, which, as you say, Ritchie, and I
think you're right, those are the scenarios that
we are tal king about, and | think when we tal k

about costs and constituencies, we have to think
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about the other end of that spectrum because |
think it really is quite consequential at the end
of the day, and | think others can speak to a sort
of quantitative costs and benefits, but what |I'm
concerned about is that Congress has just adopted
a statute whose principal purpose is to mtigate
systemc risk, and nmy fear is that in the worst
scenario, this proposal wll have exactly the
opposite effect.

MR. WASSERMAN: Ckay, at this point,
let's start tal king about nodels. The issue has
conme up. And it seens to ne two have already been
mentioned. One, as Rob nentioned, is the current
systemthat we're operating under, that on the
future side, and one that | think is likely to
continue on the future side, even past any
| mredi ate proposals, and under that system of
course, there is the collateral is handled in an
ommi bus manner, and the risk is managed in an
ommi bus manner, and, so, in the event of a default
in a custonmer account, it has to be the

cl eari nghouse has every right to | ook at the
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entire omibus collateral to protect itself, and,
I ndeed, that's how it risk manages. Although, to
a certain extent, | think clearinghouses already
do | ook at the account level. They are in a |egal
sense and a formal sense, they only know the
omi bus. And that is the current system

Anot her system as was poi nted out by
Stuart and Mark is one could have conpl ete
I ndi vi dual segregation, and that would essentially
go up the line, it would sonmewhat nore
adm ni stratively conplex, as essentially the
custonmer would post their collateral at the
broker. That collateral would have to be going to
the cl earinghouse in essentially an identified sub
account and keep separately, and, thus, there
woul d be quite a ot nore in the way of
transactions as things nove day by day, and, of
course, in the cleared world, everything is done
at | east once a day, frequently tw ce a day, and,
I ndeed, in extrene circunstances, perhaps, even
nore, and one would need to nonitor and reconcile

all those transacti ons.
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| want to nmention a third nodel, and
this is the nodel that staff here have been
wor ki ng on, which is an attenpt to sort of
navi gate between the two. Actually, before | do
that, | do want to talk a little bit about an
under st andi ng of the statute because, as soneone
nmenti oned, the statute does say you cannot use one
custoner's collateral to nmargin guarantee or
secure anyone else's positions. It also says that
you' re not supposed to conmm ngle these funds.
There is an exception with respect to conmm ngli ng,
and it says well, for convenience, the property of
swaps custoners collectively, | nean, plural that
Is to say, may for conveni ence be conmm ngl ed and
deposited in the sane account or accounts with a
bank or trust conpany or with a DCO.  There's
nothing in that exception that says and al so you
can use one custoner's noney to margi n guarantee
or secure another's positions. And, so, given
this perm ssion for commngling, we're trying to
be, | think, faithful to the statute both in terns

of protecting custoners, one from anot her,
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permtting comm ngling, and, as was alluded to,
there are sone costs, and I'msure we'll be
getting into discussing that |ater on.

So, let ne tell you about this approach.
The idea would be, first off, one change. Ri ght
now, we have, in sone cases, firnms, carrying
custoners post collateral on a gross basis, in
sonme cases, it's on a net basis, in sone cases,
It's on a sonewhat nodified gross basis. |In order
for this to work, it would have to be gross basis
strictly for all custoners and for all
cl eari nghouses and for all sources. | wll note
that sonme of ny coll eagues have been | ooki ng at
that for reasons separate from custoner
protection, and, so, the cost of that may arguably
not be part of the costs of this initiative, but
we'll |eave that off to the side.

Ri ght now, cl earinghouses, to a certain
extent, know custoner exposures through |arge
trader and have sonme very excellent systens that
are used to nonitor that information. However,

under this approach, every day every clearing
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menber woul d need to send up to the clearinghouse
I nformati on on each custoner's portfolio positions
or rights and obligations at that clearinghouse.
And, so, if | aman FCM and | have 132 custoners,

| would be sending up information on the portfolio
of custoner 1 and customer 2 and so on, down to
132. Fromthat information, one can cal cul ate
that that array of positions, what the required
collateral is for that set of positions. And the
anmount of custoner collateral that I, of ICM
woul d have to have on behalf of the custoner
account up at the clearinghouse is the sum of
those 132 cal culations. The FCM woul d post that
collateral just as it does today. |In other words,
right now, collateral is not identified with very
limted exceptions and not really applicable here.
It's not identified to a particul ar custoner.

Now, the firm m ght owe the custoner back that

coll ateral when he or she asks for it, but in
ternms of where that collateral can be put, | could
have a custoner whose positions are all on CM,

but | send their collateral up to LCH That's
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perfectly fine, and, so, that would not change,
and one would not, therefore, need to keep track
of the collateral on a custoner-by-custoner basis.
The place where I'mgoing on that is what the
custoner is entitled to in the event of an
I nsol vency is not the specific collateral; it's
the value, and what we're | ooking at here is that
the value of the collateral for that set of
positions is what the clearinghouse would be
| ooking at for each custoner. So, all of this
woul d be going on just as it does today.

Now, in the event of a default by the
FCM and t he custoner account, the clearinghouse
woul d then be required to treat each custoner
separately. And, so, they would be allocating to
each custoner the dollar value of the collateral
that's associated with their position that they've
been i nfornmed of. The clearinghouse then would be
able to | ook at each set of collateral. And, so,
for instance, if | have custoners 1 and 2, each of
whom has a collateral of $1 mllion up, custoner

1, his position has |ost $50,000. Customer 2, her
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position has lost $3 million. Under the present
system the cl earinghouse would take $2 mllion
and then $1 nmillion woul d go down, $1, 050, 000
woul d go down the waterfall. Under this proposal,
custonmer 1 would be entitled to that $950, 000
back. Custoner 2, of course, has lost all of his,
and he's looking forward to |awsuits. The

cl eari nghouse then woul d have the opportunity if
they so chose to transfer each custoner's potions
and the associated collateral to a willing
transferee. However, the clearinghouse wll have,
must have the unfettered right to |liquidate
positions if they believe that is what's in their
best interest. | nean, renenber, what we would be
dealing with here is a case where up until then,
each of the custoners is backed by the credit of
the clearing nenber. At this point, by
assunption, the clearing nenber has defaulted,
and, so, the clearinghouse may be of the opinion
things are sinply too risky here, 1'mgoing to
just |iquidate base or they may want to work with

things and try and transfer the positions. 1In the
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event that there were no transfer, the
cl eari nghouse woul d then be sendi ng the noney back
to the trustee for distribution. So, the custoner
t hen woul d have their claimagainst the FCM estate
just |like today except in the event there has been
a transfer, it would be adjusted for the fact that
the value that was transferred for the custoner.

Now, that's not to say there's no
difference in operations, and | think we'll get
nore into this, but I would just sinply nention,
ri ght now, clearinghouses already have sone vision
I nto custoners, and certainly cl earinghouses
nonitor their nmenbers on an intraday basis. One
m ght expect that such nonitoring would becone
sonmewhat sharper, but that is not sonething that
we're looking at in these rules, but rather would
be | eaving to the discretion of the clearinghouse
as part of their risk managenent approach.

Throw it open.

MR. PRAGER: | don't know if you naned
the third option, but we think of it as maybe

| egal |y segregated and operationally commngled is
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I f we understand what you're suggesting. So, |
mean, from our perspective, having thought about
this and discussed it a lot, we're very
synpathetic to the operationally onerous
environnent of Frank to maintain both legally
separate and operationally separate. | nean, that
sounds |i ke nost people's nightmares. So, we are
synpathetic to that concern comng fromthe FCMVs
and fromthe clearinghouses. So, we think that it
Is potentially an elegant solution to nmaintain
that | egal segregation, while having an
admnistratively easier life of operationally
keepi ng things comm ngled, it obviously sounds
very consistent wwth the statute, as you
explained, as well. | think it will potentially
have to put an asterisk there in | ooking at the
val ue aspect to nmake sure there m ght have to be
sone ring fencing or rules around the investnent
of collateral just to make sure that when it cones
to value, we do the best we can to naintain the
value in case there had to be a liquidation. But

| think that this idea does have nerit, and at
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| east from our perspective, gives us that | egal
certainty of segregation that we would have the
visibility to what is ours, so to speak.

MR. WASSERMAN:  Ki nf?

M5. TAYLOR Thank you. | wanted to
first just put alittle bit nore framework around
what we're tal king about because | think, although
| agree with Ed, that |I'mvery synpathetic to the
position that fiduciaries are in in providi ng what
t hey woul d consider to be the optinmal protection
for their clients, I do want to encourage us to be
t hi nki ng about this problemin the overall context
in which it occurs, and it seens that we're very
focused on one el enent of the custoner protections
that exist in the listed derivatives (inaudible)
now and are presuned to be existing in
over-the-counter cleared derivatives world goi ng
forward, and that is the pool ed segregation, but
there are a lot of other elenents that are part of
the overall custoner protection nechani smthat
have collectively contributed to a very good

outcone for custoners over a very |long period of
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time, and that's the conbination of kind of the
menber shi p standards and the ongoi ng financi al
surveill ance that cl earinghouses perform over
their clearing nenbers. It includes the

surveill ance and requirenents that the CFTC has
over cl earinghouses to ensure that the financial
surveillances is adequate. It includes the

al ignnment of interests of everyone in the industry
to care about the risk managenent infrastructure
in the industry, and that is sonething that | fear
we lose if we make it too easy for a client to
step away from having any risk whatsoever to what
happens at its clearing nenber. So, that right
now, clients have an interest in making sure that
t hey choose a financially-sound FCM FCMs have an
i nterest in providing financially-sound, good
capital base, good service and good ri sk
managenent so that they can attract sophisticated
clients, and the clearinghouses have an alignnent
of interest in making sure that the clearing
menbers are soundly nmanaged.

And then there's al so the bankruptcy
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regi me here and the way that the regul ators
operate within that bankruptcy regine |leads to a
situation where, as |'ve nentioned, Lehman's
parent went bankrupt and no U S. Custoners that
were subject to this custoner protection regine
were at any risk.

So, | don't want us to | ook at just the
one elenent in isolation, but if we are | ooking at
the one elenent, sonme of the comments that Ritchie
mentioned in his opening statenent involved the
fact that, even in the over- the-counter world,
not all of your clients are willing to bear the
costs associated with getting this increnental
protection that sone of them find val uabl e of
havi ng their assets conpletely segregated fromthe
risk of any loss, and |I'mwondering if there's an
option for us to have anot her nodel under
di scussi on here which would include a regi ne where
clients could opt to have the extra protection and
bear the extra cost of that in the cleared world
wi thout forcing all clients to bear the collective

costs of having a regine where that had to be
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provi ded for every account.

MR. WASSERMVAN: | nean, clearly, we
shoul d be putting other options on the table as we
have them W may talk a little bit about those
costs |ater and how that actually works. | guess
| would ask one thing: As between Richard and
yourself, who's in a better position to |ook at an
FCM cl eari ng nenber and determ ne what the risks
are of that FCM cl eari ng nenber?

M5. TAYLOR | think wth nost of the
clearing nenbers, that this type of custoner would
be using, very likely, their public conpanies, and
there's a ot of publicly-available information.
| think the clearinghouse has an advantage in
being able to see the actual books and records, we
have regul atory authority to observe the control
envi ronment and we can take actions if we find
deficiencies. So, we're in a better position in
t hat respect, however, any one clearinghouse is
not in kind of an omificent position about what
the risks are to the clearing nenber because | see

t he custoner exposures that faced ne and the
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products that | cleared. | don't see the custoner
exposures directly in the products that face
Chris. So, the clearinghouses collectively are in
a better position, and any one cl earinghouse is in
a better position than any one custoner to get
access to certain information. But | wonder if a
way to help alleviate sone of the concern m ght be
to find sone type of mddle ground where there is
a better disclosure environnent, and does that
hel p all eviate sone of the concerns that your
clients have as opposed to noving all the way to
I ndi vi dual , physically-segregated client accounts?
MR. PRAGER. | nean, | just see that as
that reginme transferring the burden, the due
diligence burden onto the fiduciary to then
conduct a due diligence of every client you have,
and we'd have the sane questions you have of do we
see their overall exposures to the systen? So,
and that's not what we do for a living, is to | ook
at your other clients' market positions and access
suitability and concentration and ot her things.

So, | think you were right to highlight that you
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have an advantage to see that, where, | don't

know. |'ll ask ny buy side colleagues if they see
it differently, but I don't think we'd have the
tools to do that diligence.

MR. KASWELL: One of the issues on the
proposal, if there's still on bucket of
collateral, even if it's legally in pieces, that
still creates a problemin the event of
I nsol vency, and, again, we all understand we're
tal ki ng about renote circunstances, but we all
| earned in the weekend in Septenber a couple of
years ago that renote circunstances soneti nes
happen. And that if the collateral at the central
clearer is still in one bucket, that neans that if
custoner A wants to pick up and take its marbles
out of that bucket and go sonepl ace else, it may
be very difficult for it to do so. And | think
unl ess you solve that, and | don't know how to
sol ve that problemw thout having separate
bucket s.

MR, WASSERMAN: Let ne answer that

point. As | see it, there are three major sources
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of loss to an FCM s custoner account. One of
those is fraud defal cati on operational problens.

| think those are present in any system and then
you have the choice, as we had in the Lehman case
in the UK , of saying well, whoever was the

unl ucky fell ow whose account was insufficient,
that's who | oses, or you can socialize that I
guess I'minclined to the latter, but that,
obviously, folks mght differ.

The second source of loss is essentially
| oss in value. Now, we have, as you know, under
our Rule 125, restrictions on the investnents of
custoner funds. | think other colleagues are
wor ki ng on sone changes to that, and | think one
m ght see changes to a 125 in the near future.
But, again, that is sort of a generic issue.

The third is fellow custoner risk, and
what | think we're doing here is addressing that
one, and, so, it seens to ne the first two are
nore i nherently socialized because watch out, if
you don't socialize them yours m ght be the

account which the thief took.
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So, | think that's the answer there.

MR. EDMONDS: To Kims point, it still a
limted view, right? | nean, it's still alimted
view even if that duty of care were to cone to the
I ndi vi dual cl earinghouses at that point in tine.

It mght be that you, the regul ator, have better

I nsi ght on that because of the overarching you
have. | nean, we're not going to share

I nformati on necessarily like that and say hey, how
Is FCM 123 doing on that point? | nean, it
becones very problematic, as Kimwas pointing out,
because we still have a limted view of how we
coul d get there.

MR. WASSERVAN:. | would note two things.
| nmean, first, there is sone sharing of
i nformation, for instance, currently with the
Joint Audit Committee. |In fact, information about
FCMs is shared between exchanges and
cl eari nghouses and the |i ke, but, nore broadly,
you have a couple of things going on. [In addition
to the fact that neither of you has perfect

information, | think it may well be the case that
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t he cl eari nghouses have nmuch better infornmation
that's partly structural in the sense that you
guys can ask about fellow custoners and get

I nformati on, not only see information, but you can
ask your nenbers, given the supervisory supervised
rel ati onshi p between you and them

Two, there's a concentration of
expertise. You folks are their clearinghouse, the
ri sk managenent fol ks are in that business, and,
so, both froman efficiency standpoint, who's
better at this, a dozen cl earinghouses or 12, 000
custoners? It's fewer tines being done and a
concentration of expertise.

M5. TAYLOR | would actually chall enge
where the concentration of expertise in this
particular regard lies, | think is actually nostly
with the FCMs thensel ves or the clearing nenbers
thenselves if we're tal king about custoner due
dil i gence, because they're the people performng
the detailed custoner due diligence, they' re the
peopl e perform ng the detail ed custoner |evel of

ri sk managenent, and we are making sure that there
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Is a certain | evel of surveillance and a certain
| evel of adequacy of their controlled
environnents, but, actually, the best experts
about the financial adequacy of any one client's
financial position is actually the FCMs nore so
t han the cl eari nghouses.

MR. WASSERVAN:. I'msorry if | m sspoke,
what | nean is in |looking at the FCM | nean, the
FCMis going to be |looking at --

M5. TAYLOR Right. kay.

MR. WASSERMAN:  And that's true. You
fol ks supervise themin doing that, but in
determ ning whether the FCMis |ikely doing a good
job of that and is likely to survive that between
t he custoners and yoursel ves, |ooking at the FCMs,
| think you all are in the better position.

M5. TAYLOR | would agree that we're in
a better position than the clients to understand
the picture of how the FCMis doi ng.

MR. RADHAKRI SHNAN: Danny, go ahead.

MR. MAGUIRE: Hi, Danny Maguire,

LCH. C ear net here.
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| mean, from LCH s position on this,
we're supportive of client choice around this.
Qur primary objective here is, regardless of the
di fferent account structures, to ensure that we
al ways have our risk exposure neasured and
covered, and that's really our prinmary goal here,
and it's head of risk, that's what | think about
every single day. That's regardless of the actual
account structure that we're tal king about here.
| expect on either gross omni bus accounts, under a
segregated account, regardless of the different
flavors or structure that we talk about, | need to
be able to see through the FCM and down to the
client to see not the credit risk, which is |
t hi nk what we're tal king about here, but the
mar ket risk of every single client, because, at
sone point, as a CCP, as a head of risk, | wll be
potentially in this horrible, double default
scenari o, on the hook to actually close out that
position, and this is closing out potentially 10,
20, 30, 40, 50-year risk on OIC derivatives. So,

| think any CCP needs to be able to see the narket
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risk at that |evel, and, |ikew se, any FCM needs
to be able to see that.

In terns of the responsibility for
credit risk on the client side, that's absolutely
the FCM s responsibility and primary
responsi bility because they hold the primry
counterparty exposure and client risk. W only
pick that up if the FCM goes down.

So, | think we need to nake a
di stinction here between market risk and really
credit risk. Market risk for the clearinghouse,
absolutely, we need to see that all the way
through. Credit risk, | think, primarily, that is
t he FCM

MR. RADHAKRI SHNAN: | think it'd be
useful --

MR SWANN: -- if pay would be invol ved.

MR. RADHAKRI SHNAN: Ch, is that Paul ?

SPEAKER:  Paul ?

MR. RADHAKRI SHNAN: Paul, did you want
to say sonet hi ng?

MR. SWANN:  Yes, if | could, and ny

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

53

10

11

12

13

14

15

16

17

18

19

20

21

22

apologies. It's always difficult to do these
t hi ngs when you're joining --

MR. RADHAKRI SHNAN: Paul, can you speak
up because we really can't hear you quite well?

MR. SWANN:  Can you hear that better?
Can you hear better?

MR. RADHAKRI SHNAN: Just sonewhat, yes.

MR. SWANN:  Thank you. M apol ogies for
cutting fromover the phone. It's always
difficult when you're outside of the room but I
just wanted to pick up on a point Danny was naki ng
in relation to | ooking through to the custoner
| evel is the root of individual segregated
accounts was to be pronul gated. Actually, the
area that | think we should explore further during
this discussion is what does that do in terns of
the contractual relationships that currently exist
between the central counterparty, the FCM and the
FCM and the end-users of the products? And, in
particular, in relation to the broader
responsibilities market internediaries currently

have in relation to other |egislation such as
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anti-noney-| aundering responsibilities or know
your custoner responsibilities. At the nonent,
the systemis designed to ensure that there are a
nunber of layers in the systemthat are ensuring
conpliance with those legislations. |It's not
clear, I think, in an environnment where there's a
direct recognition at the central counterparty

| evel of individual custoners as to where that
responsibility lies in the future.

MR. RADHAKRI SHNAN: | think that's a
good question, and | think the question that's
bei ng asked is: Are we replacing the |egal
rel ati onship that now exists? The future
(i naudi ble) legal relationship, the privity of
contract is between the custoner and the firmon
one hand, and then between the clearing nenber and
t he DCO on the other hand, because | think all
DCOs have rules of disclaimany privity between
t hensel ves and the end custoner, if that's fair to
say. So, Paul is that sort of what the crux is of
your question, which is: |If we go to this nodel,

are we sonehow di spl acing that?
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MR. SWANN:  Yes, absolutely. | think
the crux really is firstly, are we displacing it?
If so, how are we displacing it? And then as wth
the third piece is: Wat are the fiduciary and
| egal responsibilities of the central counterparty
i n that new contractual nodel, assum ng the
di scl osure at least inplies sone responsibility.

M5. TAYLOR | nean, it is very hard to
have a position or a thought around what would be
the outcone of that when we don't know yet what
the target is, what the end result is, but | think
we had been approaching this wth the assunption
that this would still be an internedi ated
transacti on between the cl eari nghouse and the
cl earing nenber acting as agent for a now nore
di scl osed principal rather than acting for an
undi scl osed principal as it operates now.

MR, RADHAKRI SHNAN: Can we get a sense
of cost because there's no free lunch, right? So,
| would Iike to know from everybody what the costs
are because | think that nmay then drive us to

whi ch nodel works because a couple of nobdel s have
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been fl oated. Bob floated sonme nodels, Kim
fl oated a new nodel, which is choice. So,
perhaps, the firns and the DCOs could tell us --
MR. PRAGER  Maybe one thing, just to
reshape the question slightly, and we have
experience at the table. So, we hear |ots of
costs, and, as | said in ny opening conments,
we' re concerned that they're becom ng kitchen sink
costs as the entire retooling of the systemis
being put on this particular issue. But when the
deal er community who's been clearing for a decade
chose a nodel, they actually a segregated account
nodel, and | presune in their analysis that they
cane up with a cost effective way to do that. So,
maybe | don't know if | could put you on the spot,
Dan. Com ng fromthat background, and I
appreciate that's not an FCM nodel, that's not the
statute as it's witten today, but there's
experience there we can learn from So, |'mjust
curious to see. That clearly was a cost effective
nodel if the dealer community, and you have

several hundred trillion of notional outstanding.
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So, they nmust have found a cost-effective way to
do that.

MR. MAGUIRE: Yes. So, hi, Dan Maguire
here again formLCH Cearnet. So, | think there's
two ways of splitting the costs here. The first
one is really the operational and the
I nfrastructure setup of this. Really, wthout
trying to cast over that, | think any FCM or
client or any entity that's transacting in these
type of financial instrunents needs to have the
rel evant know edge, trading expertise, risk
expertise, technol ogy, operations, et cetera, to
be able to handl e these kinds of transactions
because, ultimately on the FCM side, they could
own a client position as a client goes delinquent,
so, they should be able to get out of that
position, and, |ikew se, the CCP could own that
position froman FCM st andpoi nt.

So, | think sone of those costs are
really just the cost of doing business in OIC
derivatives. So, if | just part those for now and

really tal k about the real cost that people talk
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about, which is really around default funds,
mut ual i zed costs, and the initial margin cost, |
think that's generally what people refer to as
costs on this.

| see themas to | eave us basically.
When |'m quantifying risk, the quantumon a risk
exposure of either a segregated or a ommi bus
account or other things on that, as long as we're
tal king on a gross basis, which to Bob's point
earlier, | think we're talking in that realm
today. There's different ways you can cut this.
The LCH nodel that we built over 10 years, which,
to Ritchie's point currently to give sone flavor
that's across 14 currencies, is out of 50
immaturity. It's $250 trillion worth of
notionals, so, it's big size, and it worked during
Lehman. The whol e underlying prem se behind this
I s defaulter pays. That's the whol e underlying
prem se where we started in 1999 through to today.

And how does that work? In the first
I nstance, it neans that the bar is relatively high

in terns of the initial margin costs because we
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see the market risk exposure and the antici pated
amounts of time and risk that we have to cl ose out
during the default event. So, we spend our tine
nodel i ng and considering what is the closeout's
time in this, what is the notional (inaudible) in
the market, cone and actually get out of these
concentrated risk positions? And, on top of that
initial margin, we may find that there are
posi tions which are heavily concentrated in a
liquid or less liquid maturity. So, we also have
market risk nultipliers on top of that to factor
in this concentration risk. So, the first thing
we always do is |ook at every single individual
cl earing nenber and we | ook at the specific risk
and whet her we can actually close it out under the
assunptions of our margin nodel. And | think the
key point on the margin nodel is we have a worse
case loss. W |ook at a five-year history, and we
take the worst case | oss over a given hol ding
peri od.

So, that neans in the first instance,

that the bar is relatively high for each
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I ndi vidual clearing nenber. 1It's the sane for
each, but it's a high nunber, so, it neans the
| i keli hood of going through that initial margin
and into the waterfall, be it client funds, nenber
funds, the whole waterfall and LCH s capital is
reduced.

To give sone flavor for that, Septenber
15, 2008, we tal ked about Lehman quite a bit. W
closed that out. | was there closing that
position out, and that was a $9 trillion position.
It was 5 currencies, and it was 66, 000 open
positions and trades that we had. W cl osed that
position out within the deal er markets.
Qoviously, it's very dealer-centric in the first
I nstance, but we closed that out, and we wote it
35 to 40 percent of the initial margin held by
Lehman. So, what | neant is that none of the
| osses that were incurred were nutualized in any
way or passed on to anybody else within the
cl eari nghouse. So, | guess proven to work by
havi ng that high confidence interval in that

mar gi n approach is the first thing. And then the
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other lever is the nore nutualized part, which is
the default fund. | think there's many ways to
coagul ate a default fund, but, really, generally,
it's the stress, |losses, the extrene scenari 0s,
detailed risk that goes over the initial margin,
and that's held. Unlike every DCO, Iike
ourselves, we're doing that on a daily basis.

W' re using historical scenarios and theoretical
scenarios to stress that and | ook at different
events that could happen. But what we find in our
exi sting nodel today is we have a nuch | arger
initial margin pool, albeit to a point, to use a
phrase we're using here today, segregated because
there's no commngling at that initial margin, but
we have a smaller default fund because the
majority of the risks are covered in the margin
rat her than nutualized the default fund.

So, that's the nodel. That's just a
statenent of fact. That's the nodel we arrived on
over the period over the last 10, 11 years for the
OTC derivatives side.

MR RADHAKRI SHNAN: Let's get the FCMs
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to describe for us that, right now, you have a
particul ar nodel, which is the omi bus nodel, and
let's say we were going to nove to a nodel where
there is individual client segregation at the

cl earinghouse level. So, |I'd like to know what's
i nvolved in that, and what the costs are, what the
conplexities are.

M5. BURKE: Sure, this is Maureen Burke
from Bank of Anmerica, Merrill Lynch, once again,
representing FlA

But we did do quite a bit of work as an
| ndustry, and just working wth your first
proposal here, Ananda, |'m staying focused on
that. We did look at what it entailed to --
because the industry as a whole is 100 percent
synpathetic to protecting custoner funds. That's
paranmount. | nean, the whole structure that's set
up is set up to protect custoner funds. The
safeguards that are in the systemthat we have set
out that have worked are there to protect custoner
funds, and if we can | ook to enhance them we

shoul d do that because understood that you're
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noving into a world where you may not have had to
post any nargin.

So, there's going to be a cost, a
posting margi n, nunber one, and if that had been
held in third party, you may have felt nore
protected, but the intent in Dodd-Frank was to
reduce systemc risk. So, we did do quite a bit
of work, and | have to tell you there were a | ot
of heads that went down and put pen to paper and
di d an enornous anount of work when he first cane
down and net with Bob here in D.C., to | ook at
I ndi vi dual segq.

What it does operationally, it
exponentially increases the anpbunt of accounts
that a clearing firmwould carry, as you coul d
guess, because there is nultiple accounts that
even in a Bl ackRock rel ationship, you'd have to
segregate down to the underlying account owner in
a true individual seg. So, we ran through sone
nunbers, we | ooked at the anpunt of accounts that
woul d have to be opened up out on the street. You

got to start right fromthe clearing firmas the
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begi nni ng part because if you're really trying to
protect, you have to start going fromthe clearing
firm the funds being directed into the clearing
firm and then noving along those funds to the

cl eari nghouse and working with the nultiple margin
calls that we work with today.

W woul d have to increase our staff by a
great level, and that's of course we can do that.
We projected out costs on how nmuch it would cost,
just wire transfer cost, receive and deliver fees,
and in many, many clearing firnms, the funds don't
cone directly into the sane account where you're
going to send themto for the margi n requirenent.
So, you have the funds comng into a depository
account, noving each cash or securities or
cust odi al account, and then they need to get wred
out twice a day, today in the futures nodel, where
we get two margin calls that are sent out to the
cl eari nghouse, and, in many instances, we nay,
where in volatile periods, receive other calls.

So, today, we do that in totality, |ook at our

total amount of margin obligations of the custoner
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I n-house and neet those nmargin calls.

The multiples, we actually have sone
nunbers here, but it went from | think, nmultiples
for 1 account, 1 client trading on 3 different
exchanges where we woul d have maybe 10 accounts
went to 80 accounts, and you take and you nultiply
that out to the nunber of accounts that you
actually have for all your individual clients. It
makes it operationally burdensone, and concern,
are we creating nore prone to error operations,
prone to error? | nean, we would have to trace
back a particular security that is sent from each
client and make sure that we're sending it to the
exchange that they're clearing on, clearinghouse
because the clients cone in, they trade on
mul ti pl e cl eari nghouses that cone into the
custoner seg pool. You need to direct it to the
trade that they're doing on that particular day to
know where the underlying trade resides and where
can we send this security? Today, we |look at it
In total because it's a total seg pool.

The estinmate that we went through, and
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this isn't a full-blown estimate, for a size of a
firmlike Bank of America, Merrill Lynch, it woul d
be $75 mllion to $100 million increnmental cost on
the yearly basis to open the accounts, receive and
deliver fees, the wred transfer fees. W would
have to performdaily segregati on conputations
because if you're now going to start with
I ndi vi dual seg, you will have to produce a seg
conputation to ensure that what we have in froma
particular client is segregated appropriately.
We' d have the cl eari nghouse who woul d extend the
burden out to the clearinghouse. The staff that
t hey have at the clearinghouse would have to
I ncrease because they're either going to have the
sane requirenent. It's not just on our books and
records. The cl earinghouse is going to have to
have a simlar nultiple of expansion in their
staff to support this.

We support full custoner protection.
The question is: Wat's the cost and where is
that cost going to be borne? It's going to have

to be borne by the industry as a whole, and we can
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| ook at there's three different proposals, Ananda
and Bob, that you've put out here is, one, you
have the nodel we have today. W can talk to
everything that's there; potentially enhance sone
of those protections that we have, enhance sone of
t he safeguards from what we would potentially have
to put in place.

W have the margin grace period today
that if aclient's in deficit, $1, if their
account liquidates to a deficit $1 that we haven't
col l ected, any new trace that they put on that we
haven't collected, it's 100 percent charge agai nst
capital. They have an initial margin. There's a
grace period of four days, and | understand
| ooking at it going into the OIC space, that's
going to potentially be | ooked at. |Is that an
appropriate grace period for CDS at this stage,
and it'd be down to one for initial end, and the
deficits, if you don't collect it wthin one day.
But what's paranount is that the initial margins
are set appropriately. That's our first |ine of

defense in any structure that we set up, even in
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an individual seg, if it's structure, if the
margins aren't set appropriately, that puts risk
into the system and proper risk nmanagenent and
nmonitoring of the margin calls.

MR. RADHAKRI SHNAN:. So, you raise a good
poi nt because, right now, a clearinghouse issues a
call fromIMin the custoner origin, you just pay,
right? The firmpays it. You have no choice, you
have to pay it.

M5. BURKE: Correct.

MR. RADHAKRI SHNAN: But, in nost cases,
It's a pass on, and what it is you get fromthe
custoners, but, in sone cases, you fund --

M5. BURKE: [t's our own capital.

MR. RADHAKRI SHNAN:  You fund --

M5. BURKE: But we're neeting that.

MR. RADHAKRI SHNAN:  You're funding it,
right. R ght.

M5. BURKE: We're neeting that margin
call on trade. W' re neeting.

MR, RADHAKRI SHNAN: Because you may not

have collected it fromthe client.
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M5. BURKE: Correct.

MR. RADHAKRI SHNAN: And the Joint Audit
Comm ttee always gives you four days to coll ect
It, and otherw se, there's a capital charge. So,
If we go to a world where there is individual
segregation, it could nean one or tw things. It
could nean that you have no nore grace periods
anynore, right? You collect right away from your
custoner and you pass it on, or you're actually
passi ng on your own noney, and it's being called
custoner noney at the clearinghouse. |[|s that
possi bl e?

M5. BURKE: That is exactly what is
happeni ng.

MR. RADHAKRI SHNAN: That's what happens
now?

M5. BURKE: Yes. | nean, that's exactly
what we have. W went through a whole flow of the
timng and flow of funds. Trade date. There's
direct debit authority against our bank accounts.
The FCVMs have their own capital sitting in

segregat ed bank accounts. There's a prohibition.
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You have a continual requirenent to ensure that
you're fully segregated at all tines. |It's not a
| ook back, and there is not a cure period for
this. So, we have to ensure at any point in tine
when we have a direct debit against our bank
account that we were able to cover that, that
we're not using one custoner's funds to neet
anot her custoner's obligations. And all the big
FCMs and even smaller FCMs, in order to ensure
that that is the case, they have to have sone of
their firmcapital in the segregated bank account,
and the next day, this is for the safeguards that
are in place, a conputation has to be prepared by
12: 00 p.m the next day to prove that the anount
of your obligations out to all of your clients
that they were fully segregated, and if there's
any seg deficiencies, a reportable violation that
needs to be reported i medi ately.

MR. WASSERMAN: Maureen, | just want to
clarify one thing.

M5. BURKE: Yes.

MR. WASSERMAN:  And t hen maybe keep you
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on the spot for a few nore mnutes. Wat you' ve
been tal ki ng about for the past couple of m nutes
has been the inpact of individual segregation.

M5. BURKE: Correct.

MR. WASSERMAN: So, let's look at the
nodel | was talking about a little bit earlier and
the one we had di scussed in our previous neeting.

M5. BURKE: Sure.

MR. WASSERMAN: Clearly, there are sone
addi tional duties that would be involved in terns
of passing information up to the clearinghouse.

M5. BURKE: Yes.

MR. WASSERMAN:  That ki nd of nodel, what
sort of additional adm nistrative costs, and |
think we're going to be tal king after the break
about inpacts on guarantee funds and the |ike.

But just in terns of the types of costs you were
di scussi ng now, the back office costs, if you
wll, what sort of inpact is that?

M5. BURKE: That's not nearly as
burdensone, as you woul d know, Bob, and |I'm sure

anyone else can figure out. But, so, as you're
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| ayi ng out the proposal, it's a reporting of your
underlying clients and their positions, and, from
there, you can conpute their initial margin

requi renent. So, fromthe operational burdensone
of multiple, open up massive anobunt of accounts
and tracing that all the way through, that that
does elimnate that burden. But it still creates
a cost, and this, | guess, wll be a part of the
second session. The open question is: Wat is

t hat cost, and where woul d that cost be borne?

MR. PRAGER Don't you have to calcul ate
t hat anyway?

M5. BURKE: Calculate the --

MR. PRAGER To the endpoint, the
I ndi vi dual custonmer exposure anyway?

M5. BURKE: W do that. W do that
every day. So, that's why we're saying the
operational burden to send that over to the
cl eari nghouse gets di m ni shed versus an i ndivi dual
seg that gets dimnished. But we can tal k about
the costs now | don't know if you're putting

that off until the second half, but there will be
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costs to reduce that nutualization, and what is
that cost? That's a critical conponent that we
need to address. Wiat's the cost, and the cost
woul d be borne by the industry.

MR. RADHAKRI SHNAN: But there's a
difference between the firmtelling the
cl eari nghouse | ook, | have 10 custoners, here's
their individual margin requirenment, right?
That's one part of it. But that doesn't nean that
the firmcannot pay the margin that the DCO calls.

MR. PRAGER Ch, no, no.

MR. RADHAKRI SHNAN: The firmis got to
find the margin call. But 1'd |ike to know what
the nodel is. Is it just a reporting as to what
the requirenent is, but not and this is how nuch
my custoner paid ne?

MR WASSERMAN:  No.

MR. RADHAKRI SHNAN: R ght.

M5. BURKE: And, Ananda, that's the
poi nt .

MR. RADHAKRI SHNAN: R ght.

M5. BURKE: |[It's assuming the client
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pai d, nade all those paynents, and we go through
the delays. A big chunk of that will be the FCM s
noney that's in that nunber. It's assum ng
everything is fully paid for. There's tine del ays
on the collection of margin. So, it's at what
point in tinme?

MR. PRAGER But don't you do that
anyway ?

M5. BURKE: W do that anyway, but going
back to the | ast day, and then what the trustee
has to go after, and whose funds have been sent
off potentially to another clearinghouse or
exchange? Did the custoner fully pay for those
positions at that point in tinme?

MR. RADHAKRI SHNAN: Let ne nake a point.
It would be not a good outcone if, in nmy view,
there was this reporting, the firmsent the noney
up, but it's not your noney, it's the firms
noney. Sonet hi ng happens, and you wal k away with
the firms noney. That's not a good outcone
because, to ne, that's an unjust enrichnment on

your part.
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MR. PRACGER But that can happen today,
can't it?

MR. RADHAKRI SHNAN: | don't see how. An
unj ust enrichnent.

M. TAYLOR (O f mke.)

MR. RADHAKRI SHNAN: The seg, yes.

M. TAYLOR (O f mke.)

MR. RADHAKRI SHNAN: Ri ght .

M5. TAYLOR | think | agree with what
Ritchie's saying. |If a firmputs noney into seg
now and sone custoner defaults.

MR, RADHAKRI SHNAN: Right. Right.

M5. TAYLOR: That noney that the firm
has put into seg is part of what is pro rata or
distributed to all the clients.

MR. RADHAKRI SHNAN: To all the clients.
So --

M5. TAYLOR So, | nean, it's unjust
enrichnent of everyone.

MR. RADHAKRI SHNAN: Potentially --

M5. TAYLOR  As opposed to unjust

enri chnment of --
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MR. RADHAKRI SHNAN: | just wanted to
tease that out. (Laughter)

MR. WASSERMAN: Just to be clear, the
firmis essentially making a loan to the client,
and, so, in the insolvency proceeding, either the
custonmer's clai mwuld be reduced because the
custoner mght have a claimthat is over and above
what was transferred or the custonmer would
potentially owe the trustee noney. But the
custoner doesn't get to keep that. That
accounting is ultimately done. Don't count that
noney yet. (Laughter)

M5. TAYLOR Could | ask a question here
because |I'mthinking there m ght be another way to
solve the problen? |Is the problemthat you
gentl enen are facing that you want to be able to
make sure that you would get your custoners' exact
assets back, or you're interested in preserving
val ue of the assets?

MR. PRAGER Yes, at least in our case,
we acknow edge in ny coments earlier that there's

this value, and there m ght be slippage. So, I'm
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acknow edgi ng there m ght be slippage in the val ue
soit's not trying to make it so onerous that it's
specific. | nean, others m ght have a different
view, but, | nean, there has to be sone
concessions in | ooking for the bal anced sol uti on
here, and we'd run that risk today.

MR THUM Yes, it's Bill Thum at
Vanguard. | think the value is the point, and I
t hi nk having a nore robust way of determ ning the
value and a nore controlled way determ ning the
value is going to be the inportant consideration
goi ng forward.

And | think in terns of the costs, while
we can |l ook at the difference between the existing
futures nodel and this new world that we're
tal king about in terns of cleared derivatives, we
could also look at it in terns of the cost the
exi sting bilateral approach now, where our clients
are not only where you have a strong, highly-rated
or highly-capitalized client trading with a deal er
and getting the benefit in terns of an initial

margin |levels, but while, at the sane tine,
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willing to spend the noney in certain
circunstances to set up tri-party custody
accounts, having to do that with every single
dealer on the street with which it trades to
protect its client assets.

So, these are both assessnents being
made by deal ers at present in terns of what
initial margin | evels should apply, and they're
al so costs that clients nmay el ect to pay,
sonetines are required to pay in terns of nutual
fund clients to protect client assets. So, those
costs are built into the existing bilateral nodel.
So, | think when we think about costs, we have to
think are we tal king about the difference fromthe
futures nodel, are we tal king about the difference
fromthe bilateral derivatives nodel ?

MR. RADHAKRI SHNAN: | just want to nake
one point, that | don't think the statute said

what ever happens in the bilateral world is going

to happen in the cleared world. | think | want to
make that clear. | don't think that's what the
statute says. | think what the statute says, it
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provi des a cl earing mandate because |'ve been
hearing the certain things about well, this is
what happens in the bilateral world, and,
therefore, we nust nake sure it happens in the
cleared world. | don't think that's the purpose
of the statute.

MR, KASWELL: It's a fair point, but if
| may, | nean, one of the goals, it seens to ne,
of Dodd- Frank was to encourage nove to a
central ly-cl eared environnent.

MR. RADHAKRI SHNAN:  Correct.

MR, KASWELL: And, so, if custoners feel
they're getting a poorer deal in the
centrally-cleared environnent than they are in the
bilateral, they're not going to want to go there,
and that seens to ne defeats one of the key
ani mati ng provisions of Dodd-Frank. So, they're
different, | agree, but the goals are --

MR. RADHAKRI SHNAN: | agree, but the
guestion is: Wat is a good or bad deal? Right,
so, | think that's what we're trying to figure

out .
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M5. TAYLOR The reason | asked about
the val ue issue versus the specific collateral is
| wonder if we mght be able to solve the custoner
protection concern that |'m hearing | oud and cl ear
with an industry-provided i nsurance vehicle -- I'm
t hi nki ng of sonething that would operate simlarly
to how a specific coverage operates in the broker
deal er industry, where the FCVs woul d be able to
obtain insurance for the return to the clients of
the value in their account, even if there's a
shortfall in the account at the tinme of an FCM
bankruptcy, and if that type of a vehicle solves
the concern that you have, | wouldn't be surprised
I f that woul d be overall cheaper for the industry
to provide certainly than it would be to provide
t he individual segregation, and then it m ght be
to provide | egal but not operational segregation.

MR. EDMONDS: | nean, | think | agree
wth that, Kim | guess the question is: Wo's
going to be covered in that? 1It's been proposed
duty of care for the clearinghouse is just going

to increase potentially.
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Do you disagree with that, Bob? | nay
have gotten confused on --

MR. WASSERMAN:  No, | guess ny only
qui bbl e would be with the term"duty of care."

MR. EDMONDS: kay. Rather the exposure
woul d be changed. That would, | assune, then flow
through in terns of how you woul d approach that
exposure. So, in other words, right now, you can
| ook at the entire collateral pool of an FCM s
custoners and ri sk nanage against that. Now, you
woul d be | ooking at custoners individually, and |
presune you would risk nmanage agai nst that, and I
m ght nake assunptions, but those are just
assunptions that |'m nmaking as to how you m ght
choose to address that different risk environnent,
but it's not, in other words, a "duty of care" in
the sense that we're going to be going after you
for failing to do this or that; it's just you're
only going to be able to | ook at each custoner's
positions and then in the event of a default, you
woul d then essentially not have as nuch of that

collateral to |ook at as you do know.
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MR. WASSERMAN:  Right, and | think we'll
tal k about that in the second session because
that's really the bal ance between I M and guar ant ee
funds. So, we'll save that for later. But to
Maur een's poi nt about they send us the report,
right? W have that. W sumup the 132 accounts
that you used in your exanple. It cones up to be
$100, hypothetically. W know we've coll ected
$100 in omi account. Froma clearinghouse
perspective, is it your interpretation that that's
it, unless there is a default, that we're then
after the default, going back, as we would in a
post-nortem envi ronment anyway in trying to
recreate.

Is that as far as it goes, or is it nore
t han that?

MR. EDMONDS: Well, it is nore than that
In the sense that | woul d expect that you woul d
then be | ooking at that, and | woul d expect you'd
be risk managing differently. And, so, all those
132 custoners, small ones you m ght well ignore,

sayi ng oh, that guy's not going to cause a
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problem but just as | think many of you do today,
you | ook at the larger custoners and | ook at the
exposures at the account |evel, particularly on
OrC. | think so, for sonebody who is rather
relative to the FCM 1' m guessing you woul d be

| ooki ng over their shoulder. But, to be very
clear, it would be over their shoulder, it's their
responsibility, their work, it's just since it's
partially your exposure, | expect you m ght have
sone concern that you would then, using your

j udgnent, determ ne okay, what do we need to do
about this, and that would vary by FCM it woul d
vary by the size of custoner, the size of the
exposure. You would be using your judgnent in
supervising the firnms duty. And getting back to
the point we had earlier, who's going to be doing
all of the AML and such? Just |ike today, it's
the firm Wo's going to be doing the noney goi ng
back and forth? Just like today, it's the firm
It's just like today where if you see one of your
firms doing things that nake you wonder, there's a

particul ar custoner, a particular |arge exposure,
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there's a call made, hey, what's going with
so-and-so? | guess |'manticipating there m ght
be a couple nore of those calls.

M5. SCHNABEL: Ckay, so, just to clarify
what Bob was saying, | think the cost of the nore
calls or other action associated with risk
managi ng on i ndi vidual custoner |evel may not be
costs that are attributable directly to individual
segregation, and the effect of bankruptcy
protection on the individual custoner level. So,
what |'mthinking is the cost of risk nmanaging is
actually going to be under the risk managenent
core principle cost, whereas, for us, | think we
need to really focus on what the cost is of
I ndi vi dual segregati on.

And, to that effect, | have a question
for Maureen, which I was just trying to clarify
t he exchange between you and Ritchie because |I'm
still alittle bit confused as to where the
i ncrease in cost would be with respect to the
I ndi vi dual custoner protection nodel because it

had seened to ne, and maybe | m scharacterized the
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exchange, so, let nme know, that whatever you said
you had to do under the individual custoner
protection nodel you already do. So, where is the
I ncrease in cost, | guess?

M5. BURKE: W have to go back. You
spoke about two different nodels. The first
di scussion was full individual seg. Are we
referring to that?

M5. SCHNABEL: We are not. W're
referring to --

M5. BURKE: The positional.

M5. SCHNABEL: W're referring to --

M5. BURKE: The reporting requirenent.

M5. SCHNABEL: No, we're referring to
the legally segregated, operationally omi bus.
So, it seens to ne froman operational perspective
if it's still omibus, where is the extra cost?

M5. BURKE: The cost is going to cone
fromthe clearinghouse, and | think we have to
stop here or go right into this now because that's
what we need. We need to know what the cost is

fromthe clearinghouse because that's the starting
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point. Wat's the initial margin requirenent?
What's the initial margin requirenent going to be,
what's the guaranteed fund requirenent going to be
If you elimnate that nmutualization in the
waterfall?

MR. WASSERMAN: And, so, to be clear,
our entire second part of this is going to be
devoted to just those questions. Any other issues
t hough on the nore operational end or --

MR. PRAGER  Just one comment on the
operational end, and, Maureen, | nean, your
nunbers of the escal ati ng accounts, from our
perspective, where we sit, we have to nmanage all
t hose accounts anyway. | nean, so, that's, again,
and we did say or at least | said earlier, we're
very synpathetic to any sort of operational burden
of maintaining them but, to be clear, from our
side, we have to make those noney transfers daily.
So, at Bl ackRock, we have thousands of accounts in
fixed inconme, nearly 3,000 overall; in north of --
5,000 accounts. W have to maintain those daily.

W make cash paynents daily. W reconcile daily.
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So, | nmean, we understand that, we get all of

that, and, so, we understand that nmushroons in the
backend, but for an organization |ike yours, |ast
time | read the end report, you had sone 50
mllion individual accounts in the retail |evel.

| nmean, there is nmechanisns to manage scal e out
there. Wen we namnage scale, that's what we do.

The wire transfers and things |ike that,
| totally appreciate that. W're very synpathetic
to that point of nushroomng in the very
I ndi vidual, the physically segregated.

M5. BURKE: Well, | nean, we nanage all
of the segregation comng into our firmand ensure
that the custoners' funds are protected, that
they're segregated. W | ook at the obligations,
we issue out the margin calls every day, have a
robust system for |ooking at credit, review ng the
credit fromour clients. It is in the latter part
of that, the wire transfers. That's where the big
chunk of the cost cane into play. A very large --
| ooki ng at securities that cone in from an

i ndividual client, $1 mllion U S. Treasury Bill,
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and they have $1 nmillion margin requirenent.
Taking that $1 million U S. Treasury Bill and
havi ng that sent to the Fed wire system Today
it's in $50 mllion. So, we send in increnments by
CUSIP $50 mllion increnents, and we look at it in
total .

The | argest part of the cost is the
second one. W have staff on hand. W reconcile
every account today. That's part of the
responsibility on your seg conputation. You can't
just produce a seg, you have to prove that what
you' re producing you reconcile to the external
statenents. So, it's those nultiple of the
accounts and the increase in the reconciliations,
and then the followup is an out of bal ance, and
we're going to have to get nassive anount of
I nformation fromthe clearinghouse. The
cl eari nghouse is going to duplicate everything we
w il have to do, as well, because you want to make
sure it's fully segregat ed.

MR. PRAGER That's if it's fully

segregated, not the sort of nodel --
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M5. BURKE: Correct, on that seg.

MR. PRAGER The legally segregated
operation --

M5. BURKE: On a l|legally segregated,
that's a different discussion.

M5. SCHNABEL: Ckay, so, just to | guess
sumup, and | know that Bob wi || have sone ot her
summ ng up points, on operational costs, it seens
to there's agreenent that with respect to the
actual legally separated and operationally
segregated, that there mght be an increase in
cost because of various wre transfers and ot her,
| guess, nechanical issues that would have to be
mul tiplied across accounts was in the legally
segregated, operationally still omibus. It seens
as if nost of the cost would be in changes in risk
managenent at the clearinghouse, and, therefore,
there woul d not be necessarily operational costs,
at least fromthe FCM I evel .

MR. ROSEN: Well, I'll say that we can
cone back to this at a later tinme when we get to

t hem But | think there are non-account
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operational costs that either of those nodels
produce that |I think we need to discuss at the
appropriate tine.

M5. TAYLOR  And, al so, dependi ng on how
this is inplenented and depending on if it's every
single account, if it's people who can opt out.
Very likely, there would be an increase in the
operational interaction and the cost of that
bet ween the clearing nenbers and the
cl eari nghouses because, right now, one of the
benefits you get fromcleared environnents i s you
take 1 mllion paynents, and you net them down to
one. And we do that every day. W net down all
the paynents that the clearing nenber owes us
across all their custoner to be one net payer
collect, and we do the sane thing for their house
account.

So, they pay us tw ce a day, but they
only pass us two paynents or we pay themtwo
paynents. And, depending on how this need for the
| egal segregation ends up working, at the very

| east, we need to be able to do that at the
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I ndi vi dual segregated account |evel because if one
of those custoners doesn't pay us, if we don't get
pai d because of one of those custoners, we can't
have netted everything out, and | think there wll
be i ndividual paynents on a per segregated account
basis that would be likely to occur between the

cl eari nghouse and the cl eari ng nenbers.

MR. WASSERMAN: Just to be clear, and
then I'mgoing to break, and then we can cone back
to this.

M5. TAYLOR They may hit the sane
account, but they would be different paynents.

MR. WASSERMAN: Yes. The intention here
Is every day, other than the day of a default,
it's going to be the sane net approach as it's
done today, it's just you'll be getting
i nformati on that would break that done.

Now, on the day of the default, things
wll get very interesting indeed, and very costly
i ndeed, but that's inherent in a default. But
every other day, the only difference that you're

going to see is you're going to be getting
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additional information. You're going to then want
to use that information, but froma noney, asset,
and col | ateral novenent, just the sane as it
happens t oday.

MR. SWANN:  Bob, it's Paul Swann again.
If | could just interact and ask a question about
what you've just said. |[If that's the case,
presum ng the day after, insolvency occurs, there
are outstandi ng paynents due from sone of the
custoners, just in the ordinary reeval uation of
open contracts from custoners, and those paynents,
therefore, are not going to be satisfied because
they're not going to be net as an ommi bus paynent
fromthe now insolvent FCM Wat would the
expectation be inrelation to the CCPs activities
inrelation to those clients which are now
deficient and under-coll ateralized?

MR. WASSERMAN: Essentially, you have
the collateral that they have posted. At that
poi nt --

MR. SWANN:  And the collateral is

deficient. It's now actually --
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MR WASSERVMAN:  I'msorry --

M5. TAYLOR (Of mke) to market.

MR. WASSERMAN: Right, and that point,
you woul d have the choice of you could |iquidate
and then basically return the collateral, you
could, if you so choose, get the collateral
directly fromthe custoner. [|f the deficiencies
were sufficiently small, you m ght be able to
transfer. Utimtely, in other words, you would
not be giving back all of their collateral if
their positions had lost. |If they had a variation
pay, you would be deducting that variation pay
fromtheir collateral in determ ning what each of
t hose custoners is entitled to.

MR. SWANN:  The point |I'mraising, the
guestion was really to draw out --

M5. TAYLOR  Then they're under
mar gi ned.

MR. SWANN: Hearing the conplexity that
particul ar environnent adds to the i nmedi ate post
I nsol vency actions of a central counterparty.

MR. WASSERMAN:  And, in fairness, today,
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i f you have an FCM who defaults because of a
custoner, you're going to have essentially all
that collateral and all those custoner positions,
and, again, you're going to have to nake the
choice do you want to liquidate it? Do you want
to manage it? What do you want to do? It becones
nore ram fied such that you're | ooking at each
custoner individually, and that will, | have to
concede, increase conplexity, but, today, if one
of your nenbers defaults their custoner account,
one option available to you is to just liquidate
t hat whol e custonmer account and return what's
left. Utimately, while there would be nore
accounting, that sanme option would be available to
you under this proposal.

M5. TAYLOR | don't disagree that
that's an option. | don't disagree that it would
be an option under the new proposal regine. The
problemthat | have with not considering the
i nplications of cal culating pay and col | ect
i nformati on and keeping track of on behal f of

whi ch custoners we got paid and on behal f of which
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custoners we didn't get paid is that | interpret
custoner protection to enconpass nore than just
protecting the collateral assets that we have to
be holding. | interpret custoner protection to

I ncl ude protecting and safeguardi ng the custoner's
positions and their access to the market, and both
of those things will also be threatened in the
case of a clearing nenber default, and the best
way to be in a position to ensure that the
custoners' positions and their access to the
market is preserved is to be aware of which
custoners had a probl em and which custoners didn't
so that the ones who didn't have a probl em can
nove to their secondary clearing nmenber

| mredi ately. So, if everything has been netted
down and the clearing nenber failed to the

cl eari nghouse in one omi bus pay and col |l ect, that
IS going to delay the tinme at which the good
custoners can transfer to their second hone, and |
think that is a big part of what the custoners
want, is better portability in a bankruptcy.

M5. SCHNABEL: Dan? Sorry.
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MR. WASSERMAN:  And to be very clear, as
["'mwiting the regulation, | think it would be a
requirenment for the FCMto nake pays on behal f of
t hose custoners other than the defaulting
custoner. | nust tell you, as | amwiting that,
| ' m sonewhat chuckling to nyself because | fear
that this is a regqulation -- | hope it would be
followed, but I don't expect it will because |
think the reality is in any kind of a default
situation, the likely outcone is there isn't going
to be any paynent. And | ook what happened, and
people are going to | ook at what happened to Tex
Giffin and the litigation that's going on even
now and say well, gosh, I'"mnot going to do
anything, |I'mnot nmaking any paynents. |1'Ill just
let the trustee take care of that. Again, that's
true today, it's true under this regulation. That
Is areality. | nmean, we can try, and | will, but
| recognize that it's a try.

MR. ROSEN. But, Bob, you have to go
back to the point that Ananda was nmaking in the

exchange wth Maureen earlier, which is that, in
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reality, what happens is that the FCVs put up
their own noney, and they have to put up their own
noney if they're going to avoid the position being
bl owmn out for being under-margined. I|If Kimis
going to be able to figure out what accounts are
going to get transferred, and transferees want to
know that they're getting an account that is, in
fact, margi ned properly and not topped up with
funds that they're entitled to, it's going to
delay that process. And Kimis going to probably
have to get the information from Maureen.

MR. WASSERMVAN. 764(b), privileges a
transfer that's approved, what Maureen has done is
| oaned Ritchie sone noney, and that noney is what
Kims holding on to. Kimdoesn't know and wl |
not be, cannot be held responsible for know ng
whet her that noney was of Ritchie, of his own, or
whet her Maureen lent it to them

MR. ROSEN: Right. Yes, but the person
who cares about it is not Maureen. The person who
cares about it is the person that m ght be taking

t he account.
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MR. WASSERMAN:  And under 764(b),

there's no cl aw back, and, so, what will happen is
assune for the nonent that Kimdoes find a wlling
transferee. And let us assune, | nean, for

I nstance, one possibility is there was no default
at CME, there was a default at ICE, and, so, let's
say, in fact, Kimhas all the noney. She can
transfer, 764(b) protects the transferee froma
cl aw back. Now, at that point, Edith, who's
Maureen's trustee, is going to be reducing
Ri chard's claim and, indeed, nmay even going to
Ri chard and sayi ng excuse ne, actually, you owe
ne, and please pay it rather quickly. But,
essentially, Kimdoesn't know any of this. It
woul d be operationally very difficult to nmake her
know any of it, and, therefore, she's | ooking at
it as | have an account that says M. Prager on
It, and it's fully margined, and | don't know
where he got the noney, but | don't care.

M5. SCHNABEL: Dan, did you want to say
sonet hi ng?

M5. BURKE: Just one nore point on that.
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So, it's a matter of the timng of the margin
calls, and we have that doc, Bob, of issuance of
margin calls, and we see the end of the margin
calls, and it's not just the firmcapital, there's
other clients' noney that potentially could be
noved out, and then the trustee would have to go
back and cl ai m back those nonies. The trustee
woul d have to clai mback the nonies. So, we have
a continual seg requirenent. You know that, so,
you don't use clients' margins to offset another
client in the debt for the deficits. It's a
continual seg, but it's a matter of the tracing,
and that's what happens in a bankruptcy, the full
tracing.

MR. WASSERMAN: Shall we keep it going
or shall we take a tineout?

M5. SCHNABEL: Can | just say one thing

before we take a tineout, and this will be very
fast. | think that the exchange between Kim and
Bob and Maureen illustrates sonething. | nean, |

think that if we go with the proposal that Bob had

been t hi nki ng about, which was to keep omi bus

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

100

10

11

12

13

14

15

16

17

18

19

20

21

22

segregation relatively the sane operationally, at
| east | haven't heard a reason for there to be an
I ncreased cost other than at the clearinghouse.

Now, | think what Kimwas saying is
there may be to effect individual custoner
protection to the, | guess, best nmanner, we may
need to change omi bus segregation to all, |
guess, greater granular detail wth respect to
pays and collects, and | think that in terns of
that discussion, | think we'd need to acknow edge
that there are benefits because what Ki mwas
saying was the flip side of the coinis that is
actually going to help protect custoners better,
as well as costs, which would be of increased
oper ati onal costs.

So, that's it. W're on break.

MR. ROSEN:. Just what | was trying to
crystallize was until Maureen explains to Kimwho
didn't fund the noney, you don't know who's
defaulted. |If it is the defaulted account that
goes to a transferee, |I'"'msorry, but either the

transferee or Maureen has to | ose. One or the
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ot her one. There's no way that everybody is
protected in that scenario. And, so, |'mthinking
that the portability will be affected by the need
to figure out where the default actually occurred,
who didn't fund because, as far as Kimis
concerned, she's got an account that was funded by
t he generosity of Maureen.

MR. WASSERMAN: And there is, | think,
two possibilities. | think one possibility is
when Kim | ooks at her accounts she sees okay, this
one | ost $50,000, this one lost this. This one
| ost $20 nmillion, and the original margin was $1.
That's probably it. And, in any event, of course,
to that extent, she doesn't need to know who was
the defaulter because all she's transferring is
what that account is entitled to after the
deduction of |osses on the positions that she
knows about. Now, it's possible that, in fact,
all of this happened as a result of day trading,

i n which event, at that point, Kimis probably not
going to be doing a transfer because she's goi ng

to have to wonder wait, how did all this |oss
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happen, and, yet, | haven't seen it in this? |
mean, ultimately, the information is there, and
ultimately, | amgiving Kimthe choices to act in
a way that will protect the clearinghouse.
Renenber, transfer is optional.

M5. TAYLOR But the transfer is the
whol e poi nt.

MR. ROSEN. The only point is that it
does sl ow down the process of transfer a little
bit. That's all.

MR. WASSERVAN: It is a very inportant
| ssue. There are restroons down the escal ators
and to your left. It is 2:46. Could we try and
cone back around a couple of mnutes of 3:00 so we
can discuss very inportantly the next issue?

MR. SWANN:  Bob, just for those on the
phone, do we stay on the phone or should we detach
and rejoin?

MR. WASSERMAN: Pl ease do. W'l be
back in about 15 m nutes.

(Recess)

MR. WASSERMAN: Ladi es and gentl enen,
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could we all take our seats? | know some fol ks
have planes, so, we really need to get back to
this. | intended to devote the second, now third
of the neeting, to what |'ve been calling the risk
cost. Before | do, is there any |ast details that

we need to cover in a mnute or two on the other

| ssues?

Edith? 1'msorry.

M5. OBRIEN. That's okay. Thank you,
all, for participating today. | think that a

nunber of individuals fromthis table don't have
the benefit of the extensive experience of the FCM
structure, and |I've heard two hours of dial ogue
about seg custoner novenents between the

cl eari nghouses and t he exchanges, and as the
conversations continued, it appears that this is
extraordinarily nmyopic view of the current

saf eguard structure that operates in Anerica and
has effectively worked to the best of ny know edge
for years. This safeguard structure in this
financial framework is not just about custoner seg

noney noving fromFCMs to exchanges, it is based

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

104

10

11

12

13

14

15

16

17

18

19

20

21

22

on | ayers of partners and conponents across
banki ng institutions who are approved to be
exchange settl enent banks, exchanges approved
participating FCMs. FCMs do credit reviews of
clients. It's |ayered. Everybody has a role,
sone of the roles cross over. There's segregation
rules, there's segregation calculation. There's
now capital rules. There's now capital
calculations. There's rule of 15(c)(3) about what
can be done of the firmwhile FCVMs are hol di ng
t hem

So, as we continue the conversation this
afternoon, | want everyone to consider the fact
that there's a greater franework at hand here, one
that has actually worked extrenely well.

One of the comments that |'ve heard over
the I ast couple of weeks is how do we prevent a
Lehman from happening here? W did. Lehman
happened in the UK ; it did not happen in
Ameri ca.

So, | think that Bob does want to

expl ore the risk conponents this afternoon, and |
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want everyone to consider what the w der franework
that does effectively work at this tine, always

| ooki ng at ways to enhance this to protect
custoner funds. There's no question about that.
But an enhancenent is different than the entire
change to an infrastructure.

MR. WASSERMAN: | would just nmake one
note in response. Certainly, Lehnman was an
exanpl e of how well things worked in the future
seg world, and I amvery gratified, one m ght even
say personally gratified at how that happened such
that futures custoners, | think, things worked
well with barely a hiccup. But understand that
Lehman was an issue outside of the custoner
account. This was not due to a fellow custoner,
this was due to a problemessentially on the prop
| evel and at the parent level. Wat we're dealing
with here is what happens if there is a problem at
the custoner level, and while that has been
happily very rare in the future space, and very
happily so, and that's in large part due to the

excel lent work that's done by a | ot of people over

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

106

10

11

12

13

14

15

16

17

18

19

20

21

22

here both at the cl earinghouse and at the firns,
we're bringing in a new environnent here on the
OrC, where it would be, | feel, alittle bit
premature to assune just how well things are going
to work. Cbviously, we hope that we are

devel opi ng a system where things will work as
well, but there's sone different risks that we're
going to be confronting, and, so, there's sone
different issues out there.

Wth that, | think it's inportant to
tal k about what the costs are on the risk |evel
because this absolutely changes the risk
environnent. Today, clearinghouse can | ook at the
entire omi bus account at an FCM and that's
essentially in addition to, obviously, the
resources of the FCM their capital that they are
supposed to use to neet the obligations; their
default fund contribution, their nmenbershi ps,
their proprietary account, all of that.
Essentially, the next |evel under the present
systemis the collateral of the fell ow custoners,

and | sort of envision that as sonewhat of a
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shield. It is only under the present futures
approach after that shield is consuned that one
then goes to the clearinghouses, capital
contribution, and the rest of the default fund.
Take away that shield, and you're changing the
cost cal culations. d earinghouses, | think, can
address that a nunber of ways, and one has to
expect that they will address it in sone way.
They coul d increase collateral for everyone. They
could, indeed, to a certain extent, wll be
requi red to because of the financial resources
rules. The default resources are going to have to
be essentially the sane in the sense that they
woul d have to account for that shield, and, so,
I"d like folks to talk a little bit about how
t hose costs m ght be cal cul ated, and since nention
has been nade of doing this voluntarily, how woul d
those costs be different under a voluntary system
versus a mandatory systen?

MR. PRAGER Bob, if | could go back to
t he conversation before the question |I'd asked

Dan. So, in life, you're careful what you w sh
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for. So, as we ask for a segregation and we | ook
at it, we have to consider the added costs, and we
have been | ooking at that, as well. And then if
you | ook at the DDD nodels that are out there,
where, admittedly, they' re not FCM nodels, but to
the OTC nodel s where they have done the
cal culation, and | guess with Dan and Chris, you
guys have done it. It's slightly different in
terms of proportion of initial margin versus size
of the fund. You've done the calculation. So, we
know it works, we know that it's a clearing price,
so to speak, fromtoday's functioning nmarket where
nost of the volunes rise.

| think the other thing you have to | ook
at is what other consequences or incentives are
created by, perhaps, this novenent of |arger
initial margin? | think, Kim when we got
t oget her before, you were very good about sort of
articulating the good of the systemversus the
good of the individual, and we're tilting that
bal ance and suggesting that. So, how do we

conpensate for that? And the logical one is you
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t hi nk about how much does your initial margin have
to go up to conpensate sone of that, as well as
what is the assessnent of the backend? But as you
think about if you had a system where, again, we
| ook to where there is an existing system that
the market functions well, it's deep in liquid
anong the dealers. It also creates an incentive
to keep very tidy books because, as you build
notionals and every tine you' re paying initial
mar gi n, you now have an incentive to net down and
to build other tools, such as conpression tools
and things |like that are al so good for the system
because you're taking notionals down. So, you
need to think of not just the cost of that per
transaction trade, but what are the other
I ncentives you're creating to keep a
wel | -functioning market and keep ri sks down?

So, | know at |east from our perspective
at Bl ackRock, our swaps desk is incredibly
di sci pl i ned about taking notionals down,
constantly netting them down and working with the

deal i ng partners because of the mtigation and the

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

110

10

11

12

13

14

15

16

17

18

19

20

21

22

operational risk and the return of initial margin.
So, | think you can't just ask the question in

I sol ation of what is the cost, but what are the

ot her benefits actually you're creating by,

per haps, naking sone positive incentives in the
systemto bring down risk and notional s?

MR. EDMONDS: Maybe 1'Il take a stab at
| east establishing a baseline of nunbers we can
tal k about, and since you've been asking that for
nost of the day, Bob, on that front. And we'l]l
make a couple of assunptions, and this won't be
asset-specific, it won't be
cl eari nghouse-specific. These are just general
equations to think about.

Let's just start with the first
assunption, the product or characteristics of the
product has a normal distribution. |If it doesn't
have a normal distribution, it likely neans it's
going to be a higher price, but let's at |east
start with that baseline.

Lots of clearinghouses tal k about

confidence intervals, the 99 percent |evel, and
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this is typically the nodel used when we think
about the nutualization or the shield that Bob is
maki ng reference to when he wal ks through his
waterfall. So, at the 99 percent confidence

| evel, that equates to |ike 2.33 standard

devi ations as a nmathematical equation. And let's
assunme that we're going to shift the balance to
Ritchie's point about his conversation with Kim
nore fromthis nutualized pool down to nore the
initial margin and less in the nutualization pool.
So, let's take it froma 99 percent confidence

| evel to a 99.99 percent confidence |evel, again,
assum ng a normal distribution of this.

That equates to a 3.8 standard
deviations. So, if we take the difference between
those two, if we divide 3.8 by 2.33, to effect the
cost or at |east give us a benchmark of what the
cost mght look like in shifting that bal ance
bet ween the nutualization pool, you end up, again,
sinpl e expression of the normal distribution, of
163 percent increase.

To get you to the sane nunber, Bob, that
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you wanted, you got to have the sanme nunber of
funds as a place to start, and then we can start
tearing up are there -- | don't know that this is
the right forumwth 43 mnutes left in the day or
what ever that you have, but then we can start
tal ki ng about the different asset classes and
t hi ngs of that nature, and how that may be
| npacted differently. But if you were to shift,
you still have sone tail risk. W still have a
need for guarantee funds. W still have the
guarantee fund contri butions. There's going to be
sone return on capital fromclearing nenbers who
are putting that up, but and maybe that's not the
right balance, but it's at |east a place to start.
MR. WASSERMAN:  Coupl e of observati ons.
First is, assumng this rule were to be passed,
' massum ng you folks will react to it in the
nost cost-effective manner that you guys can think
of .  Now --
M5. TAYLOR That would be in our best
I nterests.

MR. WASSERMAN: Yes. That may be by
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shifting fromone bal ance of collateral and
guarantee fund to another, which is what you're
mentioning here, and, so, under that approach, you
woul d be increasing the margin | evels by 63
percent, you would presumably be reducing --

M5. TAYLOR One hundred sixty-three.

SPEAKER: One hundred sixty-three.

M5. TAYLOR One hundred sixty-three.

SPEAKER: One hundred sixty-three.

SPEAKER: |Is that --

MR. WASSERMAN:  You said 3.8 sigm
versus 2.3 sigm?

VMR. EDMONDS: Yes, divided by.

MR. WASSERMAN:  Yes, you'd be
multiplying it by 163, which is an increase of 63.

MR. EDMONDS: Over zero or over --

MR, WASSERMAN:  Well, right now, you
charge 2. 3.

MR. EDMONDS: Charge one.

MR. WASSERMAN:  You' d be goi ng up
another 1.5 to 3.8.

MR. RADHAKRI SHNAN: It's not doubli ng.
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MR. WASSERMAN:  Yes, it's not doubling.

MR. EDMONDS: It's not doubling.

MR. WASSERMAN: Ckay. You woul d
presumably then be able to reduce the guarantee
fund because, essentially, there would be that
much | ess | oss, but regardless, that mght be the
better way for you to do it. There are other
ways. You m ght choose to instead increase your
guarantee fund to deal with this potential | oss.
And, in other words, rather than increasing it
from2.3, just sinply say when | do ny cal cul ati on
of ny guarantee fund, right now, | can use the
entire custoner collateral, now, it would only be
on a custoner-by-custoner basis.

So, in other words, for each |loss, there
woul d be a custoner involved. That custoner woul d
have sone col |l ateral both in those positions and
I n other positions. You would be doing that in
t he guarantee fund for one or two or three
menbers, however you do your guarantee fund
cal cul ation, assum ng you foll ow our proposal,

let's say the first SIDCCs, it would be, say, the
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top three. So, you would find the top three, but
then socialize that calculation across all of your
clearing nmenbers. That mght cone up with a
different nunber and it m ght be a | esser nunber.
You m ght do sone conbination of the two. | guess
what |'msaying is, the difficult thing here, and
Il will confess, |I'mnot sure what the right answer
s, I"'mnot sure even howto find the right
answer, is |'massumng that you're going to be

| ooking at all the possibilities and picking out
the best parts of each and picking out the nost
cost effective parts in each, and |I'mjust not
sure sitting here, and maybe you are, that the
best way to do this is to go the 99.99.

MR. EDMONDS: And we have to start
sonewhere. And the conversation we've had today
I's where do you start to wal k down that exercise
to determ ne what the nmenu of opportunities woul d
be? And at the end of the day, | would ask you
this question: The assunption is we're not going
to have | ess noney as cl eari nghouses available to

us to cure defaults. That it's got to be at |east
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what we have today in sone formor fashion in
di fferent buckets, organized in a different
fashion. True?

MR. WASSERVAN: | think nostly yes. |
think the cal cul ati on changes. |In other words,
t he met hodol ogy you woul d use would be siml ar
today, taking into account the different risk
environnent. And, so, part of it depends upon how
much business you're going to do, part of it
depends upon the risk environnent based on how
much of the collateral you can use.

M5. BURKE: But, Bob, if you are trying
to reduce systemc risk, which that's the whole
I ntent here, and, Ritchie, going back to your
poi nt, knowing there's a cost, right? W all know
there's going to be a cost. So, the initial
margin, that's our first line of defense. That's
our first line of defense in the financial
saf eguards that are established, and to know t hat
you' re assessing your clients, we don't set the
initial margin. W're -- there's too faulty. The

cl eari nghouse | ooks at the risks, |ooks at the
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positions, looks to the volatility, and nakes
decisions on the initial margin. The clearing
firms then step in and say okay, | have ny client
base. | now need to go and review ny client base
and say do | need to inpose nore than what the
cl eari nghouse inposes for initial margin based
upon the risk profile of our clients and after we
go through our credit and risk review. But to say
that it shouldn't go into the initial margin, |I'm
not under standi ng because if a client is bringing
nore risk into the system a particular client is
brining nore risk into the system shouldn't we be
charging themfor that risk and making sure they
have the capital and the resources and the
wherewithal to actually neet that margin
obl i gati on?

MR, WASSERVAN: Heavens yes. No,
pl ease, right now, if there's a client, you're
charging 99.99 percent confidence interval for the
collateral, please continue doing that. The
question is what | thought | understood Chris to

be saying is, well, the way we woul d address this
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or the way we're going to cost this is we're going
to assune we're going to apply to every client
collateral at the 99, that we're going to require
essentially margin at a 99.99 percent. That way,
we'll have nuch less in the way of risk over and
above client collateral. |Is that --

MR. EDMONDS: Well, what | attenpted to
articul ate, and apol ogi es, Bob, if |
m s-communi cated this with you, but | said if we
start wth the idea that the 99 percent confidence
Interval is typically what's associated with where
the waterfall you went through and accurately
described as this shield of custoner funds to
begin with. Your charge to us was what does it
| ook Iike if you take that out and begin to shift
t he bal ance other places? |In order to shift the
bal ance to the others, one idea, to wal k through
the map that we did, was to go straight to the
99.99, and that's just at the clearinghouse |evel.
That doesn't bring into the fact what Maureen
said, it is perfectly capable for any of the

cl earing nmenbers or the cl earinghouses or their
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custoners to charge nore than the cl eari nghouse
mnimuns. Don't think that you're going to change
that. | don't think that's on the table in the
conversation. So, it's just about establishing a
baseline in the conversation that if you wanted to
shift that bal ance, these are the nunbers you're
going to end up wth.

M5. TAYLOR  And our nunbers, nmagnitude
w se, would be very simlar to what Chris is
saying if what the decision was let's nake it all
up based on margin. Just | nean --

MR. WASSERMAN: Let ne ask one
addi tional question. One of the other things that
has been on the table occasionally is do this on a
voluntary basis. So, sone of these fol ks have
said you know what, yes, that would be us. W'd
want to do that. Wat woul d happen to your
guarantee fund calculation? |[|'massum ng for the
noment that you're going to permt themto do
that. | think that's at | east a possibility.

MR. EDMONDS: We typically don't well

telling custonmers they can't do sonet hi ng.
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MR. WASSERMAN:  Ri ght.

MR. EDMONDS: Long-term basis.

MR. WASSERMAN: So, let's say you do
that. Because here's where I'mconmng fromon
that score. | know this shield of fellow custoner
collateral is inportant to the guarantee fund
calculation, and | was conming at it actually from
the opposite point. Let's say you don't do it
t hrough increased margin, you do it through
I ncreased guarantee fund. Now, let ne tell you
what | was seeing, and | could be entirely w ong.
So, if we let those fol ks here who would want to
pay for that, they're many of the |argest folKks,
and, so, if they start walking off, it seens to ne
that panels of that shield are wal king off wth
them And the anmount of that shield, that fell ow
custoner collateral shield that's available to
reduce what hits the waterfall is walking off with
them And it seens to ne the very fol ks who are
going to want to walk off, they're folks with very
smal | accounts that m ght not be worth it. Fol ks

with very large accounts, very |arge exposures,
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bi g pension funds, they're the ones who are going
to want to do this, and that seens to ne to be
taking out a large part of your shield which
nmeans, fromwhere |'msitting, nost of the cost of
t he guarantee fund that you'd be incurring if you
took the shield out entirely, you'd still be
incurring if you did it on a voluntary basis.

M5. TAYLOR  That m ght be true because
the way that |'ve |looked at this situation is that
the custoners how are nost likely to value this
benefit are going to be custoners who are very
| arge, and potentially, custonmers who are
primarily fiduciary in their role as opposed to
custoners who are risk takers in their role, even
I f they mght be large. So, depending on the risk
profile, every nunmber that we give you is just a
hypot heti cal nunber that we have nodel ed based on
certain assunptions that we've nade that could be
very different in real |ife because it all depends
on the risk profile of the worst case |oss that we
woul d suffer. So, we have to | ook at the

potential size and make up and distribution of the
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custoner activity and determ ne whet her or not

that drives the worst case |loss that the

cl eari nghouse woul d face. If it doesn't, then

there wouldn't be a need to change the waterfall

at all, but | think the assunption is that by

nature of splitting out the certain exposures from

a pool, by definition, you're creating increased

ri sk because you're renoving part of the asset.
Right now, if a clearing nenber owed us

noney, we have already netted that we're not going

to pay themany wnnings if they have a residual

|l oss. And, in this nodel that you're descri bing,

| think we would be obligated to pay the

I ndi vi dual custoners who are maki ng noney woul d

get their paynents, and the individual custoners

who are not maki ng noney, that we potentially

woul d not be paid for those. So, it's a change in

the pooling nature of the risk profile that the

cl eari nghouse faces, and, so, every piece of that,

everything you un-pool increases the risk that

you're going to | ose your netting benefit.

A cl earinghouse is designed to be a bul k
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service, and it is designed to do two things, the
two things Ritchie nentioned and we've tal k about
bef ore, custoner protection, a very inportant
part, a very inportant elenent of what a

cl eari nghouse does, but systemic risk protection
Is the other very inportant el enent of what a

cl eari nghouse does. And the way that a

cl eari nghouse does that is, to a | arge extent,
affected by this ability to pool. So, as we | ose
the ability to pool, there will be either a
corresponding increase in the margins that are
pai d by the people who are not pooled, or there
wi Il be a corresponding increase in the guarantee
fund contributions that are put in place by the

cl earing nenbers who contribute to the guarantee

or there wll be sone other elenent, concentration
margin, sone other elenents will cone into play,
but there will be not insignificant increase in

t he amount of resources that the clearinghouse
wi || need.
If you did it conpletely wth margin,

we' ve estinmated nunbers that are not dissimlar to
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t he nunbers that Chris tal ked about, between 50
and 100 percent, dependi ng on what kind of
assunptions you want to nmake about the

di stribution of what the positions |ook Iike. And
If you did it conpletely with guarantee fund,

under sone situations, we thought about how many

custoners. It's nore likely that any given
custoner wll default than it is that any given
clearing nenber will default, and if what we're

assumng is that if a clearing nenber defaults,
we're at risk of not getting paid fromany of the
custoners, we'd probably want to cover a | arger
nunber of custonmer defaults than we woul d cover

cl earing nenber defaults and setting our
waterfall. And, so, if we |ooked at covering for
the [ argest five custoner exposures whereas now we
woul d cover for the |argest two clearing nenber
exposures, that would lead to a guarantee fund

I ncrease that would be quite substantial.
Potentially, your clearing fund requirenent could
tend toward neeting to double.

And you nentioned that there definitely
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Is a tradeoff, but the tradeoff that |I'mthe nost
concerned about here is if there's a new cost

| nposed by the regulatory regine, the market wll
either pay it, find a way to pay it, or the market
wi Il dissipate. And if we nmake the cost of
providing the clearing service too high on the

cl earing nenbers, several of the clearing nenbers
have told us that in a regi ne where the clearing
fund was going to be double the size of what it is
now antici pated to be for the over-the-counter
busi ness, they'd have to think tw ce about doing

t hi s business, and that increases the
concentration anong the remaining players, which
has two effects: It decreases the choices for the
custoners to find service providers, it decreases
the custoner's ability to diversify their own
exposure across a larger nunber of clearing
menbers, and even if everything stayed flat and
not hi ng changed in the exposure, it increases the
anount by which everyone el se has to contribute
because there are fewer people to contribute to

the | osses suffered by one defaulter. So, the
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concentration and the further concentration of
providers is sonething that | take as a very
significant concern.

| also take as a very significant
concern the fact that if the costs are too high
for the clients, the clients will choose not to do
the business in this way, will choose to do a
different type of business, wll choose to do
busi ness sonewhere else. So, that's why | like
the idea of the choice, the option, better than
enforcing that cost on everyone because then each
client can make an individual business decision on
whet her or not the protection that they' re gaining
Is worth the cost to them and you don't inpose
t hat additional cost then on every client in the
system

MR. WASSERMAN: But here's ny question
on that point: Let's assune Richard and Bill are
custoners of your reference nenber. The top
menber who's driving your default fund, who's one
of the two or three who's driving your default

fund calculation, if we give themthe option, how

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Staff Roundtabl e on | NDI VI DUAL CUSTOVER COLLATERAL PROTECTI ON Page:

127

10

11

12

13

14

15

16

17

18

19

20

21

22

does that change -- let's assune for the nonent we
say fine, this is going to be entirely optional.
My hypothesis, and tell ne if you di sagree and

pl ease tell ne why, is that if these guys are
custoners, the reference nenber, and they are
given the option to wal k away, that your costs are
still going to go up significantly, and, indeed,

If they and others like themare a |l arge part of
the custoner collateral at that reference nenber,
then you're going to incur nost of the costs,
letting themwal k away anyway. And they don't
know, by the way, the reference nenber doesn't
know hey, I'mthe one because if they're at nunber
four, it doesn't matter.

M5. TAYLOR |If a custoner did nothing
but wal k away, and by wal ki ng away, you nean
choose the optional seg, the individual seg?

MR. WASSERVAN:. (O f m ke) coll ateral
(of f mke).

M5. TAYLOR So, if the biggest custoner
posi ng the biggest risk to the clearinghouse in

driving the worst case | oss decided to opt for
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I ndi vi dual seg, our risk profile changes by the
same anount that it would if it was required that
he did or that he opted that he did, | agree with
that. But the custonmer who's going to opt to do
that instead of have it be a mandate woul d be, |

t hi nk, al so | ooking at other ways of managi ng the
business in addition to just opting into the

I ndi vidual seg. He can affect his own busi ness by
splitting it up anong nore clearing nenbers. He
can affect his own business by sone of his clients
choose and sone of his clients don't choose. Eh
can affect his own business by choosing to opt
into a kind of a mni pool of segregation where he
woul d put all of his clients for which he's a
fiduciary into their own mni pool instead of
putting theminto their own individual pools, and,
therefore, that reduces the increase in the cost,
as well. So, there are actions that the custoner
can take. But | think we should provide an

envi ronnent where the custonmer is encouraged to

al so take steps that help to get a cost effective

out cone.
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M5. SCHNABEL: Ckay, Dan?

MR. MAGUI RE: Ckay, so, maybe just to
take a little bit of a step back here. | can get
sone real context of this. W have 40, 50 percent
of the global cleared interest rate derivatives
mar ket now. Admttedly, the majority of that is
dealer to dealer, but we're dealing with the sane
product here.

| think if | was to characterize what
|''m hearing, there's probably four real questions
here, and we sort of blend between the four. One
Is: Wiat is the exposure? And there's different
ways of calculating that, so, how is cal cul at ed?
We have a nethod today for a dealer to dealer, a
community, how would we do it including clients?
You nmentioned the top two, top three today on the
cl earing nenber side, but, of course, we need to
consider this double default scenario that we're
tal king about. Is it the top 3, 4, 500 custoners
within that, whatever that flavor may be.

Then, | think you get into the question

of :  Who pays or how you cut it. Those are the
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really two questions. How do you cut that? Is it
all I nmean? Is it all default fund? And who's'
going to pay in that?

So, to try to give you sone context
today around our existing portfolio, we did sone
sanpl e nunbers across the 15 | argest clearing
menbers, which constitutes pretty nuch the
majority of the cleared OIC swap busi ness today,

I nterest rate swap.

On average, and we are, as we tal ked
about, very conservative in our margi n approach
because our approach is very nuch defaul ter pays
first, which I think every DCO woul d say the sane,
but it's defaulter pays first, so, we have a high
mar gi n charge, which was vindicated through the
2008 experi ence.

On average, to go from 100 to a 99
confidence interval, and | know statisticians w ||
argue that nmay 100 is not really 100, but to go
from100 to 99 percent, that sees a reduction in
the initial margin on average across those 50

menbers by 39 percent. In nonetary terns, that's
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about $250 million dollars per firm

The maxi mum when we did that is a 55
percent reduction, and this is really to Chris’
point, these are not normal in terns of their
distribution. These are non-linear. There is a
hi gh degree of linearity in the swap products, but
these are not normally distributed in terns of
their losses. So, you go a maxi mum of 55 percent
on 1 particular clearing nenber, and that was a
$550 million reduction in their margin level. And
then the m ni numwe saw was 18 percent, and that
was $120 mllion. So, you need to nmultiply all
t hose nunbers by 15 to get a sort of size. |If we
went from 100 to 99, what would that do, just on
the existing today before we even nention any
scenari o involving clients.

Today, in the swap clear service, we
have a grand total of in the region of $15 billion
of initial margin shared across each of those
cl earing nenbers, depending on the risk. And it's
very clearly the anmount of risk you put inin

terms of your directional diversified position,
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the higher your initial margin is. But to bal ance
that, we have in the region of $14 billion, $15
billion initial margin, we have $1 billion in
terns of guarantee fund. So, that gives you a
very big flavor of how that is cut today.

If we then nove into how you cal cul ate
t hat exposure, quite sinply, ny nunber there is a
14 and 1. M nunber is 15. That's the way | see
it. | could nmake that seven and eight or | could
make that nine and six, whichever way you cut
that. But the reality is the first | need to do
Is work on nmy exposures and what the scenarios?
And | think the two keywords in this are prudent
and plausible. Every tine we talk about stress
testing an initial margin, we have to have things
that, froman initial margin standpoint, are
pl ausible in a rel evant, econonm c cycle and a
relevant, historic tinme period. That's one piece.

On the stress testing, we can create
sone crazy, whacky scenarios out there in terns of
mar ket event and extreme noves, but we al so have

to think about what is a plausible scenario of the
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client going delingquent as well as the clearing
menber at the sane tine, as well. So, stress
testing plus the initial margins is really what
your risk exposure is.

| don't think there's an answer ri ght
now. W can all speculate, and it's interesting
to hear the DCO s views on this about is about is
it the two plus their top five clients and how you
cut that. | think there needs to be nore analysis
done around this. But | think we need to be
careful that we don't polarize this as just an I M
or a stress test debate. The risk exposure is the
sane, and that's regardless of a gross omni bus
account, of a gross segregated account with omi
collateral or a gross segregated account with
segregated collateral. The market risk is the
sane. It's absolutely the sane. It does not
matter which way you cut it.

| mght have a different view to Kimand
a different viewto Chris of how | calculate ny
mar ket risk because it's a subjective science or

art or whatever you want to call it, but it's
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mar ket risk exposure. That's what we're really
t al ki ng about here.

So, we don't, as a clearinghouse, have
an answer exactly how we would do this because,
right now, it's quite nebulous. W're talking
about client clearing. But the fact of the matter
Is there are no clients really clearing. So, to
specul ate on a very fewclient's clearing OTC
derivatives so | can be specific, it's very hard
for us to say this is the right nunber and this is
the right configuration. You have to nodel that.

The extrene scenario | think Kim
referred to is we could just take every single
client within a top two, top three, and that would
be a pretty extrene event and probably be on
plausibility. But that's one way of doing it.
Then you can go the other end of it, but I think
al so to your point, Maureen, the first line of
defense is the initial margin. So, back to our
point, the defaulter pays. W put that at the
front of all of it, and we use a pretty high

confidence interval. |If you cut it down and down,
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you're just basically going to spread it. For ne,
It doesn't matter which way you do it. You're
going to always have to rebal ance.

M5. BURKE: And how nmany days do you
have (off m ke)?

MR. MAGUI RE: That's based on a
seven-day hol ding period over a five-year observed
hi st ory.

And maybe just to the final point, which
IS touching on sone of the introductory renarks
that Ritchie made on this, this is a full
portfolio approach. So, this is a very
di versified nethodology. It has 14 currencies.
This goes out to 50 years. These are OIC
derivatives as traded over the last 10, 11 years.
This nmeans that the dealers in this exanple are
I ncentivized to do risk inpression and trade
conpression. So, that neans we've
institutionalized tariffs. So, we keep reducing
the notional. You get nore and nore trades all
the tinme, but on notional, the point is relatively

constant. It will, over tinme, one woul d expect
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start to go down, because the risk that you're
putting in there versus the anmount of trades are
two very different things. And risk conpression,
as well. So, one is trade and noti onal
conpression, which, personally, | don't see as a
real nmeasure of risk.

The other is the actual risk
conpression, as well. That's really a fact of how
you run your buck and what your business is. |If
you have a very consolidated risk position, a
30-year dollar swap, if | can't close that in ny
assunptions of 7 days or 5 days or 5 years
hi story, whatever it is, I"'mgoing to apply and
multiply to that, and | can justify that by saying
if |I | ooked at your position today against the
mar ket today and the (inaudible) at the market, |
can't close that side out in 7 days. Therefore, |
have to put a nultiplier on that, a concentration

risk or a liquidity risk or whatever you want to

call it. That's what we do actively now at the
dealer level. That's what we also do at a client
|l evel, as well. This has to pass through all the
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way because, going back to ny final point, which
was the clearinghouse is looking to credit risk at
a clearing nenber we're | ooking at market risk as
a whol e throughout the client community. So, |
have to | ook at the market risk on the clients
regardl ess of credit. It's absolutely the role of
the FCMto take the credit risk and view the
credit add on, et cetera. | only face that when
the clearing nenber is gone, but all things being
equal , the clearing nenber won't go.

M5. BURKE: So, that concentration that
you have drills down to the client and to the
clearing firmor is --

MR. MAGUI RE: Absolutely. [In any
account structure we have, it would always go down
to the client account |evel.

M5. TAYLOR But let ne ask you a
question, Dan, just to nmake sure | understand.

You talked in ternms of going from 100, if that's
your coverage |evel now, down to 99.
MR. MAGUI RE: Yes.

M5. TAYLOR And the change being
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bet ween 40 and percent. So, when Chris and | were
tal king about the difference being -- going from
99 to basically 100, and our nunbers were between
50 and 63 percent --

MR MAGUIRE: It consists --
TAYLOR. It's the sane --
MAGUIRE: It's actually the sane --

TAYLOR  Yes, right.

2 5 3 O

MAGUI RE: Because i f went 99 to 100

M5. TAYLOR It's the sane.

MR. MAGUI RE: You'd have a | ower
nunmerator, it's the sanme nunber, relatively
speaking. Yes, yes. So, | guess the key for us
I s under any of these nodels, the LCH on a swap
cl eared, gross omi, gross seg, on coll ateral
gross seqg, seg collateral, the initial margin
nunber will be the sane because the market risk
exposure is the sane. |It's actually about how you
cal cul ate the stress nunber, and then it's about
who he's going to pay. |If you fund the initial

margin, the default fund de facto wll be smaller.
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The guarantee funds, so, it will be smaller.

MR, KASWELL: Thank you. This is very
Interesting to listen to because | think this is
the sort of discussion that | think we were
| ooking forward to where people actually roll up
their sleeves and say what is it actually going to
cost? We're sensitive to cost because,
ultimately, it's custoners, and we end up enjoyi ng
a lot of that cost. (Laughter)

But | think in anticipating this kind of
calculation, it's inportant to say what are the
real costs, and | think what you started to get
into, what is the baseline cost of the system
versus the margi nal cost of saying in order for ne
to have the individualized seg, what is that
actual difference? Because we all know there's
going to be a cost to building this thing one way
or the other. So, the real question is: How nuch
nore does it cost to have the segregated? | do
fear that your proposed conpromse wll actually
give us the worst of both, that we'll end up wth

sone of the additional costs wthout a | ot of the
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| egal protections.

But the other thing I think in
considering these costs, it's not just the cost
that the various firns wll face, the central
clearing parties will face, but also the external
costs that the users will face, again, because if
we don't think we're getting the kind of
protection that we feel confortable with, we have
to go out and buy a CDS, and | think it is the
CFTC s responsibility, with all due respect, not
just to ook at the individual, but |ook at the
systemw de cost to nake sure that you' re not
saying well, it's going to be cheaper here. It's
actually going to be nore expensive over there.

And then, finally, the cost at the
I ndi vidual FCMs, | nean, | understand there is
addi tional cost involved and there's nore
communi cati on between the central clearing party
and the FCM but, of course, the FCM still has to
keep score about where it is with its own
I ndi vi dual custoners and where it's collateral.

That is also a baseline cost that is not going to
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go away.

MR. WASSERMAN:  And, in fairness, that
I s sonet hing that al ways happens, and that's never
going to change. | think though, again, ny big
question is: Ckay, if you change froma 99th
percentile to a 99.99, at that point, that m ght
help you facilitate this. Indeed, it mght
address nost, if not all of us. It has sone other
benefits along with it, anong other things, the
default fund woul d be corresponding, | think,
goi ng down.

M5. TAYLOR | think the assunption that
was in nmy nunbers was that if the margin went up
by the 50 percent, that nean there was no change
in the default fund, and what would really likely
happen is that it would be a blend, but | was
gi ving you the nunber.

MR WASSERMAN.  Yes.

M5. TAYLOR | don't know what the blend
woul d be. So, | was giving you the if | did it
all this way, this would be the effect. If | did

it all this way, this would be the effect. Very
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likely, it would be a bl end.

MR, KASWELL: Can | just nmake one nore
point? On the choice, | nean, choice always has a
great appeal as an initial matter. You should be
able to opt in or opt out. One, that we think
that there is a risk that the overall cost for
ever ybody woul d go up because buil ding choice into
t he system neans nore expense. There's the point
t hat you were nmaki ng, Bob, about what happens if
all the big players opt out, and we think there's
al so the question of risk to the systemif sone
people are in and sone people are out, where does
that | eave you as far as protecting yourself if
one of the big players goes down.

Thank you.

MR. ROSEN: Just a --

MR. SWANN: Bob, can | nake one
observation before you nove on? There's an
inplication in this discussion, the status quo
relation to the nutualized portion of the backing
of a clearinghouse remains stable in circunstances

where the profile at the underlying risk is
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changed, and | think it's for assunption to assune
that in the current environnent the direct nenbers
as cl earinghouses are willing to socialize the
tail risk beyond what's captured by initial
mar gi ni ng because they know who they're sharing

t hat ri sk.

I n an environnent where they no | onger
know who they're sharing that with because they
don't know necessarily who the custoners are as
all of the other participants, it's not, | think,
a given assunption that they would equally be
wlling to continue to provide the backing that
supports that tail risk. Froma system c point of
view, that's an inportant point as what's it going
to cost and what's the right distribution?

M5. TAYLOR That is a very good point,
Bob, because what happens in this kind of a nodel
Is that the tail risk of the -- there's the
clients who nade a poor credit decision about
their FCM and the FCMs who nmade a poor credit
deci sion about their clients. You could argue

that either way, and, right now, the pair of those
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two things bears the cost of the problens caused
by those two things nmuch nore so than everyone
el se who didn't make bad credit decisions bears
those costs. And, so, you shift the m x.

MR. WASSERMAN: | nean, right now, ny
understanding is if you get past the shield of the
clients, that's still socialized, and it's
soci alized regardless of why it is that happened.

M5. TAYLOR | don't disagree with that,
but what I'msaying is it's like a first line of
defense is the people who chose the FCM who
couldn't cover the risk of its client business and
t he FCM who chose clients who woul dn't pay their
market to market. So, the people who nade the
failed credit decision share risk prior to other
parties who were not part of that failed credit
deci si on.

MR. WASSERVAN. Wl |, fair enough.

M5. TAYLOR It's like it's another
exanpl e of the defaulter pays nodel, and we can
swtch that nodel, but we've all been talking

about the costs of it, and Paul pointed that
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there's also kind of a noral hazard cost that none
of us have really tal ked about, that that's one
way that shows itself.

And | think another way the noral hazard
risk shows itself is that custoners now have a
very strong incentive to make a good credit
decision, and if custoners are conpletely isol ated
fromthe credit risk of their FCM not being able
to nake good on its obligations, then they | ose a
| ar ge anmount of the incentive that they have to
make a wi se credit decision, and, actually, |
believe that that's one of the elenents of the
whol e ri sk managenent framework in this industry
that has served this industry very well over tine.
Everyone had an alignnent of interests in making
sure that there was good ri sk nmanagenent goi ng on
at every step of the way.

MR. WASSERMAN: Granting that point, if
CVE s $100 mllion cones before the custoners,
what does that do to your incentives for risk
managenent as the clearinghouse, and if the

menbers of the risk commttees default funds cone
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bef ore the custoners, what does that do to the
risk commttees' incentives to | ook at what you're
doing and ask you to do nore of it?

M5. TAYLOR |If people decide that they
want to stay in an environnent where that's the
mut ual i zati on schene, there would be an incentive.
There already is a strong incentive for those
el ements of risk managenent to be there. So, I'm
not sure that that incentive could be
strengthened. | nean, there's a very strong
I ncentive for those protections to be in place.

M5. OBRIEN. | think what Kimis
referring to is the infrastructure that exists
currently, allows the exchanges, sone transparency
to individual conposition clearly cohesive
transparency to the omi bus position, the FCM and
FCMs have an obligation within their capital
structure and their seg structure as they're doing
credit and real-tine risk review of clients, that
smal | er default conponent which occur every day,

t hey occur every day, they stay managed within the

client FCM structure, and they never get to the
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exchange. That's part of the structure as it
exists today, and it's part of the protection to
our client that exists today. Banks are also
I nvolved in this. The first place to get paid
every day is the exchange.
| agree with Kim | have sone |evel of
concern, as well, that if the exchange is going to
take on a greater role as a result of the
elimnation of nutualization, that there could be
a fairly smart client out there that mght in a
certain market decide that it would be
advant ageous just not to nake their position
whol e, knowi ng that the clearing firmor the
exchange woul d have to segregate that conponent in
a market. | think, potentially, we could have
sonme mani pul ation here. W could wal k through --
MR PRAGCER. | think the only thing I'd
add to foll ow your point, Bob, about would
behavi ors change on ri sk managenent behavi ors, and
| do think we have to |look at the totality of the
behaviors that will change in this account cl ass.

So, back to ny earlier coments and Dan's
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comments, and when we have | ooked at across all
our funds, it's not a honobgenous group of
I nvestnent activity.

We talk about cost. | nean, it may be
the wong word. Fromour span, it's what's the
drag on performance to the funds? And that drag
on performance actually woul d range from none,
based on how we run sone of our funds today which
al ready presune a very high level of initial
margin and presune it's a | everaged account where
It has a | ot of turnover to extrene drag on sone
of our very long- termliability hedging type
activities where that initial margin is going to
have a material drag. So, you also have to think
of it across all the different types of activities
that we nmanage as a group of fiduciaries. So,
it's not going to be all the sane, that drag, and
| do think that based on how you all cone out on
the tilt and whether it's front-|loaded or to the
fund, it will very much change the behavi or of the
way that noney is nmanaged. Not necessarily for

t he wor st . | think to the extent it's
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front-1loaded, you get sone of those systemcally
beneficial behaviors of tidier books.

And | take your point that it's largely
market risk. Let ne tell you, running 5, 000
accounts, there's a | ot of operational risk that
you take out, as well. So, and that is a real
cost reduction by netting down those notionals.
So, | do encourage everyone to think about not
just we talk about the narrow framework that now
exists. W're tal king about the system and | do
think that fromthis account class in the cleared
derivatives, you wll change the behaviors, as
well. Sone of it for the better by the shift in
t hat bal ance.

MR. HUSTON: Well, let's be clear on
costs. | nean, ultimately, the cost is going to
filtered down to the end consuner. And what I'm
concerned about when | hear increased costs and
I ncreased initial marginal requirenents, to the
extent in the agricultural industry, we're
required to utilize exchange cl eared swaps versus

uncl eared swaps. O to a certain degree, exchange
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future or a conbination of the two.

Renmenber back in 2007, 2008, the prices
of corn and wheat got so high that there were
commercial institutions that pulled back out of
t he market and would not allow farners to forward
mar ket and hedge because the volatility was great,
and, thus, the initial margins were so high. And,
so, unlike a drag in performance as it relates to
cost, | nean, here's a situation where bona fide
hedgers don't get the opportunity to hedge
financial risk with their particul ar operation
because of these increased costs that we're
t al ki ng about here today.

MR. ROSEN: And | want to ook at this
| ssue, a pre 20 sigma event and post 20 signma
event. Pre 20 signma event, the cost that you're
acknow edging, that, R tchie, you're willing to
pay as a fiduciary because you see the advant ages.
The problemis what you can't avoid is that if you
adopt the voluntary nodel as you're interpreting
it, which is we will require clearinghouses to

give a choice to custoners, you're inposing that
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cost on the people who aren't |ooking for the
real i gnment in segregation exposure to the sort of
fell ow customer risk. So that soneone who's not
| ooking, but is clearing in the sane clearinghouse
Is going to end up having to pay for sonething
that you regard as a benefit, but sonething that
they don't regard as justified by the benefit.

And there's sone other costs here that |
think it's just worth nentioning, and if the
comm ssion is thinking of this as inposing a
requi renent that a clearinghouse require cost, |
think there are other considerations and policies
that -- first of all, it's not as clear to ne as
It seens to be to sone people, that the statute
provides the authority for the conm ssion to do
that. We don't have to go into that, obviously.
W don't have to go into that at this tinme. |
t hi nk that woul d probably not be productive, but
you m ght think about accommopdating it as a choice
where a clearing organi zation could decide to
offer this nodel or not to offer this nodel and

| et people gravitate to clearing organizations
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t hat have the preferred nodel and not create this
cross contam nation that occurs if you're all half
in or half out.

There are other casualties to this
arrangenent though. As | nentioned before,
Dodd- Frank was oriented toward the reduction of
systemc risk. It also preserved the codes policy
of ratable allocation of shortfalls across
custoners. That remains in place. It also
clearly had provisions that are designed to
pronote portfolio margining, and portfolio
mar gi ni ng may be one of the earliest casualties of
this because you're not going to be able to offer
portfolio margining except in the account that is
either in one canp or another, and if you have
futures that your port into this canp because it's
I n the account of a custoner that wants this form
of segregation, then you're going to have an
I ssue, and | think you're going to have an issue
under the code because you nay define whatever
account classes you want, but, at the end of the

day, you wll have a situation where two futures
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custoners, one of whose position is in one of
t hese accounts and one whose positions are not in
this account, and if there's a |oss and the
futures custoner whose position is in a conbined
account with these protected swaps, the results in
the insolvency will inherently not be ratable
because that party is going to get a nuch better
rate in the insolvency than the pure futures
custoner in the sane futures contract and is
carried with the sane FCM | think that's
sonet hi ng that needs to be consi dered as possi bl e.
One ot her issue that you'll have to deal
with is that on cross-border business, if these
accounts are disclosed, whether they're | egal or
operational, if they' ve got to be disclosed, then
you have a situation where either you're put in
the position of the US. FCMin a position as to
whet her or not since they're going to know the
client because they're going to have to disclose
this information, they're going to be subjected to
registration requirenents in every jurisdiction

where these clients are sourced, or,
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alternatively, whether foreign brokers who
currently carry their accounts on an omi bus basi s
with the U S. FCM and don't have to register are
going to have to have a direct relationship where
this information is provided to keep it fromtheir
conpetitors, and then, therefore, require themto
be registered with the FTC as an FCM So, there
are other collateral consequences post 20 sigma
event. You have to renenber that if there such an
event and peopl e are | ooking where these | osses
are falling, we're creating a situation where
those losses, if they get transmtted through the
guarantee structure, and don't forget that there
are multipliers on the guarantee fund that

I ncrease the risk and the accountability for |oss
of the clearing nenbers, if that creates a ripple
that runs through, let's face it, the clearing
menbers of these cl earinghouses are the vectors

t hrough which systemc risk is transmtted in a
maj or financial crisis, and one of the things that
the public will be seeing is that what happened

was a |lot of major users of the futures market,
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the clear swap markets who benefited fromthat

I nfrastructure were able to walk away with their
mar bl es, and ot her people, if clearing nenbers
fail ed because of the losses that they're going to
have to absorb, people who are utterly unaffected,
didn't benefit, didn't participate in these
markets are potentially going to be at risk, and |
t hi nk people will |ook at the policy judgnents
that we're making very differently through that

|l ens at that tine, and | think that's sonething
that needs to be borne in m nd.

MR. WASSERMAN. Just responding to a
coupl e of those points, we may have differences as
to what we can do in terns of ratability, but
taking as a given the proposal on the table would,
in fact, distribute noney ratably, it's just how
much woul d be com ng back fromthe cl eari nghouse.
What woul d be non-ratable is if we endeavored to
do this on a voluntary basis, with sone custoners
bei ng protected and sone custoners not.

MR ROSEN: It's only ratable in the

portfolio margining. |If you have a basis for
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concluding the two people that are trading the
sane swap positions and the sanme clearinghouse

t hrough the sane clearing nenber, end up with
different distributions because of which account
structure that you can define those as being sort
of different account classes so | don't have to
treat themratably with each other, and | think
that's not clear.

MR. WASSERMAN: But what |'msaying is
under the voluntary approach where sone custoners
may choose this and others not, you are correct.
That's --

MR. ROSEN: Under the mandatory
approach, where all custoners are treated the sane
way, it would still be ratable. The issue is that
because the cl eari nghouse woul d be | ooking at the
custoners individually, you would not have the
fell ow custoner | osses.

MR. WASSERVAN: | think in the portfolio
mar gi ni ng account, even in a mandatory context,
there are issues with ratable distribution, and we

can wal k through that at a different --
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MR. ROSEN. O fline, yes.

MR. SZYCHER: | nean, | would take a
slightly different view. And I'mnot certainly
not qualified to speak about anything regarding
the code, but | guess | may take a different view
regardi ng | guess the consequence of certain
clients wal king away and sort of who's left in the
pool insofar as to the extent that there's sone
percei ved detrinent to the folks who remain in the
pool, that, to ne, is necessarily only the case
I1f, and in fact only if risk were not priced
correctly to begin with. That is that whoever
| eft was subsidi zi ng whoever was there to begin
with. And speaki ng of whoever was going to be
subsidi zing, if anyone is going to be subsidi zing
anyone else, it's highly probable that, at | east
I n our mnds, a pension fund, probably the | owest
risk of any institutional client, is probably
goi ng to be doing the subsidizing, and, in doing
so, it's not readily apparent that there our
clients are benefiting fromthe subsidi zati on of

credit risk across other |ess credit-worthy
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M5. TAYLOR  You'll be sorry.
(Laughter) | just wanted to cone
back to sonething that | raised
earlier that | would Iike us to
t hi nk about, given everything that
we' ve di scussed here today. |1've
been racking nmy brain since |'ve
tal ked wwth you first, Ritchie, to
figure out a way where we coul d
I ncrease the protection that the
custonmers have w thout kind of
ti pping the bal ance of the systemc
protection, and the best idea that
| can cone up with after tal king
internally and talking within the
i ndustry is actually to use sone
kind of an insurance vehicle as a

vehicle for protecting the
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custoners agai nst the prorated

| osses, but not adversely affecting
the way the kind of bulk risk
managenent, systemc risk
protection nmechani sns of a

cl eari nghouse work. And, so, |

just wanted to throw that back out
on the table.

MR. WASSERMAN:  Ckay, |'ll make nyself a
liar. The problemwth that is, of course, that's
not there, and we've got rul e-nmakings that we've
got to do now, and, so, it's difficult to base
sonething on that possibility.

MR, RADHAKRI SHNAN:  Sorry. You guys may
have di scussed this, but it seens to ne that if
sonebody wants extra protection, they should pay
for it.

SPEAKER. That's the assunption.

M5. TAYLOR And insurance is an
excel l ent way of targeting that cost right to the

MR. RADHAKRI SHNAN: That's right. So,
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the issue is how do you nmake the people who nake
sonething extra pay for it? Because, right now,
in the futures world, everybody is treated the
sane way. Wat you folks are arguing for, and I'm
not nmaking a judgnent on it, is you want sonething
different fromwhat we have right now because the
cl eared swaps, right now, the statute replicates
the futures nodel. You want sonething different,
and the question is: Are you wlling to pay for
it, right? The way in which you can pay for it
I's, and the funds are not going to like this, you
could be a clearing nenber yourself, right? You
can be a clearing, and then you're not exposed to
ot her custoner -- | know | see unhappy faces.
(Laughter) But you're not exposed,
right? You're not exposed to other
custonmer risk. Now, of course,
what you then have to do is to
satisfy the cl earinghouses that you
can be a clearing nenber. So,
that's one way of doing it. But

the other way is if you want extra
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protection is to pay for it. Now,
Kimis tal ki ng about insurance, and
"' mwondering if there's sone other
way because we're tal king about the
opt-in approach. |s there sone

ot her way in which people who want
extra protection --

SPEAKER:  Their nodel --

MR. MALOY: Isn't clearing insurance,
you pay a premum the higher the premum the
better the protection.

MR. RADHAKRI SHNAN: So, you are saying
you pay a higher premum So, the question is:
What form does it take?

MR. MALOY: Initial margin.

MR. RADHAKRI SHNAN: More initial margin.
kay, soO --

MR. MALOY: O, in our case, the sane
initial margin.

MR. RADHAKRI SHNAN: | know we're
supposed to end, but is it possible that let's say

you have a firmwth 10 accounts. The firmw ||
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mar gi n each of those accounts, right, and conme up

wWth a nunber. Let's call that X |Is the margin

requi renments that the DCO i nposes on the custoner

omi bus also X, or could it be sonething | ess than
X?

M5. TAYLOR In our particular case for
t he over-the-counter swaps, it would be the sum
total of the requirenents across the accounts.

MR. RADHAKRI SHNAN:  Across, okay.

SPEAKER G oss.

MR. RADHAKRI SHNAN: So, then ny idea
doesn't work because | thinking what if you got
nore than what you had actually asked for? 1Is it
over possible that the firmw Il have nore noney,
nore margin fromits custoners than you could
offer on the clearing firnf

MR MALOY: Yes.

SPEAKER: It happens every day.

MR. MALOY: There's a nodel whereby you
can have -- there's two things here. One is the
amount of margin, and the other is about the

waterfall.
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MR. RADHAKRI SHNAN: Ri ght.

MR. MALOY: Talk about the margin. |If
you do a -- I'mgoing to pick on Richard's firm
and say let's say Bl ackRock have five funds. |
know t hey' ve got nore than that, but let's say
t hey have five funds and they said | ook, we're
happy to comm ngle all of our five funds together,
and we're happy to say that if the FCMis in
default, we're | ooking to port, we're going to go
to a backup, a substitute, and those five have to
go together. If they're prepared to do that, then
we can say well, |look at that exposure as a net
ri sk exposure, and, therefore, charge net nargin.
That's the cl earinghouse woul d charge that.

The FCM may choose to charge on a gross
basis, and that's where you have a gross nargin
and fromthe clients to the FCM but fromthe FCM
to the CCP, that would be a nets nmargin.

MR. RADHAKRI SHNAN:  So, think about it,
if a DCO got nore noney, nore than IM then it
woul d charge - would that neke your |ife easy?

MS. TAYLOR | think that's one of the
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things that we figured would be an out cone of
havi ng separate segregation.
MR. RADHAKRI SHNAN:  Yes. (kay.

M5. TAYLOR: s that we woul d have nore

MR. RADHAKRI SHNAN: We woul d have,
right.

M5. TAYLOR  More noney than we
ot herwi se woul d have.

MR. WASSERMAN:  Though, in fairness --

M5. TAYLOR More margin than ot herw se
woul d have.

MR. WASSERMAN:  Now, in fairness,
custoner level margin, Kim | think you guys
generally charge 130 percent of clearing nenber
margin or is that --

M5. TAYLOR  That would only be for the
initial initiating trade activity.

MR. WASSERMVAN: R ght.

M5. TAYLOR: Not on the ongoi ng basis.

M5. OBRIEN. But currently today under

the infrastructure, if a clearinghouse nakes a
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credit assessnent of a client who potentially has
significant intraday volatility and they're not
maki ng intraday call they may do sonet hi ng
effectively super margi ning. They may charge a
client 140 percent of the actual nmargin charge by
t he exchange.

What occurs with that extra 40 percent,
Bob, you're correct. It does reside within the
FCM it does reside with the seg pool, which is
one of the infrastructure conponents today.
Per haps, there's a dial ogue about sonething called
a buffer. The difference between initial margin
that is required by the exchange. It is not a
funding that would | ock up for a quarter |like the
guarantee fund does. | wll tell you, | have
consi derabl e concerns about putting a significant
rate on FCMs to double the size of a guarantee
fund when you're tal ki ng about day-to-day novenent
of clients. It's actually not consistent.

SPEAKER.  Ri ght.

MR. WASSERMAN: Let nme nention two

things. First, fromwhere I'"msitting, there is
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not hi ng i nconsi stent with this proposal for a
cl eari nghouse to say as part of this risk
managenent or the FCM or either to say you know
what, one of your clients really gets us
concerned, and for that client, because of the
mar ket risk, we want 150 percent of the nornma
mar gi n because that client worries. That's one
t hing that coul d be done.

Second, the clearinghouse mght say, and
this you won't |ike as nuch, you, as the FCM are
guar ant eei ng each of your clients. W want you to
post X dollars in collateral to collateralize that
guarantee, and that would run across clients.

That al so woul d be consistent, and then they coul d
essentially use that. And it's when you said
"buffer" that made ne think of that. That could
then be applied to any client, and there'd be
not hi ng i nconsi stent wth themtaking that for any
client because it's not a custoner's noney, it's
the firm s noney.

Again, it seens to ne there's really a

wi de pallet of ways in which the clearinghouses
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coul d address this kind of a risk environnment, and
it's not (inaudible) to say |I'm expecting they
will creatively find the best way to do it.

M5. BURKE: Bob, on the point of the
buffer that you kind alluded to at the end, and
going back to Edith's point that it's not in the
guarantee, | think the firnms would have to take a
| ook at that and evaluate it, and then cone back,
but not have it as a guarantee, but have it as
part of your seg buffer that we have today.

MR. WASSERMAN:  And, to be clear, to the
extent possible, | want that to be sonething
that's worked out between the firns and the
cl eari nghouses rather than by us saying you' ve got
to do it that way. The regulatory goal is to
protect these guys. The inplenentation of that
should, fromwhere I'msitting, as nuch as
possi ble, be up to you folks. Wth that --

M5. SCHNABEL: | think we're done. CQur
mai | box is open if anyone wants to submt witten
comrent s.

kay, thanks.
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2 MR. SWANN:  Thank you.
3 (Whereupon, at 4:13 pm the

4 PROCEEDI NGS wer e adj our ned.)

5 * * * * *
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CERTI FI CATE OF NOTARY PUBLI C
DI STRICT OF COLUMBI A

|, Carleton J. Anderson, IIl, notary
public in and for the D strict of Colunbia, do
hereby certify that the forgoi ng PROCEEDI NG was
duly recorded and thereafter reduced to print under
my direction; that the witnesses were sworn to tell
the truth under penalty of perjury; that said
transcript is a true record of the testinony given
by witnesses; that | am neither counsel for,
related to, nor enployed by any of the parties to
the action in which this proceedi ng was cal |l ed;
and, furthernore, that | amnot a relative or
enpl oyee of any attorney or counsel enployed by the
parties hereto, nor financially or otherw se

interested in the outcone of this action.

Notary Public, in and for the District of Colunbia

My Comm ssion Expires: COctober 31, 2011
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 01                 P R O C E E D I N G S

 02                                         (12:57 p.m.)

 03             MR. RADHAKRISHNAN:  All right.  Good

 04   afternoon, and welcome to CFTC's Staff Roundtable

 05   on the discussion Individual Customer Collateral

 06   Protection.  My name is Ananda Radhankrishan.  I'm

 07   with the Division of Clearing and Intermediary

 08   Oversight, and I welcome all of you to the CFTC,

 09   and I appreciate your participation in this

 10   roundtable, and, for some of you, you're doing

 11   double duty because you were here this morning.  I

 12   really appreciate you spending the day with us.

 13             A couple of rules.  This event is being

 14   recorded.  A transcript of the proceedings will be

 15   on our Web Site.  It's a staff roundtable, so, if

 16   we offer any opinions, it'll just be our own, and

 17   will not reflect the opinion of the Commission or

 18   any individual commissioner.

 19             I'm going to first go around and have

 20   the CFTC staff introduce themselves, and then go

 21   around the table and have everybody introduce

 22   themselves.
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 01             So, Martin?

 02             MR. WHITE:  I'm Martin White with the

 03   CFTC Office of General Counsel.

 04             MR. WASSERMAN:  I'm Bob Wasserman in the

 05   Division of Clearing and Intermediary Oversight.

 06             MS. SCHNABEL:  Nancy Schnabel, Division

 07   of Clearing and Intermediary Oversight.

 08             MR. PRAGER:  Ritchie Prager, BlackRock.

 09             MR. THUM:  Bill Thum, Vanguard Legal

 10   Department.

 11             MR. KASWELL:  Stuart Kaswell with the

 12   Managed Funds Association.

 13             MR. HUSTON:  Rob Huston representing the

 14   National Council for Farmer Cooperatives.

 15             MR. SZYCHER:  Mark Szycher representing

 16   the General Motors Pension Funds.

 17             MS. O'BRIEN:  Edith O'Brien representing

 18   the FIA from MF Global.

 19             MS. BURKE:  Maureen Burke, Bank of

 20   America, Merrill Lynch, representing FIA.

 21             MR. ROSEN:  Ed Rosen, Cleary Gottlieb,

 22   representing FIA.

�0006

 01             MR. MALOY:  David Maloy, Credit Suisse,

 02   representing ISDA.

 03             MR. MAGNUS:  Arthur Magnus, JPMorgan,

 04   representing ISDA.

 05             MR. MAGUIRE:  Hi, I'm Danny Maguire,

 06   head of OTC Derivatives Risk at LCH.Clearnet.

 07             MS. TAYLOR:  Kim Taylor, CME Clearing.

 08             MR. EDMONDS:  Chris Edmonds, ICE Trust.

 09             MR. WASSERMAN:  Actually, one or two

 10   more technology points.  If anyone here at the

 11   table has a BlackBerry or the like, please make

 12   sure to keep it off the table or it'll interfere

 13   with the sound.  Also, if folks could, as a

 14   courtesy, turn your cell phones to buzz rather

 15   than ring.

 16             And we are hoping to have Paul Swann of

 17   ICE Clear Europe appear on the phone.  There may

 18   have been a technological difficulty.

 19             Paul, are you there?

 20             MR. SWANN:  No, Bob, I'm on the phone.

 21   Thank you for introducing me.  I apologize I

 22   didn't introduce myself because you didn't give an
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 01   opportunity for phone-joiners to introduce

 02   themselves.

 03             I'm Paul Swann, ICE Clear Europe.

 04             MR. WASSERMAN:  Excellent.  That

 05   technology did work.

 06             Well, thank you, all, for coming.  The

 07   issue we're confronting here is sometimes referred

 08   to as a fellow customer problem.  If a customer

 09   defaults, who is exposed to the losses?  Now, in

 10   the industry, the first two answers are very

 11   clear; the customer himself and the firm that is

 12   carrying that customer.  But what happens when the

 13   loss exceeds that capital?  Well, we come to the

 14   question of then who should next bear that loss?

 15   Is it the fellow customers at that firm or the

 16   clearinghouse which, the way things are organized,

 17   tends to ultimately mean other clearing members.

 18   And, so, on the agenda today, what I'd like to

 19   first do is start out talking about what the buy

 20   side, the customer side feels about these issues

 21   and what their concerns are.  Then move on to a

 22   model or models for addressing that, and then talk
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 01   about how effective those models might be and,

 02   very importantly, what the costs of those models

 03   are.

 04             So, without further ado, Richard, if

 05   you'd like to begin.

 06             MR. PRAGER:  Thanks, Bob.  I mean, I

 07   think the reference point that we choose to start

 08   from is where we're coming from, which is the OTC

 09   market, and while this sometimes turns out to be a

 10   future's discussion, that certainly was not our

 11   intent.  Our intent was to seek on behalf of our

 12   clients to maintain the same level of protection

 13   they now enjoy in the bilateral market if they

 14   choose to enter into a tri-party agreement to

 15   secure their exposure.  So, as we migrate into

 16   this new, brave world and look at Dodd-Frank and

 17   the rationale for adopting the new regulation,

 18   which BlackRock is strongly in favor of, there is

 19   this one issue here that we're confronting, which,

 20   on behalf of our clients, we think we need to

 21   maintain that aspect of the market structure for

 22   this account class.
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 01             So, today, we have an environment where

 02   not all our clients choose a tri-party, but those

 03   that do have that ability, they understand that

 04   there's incremental costs associated with that

 05   security, and we contract those costs, we pay that

 06   cost today, and while we do hear a lot of support

 07   for our concern, we also hear a lot of concern

 08   about the cost associated with achieving the

 09   segregation.  So, in that vain, I think it's

 10   important that when we look at what we're seeing

 11   is this associated cost, we really need to look

 12   again at our starting point, which is we know the

 13   cost today of the tri-party arrangement, and we

 14   think that should be the right benchmark.  We also

 15   want to highlight that there is cost to the new

 16   regulation, and that the retooling of the entire

 17   OTC market, as we go from the unclear to the clear

 18   world, has costs, and it has costs for all

 19   participants, and we don't think that these

 20   retooling costs should all be associated with this

 21   one issue that we're highlighting, which is the

 22   need for a segregated account.
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 01             So, really, I think those would be our

 02   opening comments, Bob.

 03             MR. WASSERMAN:  Bill?

 04             MR. THUM:  Yes, it's Bill Thum here from

 05   Vanguard, and I think I could echo just about

 06   everything that was said on behalf of BlackRock.

 07   Our concern really relates to the existing

 08   platform and the customer protections that apply

 09   in the OTC bilateral world and how that will

 10   translate into the cleared world.  And while

 11   Vanguard is very supportive of the aims and

 12   objectives of Dodd-Frank and, indeed, clearing

 13   standardized derivatives, our concerns relate to

 14   the protection of the margin that we will be

 15   posting on behalf of our clients and how that

 16   margin will be held, and, ultimately, how that

 17   margin that we will be handled in the event of a

 18   default involving another client of our

 19   derivatives clearing member.  So, we want to talk

 20   through the differences between the existing state

 21   and the future state, our aim in terms of

 22   achieving a different approach for the cleared
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 01   derivatives compared to cleared futures trades,

 02   and then, obviously, talk about the implications

 03   that that would have.

 04             MR. KASWELL:  I actually have a formal

 05   statement.  Is it okay if work through that?

 06   Okay, great.

 07             Well, again, I'm Stuart Kaswell with the

 08   Managed Funds Association, and we appreciate the

 09   opportunity to be here today, and we hope to

 10   assist the CFTC in implementing the Dodd-Frank

 11   Act.

 12             For those of you who don't know, MFA is

 13   the voice of the global alternative investment

 14   industry.  Our members include the vast majority

 15   of the largest hedge funds in the world, who

 16   manage a substantial portion of the $1.5 trillion

 17   invested in absolute return strategies.  MFA

 18   strongly supports Dodd-Frank's goals of enhancing

 19   transparency and reducing systemic risk for the

 20   OTC Derivatives Market.  It is of utmost

 21   importance that the CFTC develop rules for OTC

 22   derivatives in general, and the segregation of
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 01   collateral in particular that would enhance the

 02   financial market and maximize customer protection.

 03             On the issue of segregation, MFA favors

 04   the segregation of customer initial margin and

 05   separate individual customer accounts as opposed

 06   to combining customer assets in an omnibus

 07   segregated account.

 08             The failure of Lehman Brothers is a key

 09   example of why segregation is necessarily.  It is

 10   well-known that Lehman's customers lost billions

 11   of dollars, and those customers include MFA

 12   members.  Losses from Lehman include customers who

 13   had posted margin that was not segregated.

 14   However, omnibus segregation, while an

 15   improvement, still exposes customers to

 16   substantial risk of losing their margin.

 17   Customers cannot quantify their risks since they

 18   do not know the risk profiles of the FCM's other

 19   customers.  There is no way for customer A to know

 20   whether customers B, C, and D are solvent or

 21   exposure the FCM to risk.  Customers who can't

 22   protect themselves against risk are less likely to
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 01   invest generally and less likely to want central

 02   clearing.

 03             We appreciate that the CFTC must take

 04   into consideration a range of concerns when

 05   adopting rules on segregation for cleared swaps.

 06   We respect the CFTC's need to explore fully the

 07   potential benefits and drawbacks of all available

 08   segregation options.  However, we want to ensure

 09   that all alternatives remain on the table and that

 10   the CFTC does not prematurely eliminate individual

 11   segregation as an option.

 12             We understand that those who favor

 13   omnibus accounts suggest that the cost of

 14   individual accounts, the central clearing party

 15   will be too high, the infrastructure changes will

 16   be too complex, and the implementation will take

 17   too long.  We respectfully urge the Commission to

 18   examine that view carefully.  We also urge the

 19   Commission to consider both direct costs and

 20   external costs, such as the cost of buying CDS

 21   protection to protect against the failure of an

 22   FCM.
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 01             As a general matter, our members do not

 02   want to delay the move to clearing or incur

 03   unreasonable costs to obtain the benefits of

 04   individual segregation, but we think those who

 05   oppose the greater protection collateral should

 06   have the burden of proof of showing why individual

 07   accounts are not practical.  If after careful

 08   review the CFTC determines that the cost in

 09   infrastructure complexities of individual

 10   segregation are prohibitive, we are open to

 11   discussing an alternative model that would

 12   optimize customer protection, but we think it is

 13   premature to consider lesser alternatives.

 14             For uncleared swaps, we believe that the

 15   right to individual segregation of customer

 16   initial margin is essential for effective OTC

 17   derivatives regulation.  We respectfully request

 18   that adopting rules related to uncleared swaps,

 19   the CFTC should clarify two points on the meaning

 20   of segregation with an independent, third-party

 21   custodian.

 22             First, we suggest that an affiliate of
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 01   the dealer counterparty be precluded from serving

 02   as custodian.  Second, we recommend that the FCM

 03   segregate collateral in separate, individual

 04   customer accounts pursuant to contractual,

 05   tri-party agreements.

 06             Some may interpret the segregation

 07   provisions of Dodd-Frank more loosely, permitting

 08   the dealer counterparties affiliates to serve as

 09   custodian.  They also imply that a bilateral

 10   contractual arrangement solely between the dealer

 11   and counterparty and the custodian is efficient.

 12   Without segregation and an unaffiliated custodian

 13   or tri-party agreement, there is no true

 14   segregation from the interests of the dealer.

 15   Absent these protections, the dealer maintains

 16   exclusive control over its customers' collateral.

 17             Lastly, we recognize that the Dodd-Frank

 18   Act does not require the CFTC to adopt rules

 19   jointly with the SEC related to segregation of

 20   collateral.  We strongly recommend that the CFTC

 21   coordinate with the SEC to ensure that, to the

 22   extent possible, the agencies' rules result in
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 01   consistent, if not identical, outcomes.

 02             Thank you for the opportunity.  I'd be

 03   happy to answer questions.

 04             MR. WASSERMAN:  I just would note that

 05   actually, and even though this roundtable is a

 06   CFTC roundtable, on your last point, we are

 07   working fairly closely with our colleagues at the

 08   SEC in discussing these issues.

 09             Rob?

 10             MR. HUSTON:  Thank you very much.  My

 11   name is Rob Huston.  I represent the National

 12   Council for Farmer Cooperatives.  We represent

 13   over 3,000 farmer cooperatives in the United

 14   States, with over $116 billion in sales.  Roughly

 15   70 percent of the farmers are associated with a

 16   cooperative.  We have over $6 billion in exports,

 17   provide over about 250,000 jobs in the United

 18   States, with a payroll of about $8 billion a year.

 19             And our concern, and we appreciate the

 20   opportunity to be here today, but it's

 21   specifically related to agricultural swaps, and

 22   our concern is that we're putting the cart before
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 01   the house a little bit.  We've had a system in

 02   place for decades that have allowed for the

 03   collection or margin and don't see an immediate

 04   need for change.  The cleared agricultural swaps

 05   that are traded today in the form of calendar

 06   swaps have their place.  The majority of the them

 07   are traded in between market hours, on weekends,

 08   and in between the times that the Chicago Board of

 09   Trade is open or the CME Group is open for

 10   business, but, as an aggregator of end-users, in

 11   exchange traded futures and uncleared swaps

 12   provide an effective tool for the American farmer

 13   to hedge price risk in today's volatile markets,

 14   and I concur with the statement from BlackRock,

 15   that we're concerned about the costs associated

 16   with the new regulations and then how that might

 17   effect the American farmer.

 18             MR. SZYCHER:  Good afternoon and thank

 19   you.  My name is Mark Szycher, and I'm vice

 20   president in charge of enterprise risk management,

 21   GM Asset Management, representing the GM Pension

 22   Funds.  My duties include overseeing risk
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 01   management of all derivatives activities conducted

 02   on behalf of the GM pension plans.

 03             By way of background regarding GM

 04   Pension Plans, the GM plans cover over 650,000

 05   active and retired workers and their family

 06   members, both union as well as salaried employees

 07   and former employees.  The GM plans distribute in

 08   excess of $7 billion to retirees and to their

 09   surviving spouses.  And for many of those retirees

 10   and their surviving spouses, the GM pension

 11   benefits represent the lion's share of their

 12   monthly income.  In addition, it's also during

 13   this conversation important to bear in mind that

 14   the GM Pension Funds fall fully subject to ERISA,

 15   and our principal regulator is the Department of

 16   Labor, although, of course, our activities in the

 17   markets also put us in contact with a variety of

 18   other regulators.

 19             As an ERISA fiduciary, we're held to

 20   what is widely accepted to be the highest standard

 21   of care and the duties of loyalty of any market

 22   participant.  I appreciate the opportunity to
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 01   speak to you today regarding our concerns and the

 02   concerns that we share with many plan sponsors

 03   regarding the potential loss of protections that

 04   we enjoy today unless swap clearing models are for

 05   certain collateral protection features.  And those

 06   features that we enjoy today in our arrangements

 07   in the uncleared or over-the-counter swap markets

 08   include the following:  Full segregation of

 09   collateral both from the counterparty, as well as

 10   from other clients of our counterparty.  In

 11   addition, an independent, third-party collateral

 12   custodian who holds any posted collateral support.

 13   Our counterparty has no access to the collateral;

 14   that is no access to either reinvest that

 15   collateral or to re-hypothecate it.  Furthermore,

 16   the counterparty is required if they are out of

 17   the money to post collateral support to that

 18   third-party custodian, as well as our doing so as

 19   needed.  In addition, the collateral that is held

 20   is subject to U.S. bankruptcy law.  And, lastly,

 21   and very importantly, that we do have certainty as

 22   to the precise quality and the nature of the
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 01   collateral that is posted by either our plans or

 02   to the third-party custodian via the counterparty,

 03   as this is agreed to by ourselves and the

 04   counterparty.

 05             I think the essence of our concerns are

 06   really that, potentially, under some of the models

 07   being discussed, we could be exposed to two risks

 08   that we're not currently subject to today.  The

 09   first risk is the risk of default by another

 10   client of the FCM.  And, furthermore, default by

 11   the FCM due to poor investment choices, or,

 12   perhaps, a situation involving an affiliate or a

 13   subsidiary of that FCM.  And, in doing so, we

 14   recognize, and the one of the other panelists

 15   brought up the example of Lehman Brothers, and we

 16   can certainly say from our experience that the

 17   approach that I had described a moment ago served

 18   us extremely well and protected our plan assets

 19   against what could have been a very significant

 20   loss of plan assets upon the Lehman bankruptcy.

 21             In closing, if we're looking at the

 22   intent of the act to be reducing risk, in essence,
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 01   we are being asked to take on a certain number of

 02   risks that, first off, we don't have today, that

 03   we believe for our pension beneficiaries have

 04   absolutely no benefit whatsoever to take that

 05   risk, and, lastly, that we lack the transparency

 06   to make a business assessment whether we would

 07   want to take such risks.

 08             Thank you.

 09             MR. WASSERMAN:  Before we go on to

 10   talking about models, I'd like to throw it open to

 11   the rest of the table to react or discuss what

 12   we've been hearing to this point.

 13             MR. MAGNUS:  I'd just like to comment on

 14   one point regarding the uncleared swaps, to just

 15   get that off the table quickly, and that is to

 16   provide a letter to the CFTC outlining its view,

 17   which supported that dealers should provide the

 18   option to the buy side for a variety of

 19   segregation, including independent tri-party, but

 20   that it should not be required to provided

 21   independent tri-party, and allow the buy side to

 22   choose the model that worked best for them, given
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 01   the cost of that various model.  And some of you

 02   and some of the buy side clients would chose the

 03   "independent," as you described it, non-affiliate

 04   tri-party relationship, and others would

 05   potentially choose affiliate and/or choose other

 06   models in between, and we just feel that all those

 07   should be available, and it is fair for the

 08   dealers to have to offer a tri-party and an

 09   independent dealer, but not be required to offer

 10   that.

 11             MR. KASWELL:  I guess this means me,

 12   right?  Yes, well, and we appreciate that.  I

 13   think we'd say that there should be some minimum

 14   rules of the road here, and that the opportunity

 15   is for a race to the bottom or for people to make

 16   decisions that might, in the short-term, be

 17   advantageous, but in the long run, it might

 18   jeopardize the investors' position.  We think that

 19   the tri-party should provide the two features that

 20   we discussed.

 21             MR. RADHAKRISHNAN:  What kind of rules

 22   of the road would you have us provide, because I'm
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 01   not taking a side, but it seems to me that if, in

 02   a bilateral role, somebody offers a choice and

 03   lays out the cost of the choice, or maybe one

 04   independent, here's how much it's going to cost.

 05   I'm trying to understand what the worry is,

 06   because I think what you're asking is for the

 07   government basically to say you must mandate X or

 08   Y.  So, I'd like to know why.

 09             MR. KASWELL:  I think it's because we

 10   think that there can be situations where, in the

 11   short-term, you might say well, I don't think I

 12   want to pay the higher cost, and that could create

 13   competitive advantages in the marketplace.  One

 14   firm's costs are lower, and, therefore, it has

 15   competitive advantage.  But when things get ugly,

 16   that deal may not look like such a happy bargain

 17   after all, and that we think that the system is

 18   better served by saying there are some things --

 19   we say cars have to have seatbelts.  We don't say

 20   some cars can have them and some can't.  We've

 21   tried that, sometimes it works, sometimes it

 22   doesn't.  I think in this setting, we think that
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 01   the overall financial system is better served.

 02             MR. RADHAKRISHNAN:  So, let's get

 03   specific.  Would you want the CFTC to promulgate a

 04   rule that would say if the end-user choose

 05   segregation, are we going to give the choice of

 06   segregation or is it going to be mandatory or

 07   bilateral?

 08             MR. KASWELL:  Well, but the bilateral,

 09   we have to give the choice of --

 10             MR. RADHAKRISHNAN:  Okay.  All right.

 11   So, we give the choice, but the collateral must be

 12   held in a bank that is now affiliated with a

 13   dealer, right?  So, the rule, of course, we cannot

 14   specify which bank it is.  Well, we already have,

 15   and that it cannot be the bank affiliated with the

 16   dealer.  It could be some other bank.

 17             What kind of rules would we impose?  I'm

 18   just trying to get a sense of would it have to be

 19   a bank where the -- well, we can't use credit

 20   ratings anymore because the law says you can't do

 21   that, right?  Would it have to be a minimum

 22   capital?  Would it have to be location-specific?
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 01   I'm just trying to get a sense.

 02             MR. KASWELL:  I don't think we got into

 03   that level of detail.  I think we were just trying

 04   to set out two basic parameters to saying these

 05   are sort of the minimums we think are necessary in

 06   order to make it safe, that if the whole idea is

 07   that it's separate, then the counterparty

 08   shouldn't be able to touch it and that it's in a

 09   separate place, and separate really should mean

 10   separate.

 11             Now, the other factor, and this is sort

 12   of maybe a side benefit, this will have the

 13   tendency to spread stuff around, and there's some

 14   advantage in not keeping all the eggs in one

 15   basket.  That can create benefits and competition

 16   and so on.  I understand it can also create

 17   complexities that you may say well, is there

 18   someone who's available in order for me to find

 19   somebody else who really is independent?  And that

 20   may get complicated in some setting.  We'd rather

 21   take that chance than risk that when a situation

 22   gets ugly that, all of a sudden, that collateral
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 01   that you thought was there really isn't.

 02             MR. THUM:  It's Bill Thum of Vanguard.

 03   I think, as well, there's an important distinction

 04   that can be made between the present bilateral

 05   derivatives model and the existing futures model,

 06   and that relates to the issue of loss

 07   mutualization.  So, while there can be a mandate

 08   that a dealer needs to offer segregated tri-party

 09   accounts to hold collateral that's being posted to

 10   cover derivatives positions, bilateral derivatives

 11   positions, the missing problem, the problem that

 12   does not exist in the bilateral derivative world

 13   at present is the concept that if another client

 14   of the dealer fails to satisfy its margin

 15   obligations, the margin that's being posted by

 16   another client is not being used to satisfy that

 17   obligation.

 18             So, I think from Vanguard's perspective,

 19   the issue really gets the problem of loss

 20   mutualization connected with the futures model and

 21   applying that concept to margin being held to

 22   cover exposures related to cleared derivatives.
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 01             MR. RADHAKRISHNAN:  Just to be clear

 02   though in case people are not clear, the prospect

 03   of a non-defaulting client losing its margin only

 04   will apply if the clearing member defaults to the

 05   clearinghouse in the customer origin.  And if the

 06   clearinghouse chooses the margin, I just want to

 07   make it clear that that's what we're talking

 08   about, because, otherwise, in a case where the FCM

 09   is fine and one customer has defaulted to it, our

 10   seg rules prevent the FCM from using another

 11   customer's seg deposits to cure the other

 12   customer's default.  So, what we're talking about

 13   right now is a situation where, and I don't think

 14   it has ever happened.  Well, has it happened maybe

 15   once?

 16             MR. WASSERMAN:  Yes.

 17             MR. RADHAKRISHNAN:  Maybe once, but

 18   where client defaults to a clearing FCM.  That

 19   causes a clearing FCM to default to a DCO, and

 20   CFTC to an Interpretative Letter in 85 said that

 21   the DCO, if it wants to, can attach all of the

 22   collateral of the defaulting FCM to satisfy the
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 01   loss.

 02             MR. PRAGER:  I mean, from our

 03   perspective, Ananda, we do acknowledge we're

 04   talking about an extraordinary event of both a

 05   customer default and a FCM default, and while we

 06   have the ability to monitor the FCM to some

 07   extent; I mean, we do see financials posted and we

 08   do see there are capital levels that clearinghouse

 09   has -- we have no visibility to the other

 10   customers, so, we do acknowledge it's extreme, but

 11   there's no tools available to allow us to risk

 12   manage this, even though it is extreme event.  I

 13   mean, it's not impossible, and there's just no

 14   visibility to the other customers.

 15             MR. KASWELL:  Right, and just as a

 16   footnote to that, I mean, 724 Dodd-Frank says that

 17   you can't use one customer's money for another.  I

 18   mean, and I understand there are later exceptions

 19   in the statute, but the basic premise that

 20   Congress is setting out here is that each

 21   individual customer should stand on its own and

 22   that one shouldn't be subsidizing another for,
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 01   again, the very reason that he can't check on my

 02   credit and vice versa.  We all look to the FCM to

 03   do that, and that's not a great position for us to

 04   be able to say oh, well, we can look out for

 05   ourselves here.  We really can't.

 06             MR. ROSEN:  Thank you.  First, I want to

 07   want to defend the dignity of this fine

 08   commission.  Just to point out that the customer

 09   loses that occurred in Lehman didn't occur on

 10   American soil.  The regime that the CFTC

 11   administered worked very well for the protection

 12   of customers.  It is impossible not to be

 13   sympathetic to the position of any fiduciary who

 14   wants to minimize the circumstances in which their

 15   beneficiaries might incur losses.  It's just

 16   impossible not to be sympathetic to that, but I

 17   think we have all learned from experience you

 18   cannot eliminate risk, you can transfer it, and if

 19   you're transferring it, the question is:  To where

 20   is it being transferred, what are the scenarios in

 21   which it will manifest itself, and what are the

 22   ramifications of that?  And I think you can't
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 01   ignore that part of the costs, and I think it also

 02   expands the constituencies that we ultimately need

 03   to think about in evaluating the risks and the

 04   benefits and the costs of changing the structure

 05   of this regime, and we can come back to that a

 06   little bit later because this agency is charged

 07   not with protecting us or you or the clearinghouse

 08   or other clearing members, this agency is charged

 09   with protecting the public interest.  And, under

 10   certain scenarios, it is the public that I think

 11   could be affected by the judgments that we make

 12   here today.

 13             The one thing I do think, there's both

 14   an analogy to the OCC market that I think should

 15   be drawn, and I think a limitation to the analogy

 16   from the bilateral transacting in swaps to the

 17   clearinghouse, and that is it is true that you

 18   don't have visibility into the other customers of

 19   an FCM, but when you deal bilaterally with a swap

 20   dealer, you accept the credit risk of transacting

 21   with the swap dealer, and the swap dealer's credit

 22   worthiness is a function of other unrelated
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 01   transactions with a panoply of other customers

 02   that can present credit risk for the

 03   clearinghouse.  So, I'm not sure there's such a

 04   paradigm shift in the credit risk evaluation that

 05   large, institutional customers are confronted with

 06   in the context of clearing swaps.

 07             I think the other parameter to the

 08   analogy that needs to be drawn on the other hand

 09   is that there's a difference between the risk of

 10   loss that arises in a single bilateral

 11   relationship where you can protect your assets to

 12   a segregation of the independent amount quite

 13   effectively and immunize it, but in the bilateral

 14   context, you don't have the cross pollination of

 15   risk, and what everybody regards as a helpful risk

 16   diversification mechanism in terms of

 17   mutualization of risk and a clearinghouse becomes

 18   a risk concentrating factor in extreme

 19   circumstances, which, as you say, Ritchie, and I

 20   think you're right, those are the scenarios that

 21   we are talking about, and I think when we talk

 22   about costs and constituencies, we have to think
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 01   about the other end of that spectrum because I

 02   think it really is quite consequential at the end

 03   of the day, and I think others can speak to a sort

 04   of quantitative costs and benefits, but what I'm

 05   concerned about is that Congress has just adopted

 06   a statute whose principal purpose is to mitigate

 07   systemic risk, and my fear is that in the worst

 08   scenario, this proposal will have exactly the

 09   opposite effect.

 10             MR. WASSERMAN:  Okay, at this point,

 11   let's start talking about models.  The issue has

 12   come up.  And it seems to me two have already been

 13   mentioned.  One, as Rob mentioned, is the current

 14   system that we're operating under, that on the

 15   future side, and one that I think is likely to

 16   continue on the future side, even past any

 17   immediate proposals, and under that system, of

 18   course, there is the collateral is handled in an

 19   omnibus manner, and the risk is managed in an

 20   omnibus manner, and, so, in the event of a default

 21   in a customer account, it has to be the

 22   clearinghouse has every right to look at the

�0033

 01   entire omnibus collateral to protect itself, and,

 02   indeed, that's how it risk manages.  Although, to

 03   a certain extent, I think clearinghouses already

 04   do look at the account level.  They are in a legal

 05   sense and a formal sense, they only know the

 06   omnibus.  And that is the current system.

 07             Another system, as was pointed out by

 08   Stuart and Mark is one could have complete

 09   individual segregation, and that would essentially

 10   go up the line, it would somewhat more

 11   administratively complex, as essentially the

 12   customer would post their collateral at the

 13   broker.  That collateral would have to be going to

 14   the clearinghouse in essentially an identified sub

 15   account and keep separately, and, thus, there

 16   would be quite a lot more in the way of

 17   transactions as things move day by day, and, of

 18   course, in the cleared world, everything is done

 19   at least once a day, frequently twice a day, and,

 20   indeed, in extreme circumstances, perhaps, even

 21   more, and one would need to monitor and reconcile

 22   all those transactions.
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 01             I want to mention a third model, and

 02   this is the model that staff here have been

 03   working on, which is an attempt to sort of

 04   navigate between the two.  Actually, before I do

 05   that, I do want to talk a little bit about an

 06   understanding of the statute because, as someone

 07   mentioned, the statute does say you cannot use one

 08   customer's collateral to margin guarantee or

 09   secure anyone else's positions.  It also says that

 10   you're not supposed to commingle these funds.

 11   There is an exception with respect to commingling,

 12   and it says well, for convenience, the property of

 13   swaps customers collectively, I mean, plural that

 14   is to say, may for convenience be commingled and

 15   deposited in the same account or accounts with a

 16   bank or trust company or with a DCO.  There's

 17   nothing in that exception that says and also you

 18   can use one customer's money to margin guarantee

 19   or secure another's positions.  And, so, given

 20   this permission for commingling, we're trying to

 21   be, I think, faithful to the statute both in terms

 22   of protecting customers, one from another,
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 01   permitting commingling, and, as was alluded to,

 02   there are some costs, and I'm sure we'll be

 03   getting into discussing that later on.

 04             So, let me tell you about this approach.

 05   The idea would be, first off, one change.  Right

 06   now, we have, in some cases, firms, carrying

 07   customers post collateral on a gross basis, in

 08   some cases, it's on a net basis, in some cases,

 09   it's on a somewhat modified gross basis.  In order

 10   for this to work, it would have to be gross basis

 11   strictly for all customers and for all

 12   clearinghouses and for all sources.  I will note

 13   that some of my colleagues have been looking at

 14   that for reasons separate from customer

 15   protection, and, so, the cost of that may arguably

 16   not be part of the costs of this initiative, but

 17   we'll leave that off to the side.

 18             Right now, clearinghouses, to a certain

 19   extent, know customer exposures through large

 20   trader and have some very excellent systems that

 21   are used to monitor that information.  However,

 22   under this approach, every day every clearing
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 01   member would need to send up to the clearinghouse

 02   information on each customer's portfolio positions

 03   or rights and obligations at that clearinghouse.

 04   And, so, if I am an FCM and I have 132 customers,

 05   I would be sending up information on the portfolio

 06   of customer 1 and customer 2 and so on, down to

 07   132.  From that information, one can calculate

 08   that that array of positions, what the required

 09   collateral is for that set of positions.  And the

 10   amount of customer collateral that I, of ICM,

 11   would have to have on behalf of the customer

 12   account up at the clearinghouse is the sum of

 13   those 132 calculations.  The FCM would post that

 14   collateral just as it does today.  In other words,

 15   right now, collateral is not identified with very

 16   limited exceptions and not really applicable here.

 17   It's not identified to a particular customer.

 18   Now, the firm might owe the customer back that

 19   collateral when he or she asks for it, but in

 20   terms of where that collateral can be put, I could

 21   have a customer whose positions are all on CME,

 22   but I send their collateral up to LCH.  That's
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 01   perfectly fine, and, so, that would not change,

 02   and one would not, therefore, need to keep track

 03   of the collateral on a customer-by-customer basis.

 04   The place where I'm going on that is what the

 05   customer is entitled to in the event of an

 06   insolvency is not the specific collateral; it's

 07   the value, and what we're looking at here is that

 08   the value of the collateral for that set of

 09   positions is what the clearinghouse would be

 10   looking at for each customer.  So, all of this

 11   would be going on just as it does today.

 12             Now, in the event of a default by the

 13   FCM and the customer account, the clearinghouse

 14   would then be required to treat each customer

 15   separately.  And, so, they would be allocating to

 16   each customer the dollar value of the collateral

 17   that's associated with their position that they've

 18   been informed of.  The clearinghouse then would be

 19   able to look at each set of collateral.  And, so,

 20   for instance, if I have customers 1 and 2, each of

 21   whom has a collateral of $1 million up, customer

 22   1, his position has lost $50,000.  Customer 2, her
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 01   position has lost $3 million.  Under the present

 02   system, the clearinghouse would take $2 million

 03   and then $1 million would go down, $1,050,000

 04   would go down the waterfall.  Under this proposal,

 05   customer 1 would be entitled to that $950,000

 06   back.  Customer 2, of course, has lost all of his,

 07   and he's looking forward to lawsuits.  The

 08   clearinghouse then would have the opportunity if

 09   they so chose to transfer each customer's potions

 10   and the associated collateral to a willing

 11   transferee.  However, the clearinghouse will have,

 12   must have the unfettered right to liquidate

 13   positions if they believe that is what's in their

 14   best interest.  I mean, remember, what we would be

 15   dealing with here is a case where up until then,

 16   each of the customers is backed by the credit of

 17   the clearing member.  At this point, by

 18   assumption, the clearing member has defaulted,

 19   and, so, the clearinghouse may be of the opinion

 20   things are simply too risky here, I'm going to

 21   just liquidate base or they may want to work with

 22   things and try and transfer the positions.  In the
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 01   event that there were no transfer, the

 02   clearinghouse would then be sending the money back

 03   to the trustee for distribution.  So, the customer

 04   then would have their claim against the FCM estate

 05   just like today except in the event there has been

 06   a transfer, it would be adjusted for the fact that

 07   the value that was transferred for the customer.

 08             Now, that's not to say there's no

 09   difference in operations, and I think we'll get

 10   more into this, but I would just simply mention,

 11   right now, clearinghouses already have some vision

 12   into customers, and certainly clearinghouses

 13   monitor their members on an intraday basis.  One

 14   might expect that such monitoring would become

 15   somewhat sharper, but that is not something that

 16   we're looking at in these rules, but rather would

 17   be leaving to the discretion of the clearinghouse

 18   as part of their risk management approach.

 19             Throw it open.

 20             MR. PRAGER:  I don't know if you named

 21   the third option, but we think of it as maybe

 22   legally segregated and operationally commingled is
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 01   if we understand what you're suggesting.  So, I

 02   mean, from our perspective, having thought about

 03   this and discussed it a lot, we're very

 04   sympathetic to the operationally onerous

 05   environment of Frank to maintain both legally

 06   separate and operationally separate.  I mean, that

 07   sounds like most people's nightmares.  So, we are

 08   sympathetic to that concern coming from the FCMs

 09   and from the clearinghouses.  So, we think that it

 10   is potentially an elegant solution to maintain

 11   that legal segregation, while having an

 12   administratively easier life of operationally

 13   keeping things commingled, it obviously sounds

 14   very consistent with the statute, as you

 15   explained, as well.  I think it will potentially

 16   have to put an asterisk there in looking at the

 17   value aspect to make sure there might have to be

 18   some ring fencing or rules around the investment

 19   of collateral just to make sure that when it comes

 20   to value, we do the best we can to maintain the

 21   value in case there had to be a liquidation.  But

 22   I think that this idea does have merit, and at
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 01   least from our perspective, gives us that legal

 02   certainty of segregation that we would have the

 03   visibility to what is ours, so to speak.

 04             MR. WASSERMAN:  Kim?

 05             MS. TAYLOR:  Thank you.  I wanted to

 06   first just put a little bit more framework around

 07   what we're talking about because I think, although

 08   I agree with Ed, that I'm very sympathetic to the

 09   position that fiduciaries are in in providing what

 10   they would consider to be the optimal protection

 11   for their clients, I do want to encourage us to be

 12   thinking about this problem in the overall context

 13   in which it occurs, and it seems that we're very

 14   focused on one element of the customer protections

 15   that exist in the listed derivatives (inaudible)

 16   now and are presumed to be existing in

 17   over-the-counter cleared derivatives world going

 18   forward, and that is the pooled segregation, but

 19   there are a lot of other elements that are part of

 20   the overall customer protection mechanism that

 21   have collectively contributed to a very good

 22   outcome for customers over a very long period of
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 01   time, and that's the combination of kind of the

 02   membership standards and the ongoing financial

 03   surveillance that clearinghouses perform over

 04   their clearing members.  It includes the

 05   surveillance and requirements that the CFTC has

 06   over clearinghouses to ensure that the financial

 07   surveillances is adequate.  It includes the

 08   alignment of interests of everyone in the industry

 09   to care about the risk management infrastructure

 10   in the industry, and that is something that I fear

 11   we lose if we make it too easy for a client to

 12   step away from having any risk whatsoever to what

 13   happens at its clearing member.  So, that right

 14   now, clients have an interest in making sure that

 15   they choose a financially-sound FCM.  FCMs have an

 16   interest in providing financially-sound, good

 17   capital base, good service and good risk

 18   management so that they can attract sophisticated

 19   clients, and the clearinghouses have an alignment

 20   of interest in making sure that the clearing

 21   members are soundly managed.

 22             And then there's also the bankruptcy
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 01   regime here and the way that the regulators

 02   operate within that bankruptcy regime leads to a

 03   situation where, as I've mentioned, Lehman's

 04   parent went bankrupt and no U.S.  Customers that

 05   were subject to this customer protection regime

 06   were at any risk.

 07             So, I don't want us to look at just the

 08   one element in isolation, but if we are looking at

 09   the one element, some of the comments that Ritchie

 10   mentioned in his opening statement involved the

 11   fact that, even in the over- the-counter world,

 12   not all of your clients are willing to bear the

 13   costs associated with getting this incremental

 14   protection that some of them find valuable of

 15   having their assets completely segregated from the

 16   risk of any loss, and I'm wondering if there's an

 17   option for us to have another model under

 18   discussion here which would include a regime where

 19   clients could opt to have the extra protection and

 20   bear the extra cost of that in the cleared world

 21   without forcing all clients to bear the collective

 22   costs of having a regime where that had to be
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 01   provided for every account.

 02             MR. WASSERMAN:  I mean, clearly, we

 03   should be putting other options on the table as we

 04   have them.  We may talk a little bit about those

 05   costs later and how that actually works.  I guess

 06   I would ask one thing:  As between Richard and

 07   yourself, who's in a better position to look at an

 08   FCM clearing member and determine what the risks

 09   are of that FCM clearing member?

 10             MS. TAYLOR:  I think with most of the

 11   clearing members, that this type of customer would

 12   be using, very likely, their public companies, and

 13   there's a lot of publicly-available information.

 14   I think the clearinghouse has an advantage in

 15   being able to see the actual books and records, we

 16   have regulatory authority to observe the control

 17   environment and we can take actions if we find

 18   deficiencies.  So, we're in a better position in

 19   that respect, however, any one clearinghouse is

 20   not in kind of an omnificent position about what

 21   the risks are to the clearing member because I see

 22   the customer exposures that faced me and the
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 01   products that I cleared.  I don't see the customer

 02   exposures directly in the products that face

 03   Chris.  So, the clearinghouses collectively are in

 04   a better position, and any one clearinghouse is in

 05   a better position than any one customer to get

 06   access to certain information.  But I wonder if a

 07   way to help alleviate some of the concern might be

 08   to find some type of middle ground where there is

 09   a better disclosure environment, and does that

 10   help alleviate some of the concerns that your

 11   clients have as opposed to moving all the way to

 12   individual, physically-segregated client accounts?

 13             MR. PRAGER:  I mean, I just see that as

 14   that regime transferring the burden, the due

 15   diligence burden onto the fiduciary to then

 16   conduct a due diligence of every client you have,

 17   and we'd have the same questions you have of do we

 18   see their overall exposures to the system?  So,

 19   and that's not what we do for a living, is to look

 20   at your other clients' market positions and access

 21   suitability and concentration and other things.

 22   So, I think you were right to highlight that you
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 01   have an advantage to see that, where, I don't

 02   know.  I'll ask my buy side colleagues if they see

 03   it differently, but I don't think we'd have the

 04   tools to do that diligence.

 05             MR. KASWELL:  One of the issues on the

 06   proposal, if there's still on bucket of

 07   collateral, even if it's legally in pieces, that

 08   still creates a problem in the event of

 09   insolvency, and, again, we all understand we're

 10   talking about remote circumstances, but we all

 11   learned in the weekend in September a couple of

 12   years ago that remote circumstances sometimes

 13   happen.  And that if the collateral at the central

 14   clearer is still in one bucket, that means that if

 15   customer A wants to pick up and take its marbles

 16   out of that bucket and go someplace else, it may

 17   be very difficult for it to do so.  And I think

 18   unless you solve that, and I don't know how to

 19   solve that problem without having separate

 20   buckets.

 21             MR. WASSERMAN:  Let me answer that

 22   point.  As I see it, there are three major sources
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 01   of loss to an FCM's customer account.  One of

 02   those is fraud defalcation operational problems.

 03   I think those are present in any system, and then

 04   you have the choice, as we had in the Lehman case

 05   in the U.K., of saying well, whoever was the

 06   unlucky fellow whose account was insufficient,

 07   that's who loses, or you can socialize that I

 08   guess I'm inclined to the latter, but that,

 09   obviously, folks might differ.

 10             The second source of loss is essentially

 11   loss in value.  Now, we have, as you know, under

 12   our Rule 125, restrictions on the investments of

 13   customer funds.  I think other colleagues are

 14   working on some changes to that, and I think one

 15   might see changes to a 125 in the near future.

 16   But, again, that is sort of a generic issue.

 17             The third is fellow customer risk, and

 18   what I think we're doing here is addressing that

 19   one, and, so, it seems to me the first two are

 20   more inherently socialized because watch out, if

 21   you don't socialize them, yours might be the

 22   account which the thief took.
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 01             So, I think that's the answer there.

 02             MR. EDMONDS:  To Kim's point, it still a

 03   limited view, right?  I mean, it's still a limited

 04   view even if that duty of care were to come to the

 05   individual clearinghouses at that point in time.

 06   It might be that you, the regulator, have better

 07   insight on that because of the overarching you

 08   have.  I mean, we're not going to share

 09   information necessarily like that and say hey, how

 10   is FCM 123 doing on that point?  I mean, it

 11   becomes very problematic, as Kim was pointing out,

 12   because we still have a limited view of how we

 13   could get there.

 14             MR. WASSERMAN:  I would note two things.

 15   I mean, first, there is some sharing of

 16   information, for instance, currently with the

 17   Joint Audit Committee.  In fact, information about

 18   FCMs is shared between exchanges and

 19   clearinghouses and the like, but, more broadly,

 20   you have a couple of things going on.  In addition

 21   to the fact that neither of you has perfect

 22   information, I think it may well be the case that
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 01   the clearinghouses have much better information

 02   that's partly structural in the sense that you

 03   guys can ask about fellow customers and get

 04   information, not only see information, but you can

 05   ask your members, given the supervisory supervised

 06   relationship between you and them.

 07             Two, there's a concentration of

 08   expertise.  You folks are their clearinghouse, the

 09   risk management folks are in that business, and,

 10   so, both from an efficiency standpoint, who's

 11   better at this, a dozen clearinghouses or 12,000

 12   customers?  It's fewer times being done and a

 13   concentration of expertise.

 14             MS. TAYLOR:  I would actually challenge

 15   where the concentration of expertise in this

 16   particular regard lies, I think is actually mostly

 17   with the FCMs themselves or the clearing members

 18   themselves if we're talking about customer due

 19   diligence, because they're the people performing

 20   the detailed customer due diligence, they're the

 21   people performing the detailed customer level of

 22   risk management, and we are making sure that there
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 01   is a certain level of surveillance and a certain

 02   level of adequacy of their controlled

 03   environments, but, actually, the best experts

 04   about the financial adequacy of any one client's

 05   financial position is actually the FCMs more so

 06   than the clearinghouses.

 07             MR. WASSERMAN:  I'm sorry if I misspoke,

 08   what I mean is in looking at the FCM, I mean, the

 09   FCM is going to be looking at --

 10             MS. TAYLOR:  Right.  Okay.

 11             MR. WASSERMAN:  And that's true.  You

 12   folks supervise them in doing that, but in

 13   determining whether the FCM is likely doing a good

 14   job of that and is likely to survive that between

 15   the customers and yourselves, looking at the FCMs,

 16   I think you all are in the better position.

 17             MS. TAYLOR:  I would agree that we're in

 18   a better position than the clients to understand

 19   the picture of how the FCM is doing.

 20             MR. RADHAKRISHNAN:  Danny, go ahead.

 21             MR. MAGUIRE:  Hi, Danny Maguire,

 22   LCH.Clearnet here.
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 01             I mean, from LCH's position on this,

 02   we're supportive of client choice around this.

 03   Our primary objective here is, regardless of the

 04   different account structures, to ensure that we

 05   always have our risk exposure measured and

 06   covered, and that's really our primary goal here,

 07   and it's head of risk, that's what I think about

 08   every single day.  That's regardless of the actual

 09   account structure that we're talking about here.

 10   I expect on either gross omnibus accounts, under a

 11   segregated account, regardless of the different

 12   flavors or structure that we talk about, I need to

 13   be able to see through the FCM and down to the

 14   client to see not the credit risk, which is I

 15   think what we're talking about here, but the

 16   market risk of every single client, because, at

 17   some point, as a CCP, as a head of risk, I will be

 18   potentially in this horrible, double default

 19   scenario, on the hook to actually close out that

 20   position, and this is closing out potentially 10,

 21   20, 30, 40, 50-year risk on OTC derivatives.  So,

 22   I think any CCP needs to be able to see the market
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 01   risk at that level, and, likewise, any FCM needs

 02   to be able to see that.

 03             In terms of the responsibility for

 04   credit risk on the client side, that's absolutely

 05   the FCM's responsibility and primary

 06   responsibility because they hold the primary

 07   counterparty exposure and client risk.  We only

 08   pick that up if the FCM goes down.

 09             So, I think we need to make a

 10   distinction here between market risk and really

 11   credit risk.  Market risk for the clearinghouse,

 12   absolutely, we need to see that all the way

 13   through.  Credit risk, I think, primarily, that is

 14   the FCM.

 15             MR. RADHAKRISHNAN:  I think it'd be

 16   useful --

 17             MR. SWANN:  -- if pay would be involved.

 18             MR. RADHAKRISHNAN:  Oh, is that Paul?

 19             SPEAKER:  Paul?

 20             MR. RADHAKRISHNAN:  Paul, did you want

 21   to say something?

 22             MR. SWANN:  Yes, if I could, and my
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 01   apologies.  It's always difficult to do these

 02   things when you're joining --

 03             MR. RADHAKRISHNAN:  Paul, can you speak

 04   up because we really can't hear you quite well?

 05             MR. SWANN:  Can you hear that better?

 06   Can you hear better?

 07             MR. RADHAKRISHNAN:  Just somewhat, yes.

 08             MR. SWANN:  Thank you.  My apologies for

 09   cutting from over the phone.  It's always

 10   difficult when you're outside of the room, but I

 11   just wanted to pick up on a point Danny was making

 12   in relation to looking through to the customer

 13   level is the root of individual segregated

 14   accounts was to be promulgated.  Actually, the

 15   area that I think we should explore further during

 16   this discussion is what does that do in terms of

 17   the contractual relationships that currently exist

 18   between the central counterparty, the FCM, and the

 19   FCM and the end-users of the products?  And, in

 20   particular, in relation to the broader

 21   responsibilities market intermediaries currently

 22   have in relation to other legislation such as
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 01   anti-money-laundering responsibilities or know

 02   your customer responsibilities.  At the moment,

 03   the system is designed to ensure that there are a

 04   number of layers in the system that are ensuring

 05   compliance with those legislations.  It's not

 06   clear, I think, in an environment where there's a

 07   direct recognition at the central counterparty

 08   level of individual customers as to where that

 09   responsibility lies in the future.

 10             MR. RADHAKRISHNAN:  I think that's a

 11   good question, and I think the question that's

 12   being asked is:  Are we replacing the legal

 13   relationship that now exists?  The future

 14   (inaudible) legal relationship, the privity of

 15   contract is between the customer and the firm on

 16   one hand, and then between the clearing member and

 17   the DCO on the other hand, because I think all

 18   DCOs have rules of disclaim any privity between

 19   themselves and the end customer, if that's fair to

 20   say.  So, Paul is that sort of what the crux is of

 21   your question, which is:  If we go to this model,

 22   are we somehow displacing that?

�0055

 01             MR. SWANN:  Yes, absolutely.  I think

 02   the crux really is firstly, are we displacing it?

 03   If so, how are we displacing it?  And then as with

 04   the third piece is:  What are the fiduciary and

 05   legal responsibilities of the central counterparty

 06   in that new contractual model, assuming the

 07   disclosure at least implies some responsibility.

 08             MS. TAYLOR:  I mean, it is very hard to

 09   have a position or a thought around what would be

 10   the outcome of that when we don't know yet what

 11   the target is, what the end result is, but I think

 12   we had been approaching this with the assumption

 13   that this would still be an intermediated

 14   transaction between the clearinghouse and the

 15   clearing member acting as agent for a now more

 16   disclosed principal rather than acting for an

 17   undisclosed principal as it operates now.

 18             MR. RADHAKRISHNAN:  Can we get a sense

 19   of cost because there's no free lunch, right?  So,

 20   I would like to know from everybody what the costs

 21   are because I think that may then drive us to

 22   which model works because a couple of models have

�0056

 01   been floated.  Bob floated some models, Kim

 02   floated a new model, which is choice.  So,

 03   perhaps, the firms and the DCOs could tell us --

 04             MR. PRAGER:  Maybe one thing, just to

 05   reshape the question slightly, and we have

 06   experience at the table.  So, we hear lots of

 07   costs, and, as I said in my opening comments,

 08   we're concerned that they're becoming kitchen sink

 09   costs as the entire retooling of the system is

 10   being put on this particular issue.  But when the

 11   dealer community who's been clearing for a decade

 12   chose a model, they actually a segregated account

 13   model, and I presume in their analysis that they

 14   came up with a cost effective way to do that.  So,

 15   maybe I don't know if I could put you on the spot,

 16   Dan.  Coming from that background, and I

 17   appreciate that's not an FCM model, that's not the

 18   statute as it's written today, but there's

 19   experience there we can learn from.  So, I'm just

 20   curious to see.  That clearly was a cost effective

 21   model if the dealer community, and you have

 22   several hundred trillion of notional outstanding.
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 01   So, they must have found a cost-effective way to

 02   do that.

 03             MR. MAGUIRE:  Yes.  So, hi, Dan Maguire

 04   here again form LCH.Clearnet.  So, I think there's

 05   two ways of splitting the costs here.  The first

 06   one is really the operational and the

 07   infrastructure setup of this.  Really, without

 08   trying to cast over that, I think any FCM or

 09   client or any entity that's transacting in these

 10   type of financial instruments needs to have the

 11   relevant knowledge, trading expertise, risk

 12   expertise, technology, operations, et cetera, to

 13   be able to handle these kinds of transactions

 14   because, ultimately on the FCM side, they could

 15   own a client position as a client goes delinquent,

 16   so, they should be able to get out of that

 17   position, and, likewise, the CCP could own that

 18   position from an FCM standpoint.

 19             So, I think some of those costs are

 20   really just the cost of doing business in OTC

 21   derivatives.  So, if I just part those for now and

 22   really talk about the real cost that people talk
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 01   about, which is really around default funds,

 02   mutualized costs, and the initial margin cost, I

 03   think that's generally what people refer to as

 04   costs on this.

 05             I see them as to leave us basically.

 06   When I'm quantifying risk, the quantum on a risk

 07   exposure of either a segregated or a omnibus

 08   account or other things on that, as long as we're

 09   talking on a gross basis, which to Bob's point

 10   earlier, I think we're talking in that realm

 11   today.  There's different ways you can cut this.

 12   The LCH model that we built over 10 years, which,

 13   to Ritchie's point currently to give some flavor

 14   that's across 14 currencies, is out of 50

 15   immaturity.  It's $250 trillion worth of

 16   notionals, so, it's big size, and it worked during

 17   Lehman.  The whole underlying premise behind this

 18   is defaulter pays.  That's the whole underlying

 19   premise where we started in 1999 through to today.

 20             And how does that work?  In the first

 21   instance, it means that the bar is relatively high

 22   in terms of the initial margin costs because we
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 01   see the market risk exposure and the anticipated

 02   amounts of time and risk that we have to close out

 03   during the default event.  So, we spend our time

 04   modeling and considering what is the closeout's

 05   time in this, what is the notional (inaudible) in

 06   the market, come and actually get out of these

 07   concentrated risk positions?  And, on top of that

 08   initial margin, we may find that there are

 09   positions which are heavily concentrated in a

 10   liquid or less liquid maturity.  So, we also have

 11   market risk multipliers on top of that to factor

 12   in this concentration risk.  So, the first thing

 13   we always do is look at every single individual

 14   clearing member and we look at the specific risk

 15   and whether we can actually close it out under the

 16   assumptions of our margin model.  And I think the

 17   key point on the margin model is we have a worse

 18   case loss.  We look at a five-year history, and we

 19   take the worst case loss over a given holding

 20   period.

 21             So, that means in the first instance,

 22   that the bar is relatively high for each
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 01   individual clearing member.  It's the same for

 02   each, but it's a high number, so, it means the

 03   likelihood of going through that initial margin

 04   and into the waterfall, be it client funds, member

 05   funds, the whole waterfall and LCH's capital is

 06   reduced.

 07             To give some flavor for that, September

 08   15, 2008, we talked about Lehman quite a bit.  We

 09   closed that out.  I was there closing that

 10   position out, and that was a $9 trillion position.

 11   It was 5 currencies, and it was 66,000 open

 12   positions and trades that we had.  We closed that

 13   position out within the dealer markets.

 14   Obviously, it's very dealer-centric in the first

 15   instance, but we closed that out, and we wrote it

 16   35 to 40 percent of the initial margin held by

 17   Lehman.  So, what I meant is that none of the

 18   losses that were incurred were mutualized in any

 19   way or passed on to anybody else within the

 20   clearinghouse.  So, I guess proven to work by

 21   having that high confidence interval in that

 22   margin approach is the first thing.  And then the
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 01   other lever is the more mutualized part, which is

 02   the default fund.  I think there's many ways to

 03   coagulate a default fund, but, really, generally,

 04   it's the stress, losses, the extreme scenarios,

 05   detailed risk that goes over the initial margin,

 06   and that's held.  Unlike every DCO, like

 07   ourselves, we're doing that on a daily basis.

 08   We're using historical scenarios and theoretical

 09   scenarios to stress that and look at different

 10   events that could happen.  But what we find in our

 11   existing model today is we have a much larger

 12   initial margin pool, albeit to a point, to use a

 13   phrase we're using here today, segregated because

 14   there's no commingling at that initial margin, but

 15   we have a smaller default fund because the

 16   majority of the risks are covered in the margin

 17   rather than mutualized the default fund.

 18             So, that's the model.  That's just a

 19   statement of fact.  That's the model we arrived on

 20   over the period over the last 10, 11 years for the

 21   OTC derivatives side.

 22             MR. RADHAKRISHNAN:  Let's get the FCMs
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 01   to describe for us that, right now, you have a

 02   particular model, which is the omnibus model, and

 03   let's say we were going to move to a model where

 04   there is individual client segregation at the

 05   clearinghouse level.  So, I'd like to know what's

 06   involved in that, and what the costs are, what the

 07   complexities are.

 08             MS. BURKE:  Sure, this is Maureen Burke

 09   from Bank of America, Merrill Lynch, once again,

 10   representing FIA.

 11             But we did do quite a bit of work as an

 12   industry, and just working with your first

 13   proposal here, Ananda, I'm staying focused on

 14   that.  We did look at what it entailed to --

 15   because the industry as a whole is 100 percent

 16   sympathetic to protecting customer funds.  That's

 17   paramount.  I mean, the whole structure that's set

 18   up is set up to protect customer funds.  The

 19   safeguards that are in the system that we have set

 20   out that have worked are there to protect customer

 21   funds, and if we can look to enhance them, we

 22   should do that because understood that you're
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 01   moving into a world where you may not have had to

 02   post any margin.

 03             So, there's going to be a cost, a

 04   posting margin, number one, and if that had been

 05   held in third party, you may have felt more

 06   protected, but the intent in Dodd-Frank was to

 07   reduce systemic risk.  So, we did do quite a bit

 08   of work, and I have to tell you there were a lot

 09   of heads that went down and put pen to paper and

 10   did an enormous amount of work when he first came

 11   down and met with Bob here in D.C., to look at

 12   individual seg.

 13             What it does operationally, it

 14   exponentially increases the amount of accounts

 15   that a clearing firm would carry, as you could

 16   guess, because there is multiple accounts that

 17   even in a BlackRock relationship, you'd have to

 18   segregate down to the underlying account owner in

 19   a true individual seg.  So, we ran through some

 20   numbers, we looked at the amount of accounts that

 21   would have to be opened up out on the street.  You

 22   got to start right from the clearing firm as the
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 01   beginning part because if you're really trying to

 02   protect, you have to start going from the clearing

 03   firm, the funds being directed into the clearing

 04   firm, and then moving along those funds to the

 05   clearinghouse and working with the multiple margin

 06   calls that we work with today.

 07             We would have to increase our staff by a

 08   great level, and that's of course we can do that.

 09   We projected out costs on how much it would cost,

 10   just wire transfer cost, receive and deliver fees,

 11   and in many, many clearing firms, the funds don't

 12   come directly into the same account where you're

 13   going to send them to for the margin requirement.

 14   So, you have the funds coming into a depository

 15   account, moving each cash or securities or

 16   custodial account, and then they need to get wired

 17   out twice a day, today in the futures model, where

 18   we get two margin calls that are sent out to the

 19   clearinghouse, and, in many instances, we may,

 20   where in volatile periods, receive other calls.

 21   So, today, we do that in totality, look at our

 22   total amount of margin obligations of the customer
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 01   in-house and meet those margin calls.

 02             The multiples, we actually have some

 03   numbers here, but it went from, I think, multiples

 04   for 1 account, 1 client trading on 3 different

 05   exchanges where we would have maybe 10 accounts

 06   went to 80 accounts, and you take and you multiply

 07   that out to the number of accounts that you

 08   actually have for all your individual clients.  It

 09   makes it operationally burdensome, and concern,

 10   are we creating more prone to error operations,

 11   prone to error?  I mean, we would have to trace

 12   back a particular security that is sent from each

 13   client and make sure that we're sending it to the

 14   exchange that they're clearing on, clearinghouse

 15   because the clients come in, they trade on

 16   multiple clearinghouses that come into the

 17   customer seg pool.  You need to direct it to the

 18   trade that they're doing on that particular day to

 19   know where the underlying trade resides and where

 20   can we send this security?  Today, we look at it

 21   in total because it's a total seg pool.

 22             The estimate that we went through, and
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 01   this isn't a full-blown estimate, for a size of a

 02   firm like Bank of America, Merrill Lynch, it would

 03   be $75 million to $100 million incremental cost on

 04   the yearly basis to open the accounts, receive and

 05   deliver fees, the wired transfer fees.  We would

 06   have to perform daily segregation computations

 07   because if you're now going to start with

 08   individual seg, you will have to produce a seg

 09   computation to ensure that what we have in from a

 10   particular client is segregated appropriately.

 11   We'd have the clearinghouse who would extend the

 12   burden out to the clearinghouse.  The staff that

 13   they have at the clearinghouse would have to

 14   increase because they're either going to have the

 15   same requirement.  It's not just on our books and

 16   records.  The clearinghouse is going to have to

 17   have a similar multiple of expansion in their

 18   staff to support this.

 19             We support full customer protection.

 20   The question is:  What's the cost and where is

 21   that cost going to be borne?  It's going to have

 22   to be borne by the industry as a whole, and we can
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 01   look at there's three different proposals, Ananda

 02   and Bob, that you've put out here is, one, you

 03   have the model we have today.  We can talk to

 04   everything that's there; potentially enhance some

 05   of those protections that we have, enhance some of

 06   the safeguards from what we would potentially have

 07   to put in place.

 08             We have the margin grace period today

 09   that if a client's in deficit, $1, if their

 10   account liquidates to a deficit $1 that we haven't

 11   collected, any new trace that they put on that we

 12   haven't collected, it's 100 percent charge against

 13   capital.  They have an initial margin.  There's a

 14   grace period of four days, and I understand

 15   looking at it going into the OTC space, that's

 16   going to potentially be looked at.  Is that an

 17   appropriate grace period for CDS at this stage,

 18   and it'd be down to one for initial end, and the

 19   deficits, if you don't collect it within one day.

 20   But what's paramount is that the initial margins

 21   are set appropriately.  That's our first line of

 22   defense in any structure that we set up, even in
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 01   an individual seg, if it's structure, if the

 02   margins aren't set appropriately, that puts risk

 03   into the system, and proper risk management and

 04   monitoring of the margin calls.

 05             MR. RADHAKRISHNAN:  So, you raise a good

 06   point because, right now, a clearinghouse issues a

 07   call from IM in the customer origin, you just pay,

 08   right?  The firm pays it.  You have no choice, you

 09   have to pay it.

 10             MS. BURKE:  Correct.

 11             MR. RADHAKRISHNAN:  But, in most cases,

 12   it's a pass on, and what it is you get from the

 13   customers, but, in some cases, you fund --

 14             MS. BURKE:  It's our own capital.

 15             MR. RADHAKRISHNAN:  You fund --

 16             MS. BURKE:  But we're meeting that.

 17             MR. RADHAKRISHNAN:  You're funding it,

 18   right.  Right.

 19             MS. BURKE:  We're meeting that margin

 20   call on trade.  We're meeting.

 21             MR. RADHAKRISHNAN:  Because you may not

 22   have collected it from the client.
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 01             MS. BURKE:  Correct.

 02             MR. RADHAKRISHNAN:  And the Joint Audit

 03   Committee always gives you four days to collect

 04   it, and otherwise, there's a capital charge.  So,

 05   if we go to a world where there is individual

 06   segregation, it could mean one or two things.  It

 07   could mean that you have no more grace periods

 08   anymore, right?  You collect right away from your

 09   customer and you pass it on, or you're actually

 10   passing on your own money, and it's being called

 11   customer money at the clearinghouse.  Is that

 12   possible?

 13             MS. BURKE:  That is exactly what is

 14   happening.

 15             MR. RADHAKRISHNAN:  That's what happens

 16   now?

 17             MS. BURKE:  Yes.  I mean, that's exactly

 18   what we have.  We went through a whole flow of the

 19   timing and flow of funds.  Trade date.  There's

 20   direct debit authority against our bank accounts.

 21   The FCMs have their own capital sitting in

 22   segregated bank accounts.  There's a prohibition.
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 01   You have a continual requirement to ensure that

 02   you're fully segregated at all times.  It's not a

 03   look back, and there is not a cure period for

 04   this.  So, we have to ensure at any point in time

 05   when we have a direct debit against our bank

 06   account that we were able to cover that, that

 07   we're not using one customer's funds to meet

 08   another customer's obligations.  And all the big

 09   FCMs and even smaller FCMs, in order to ensure

 10   that that is the case, they have to have some of

 11   their firm capital in the segregated bank account,

 12   and the next day, this is for the safeguards that

 13   are in place, a computation has to be prepared by

 14   12:00 p.m. the next day to prove that the amount

 15   of your obligations out to all of your clients

 16   that they were fully segregated, and if there's

 17   any seg deficiencies, a reportable violation that

 18   needs to be reported immediately.

 19             MR. WASSERMAN:  Maureen, I just want to

 20   clarify one thing.

 21             MS. BURKE:  Yes.

 22             MR. WASSERMAN:  And then maybe keep you
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 01   on the spot for a few more minutes.  What you've

 02   been talking about for the past couple of minutes

 03   has been the impact of individual segregation.

 04             MS. BURKE:  Correct.

 05             MR. WASSERMAN:  So, let's look at the

 06   model I was talking about a little bit earlier and

 07   the one we had discussed in our previous meeting.

 08             MS. BURKE:  Sure.

 09             MR. WASSERMAN:  Clearly, there are some

 10   additional duties that would be involved in terms

 11   of passing information up to the clearinghouse.

 12             MS. BURKE:  Yes.

 13             MR. WASSERMAN:  That kind of model, what

 14   sort of additional administrative costs, and I

 15   think we're going to be talking after the break

 16   about impacts on guarantee funds and the like.

 17   But just in terms of the types of costs you were

 18   discussing now, the back office costs, if you

 19   will, what sort of impact is that?

 20             MS. BURKE:  That's not nearly as

 21   burdensome, as you would know, Bob, and I'm sure

 22   anyone else can figure out.  But, so, as you're
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 01   laying out the proposal, it's a reporting of your

 02   underlying clients and their positions, and, from

 03   there, you can compute their initial margin

 04   requirement.  So, from the operational burdensome

 05   of multiple, open up massive amount of accounts

 06   and tracing that all the way through, that that

 07   does eliminate that burden.  But it still creates

 08   a cost, and this, I guess, will be a part of the

 09   second session.  The open question is:  What is

 10   that cost, and where would that cost be borne?

 11             MR. PRAGER:  Don't you have to calculate

 12   that anyway?

 13             MS. BURKE:  Calculate the --

 14             MR. PRAGER:  To the endpoint, the

 15   individual customer exposure anyway?

 16             MS. BURKE:  We do that.  We do that

 17   every day.  So, that's why we're saying the

 18   operational burden to send that over to the

 19   clearinghouse gets diminished versus an individual

 20   seg that gets diminished.  But we can talk about

 21   the costs now.  I don't know if you're putting

 22   that off until the second half, but there will be
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 01   costs to reduce that mutualization, and what is

 02   that cost?  That's a critical component that we

 03   need to address.  What's the cost, and the cost

 04   would be borne by the industry.

 05             MR. RADHAKRISHNAN:  But there's a

 06   difference between the firm telling the

 07   clearinghouse look, I have 10 customers, here's

 08   their individual margin requirement, right?

 09   That's one part of it.  But that doesn't mean that

 10   the firm cannot pay the margin that the DCO calls.

 11             MR. PRAGER:  Oh, no, no.

 12             MR. RADHAKRISHNAN:  The firm's got to

 13   find the margin call.  But I'd like to know what

 14   the model is.  Is it just a reporting as to what

 15   the requirement is, but not and this is how much

 16   my customer paid me?

 17             MR. WASSERMAN:  No.

 18             MR. RADHAKRISHNAN:  Right.

 19             MS. BURKE:  And, Ananda, that's the

 20   point.

 21             MR. RADHAKRISHNAN:  Right.

 22             MS. BURKE:  It's assuming the client
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 01   paid, made all those payments, and we go through

 02   the delays.  A big chunk of that will be the FCM's

 03   money that's in that number.  It's assuming

 04   everything is fully paid for.  There's time delays

 05   on the collection of margin.  So, it's at what

 06   point in time?

 07             MR. PRAGER:  But don't you do that

 08   anyway?

 09             MS. BURKE:  We do that anyway, but going

 10   back to the last day, and then what the trustee

 11   has to go after, and whose funds have been sent

 12   off potentially to another clearinghouse or

 13   exchange?  Did the customer fully pay for those

 14   positions at that point in time?

 15             MR. RADHAKRISHNAN:  Let me make a point.

 16   It would be not a good outcome if, in my view,

 17   there was this reporting, the firm sent the money

 18   up, but it's not your money, it's the firm's

 19   money.  Something happens, and you walk away with

 20   the firm's money.  That's not a good outcome

 21   because, to me, that's an unjust enrichment on

 22   your part.
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 01             MR. PRAGER:  But that can happen today,

 02   can't it?

 03             MR. RADHAKRISHNAN:  I don't see how.  An

 04   unjust enrichment.

 05             MS. TAYLOR:  (Off mike.)

 06             MR. RADHAKRISHNAN:  The seg, yes.

 07             MS. TAYLOR:  (Off mike.)

 08             MR. RADHAKRISHNAN:  Right.

 09             MS. TAYLOR:  I think I agree with what

 10   Ritchie's saying.  If a firm puts money into seg

 11   now and some customer defaults.

 12             MR. RADHAKRISHNAN:  Right.  Right.

 13             MS. TAYLOR:  That money that the firm

 14   has put into seg is part of what is pro rata or

 15   distributed to all the clients.

 16             MR. RADHAKRISHNAN:  To all the clients.

 17   So --

 18             MS. TAYLOR:  So, I mean, it's unjust

 19   enrichment of everyone.

 20             MR. RADHAKRISHNAN:  Potentially --

 21             MS. TAYLOR:  As opposed to unjust

 22   enrichment of --
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 01             MR. RADHAKRISHNAN:  I just wanted to

 02   tease that out.  (Laughter)

 03             MR. WASSERMAN:  Just to be clear, the

 04   firm is essentially making a loan to the client,

 05   and, so, in the insolvency proceeding, either the

 06   customer's claim would be reduced because the

 07   customer might have a claim that is over and above

 08   what was transferred or the customer would

 09   potentially owe the trustee money.  But the

 10   customer doesn't get to keep that.  That

 11   accounting is ultimately done.  Don't count that

 12   money yet.  (Laughter)

 13             MS. TAYLOR:  Could I ask a question here

 14   because I'm thinking there might be another way to

 15   solve the problem?  Is the problem that you

 16   gentlemen are facing that you want to be able to

 17   make sure that you would get your customers' exact

 18   assets back, or you're interested in preserving

 19   value of the assets?

 20             MR. PRAGER:  Yes, at least in our case,

 21   we acknowledge in my comments earlier that there's

 22   this value, and there might be slippage.  So, I'm
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 01   acknowledging there might be slippage in the value

 02   so it's not trying to make it so onerous that it's

 03   specific.  I mean, others might have a different

 04   view, but, I mean, there has to be some

 05   concessions in looking for the balanced solution

 06   here, and we'd run that risk today.

 07             MR. THUM:  Yes, it's Bill Thum at

 08   Vanguard.  I think the value is the point, and I

 09   think having a more robust way of determining the

 10   value and a more controlled way determining the

 11   value is going to be the important consideration

 12   going forward.

 13             And I think in terms of the costs, while

 14   we can look at the difference between the existing

 15   futures model and this new world that we're

 16   talking about in terms of cleared derivatives, we

 17   could also look at it in terms of the cost the

 18   existing bilateral approach now, where our clients

 19   are not only where you have a strong, highly-rated

 20   or highly-capitalized client trading with a dealer

 21   and getting the benefit in terms of an initial

 22   margin levels, but while, at the same time,
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 01   willing to spend the money in certain

 02   circumstances to set up tri-party custody

 03   accounts, having to do that with every single

 04   dealer on the street with which it trades to

 05   protect its client assets.

 06             So, these are both assessments being

 07   made by dealers at present in terms of what

 08   initial margin levels should apply, and they're

 09   also costs that clients may elect to pay,

 10   sometimes are required to pay in terms of mutual

 11   fund clients to protect client assets.  So, those

 12   costs are built into the existing bilateral model.

 13   So, I think when we think about costs, we have to

 14   think are we talking about the difference from the

 15   futures model, are we talking about the difference

 16   from the bilateral derivatives model?

 17             MR. RADHAKRISHNAN:  I just want to make

 18   one point, that I don't think the statute said

 19   whatever happens in the bilateral world is going

 20   to happen in the cleared world.  I think I want to

 21   make that clear.  I don't think that's what the

 22   statute says.  I think what the statute says, it
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 01   provides a clearing mandate because I've been

 02   hearing the certain things about well, this is

 03   what happens in the bilateral world, and,

 04   therefore, we must make sure it happens in the

 05   cleared world.  I don't think that's the purpose

 06   of the statute.

 07             MR. KASWELL:  It's a fair point, but if

 08   I may, I mean, one of the goals, it seems to me,

 09   of Dodd-Frank was to encourage move to a

 10   centrally-cleared environment.

 11             MR. RADHAKRISHNAN:  Correct.

 12             MR. KASWELL:  And, so, if customers feel

 13   they're getting a poorer deal in the

 14   centrally-cleared environment than they are in the

 15   bilateral, they're not going to want to go there,

 16   and that seems to me defeats one of the key

 17   animating provisions of Dodd-Frank.  So, they're

 18   different, I agree, but the goals are --

 19             MR. RADHAKRISHNAN:  I agree, but the

 20   question is:  What is a good or bad deal?  Right,

 21   so, I think that's what we're trying to figure

 22   out.
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 01             MS. TAYLOR:  The reason I asked about

 02   the value issue versus the specific collateral is

 03   I wonder if we might be able to solve the customer

 04   protection concern that I'm hearing loud and clear

 05   with an industry-provided insurance vehicle -- I'm

 06   thinking of something that would operate similarly

 07   to how a specific coverage operates in the broker

 08   dealer industry, where the FCMs would be able to

 09   obtain insurance for the return to the clients of

 10   the value in their account, even if there's a

 11   shortfall in the account at the time of an FCM

 12   bankruptcy, and if that type of a vehicle solves

 13   the concern that you have, I wouldn't be surprised

 14   if that would be overall cheaper for the industry

 15   to provide certainly than it would be to provide

 16   the individual segregation, and then it might be

 17   to provide legal but not operational segregation.

 18             MR. EDMONDS:  I mean, I think I agree

 19   with that, Kim.  I guess the question is:  Who's

 20   going to be covered in that?  It's been proposed

 21   duty of care for the clearinghouse is just going

 22   to increase potentially.
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 01             Do you disagree with that, Bob?  I may

 02   have gotten confused on --

 03             MR. WASSERMAN:  No, I guess my only

 04   quibble would be with the term "duty of care."

 05             MR. EDMONDS:  Okay.  Rather the exposure

 06   would be changed.  That would, I assume, then flow

 07   through in terms of how you would approach that

 08   exposure.  So, in other words, right now, you can

 09   look at the entire collateral pool of an FCM's

 10   customers and risk manage against that.  Now, you

 11   would be looking at customers individually, and I

 12   presume you would risk manage against that, and I

 13   might make assumptions, but those are just

 14   assumptions that I'm making as to how you might

 15   choose to address that different risk environment,

 16   but it's not, in other words, a "duty of care" in

 17   the sense that we're going to be going after you

 18   for failing to do this or that; it's just you're

 19   only going to be able to look at each customer's

 20   positions and then in the event of a default, you

 21   would then essentially not have as much of that

 22   collateral to look at as you do know.
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 01             MR. WASSERMAN:  Right, and I think we'll

 02   talk about that in the second session because

 03   that's really the balance between IM and guarantee

 04   funds.  So, we'll save that for later.  But to

 05   Maureen's point about they send us the report,

 06   right?  We have that.  We sum up the 132 accounts

 07   that you used in your example.  It comes up to be

 08   $100, hypothetically.  We know we've collected

 09   $100 in omni account.  From a clearinghouse

 10   perspective, is it your interpretation that that's

 11   it, unless there is a default, that we're then

 12   after the default, going back, as we would in a

 13   post-mortem environment anyway in trying to

 14   recreate.

 15             Is that as far as it goes, or is it more

 16   than that?

 17             MR. EDMONDS:  Well, it is more than that

 18   in the sense that I would expect that you would

 19   then be looking at that, and I would expect you'd

 20   be risk managing differently.  And, so, all those

 21   132 customers, small ones you might well ignore,

 22   saying oh, that guy's not going to cause a
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 01   problem, but just as I think many of you do today,

 02   you look at the larger customers and look at the

 03   exposures at the account level, particularly on

 04   OTC.  I think so, for somebody who is rather

 05   relative to the FCM, I'm guessing you would be

 06   looking over their shoulder.  But, to be very

 07   clear, it would be over their shoulder, it's their

 08   responsibility, their work, it's just since it's

 09   partially your exposure, I expect you might have

 10   some concern that you would then, using your

 11   judgment, determine okay, what do we need to do

 12   about this, and that would vary by FCM, it would

 13   vary by the size of customer, the size of the

 14   exposure.  You would be using your judgment in

 15   supervising the firm's duty.  And getting back to

 16   the point we had earlier, who's going to be doing

 17   all of the AML and such?  Just like today, it's

 18   the firm.  Who's going to be doing the money going

 19   back and forth?  Just like today, it's the firm.

 20   It's just like today where if you see one of your

 21   firms doing things that make you wonder, there's a

 22   particular customer, a particular large exposure,
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 01   there's a call made, hey, what's going with

 02   so-and-so?  I guess I'm anticipating there might

 03   be a couple more of those calls.

 04             MS. SCHNABEL:  Okay, so, just to clarify

 05   what Bob was saying, I think the cost of the more

 06   calls or other action associated with risk

 07   managing on individual customer level may not be

 08   costs that are attributable directly to individual

 09   segregation, and the effect of bankruptcy

 10   protection on the individual customer level.  So,

 11   what I'm thinking is the cost of risk managing is

 12   actually going to be under the risk management

 13   core principle cost, whereas, for us, I think we

 14   need to really focus on what the cost is of

 15   individual segregation.

 16             And, to that effect, I have a question

 17   for Maureen, which I was just trying to clarify

 18   the exchange between you and Ritchie because I'm

 19   still a little bit confused as to where the

 20   increase in cost would be with respect to the

 21   individual customer protection model because it

 22   had seemed to me, and maybe I mischaracterized the
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 01   exchange, so, let me know, that whatever you said

 02   you had to do under the individual customer

 03   protection model you already do.  So, where is the

 04   increase in cost, I guess?

 05             MS. BURKE:  We have to go back.  You

 06   spoke about two different models.  The first

 07   discussion was full individual seg.  Are we

 08   referring to that?

 09             MS. SCHNABEL:  We are not.  We're

 10   referring to --

 11             MS. BURKE:  The positional.

 12             MS. SCHNABEL:  We're referring to --

 13             MS. BURKE:  The reporting requirement.

 14             MS. SCHNABEL:  No, we're referring to

 15   the legally segregated, operationally omnibus.

 16   So, it seems to me from an operational perspective

 17   if it's still omnibus, where is the extra cost?

 18             MS. BURKE:  The cost is going to come

 19   from the clearinghouse, and I think we have to

 20   stop here or go right into this now because that's

 21   what we need.  We need to know what the cost is

 22   from the clearinghouse because that's the starting
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 01   point.  What's the initial margin requirement?

 02   What's the initial margin requirement going to be,

 03   what's the guaranteed fund requirement going to be

 04   if you eliminate that mutualization in the

 05   waterfall?

 06             MR. WASSERMAN:  And, so, to be clear,

 07   our entire second part of this is going to be

 08   devoted to just those questions.  Any other issues

 09   though on the more operational end or --

 10             MR. PRAGER:  Just one comment on the

 11   operational end, and, Maureen, I mean, your

 12   numbers of the escalating accounts, from our

 13   perspective, where we sit, we have to manage all

 14   those accounts anyway.  I mean, so, that's, again,

 15   and we did say or at least I said earlier, we're

 16   very sympathetic to any sort of operational burden

 17   of maintaining them, but, to be clear, from our

 18   side, we have to make those money transfers daily.

 19   So, at BlackRock, we have thousands of accounts in

 20   fixed income, nearly 3,000 overall; in north of --

 21   5,000 accounts.  We have to maintain those daily.

 22   We make cash payments daily.  We reconcile daily.
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 01   So, I mean, we understand that, we get all of

 02   that, and, so, we understand that mushrooms in the

 03   backend, but for an organization like yours, last

 04   time I read the end report, you had some 50

 05   million individual accounts in the retail level.

 06   I mean, there is mechanisms to manage scale out

 07   there.  When we manage scale, that's what we do.

 08             The wire transfers and things like that,

 09   I totally appreciate that.  We're very sympathetic

 10   to that point of mushrooming in the very

 11   individual, the physically segregated.

 12             MS. BURKE:  Well, I mean, we manage all

 13   of the segregation coming into our firm and ensure

 14   that the customers' funds are protected, that

 15   they're segregated.  We look at the obligations,

 16   we issue out the margin calls every day, have a

 17   robust system for looking at credit, reviewing the

 18   credit from our clients.  It is in the latter part

 19   of that, the wire transfers.  That's where the big

 20   chunk of the cost came into play.  A very large --

 21   looking at securities that come in from an

 22   individual client, $1 million U.S. Treasury Bill,

�0088

 01   and they have $1 million margin requirement.

 02   Taking that $1 million U.S. Treasury Bill and

 03   having that sent to the Fed wire system.  Today

 04   it's in $50 million.  So, we send in increments by

 05   CUSIP $50 million increments, and we look at it in

 06   total.

 07             The largest part of the cost is the

 08   second one.  We have staff on hand.  We reconcile

 09   every account today.  That's part of the

 10   responsibility on your seg computation.  You can't

 11   just produce a seg, you have to prove that what

 12   you're producing you reconcile to the external

 13   statements.  So, it's those multiple of the

 14   accounts and the increase in the reconciliations,

 15   and then the follow-up is an out of balance, and

 16   we're going to have to get massive amount of

 17   information from the clearinghouse.  The

 18   clearinghouse is going to duplicate everything we

 19   will have to do, as well, because you want to make

 20   sure it's fully segregated.

 21             MR. PRAGER:  That's if it's fully

 22   segregated, not the sort of model --
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 01             MS. BURKE:  Correct, on that seg.

 02             MR. PRAGER:  The legally segregated

 03   operation --

 04             MS. BURKE:  On a legally segregated,

 05   that's a different discussion.

 06             MS. SCHNABEL:  Okay, so, just to I guess

 07   sum up, and I know that Bob will have some other

 08   summing up points, on operational costs, it seems

 09   to there's agreement that with respect to the

 10   actual legally separated and operationally

 11   segregated, that there might be an increase in

 12   cost because of various wire transfers and other,

 13   I guess, mechanical issues that would have to be

 14   multiplied across accounts was in the legally

 15   segregated, operationally still omnibus.  It seems

 16   as if most of the cost would be in changes in risk

 17   management at the clearinghouse, and, therefore,

 18   there would not be necessarily operational costs,

 19   at least from the FCM level.

 20             MR. ROSEN:  Well, I'll say that we can

 21   come back to this at a later time when we get to

 22   them.  But I think there are non-account
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 01   operational costs that either of those models

 02   produce that I think we need to discuss at the

 03   appropriate time.

 04             MS. TAYLOR:  And, also, depending on how

 05   this is implemented and depending on if it's every

 06   single account, if it's people who can opt out.

 07   Very likely, there would be an increase in the

 08   operational interaction and the cost of that

 09   between the clearing members and the

 10   clearinghouses because, right now, one of the

 11   benefits you get from cleared environments is you

 12   take 1 million payments, and you net them down to

 13   one.  And we do that every day.  We net down all

 14   the payments that the clearing member owes us

 15   across all their customer to be one net payer

 16   collect, and we do the same thing for their house

 17   account.

 18             So, they pay us twice a day, but they

 19   only pass us two payments or we pay them two

 20   payments.  And, depending on how this need for the

 21   legal segregation ends up working, at the very

 22   least, we need to be able to do that at the
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 01   individual segregated account level because if one

 02   of those customers doesn't pay us, if we don't get

 03   paid because of one of those customers, we can't

 04   have netted everything out, and I think there will

 05   be individual payments on a per segregated account

 06   basis that would be likely to occur between the

 07   clearinghouse and the clearing members.

 08             MR. WASSERMAN:  Just to be clear, and

 09   then I'm going to break, and then we can come back

 10   to this.

 11             MS. TAYLOR:  They may hit the same

 12   account, but they would be different payments.

 13             MR. WASSERMAN:  Yes.  The intention here

 14   is every day, other than the day of a default,

 15   it's going to be the same net approach as it's

 16   done today, it's just you'll be getting

 17   information that would break that done.

 18             Now, on the day of the default, things

 19   will get very interesting indeed, and very costly

 20   indeed, but that's inherent in a default.  But

 21   every other day, the only difference that you're

 22   going to see is you're going to be getting
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 01   additional information.  You're going to then want

 02   to use that information, but from a money, asset,

 03   and collateral movement, just the same as it

 04   happens today.

 05             MR. SWANN:  Bob, it's Paul Swann again.

 06   If I could just interact and ask a question about

 07   what you've just said.  If that's the case,

 08   presuming the day after, insolvency occurs, there

 09   are outstanding payments due from some of the

 10   customers, just in the ordinary reevaluation of

 11   open contracts from customers, and those payments,

 12   therefore, are not going to be satisfied because

 13   they're not going to be met as an omnibus payment

 14   from the now insolvent FCM.  What would the

 15   expectation be in relation to the CCP's activities

 16   in relation to those clients which are now

 17   deficient and under-collateralized?

 18             MR. WASSERMAN:  Essentially, you have

 19   the collateral that they have posted.  At that

 20   point --

 21             MR. SWANN:  And the collateral is

 22   deficient.  It's now actually --
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 01             MR. WASSERMAN:  I'm sorry --

 02             MS. TAYLOR:  (Off mike) to market.

 03             MR. WASSERMAN:  Right, and that point,

 04   you would have the choice of you could liquidate

 05   and then basically return the collateral, you

 06   could, if you so choose, get the collateral

 07   directly from the customer.  If the deficiencies

 08   were sufficiently small, you might be able to

 09   transfer.  Ultimately, in other words, you would

 10   not be giving back all of their collateral if

 11   their positions had lost.  If they had a variation

 12   pay, you would be deducting that variation pay

 13   from their collateral in determining what each of

 14   those customers is entitled to.

 15             MR. SWANN:  The point I'm raising, the

 16   question was really to draw out --

 17             MS. TAYLOR:  Then they're under

 18   margined.

 19             MR. SWANN:  Hearing the complexity that

 20   particular environment adds to the immediate post

 21   insolvency actions of a central counterparty.

 22             MR. WASSERMAN:  And, in fairness, today,
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 01   if you have an FCM who defaults because of a

 02   customer, you're going to have essentially all

 03   that collateral and all those customer positions,

 04   and, again, you're going to have to make the

 05   choice do you want to liquidate it?  Do you want

 06   to manage it?  What do you want to do?  It becomes

 07   more ramified such that you're looking at each

 08   customer individually, and that will, I have to

 09   concede, increase complexity, but, today, if one

 10   of your members defaults their customer account,

 11   one option available to you is to just liquidate

 12   that whole customer account and return what's

 13   left.  Ultimately, while there would be more

 14   accounting, that same option would be available to

 15   you under this proposal.

 16             MS. TAYLOR:  I don't disagree that

 17   that's an option.  I don't disagree that it would

 18   be an option under the new proposal regime.  The

 19   problem that I have with not considering the

 20   implications of calculating pay and collect

 21   information and keeping track of on behalf of

 22   which customers we got paid and on behalf of which
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 01   customers we didn't get paid is that I interpret

 02   customer protection to encompass more than just

 03   protecting the collateral assets that we have to

 04   be holding.  I interpret customer protection to

 05   include protecting and safeguarding the customer's

 06   positions and their access to the market, and both

 07   of those things will also be threatened in the

 08   case of a clearing member default, and the best

 09   way to be in a position to ensure that the

 10   customers' positions and their access to the

 11   market is preserved is to be aware of which

 12   customers had a problem and which customers didn't

 13   so that the ones who didn't have a problem can

 14   move to their secondary clearing member

 15   immediately.  So, if everything has been netted

 16   down and the clearing member failed to the

 17   clearinghouse in one omnibus pay and collect, that

 18   is going to delay the time at which the good

 19   customers can transfer to their second home, and I

 20   think that is a big part of what the customers

 21   want, is better portability in a bankruptcy.

 22             MS. SCHNABEL:  Dan?  Sorry.
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 01             MR. WASSERMAN:  And to be very clear, as

 02   I'm writing the regulation, I think it would be a

 03   requirement for the FCM to make pays on behalf of

 04   those customers other than the defaulting

 05   customer.  I must tell you, as I am writing that,

 06   I'm somewhat chuckling to myself because I fear

 07   that this is a regulation -- I hope it would be

 08   followed, but I don't expect it will because I

 09   think the reality is in any kind of a default

 10   situation, the likely outcome is there isn't going

 11   to be any payment.  And look what happened, and

 12   people are going to look at what happened to Tex

 13   Griffin and the litigation that's going on even

 14   now and say well, gosh, I'm not going to do

 15   anything, I'm not making any payments.  I'll just

 16   let the trustee take care of that.  Again, that's

 17   true today, it's true under this regulation.  That

 18   is a reality.  I mean, we can try, and I will, but

 19   I recognize that it's a try.

 20             MR. ROSEN:  But, Bob, you have to go

 21   back to the point that Ananda was making in the

 22   exchange with Maureen earlier, which is that, in
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 01   reality, what happens is that the FCMs put up

 02   their own money, and they have to put up their own

 03   money if they're going to avoid the position being

 04   blown out for being under-margined.  If Kim is

 05   going to be able to figure out what accounts are

 06   going to get transferred, and transferees want to

 07   know that they're getting an account that is, in

 08   fact, margined properly and not topped up with

 09   funds that they're entitled to, it's going to

 10   delay that process.  And Kim is going to probably

 11   have to get the information from Maureen.

 12             MR. WASSERMAN:  764(b), privileges a

 13   transfer that's approved, what Maureen has done is

 14   loaned Ritchie some money, and that money is what

 15   Kim's holding on to.  Kim doesn't know and will

 16   not be, cannot be held responsible for knowing

 17   whether that money was of Ritchie, of his own, or

 18   whether Maureen lent it to them.

 19             MR. ROSEN:  Right.  Yes, but the person

 20   who cares about it is not Maureen.  The person who

 21   cares about it is the person that might be taking

 22   the account.
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 01             MR. WASSERMAN:  And under 764(b),

 02   there's no claw back, and, so, what will happen is

 03   assume for the moment that Kim does find a willing

 04   transferee.  And let us assume, I mean, for

 05   instance, one possibility is there was no default

 06   at CME, there was a default at ICE, and, so, let's

 07   say, in fact, Kim has all the money.  She can

 08   transfer, 764(b) protects the transferee from a

 09   claw back.  Now, at that point, Edith, who's

 10   Maureen's trustee, is going to be reducing

 11   Richard's claim, and, indeed, may even going to

 12   Richard and saying excuse me, actually, you owe

 13   me, and please pay it rather quickly.  But,

 14   essentially, Kim doesn't know any of this.  It

 15   would be operationally very difficult to make her

 16   know any of it, and, therefore, she's looking at

 17   it as I have an account that says Mr.  Prager on

 18   it, and it's fully margined, and I don't know

 19   where he got the money, but I don't care.

 20             MS. SCHNABEL:  Dan, did you want to say

 21   something?

 22             MS. BURKE:  Just one more point on that.
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 01   So, it's a matter of the timing of the margin

 02   calls, and we have that doc, Bob, of issuance of

 03   margin calls, and we see the end of the margin

 04   calls, and it's not just the firm capital, there's

 05   other clients' money that potentially could be

 06   moved out, and then the trustee would have to go

 07   back and claim back those monies.  The trustee

 08   would have to claim back the monies.  So, we have

 09   a continual seg requirement.  You know that, so,

 10   you don't use clients' margins to offset another

 11   client in the debt for the deficits.  It's a

 12   continual seg, but it's a matter of the tracing,

 13   and that's what happens in a bankruptcy, the full

 14   tracing.

 15             MR. WASSERMAN:  Shall we keep it going

 16   or shall we take a timeout?

 17             MS. SCHNABEL:  Can I just say one thing

 18   before we take a timeout, and this will be very

 19   fast.  I think that the exchange between Kim and

 20   Bob and Maureen illustrates something.  I mean, I

 21   think that if we go with the proposal that Bob had

 22   been thinking about, which was to keep omnibus
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 01   segregation relatively the same operationally, at

 02   least I haven't heard a reason for there to be an

 03   increased cost other than at the clearinghouse.

 04             Now, I think what Kim was saying is

 05   there may be to effect individual customer

 06   protection to the, I guess, best manner, we may

 07   need to change omnibus segregation to all, I

 08   guess, greater granular detail with respect to

 09   pays and collects, and I think that in terms of

 10   that discussion, I think we'd need to acknowledge

 11   that there are benefits because what Kim was

 12   saying was the flip side of the coin is that is

 13   actually going to help protect customers better,

 14   as well as costs, which would be of increased

 15   operational costs.

 16             So, that's it.  We're on break.

 17             MR. ROSEN:  Just what I was trying to

 18   crystallize was until Maureen explains to Kim who

 19   didn't fund the money, you don't know who's

 20   defaulted.  If it is the defaulted account that

 21   goes to a transferee, I'm sorry, but either the

 22   transferee or Maureen has to lose.  One or the
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 01   other one.  There's no way that everybody is

 02   protected in that scenario.  And, so, I'm thinking

 03   that the portability will be affected by the need

 04   to figure out where the default actually occurred,

 05   who didn't fund because, as far as Kim is

 06   concerned, she's got an account that was funded by

 07   the generosity of Maureen.

 08             MR. WASSERMAN:  And there is, I think,

 09   two possibilities.  I think one possibility is

 10   when Kim looks at her accounts she sees okay, this

 11   one lost $50,000, this one lost this.  This one

 12   lost $20 million, and the original margin was $1.

 13   That's probably it.  And, in any event, of course,

 14   to that extent, she doesn't need to know who was

 15   the defaulter because all she's transferring is

 16   what that account is entitled to after the

 17   deduction of losses on the positions that she

 18   knows about.  Now, it's possible that, in fact,

 19   all of this happened as a result of day trading,

 20   in which event, at that point, Kim is probably not

 21   going to be doing a transfer because she's going

 22   to have to wonder wait, how did all this loss
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 01   happen, and, yet, I haven't seen it in this?  I

 02   mean, ultimately, the information is there, and

 03   ultimately, I am giving Kim the choices to act in

 04   a way that will protect the clearinghouse.

 05   Remember, transfer is optional.

 06             MS. TAYLOR:  But the transfer is the

 07   whole point.

 08             MR. ROSEN:  The only point is that it

 09   does slow down the process of transfer a little

 10   bit.  That's all.

 11             MR. WASSERMAN:  It is a very important

 12   issue.  There are restrooms down the escalators

 13   and to your left.  It is 2:46.  Could we try and

 14   come back around a couple of minutes of 3:00 so we

 15   can discuss very importantly the next issue?

 16             MR. SWANN:  Bob, just for those on the

 17   phone, do we stay on the phone or should we detach

 18   and rejoin?

 19             MR. WASSERMAN:  Please do.  We'll be

 20   back in about 15 minutes.

 21                  (Recess)

 22             MR. WASSERMAN:  Ladies and gentlemen,
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 01   could we all take our seats?  I know some folks

 02   have planes, so, we really need to get back to

 03   this.  I intended to devote the second, now third

 04   of the meeting, to what I've been calling the risk

 05   cost.  Before I do, is there any last details that

 06   we need to cover in a minute or two on the other

 07   issues?

 08             Edith?  I'm sorry.

 09             MS. O'BRIEN:  That's okay.  Thank you,

 10   all, for participating today.  I think that a

 11   number of individuals from this table don't have

 12   the benefit of the extensive experience of the FCM

 13   structure, and I've heard two hours of dialogue

 14   about seg customer movements between the

 15   clearinghouses and the exchanges, and as the

 16   conversations continued, it appears that this is

 17   extraordinarily myopic view of the current

 18   safeguard structure that operates in America and

 19   has effectively worked to the best of my knowledge

 20   for years.  This safeguard structure in this

 21   financial framework is not just about customer seg

 22   money moving from FCMs to exchanges, it is based
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 01   on layers of partners and components across

 02   banking institutions who are approved to be

 03   exchange settlement banks, exchanges approved

 04   participating FCMs.  FCMs do credit reviews of

 05   clients.  It's layered.  Everybody has a role,

 06   some of the roles cross over.  There's segregation

 07   rules, there's segregation calculation.  There's

 08   now capital rules.  There's now capital

 09   calculations.  There's rule of 15(c)(3) about what

 10   can be done of the firm while FCMs are holding

 11   them.

 12             So, as we continue the conversation this

 13   afternoon, I want everyone to consider the fact

 14   that there's a greater framework at hand here, one

 15   that has actually worked extremely well.

 16             One of the comments that I've heard over

 17   the last couple of weeks is how do we prevent a

 18   Lehman from happening here?  We did.  Lehman

 19   happened in the U.K.; it did not happen in

 20   America.

 21             So, I think that Bob does want to

 22   explore the risk components this afternoon, and I
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 01   want everyone to consider what the wider framework

 02   that does effectively work at this time, always

 03   looking at ways to enhance this to protect

 04   customer funds.  There's no question about that.

 05   But an enhancement is different than the entire

 06   change to an infrastructure.

 07             MR. WASSERMAN:  I would just make one

 08   note in response.  Certainly, Lehman was an

 09   example of how well things worked in the future

 10   seg world, and I am very gratified, one might even

 11   say personally gratified at how that happened such

 12   that futures customers, I think, things worked

 13   well with barely a hiccup.  But understand that

 14   Lehman was an issue outside of the customer

 15   account.  This was not due to a fellow customer,

 16   this was due to a problem essentially on the prop

 17   level and at the parent level.  What we're dealing

 18   with here is what happens if there is a problem at

 19   the customer level, and while that has been

 20   happily very rare in the future space, and very

 21   happily so, and that's in large part due to the

 22   excellent work that's done by a lot of people over
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 01   here both at the clearinghouse and at the firms,

 02   we're bringing in a new environment here on the

 03   OTC, where it would be, I feel, a little bit

 04   premature to assume just how well things are going

 05   to work.  Obviously, we hope that we are

 06   developing a system where things will work as

 07   well, but there's some different risks that we're

 08   going to be confronting, and, so, there's some

 09   different issues out there.

 10             With that, I think it's important to

 11   talk about what the costs are on the risk level

 12   because this absolutely changes the risk

 13   environment.  Today, clearinghouse can look at the

 14   entire omnibus account at an FCM, and that's

 15   essentially in addition to, obviously, the

 16   resources of the FCM, their capital that they are

 17   supposed to use to meet the obligations; their

 18   default fund contribution, their memberships,

 19   their proprietary account, all of that.

 20   Essentially, the next level under the present

 21   system is the collateral of the fellow customers,

 22   and I sort of envision that as somewhat of a
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 01   shield.  It is only under the present futures

 02   approach after that shield is consumed that one

 03   then goes to the clearinghouses, capital

 04   contribution, and the rest of the default fund.

 05   Take away that shield, and you're changing the

 06   cost calculations.  Clearinghouses, I think, can

 07   address that a number of ways, and one has to

 08   expect that they will address it in some way.

 09   They could increase collateral for everyone.  They

 10   could, indeed, to a certain extent, will be

 11   required to because of the financial resources

 12   rules.  The default resources are going to have to

 13   be essentially the same in the sense that they

 14   would have to account for that shield, and, so,

 15   I'd like folks to talk a little bit about how

 16   those costs might be calculated, and since mention

 17   has been made of doing this voluntarily, how would

 18   those costs be different under a voluntary system

 19   versus a mandatory system?

 20             MR. PRAGER:  Bob, if I could go back to

 21   the conversation before the question I'd asked

 22   Dan.  So, in life, you're careful what you wish
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 01   for.  So, as we ask for a segregation and we look

 02   at it, we have to consider the added costs, and we

 03   have been looking at that, as well.  And then if

 04   you look at the DDD models that are out there,

 05   where, admittedly, they're not FCM models, but to

 06   the OTC models where they have done the

 07   calculation, and I guess with Dan and Chris, you

 08   guys have done it.  It's slightly different in

 09   terms of proportion of initial margin versus size

 10   of the fund.  You've done the calculation.  So, we

 11   know it works, we know that it's a clearing price,

 12   so to speak, from today's functioning market where

 13   most of the volumes rise.

 14             I think the other thing you have to look

 15   at is what other consequences or incentives are

 16   created by, perhaps, this movement of larger

 17   initial margin?  I think, Kim, when we got

 18   together before, you were very good about sort of

 19   articulating the good of the system versus the

 20   good of the individual, and we're tilting that

 21   balance and suggesting that.  So, how do we

 22   compensate for that?  And the logical one is you
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 01   think about how much does your initial margin have

 02   to go up to compensate some of that, as well as

 03   what is the assessment of the backend?  But as you

 04   think about if you had a system where, again, we

 05   look to where there is an existing system, that

 06   the market functions well, it's deep in liquid

 07   among the dealers.  It also creates an incentive

 08   to keep very tidy books because, as you build

 09   notionals and every time you're paying initial

 10   margin, you now have an incentive to net down and

 11   to build other tools, such as compression tools

 12   and things like that are also good for the system

 13   because you're taking notionals down.  So, you

 14   need to think of not just the cost of that per

 15   transaction trade, but what are the other

 16   incentives you're creating to keep a

 17   well-functioning market and keep risks down?

 18             So, I know at least from our perspective

 19   at BlackRock, our swaps desk is incredibly

 20   disciplined about taking notionals down,

 21   constantly netting them down and working with the

 22   dealing partners because of the mitigation and the
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 01   operational risk and the return of initial margin.

 02   So, I think you can't just ask the question in

 03   isolation of what is the cost, but what are the

 04   other benefits actually you're creating by,

 05   perhaps, making some positive incentives in the

 06   system to bring down risk and notionals?

 07             MR. EDMONDS:  Maybe I'll take a stab at

 08   least establishing a baseline of numbers we can

 09   talk about, and since you've been asking that for

 10   most of the day, Bob, on that front.  And we'll

 11   make a couple of assumptions, and this won't be

 12   asset-specific, it won't be

 13   clearinghouse-specific.  These are just general

 14   equations to think about.

 15             Let's just start with the first

 16   assumption, the product or characteristics of the

 17   product has a normal distribution.  If it doesn't

 18   have a normal distribution, it likely means it's

 19   going to be a higher price, but let's at least

 20   start with that baseline.

 21             Lots of clearinghouses talk about

 22   confidence intervals, the 99 percent level, and
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 01   this is typically the model used when we think

 02   about the mutualization or the shield that Bob is

 03   making reference to when he walks through his

 04   waterfall.  So, at the 99 percent confidence

 05   level, that equates to like 2.33 standard

 06   deviations as a mathematical equation.  And let's

 07   assume that we're going to shift the balance to

 08   Ritchie's point about his conversation with Kim

 09   more from this mutualized pool down to more the

 10   initial margin and less in the mutualization pool.

 11   So, let's take it from a 99 percent confidence

 12   level to a 99.99 percent confidence level, again,

 13   assuming a normal distribution of this.

 14             That equates to a 3.8 standard

 15   deviations.  So, if we take the difference between

 16   those two, if we divide 3.8 by 2.33, to effect the

 17   cost or at least give us a benchmark of what the

 18   cost might look like in shifting that balance

 19   between the mutualization pool, you end up, again,

 20   simple expression of the normal distribution, of

 21   163 percent increase.

 22             To get you to the same number, Bob, that
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 01   you wanted, you got to have the same number of

 02   funds as a place to start, and then we can start

 03   tearing up are there -- I don't know that this is

 04   the right forum with 43 minutes left in the day or

 05   whatever that you have, but then we can start

 06   talking about the different asset classes and

 07   things of that nature, and how that may be

 08   impacted differently.  But if you were to shift,

 09   you still have some tail risk.  We still have a

 10   need for guarantee funds.  We still have the

 11   guarantee fund contributions.  There's going to be

 12   some return on capital from clearing members who

 13   are putting that up, but and maybe that's not the

 14   right balance, but it's at least a place to start.

 15             MR. WASSERMAN:  Couple of observations.

 16   First is, assuming this rule were to be passed,

 17   I'm assuming you folks will react to it in the

 18   most cost-effective manner that you guys can think

 19   of.  Now --

 20             MS. TAYLOR:  That would be in our best

 21   interests.

 22             MR. WASSERMAN:  Yes.  That may be by
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 01   shifting from one balance of collateral and

 02   guarantee fund to another, which is what you're

 03   mentioning here, and, so, under that approach, you

 04   would be increasing the margin levels by 63

 05   percent, you would presumably be reducing --

 06             MS. TAYLOR:  One hundred sixty-three.

 07             SPEAKER:  One hundred sixty-three.

 08             MS. TAYLOR:  One hundred sixty-three.

 09             SPEAKER:  One hundred sixty-three.

 10             SPEAKER:  Is that --

 11             MR. WASSERMAN:  You said 3.8 sigma

 12   versus 2.3 sigma?

 13             MR. EDMONDS:  Yes, divided by.

 14             MR. WASSERMAN:  Yes, you'd be

 15   multiplying it by 163, which is an increase of 63.

 16             MR. EDMONDS:  Over zero or over --

 17             MR. WASSERMAN:  Well, right now, you

 18   charge 2.3.

 19             MR. EDMONDS:  Charge one.

 20             MR. WASSERMAN:  You'd be going up

 21   another 1.5 to 3.8.

 22             MR. RADHAKRISHNAN:  It's not doubling.
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 01             MR. WASSERMAN:  Yes, it's not doubling.

 02             MR. EDMONDS:  It's not doubling.

 03             MR. WASSERMAN:  Okay.  You would

 04   presumably then be able to reduce the guarantee

 05   fund because, essentially, there would be that

 06   much less loss, but regardless, that might be the

 07   better way for you to do it.  There are other

 08   ways.  You might choose to instead increase your

 09   guarantee fund to deal with this potential loss.

 10   And, in other words, rather than increasing it

 11   from 2.3, just simply say when I do my calculation

 12   of my guarantee fund, right now, I can use the

 13   entire customer collateral, now, it would only be

 14   on a customer-by-customer basis.

 15             So, in other words, for each loss, there

 16   would be a customer involved.  That customer would

 17   have some collateral both in those positions and

 18   in other positions.  You would be doing that in

 19   the guarantee fund for one or two or three

 20   members, however you do your guarantee fund

 21   calculation, assuming you follow our proposal,

 22   let's say the first SIDCOs, it would be, say, the
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 01   top three.  So, you would find the top three, but

 02   then socialize that calculation across all of your

 03   clearing members.  That might come up with a

 04   different number and it might be a lesser number.

 05   You might do some combination of the two.  I guess

 06   what I'm saying is, the difficult thing here, and

 07   I will confess, I'm not sure what the right answer

 08   is, I'm not sure even how to find the right

 09   answer, is I'm assuming that you're going to be

 10   looking at all the possibilities and picking out

 11   the best parts of each and picking out the most

 12   cost effective parts in each, and I'm just not

 13   sure sitting here, and maybe you are, that the

 14   best way to do this is to go the 99.99.

 15             MR. EDMONDS:  And we have to start

 16   somewhere.  And the conversation we've had today

 17   is where do you start to walk down that exercise

 18   to determine what the menu of opportunities would

 19   be?  And at the end of the day, I would ask you

 20   this question:  The assumption is we're not going

 21   to have less money as clearinghouses available to

 22   us to cure defaults.  That it's got to be at least
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 01   what we have today in some form or fashion in

 02   different buckets, organized in a different

 03   fashion.  True?

 04             MR. WASSERMAN:  I think mostly yes.  I

 05   think the calculation changes.  In other words,

 06   the methodology you would use would be similar

 07   today, taking into account the different risk

 08   environment.  And, so, part of it depends upon how

 09   much business you're going to do, part of it

 10   depends upon the risk environment based on how

 11   much of the collateral you can use.

 12             MS. BURKE:  But, Bob, if you are trying

 13   to reduce systemic risk, which that's the whole

 14   intent here, and, Ritchie, going back to your

 15   point, knowing there's a cost, right?  We all know

 16   there's going to be a cost.  So, the initial

 17   margin, that's our first line of defense.  That's

 18   our first line of defense in the financial

 19   safeguards that are established, and to know that

 20   you're assessing your clients, we don't set the

 21   initial margin.  We're -- there's too faulty.  The

 22   clearinghouse looks at the risks, looks at the
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 01   positions, looks to the volatility, and makes

 02   decisions on the initial margin.  The clearing

 03   firms then step in and say okay, I have my client

 04   base.  I now need to go and review my client base

 05   and say do I need to impose more than what the

 06   clearinghouse imposes for initial margin based

 07   upon the risk profile of our clients and after we

 08   go through our credit and risk review.  But to say

 09   that it shouldn't go into the initial margin, I'm

 10   not understanding because if a client is bringing

 11   more risk into the system, a particular client is

 12   brining more risk into the system, shouldn't we be

 13   charging them for that risk and making sure they

 14   have the capital and the resources and the

 15   wherewithal to actually meet that margin

 16   obligation?

 17             MR. WASSERMAN:  Heavens yes.  No,

 18   please, right now, if there's a client, you're

 19   charging 99.99 percent confidence interval for the

 20   collateral, please continue doing that.  The

 21   question is what I thought I understood Chris to

 22   be saying is, well, the way we would address this
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 01   or the way we're going to cost this is we're going

 02   to assume we're going to apply to every client

 03   collateral at the 99, that we're going to require

 04   essentially margin at a 99.99 percent.  That way,

 05   we'll have much less in the way of risk over and

 06   above client collateral.  Is that --

 07             MR. EDMONDS:  Well, what I attempted to

 08   articulate, and apologies, Bob, if I

 09   mis-communicated this with you, but I said if we

 10   start with the idea that the 99 percent confidence

 11   interval is typically what's associated with where

 12   the waterfall you went through and accurately

 13   described as this shield of customer funds to

 14   begin with.  Your charge to us was what does it

 15   look like if you take that out and begin to shift

 16   the balance other places?  In order to shift the

 17   balance to the others, one idea, to walk through

 18   the map that we did, was to go straight to the

 19   99.99, and that's just at the clearinghouse level.

 20   That doesn't bring into the fact what Maureen

 21   said, it is perfectly capable for any of the

 22   clearing members or the clearinghouses or their
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 01   customers to charge more than the clearinghouse

 02   minimums.  Don't think that you're going to change

 03   that.  I don't think that's on the table in the

 04   conversation.  So, it's just about establishing a

 05   baseline in the conversation that if you wanted to

 06   shift that balance, these are the numbers you're

 07   going to end up with.

 08             MS. TAYLOR:  And our numbers, magnitude

 09   wise, would be very similar to what Chris is

 10   saying if what the decision was let's make it all

 11   up based on margin.  Just I mean --

 12             MR. WASSERMAN:  Let me ask one

 13   additional question.  One of the other things that

 14   has been on the table occasionally is do this on a

 15   voluntary basis.  So, some of these folks have

 16   said you know what, yes, that would be us.  We'd

 17   want to do that.  What would happen to your

 18   guarantee fund calculation?  I'm assuming for the

 19   moment that you're going to permit them to do

 20   that.  I think that's at least a possibility.

 21             MR. EDMONDS:  We typically don't well

 22   telling customers they can't do something.
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 01             MR. WASSERMAN:  Right.

 02             MR. EDMONDS:  Long-term basis.

 03             MR. WASSERMAN:  So, let's say you do

 04   that.  Because here's where I'm coming from on

 05   that score.  I know this shield of fellow customer

 06   collateral is important to the guarantee fund

 07   calculation, and I was coming at it actually from

 08   the opposite point.  Let's say you don't do it

 09   through increased margin, you do it through

 10   increased guarantee fund.  Now, let me tell you

 11   what I was seeing, and I could be entirely wrong.

 12   So, if we let those folks here who would want to

 13   pay for that, they're many of the largest folks,

 14   and, so, if they start walking off, it seems to me

 15   that panels of that shield are walking off with

 16   them.  And the amount of that shield, that fellow

 17   customer collateral shield that's available to

 18   reduce what hits the waterfall is walking off with

 19   them.  And it seems to me the very folks who are

 20   going to want to walk off, they're folks with very

 21   small accounts that might not be worth it.  Folks

 22   with very large accounts, very large exposures,
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 01   big pension funds, they're the ones who are going

 02   to want to do this, and that seems to me to be

 03   taking out a large part of your shield which

 04   means, from where I'm sitting, most of the cost of

 05   the guarantee fund that you'd be incurring if you

 06   took the shield out entirely, you'd still be

 07   incurring if you did it on a voluntary basis.

 08             MS. TAYLOR:  That might be true because

 09   the way that I've looked at this situation is that

 10   the customers how are most likely to value this

 11   benefit are going to be customers who are very

 12   large, and potentially, customers who are

 13   primarily fiduciary in their role as opposed to

 14   customers who are risk takers in their role, even

 15   if they might be large.  So, depending on the risk

 16   profile, every number that we give you is just a

 17   hypothetical number that we have modeled based on

 18   certain assumptions that we've made that could be

 19   very different in real life because it all depends

 20   on the risk profile of the worst case loss that we

 21   would suffer.  So, we have to look at the

 22   potential size and make up and distribution of the
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 01   customer activity and determine whether or not

 02   that drives the worst case loss that the

 03   clearinghouse would face.  If it doesn't, then

 04   there wouldn't be a need to change the waterfall

 05   at all, but I think the assumption is that by

 06   nature of splitting out the certain exposures from

 07   a pool, by definition, you're creating increased

 08   risk because you're removing part of the asset.

 09             Right now, if a clearing member owed us

 10   money, we have already netted that we're not going

 11   to pay them any winnings if they have a residual

 12   loss.  And, in this model that you're describing,

 13   I think we would be obligated to pay the

 14   individual customers who are making money would

 15   get their payments, and the individual customers

 16   who are not making money, that we potentially

 17   would not be paid for those.  So, it's a change in

 18   the pooling nature of the risk profile that the

 19   clearinghouse faces, and, so, every piece of that,

 20   everything you un-pool increases the risk that

 21   you're going to lose your netting benefit.

 22             A clearinghouse is designed to be a bulk
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 01   service, and it is designed to do two things, the

 02   two things Ritchie mentioned and we've talk about

 03   before, customer protection, a very important

 04   part, a very important element of what a

 05   clearinghouse does, but systemic risk protection

 06   is the other very important element of what a

 07   clearinghouse does.  And the way that a

 08   clearinghouse does that is, to a large extent,

 09   affected by this ability to pool.  So, as we lose

 10   the ability to pool, there will be either a

 11   corresponding increase in the margins that are

 12   paid by the people who are not pooled, or there

 13   will be a corresponding increase in the guarantee

 14   fund contributions that are put in place by the

 15   clearing members who contribute to the guarantee

 16   or there will be some other element, concentration

 17   margin, some other elements will come into play,

 18   but there will be not insignificant increase in

 19   the amount of resources that the clearinghouse

 20   will need.

 21             If you did it completely with margin,

 22   we've estimated numbers that are not dissimilar to
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 01   the numbers that Chris talked about, between 50

 02   and 100 percent, depending on what kind of

 03   assumptions you want to make about the

 04   distribution of what the positions look like.  And

 05   if you did it completely with guarantee fund,

 06   under some situations, we thought about how many

 07   customers.  It's more likely that any given

 08   customer will default than it is that any given

 09   clearing member will default, and if what we're

 10   assuming is that if a clearing member defaults,

 11   we're at risk of not getting paid from any of the

 12   customers, we'd probably want to cover a larger

 13   number of customer defaults than we would cover

 14   clearing member defaults and setting our

 15   waterfall.  And, so, if we looked at covering for

 16   the largest five customer exposures whereas now we

 17   would cover for the largest two clearing member

 18   exposures, that would lead to a guarantee fund

 19   increase that would be quite substantial.

 20   Potentially, your clearing fund requirement could

 21   tend toward meeting to double.

 22             And you mentioned that there definitely
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 01   is a tradeoff, but the tradeoff that I'm the most

 02   concerned about here is if there's a new cost

 03   imposed by the regulatory regime, the market will

 04   either pay it, find a way to pay it, or the market

 05   will dissipate.  And if we make the cost of

 06   providing the clearing service too high on the

 07   clearing members, several of the clearing members

 08   have told us that in a regime where the clearing

 09   fund was going to be double the size of what it is

 10   now anticipated to be for the over-the-counter

 11   business, they'd have to think twice about doing

 12   this business, and that increases the

 13   concentration among the remaining players, which

 14   has two effects:  It decreases the choices for the

 15   customers to find service providers, it decreases

 16   the customer's ability to diversify their own

 17   exposure across a larger number of clearing

 18   members, and even if everything stayed flat and

 19   nothing changed in the exposure, it increases the

 20   amount by which everyone else has to contribute

 21   because there are fewer people to contribute to

 22   the losses suffered by one defaulter.  So, the

�0126

 01   concentration and the further concentration of

 02   providers is something that I take as a very

 03   significant concern.

 04             I also take as a very significant

 05   concern the fact that if the costs are too high

 06   for the clients, the clients will choose not to do

 07   the business in this way, will choose to do a

 08   different type of business, will choose to do

 09   business somewhere else.  So, that's why I like

 10   the idea of the choice, the option, better than

 11   enforcing that cost on everyone because then each

 12   client can make an individual business decision on

 13   whether or not the protection that they're gaining

 14   is worth the cost to them and you don't impose

 15   that additional cost then on every client in the

 16   system.

 17             MR. WASSERMAN:  But here's my question

 18   on that point:  Let's assume Richard and Bill are

 19   customers of your reference member.  The top

 20   member who's driving your default fund, who's one

 21   of the two or three who's driving your default

 22   fund calculation, if we give them the option, how
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 01   does that change -- let's assume for the moment we

 02   say fine, this is going to be entirely optional.

 03   My hypothesis, and tell me if you disagree and

 04   please tell me why, is that if these guys are

 05   customers, the reference member, and they are

 06   given the option to walk away, that your costs are

 07   still going to go up significantly, and, indeed,

 08   if they and others like them are a large part of

 09   the customer collateral at that reference member,

 10   then you're going to incur most of the costs,

 11   letting them walk away anyway.  And they don't

 12   know, by the way, the reference member doesn't

 13   know hey, I'm the one because if they're at number

 14   four, it doesn't matter.

 15             MS. TAYLOR:  If a customer did nothing

 16   but walk away, and by walking away, you mean

 17   choose the optional seg, the individual seg?

 18             MR. WASSERMAN:  (Off mike) collateral

 19   (off mike).

 20             MS. TAYLOR:  So, if the biggest customer

 21   posing the biggest risk to the clearinghouse in

 22   driving the worst case loss decided to opt for
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 01   individual seg, our risk profile changes by the

 02   same amount that it would if it was required that

 03   he did or that he opted that he did, I agree with

 04   that.  But the customer who's going to opt to do

 05   that instead of have it be a mandate would be, I

 06   think, also looking at other ways of managing the

 07   business in addition to just opting into the

 08   individual seg.  He can affect his own business by

 09   splitting it up among more clearing members.  He

 10   can affect his own business by some of his clients

 11   choose and some of his clients don't choose.  Eh

 12   can affect his own business by choosing to opt

 13   into a kind of a mini pool of segregation where he

 14   would put all of his clients for which he's a

 15   fiduciary into their own mini pool instead of

 16   putting them into their own individual pools, and,

 17   therefore, that reduces the increase in the cost,

 18   as well.  So, there are actions that the customer

 19   can take.  But I think we should provide an

 20   environment where the customer is encouraged to

 21   also take steps that help to get a cost effective

 22   outcome.
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 01             MS. SCHNABEL:  Okay, Dan?

 02             MR. MAGUIRE:  Okay, so, maybe just to

 03   take a little bit of a step back here.  I can get

 04   some real context of this.  We have 40, 50 percent

 05   of the global cleared interest rate derivatives

 06   market now.  Admittedly, the majority of that is

 07   dealer to dealer, but we're dealing with the same

 08   product here.

 09             I think if I was to characterize what

 10   I'm hearing, there's probably four real questions

 11   here, and we sort of blend between the four.  One

 12   is:  What is the exposure?  And there's different

 13   ways of calculating that, so, how is calculated?

 14   We have a method today for a dealer to dealer, a

 15   community, how would we do it including clients?

 16   You mentioned the top two, top three today on the

 17   clearing member side, but, of course, we need to

 18   consider this double default scenario that we're

 19   talking about.  Is it the top 3, 4, 500 customers

 20   within that, whatever that flavor may be.

 21             Then, I think you get into the question

 22   of:  Who pays or how you cut it.  Those are the
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 01   really two questions.  How do you cut that?  Is it

 02   all I mean?  Is it all default fund?  And who's'

 03   going to pay in that?

 04             So, to try to give you some context

 05   today around our existing portfolio, we did some

 06   sample numbers across the 15 largest clearing

 07   members, which constitutes pretty much the

 08   majority of the cleared OTC swap business today,

 09   interest rate swap.

 10             On average, and we are, as we talked

 11   about, very conservative in our margin approach

 12   because our approach is very much defaulter pays

 13   first, which I think every DCO would say the same,

 14   but it's defaulter pays first, so, we have a high

 15   margin charge, which was vindicated through the

 16   2008 experience.

 17             On average, to go from 100 to a 99

 18   confidence interval, and I know statisticians will

 19   argue that may 100 is not really 100, but to go

 20   from 100 to 99 percent, that sees a reduction in

 21   the initial margin on average across those 50

 22   members by 39 percent.  In monetary terms, that's

�0131

 01   about $250 million dollars per firm.

 02             The maximum when we did that is a 55

 03   percent reduction, and this is really to Chris'

 04   point, these are not normal in terms of their

 05   distribution.  These are non-linear.  There is a

 06   high degree of linearity in the swap products, but

 07   these are not normally distributed in terms of

 08   their losses.  So, you go a maximum of 55 percent

 09   on 1 particular clearing member, and that was a

 10   $550 million reduction in their margin level.  And

 11   then the minimum we saw was 18 percent, and that

 12   was $120 million.  So, you need to multiply all

 13   those numbers by 15 to get a sort of size.  If we

 14   went from 100 to 99, what would that do, just on

 15   the existing today before we even mention any

 16   scenario involving clients.

 17             Today, in the swap clear service, we

 18   have a grand total of in the region of $15 billion

 19   of initial margin shared across each of those

 20   clearing members, depending on the risk.  And it's

 21   very clearly the amount of risk you put in in

 22   terms of your directional diversified position,
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 01   the higher your initial margin is.  But to balance

 02   that, we have in the region of $14 billion, $15

 03   billion initial margin, we have $1 billion in

 04   terms of guarantee fund.  So, that gives you a

 05   very big flavor of how that is cut today.

 06             If we then move into how you calculate

 07   that exposure, quite simply, my number there is a

 08   14 and 1.  My number is 15.  That's the way I see

 09   it.  I could make that seven and eight or I could

 10   make that nine and six, whichever way you cut

 11   that.  But the reality is the first I need to do

 12   is work on my exposures and what the scenarios?

 13   And I think the two keywords in this are prudent

 14   and plausible.  Every time we talk about stress

 15   testing an initial margin, we have to have things

 16   that, from an initial margin standpoint, are

 17   plausible in a relevant, economic cycle and a

 18   relevant, historic time period.  That's one piece.

 19             On the stress testing, we can create

 20   some crazy, whacky scenarios out there in terms of

 21   market event and extreme moves, but we also have

 22   to think about what is a plausible scenario of the
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 01   client going delinquent as well as the clearing

 02   member at the same time, as well.  So, stress

 03   testing plus the initial margins is really what

 04   your risk exposure is.

 05             I don't think there's an answer right

 06   now.  We can all speculate, and it's interesting

 07   to hear the DCO's views on this about is about is

 08   it the two plus their top five clients and how you

 09   cut that.  I think there needs to be more analysis

 10   done around this.  But I think we need to be

 11   careful that we don't polarize this as just an IM

 12   or a stress test debate.  The risk exposure is the

 13   same, and that's regardless of a gross omnibus

 14   account, of a gross segregated account with omni

 15   collateral or a gross segregated account with

 16   segregated collateral.  The market risk is the

 17   same.  It's absolutely the same.  It does not

 18   matter which way you cut it.

 19             I might have a different view to Kim and

 20   a different view to Chris of how I calculate my

 21   market risk because it's a subjective science or

 22   art or whatever you want to call it, but it's
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 01   market risk exposure.  That's what we're really

 02   talking about here.

 03             So, we don't, as a clearinghouse, have

 04   an answer exactly how we would do this because,

 05   right now, it's quite nebulous.  We're talking

 06   about client clearing.  But the fact of the matter

 07   is there are no clients really clearing.  So, to

 08   speculate on a very few client's clearing OTC

 09   derivatives so I can be specific, it's very hard

 10   for us to say this is the right number and this is

 11   the right configuration.  You have to model that.

 12             The extreme scenario I think Kim

 13   referred to is we could just take every single

 14   client within a top two, top three, and that would

 15   be a pretty extreme event and probably be on

 16   plausibility.  But that's one way of doing it.

 17   Then you can go the other end of it, but I think

 18   also to your point, Maureen, the first line of

 19   defense is the initial margin.  So, back to our

 20   point, the defaulter pays.  We put that at the

 21   front of all of it, and we use a pretty high

 22   confidence interval.  If you cut it down and down,
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 01   you're just basically going to spread it.  For me,

 02   it doesn't matter which way you do it.  You're

 03   going to always have to rebalance.

 04             MS. BURKE:  And how many days do you

 05   have (off mike)?

 06             MR. MAGUIRE:  That's based on a

 07   seven-day holding period over a five-year observed

 08   history.

 09             And maybe just to the final point, which

 10   is touching on some of the introductory remarks

 11   that Ritchie made on this, this is a full

 12   portfolio approach.  So, this is a very

 13   diversified methodology.  It has 14 currencies.

 14   This goes out to 50 years.  These are OTC

 15   derivatives as traded over the last 10, 11 years.

 16   This means that the dealers in this example are

 17   incentivized to do risk impression and trade

 18   compression.  So, that means we've

 19   institutionalized tariffs.  So, we keep reducing

 20   the notional.  You get more and more trades all

 21   the time, but on notional, the point is relatively

 22   constant.  It will, over time, one would expect
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 01   start to go down, because the risk that you're

 02   putting in there versus the amount of trades are

 03   two very different things.  And risk compression,

 04   as well.  So, one is trade and notional

 05   compression, which, personally, I don't see as a

 06   real measure of risk.

 07             The other is the actual risk

 08   compression, as well.  That's really a fact of how

 09   you run your buck and what your business is.  If

 10   you have a very consolidated risk position, a

 11   30-year dollar swap, if I can't close that in my

 12   assumptions of 7 days or 5 days or 5 years

 13   history, whatever it is, I'm going to apply and

 14   multiply to that, and I can justify that by saying

 15   if I looked at your position today against the

 16   market today and the (inaudible) at the market, I

 17   can't close that side out in 7 days.  Therefore, I

 18   have to put a multiplier on that, a concentration

 19   risk or a liquidity risk or whatever you want to

 20   call it.  That's what we do actively now at the

 21   dealer level.  That's what we also do at a client

 22   level, as well.  This has to pass through all the
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 01   way because, going back to my final point, which

 02   was the clearinghouse is looking to credit risk at

 03   a clearing member we're looking at market risk as

 04   a whole throughout the client community.  So, I

 05   have to look at the market risk on the clients

 06   regardless of credit.  It's absolutely the role of

 07   the FCM to take the credit risk and view the

 08   credit add on, et cetera.  I only face that when

 09   the clearing member is gone, but all things being

 10   equal, the clearing member won't go.

 11             MS. BURKE:  So, that concentration that

 12   you have drills down to the client and to the

 13   clearing firm or is --

 14             MR. MAGUIRE:  Absolutely.  In any

 15   account structure we have, it would always go down

 16   to the client account level.

 17             MS. TAYLOR:  But let me ask you a

 18   question, Dan, just to make sure I understand.

 19   You talked in terms of going from 100, if that's

 20   your coverage level now, down to 99.

 21             MR. MAGUIRE:  Yes.

 22             MS. TAYLOR:  And the change being
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 01   between 40 and percent.  So, when Chris and I were

 02   talking about the difference being -- going from

 03   99 to basically 100, and our numbers were between

 04   50 and 63 percent --

 05             MR. MAGUIRE:  It consists --

 06             MS. TAYLOR:  It's the same --

 07             MR. MAGUIRE:  It's actually the same --

 08             MS. TAYLOR:  Yes, right.

 09             MR. MAGUIRE:  Because if went 99 to 100

 10   --

 11             MS. TAYLOR:  It's the same.

 12             MR. MAGUIRE:  You'd have a lower

 13   numerator, it's the same number, relatively

 14   speaking.  Yes, yes.  So, I guess the key for us

 15   is under any of these models, the LCH on a swap

 16   cleared, gross omni, gross seg, on collateral

 17   gross seg, seg collateral, the initial margin

 18   number will be the same because the market risk

 19   exposure is the same.  It's actually about how you

 20   calculate the stress number, and then it's about

 21   who he's going to pay.  If you fund the initial

 22   margin, the default fund de facto will be smaller.
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 01   The guarantee funds, so, it will be smaller.

 02             MR. KASWELL:  Thank you.  This is very

 03   interesting to listen to because I think this is

 04   the sort of discussion that I think we were

 05   looking forward to where people actually roll up

 06   their sleeves and say what is it actually going to

 07   cost?  We're sensitive to cost because,

 08   ultimately, it's customers, and we end up enjoying

 09   a lot of that cost.  (Laughter)

 10             But I think in anticipating this kind of

 11   calculation, it's important to say what are the

 12   real costs, and I think what you started to get

 13   into, what is the baseline cost of the system

 14   versus the marginal cost of saying in order for me

 15   to have the individualized seg, what is that

 16   actual difference?  Because we all know there's

 17   going to be a cost to building this thing one way

 18   or the other.  So, the real question is:  How much

 19   more does it cost to have the segregated?  I do

 20   fear that your proposed compromise will actually

 21   give us the worst of both, that we'll end up with

 22   some of the additional costs without a lot of the
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 01   legal protections.

 02             But the other thing I think in

 03   considering these costs, it's not just the cost

 04   that the various firms will face, the central

 05   clearing parties will face, but also the external

 06   costs that the users will face, again, because if

 07   we don't think we're getting the kind of

 08   protection that we feel comfortable with, we have

 09   to go out and buy a CDS, and I think it is the

 10   CFTC's responsibility, with all due respect, not

 11   just to look at the individual, but look at the

 12   system-wide cost to make sure that you're not

 13   saying well, it's going to be cheaper here.  It's

 14   actually going to be more expensive over there.

 15             And then, finally, the cost at the

 16   individual FCMs, I mean, I understand there is

 17   additional cost involved and there's more

 18   communication between the central clearing party

 19   and the FCM, but, of course, the FCM still has to

 20   keep score about where it is with its own

 21   individual customers and where it's collateral.

 22   That is also a baseline cost that is not going to
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 01   go away.

 02             MR. WASSERMAN:  And, in fairness, that

 03   is something that always happens, and that's never

 04   going to change.  I think though, again, my big

 05   question is:  Okay, if you change from a 99th

 06   percentile to a 99.99, at that point, that might

 07   help you facilitate this.  Indeed, it might

 08   address most, if not all of us.  It has some other

 09   benefits along with it, among other things, the

 10   default fund would be corresponding, I think,

 11   going down.

 12             MS. TAYLOR:  I think the assumption that

 13   was in my numbers was that if the margin went up

 14   by the 50 percent, that mean there was no change

 15   in the default fund, and what would really likely

 16   happen is that it would be a blend, but I was

 17   giving you the number.

 18             MR. WASSERMAN:  Yes.

 19             MS. TAYLOR:  I don't know what the blend

 20   would be.  So, I was giving you the if I did it

 21   all this way, this would be the effect.  If I did

 22   it all this way, this would be the effect.  Very
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 01   likely, it would be a blend.

 02             MR. KASWELL:  Can I just make one more

 03   point?  On the choice, I mean, choice always has a

 04   great appeal as an initial matter.  You should be

 05   able to opt in or opt out.  One, that we think

 06   that there is a risk that the overall cost for

 07   everybody would go up because building choice into

 08   the system means more expense.  There's the point

 09   that you were making, Bob, about what happens if

 10   all the big players opt out, and we think there's

 11   also the question of risk to the system if some

 12   people are in and some people are out, where does

 13   that leave you as far as protecting yourself if

 14   one of the big players goes down.

 15             Thank you.

 16             MR. ROSEN:  Just a --

 17             MR. SWANN:  Bob, can I make one

 18   observation before you move on?  There's an

 19   implication in this discussion, the status quo

 20   relation to the mutualized portion of the backing

 21   of a clearinghouse remains stable in circumstances

 22   where the profile at the underlying risk is
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 01   changed, and I think it's for assumption to assume

 02   that in the current environment the direct members

 03   as clearinghouses are willing to socialize the

 04   tail risk beyond what's captured by initial

 05   margining because they know who they're sharing

 06   that risk.

 07             In an environment where they no longer

 08   know who they're sharing that with because they

 09   don't know necessarily who the customers are as

 10   all of the other participants, it's not, I think,

 11   a given assumption that they would equally be

 12   willing to continue to provide the backing that

 13   supports that tail risk.  From a systemic point of

 14   view, that's an important point as what's it going

 15   to cost and what's the right distribution?

 16             MS. TAYLOR:  That is a very good point,

 17   Bob, because what happens in this kind of a model

 18   is that the tail risk of the -- there's the

 19   clients who made a poor credit decision about

 20   their FCM, and the FCMs who made a poor credit

 21   decision about their clients.  You could argue

 22   that either way, and, right now, the pair of those
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 01   two things bears the cost of the problems caused

 02   by those two things much more so than everyone

 03   else who didn't make bad credit decisions bears

 04   those costs.  And, so, you shift the mix.

 05             MR. WASSERMAN:  I mean, right now, my

 06   understanding is if you get past the shield of the

 07   clients, that's still socialized, and it's

 08   socialized regardless of why it is that happened.

 09             MS. TAYLOR:  I don't disagree with that,

 10   but what I'm saying is it's like a first line of

 11   defense is the people who chose the FCM who

 12   couldn't cover the risk of its client business and

 13   the FCM who chose clients who wouldn't pay their

 14   market to market.  So, the people who made the

 15   failed credit decision share risk prior to other

 16   parties who were not part of that failed credit

 17   decision.

 18             MR. WASSERMAN:  Well, fair enough.

 19             MS. TAYLOR:  It's like it's another

 20   example of the defaulter pays model, and we can

 21   switch that model, but we've all been talking

 22   about the costs of it, and Paul pointed that
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 01   there's also kind of a moral hazard cost that none

 02   of us have really talked about, that that's one

 03   way that shows itself.

 04             And I think another way the moral hazard

 05   risk shows itself is that customers now have a

 06   very strong incentive to make a good credit

 07   decision, and if customers are completely isolated

 08   from the credit risk of their FCM, not being able

 09   to make good on its obligations, then they lose a

 10   large amount of the incentive that they have to

 11   make a wise credit decision, and, actually, I

 12   believe that that's one of the elements of the

 13   whole risk management framework in this industry

 14   that has served this industry very well over time.

 15   Everyone had an alignment of interests in making

 16   sure that there was good risk management going on

 17   at every step of the way.

 18             MR. WASSERMAN:  Granting that point, if

 19   CME's $100 million comes before the customers,

 20   what does that do to your incentives for risk

 21   management as the clearinghouse, and if the

 22   members of the risk committees default funds come
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 01   before the customers, what does that do to the

 02   risk committees' incentives to look at what you're

 03   doing and ask you to do more of it?

 04             MS. TAYLOR:  If people decide that they

 05   want to stay in an environment where that's the

 06   mutualization scheme, there would be an incentive.

 07   There already is a strong incentive for those

 08   elements of risk management to be there.  So, I'm

 09   not sure that that incentive could be

 10   strengthened.  I mean, there's a very strong

 11   incentive for those protections to be in place.

 12             MS. O'BRIEN:  I think what Kim is

 13   referring to is the infrastructure that exists

 14   currently, allows the exchanges, some transparency

 15   to individual composition clearly cohesive

 16   transparency to the omnibus position, the FCM, and

 17   FCMs have an obligation within their capital

 18   structure and their seg structure as they're doing

 19   credit and real-time risk review of clients, that

 20   smaller default component which occur every day,

 21   they occur every day, they stay managed within the

 22   client FCM structure, and they never get to the
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 01   exchange.  That's part of the structure as it

 02   exists today, and it's part of the protection to

 03   our client that exists today.  Banks are also

 04   involved in this.  The first place to get paid

 05   every day is the exchange.

 06             I agree with Kim.  I have some level of

 07   concern, as well, that if the exchange is going to

 08   take on a greater role as a result of the

 09   elimination of mutualization, that there could be

 10   a fairly smart client out there that might in a

 11   certain market decide that it would be

 12   advantageous just not to make their position

 13   whole, knowing that the clearing firm or the

 14   exchange would have to segregate that component in

 15   a market.  I think, potentially, we could have

 16   some manipulation here.  We could walk through --

 17             MR. PRAGER:  I think the only thing I'd

 18   add to follow your point, Bob, about would

 19   behaviors change on risk management behaviors, and

 20   I do think we have to look at the totality of the

 21   behaviors that will change in this account class.

 22   So, back to my earlier comments and Dan's
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 01   comments, and when we have looked at across all

 02   our funds, it's not a homogenous group of

 03   investment activity.

 04             We talk about cost.  I mean, it may be

 05   the wrong word.  From our span, it's what's the

 06   drag on performance to the funds?  And that drag

 07   on performance actually would range from none,

 08   based on how we run some of our funds today which

 09   already presume a very high level of initial

 10   margin and presume it's a leveraged account where

 11   it has a lot of turnover to extreme drag on some

 12   of our very long- term liability hedging type

 13   activities where that initial margin is going to

 14   have a material drag.  So, you also have to think

 15   of it across all the different types of activities

 16   that we manage as a group of fiduciaries.  So,

 17   it's not going to be all the same, that drag, and

 18   I do think that based on how you all come out on

 19   the tilt and whether it's front-loaded or to the

 20   fund, it will very much change the behavior of the

 21   way that money is managed.  Not necessarily for

 22   the worst.  I think to the extent it's
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 01   front-loaded, you get some of those systemically

 02   beneficial behaviors of tidier books.

 03             And I take your point that it's largely

 04   market risk.  Let me tell you, running 5,000

 05   accounts, there's a lot of operational risk that

 06   you take out, as well.  So, and that is a real

 07   cost reduction by netting down those notionals.

 08   So, I do encourage everyone to think about not

 09   just we talk about the narrow framework that now

 10   exists.  We're talking about the system, and I do

 11   think that from this account class in the cleared

 12   derivatives, you will change the behaviors, as

 13   well.  Some of it for the better by the shift in

 14   that balance.

 15             MR. HUSTON:  Well, let's be clear on

 16   costs.  I mean, ultimately, the cost is going to

 17   filtered down to the end consumer.  And what I'm

 18   concerned about when I hear increased costs and

 19   increased initial marginal requirements, to the

 20   extent in the agricultural industry, we're

 21   required to utilize exchange cleared swaps versus

 22   uncleared swaps.  Or to a certain degree, exchange

�0150

 01   future or a combination of the two.

 02             Remember back in 2007, 2008, the prices

 03   of corn and wheat got so high that there were

 04   commercial institutions that pulled back out of

 05   the market and would not allow farmers to forward

 06   market and hedge because the volatility was great,

 07   and, thus, the initial margins were so high.  And,

 08   so, unlike a drag in performance as it relates to

 09   cost, I mean, here's a situation where bona fide

 10   hedgers don't get the opportunity to hedge

 11   financial risk with their particular operation

 12   because of these increased costs that we're

 13   talking about here today.

 14             MR. ROSEN:  And I want to look at this

 15   issue, a pre 20 sigma event and post 20 sigma

 16   event.  Pre 20 sigma event, the cost that you're

 17   acknowledging, that, Ritchie, you're willing to

 18   pay as a fiduciary because you see the advantages.

 19   The problem is what you can't avoid is that if you

 20   adopt the voluntary model as you're interpreting

 21   it, which is we will require clearinghouses to

 22   give a choice to customers, you're imposing that
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 01   cost on the people who aren't looking for the

 02   realignment in segregation exposure to the sort of

 03   fellow customer risk.  So that someone who's not

 04   looking, but is clearing in the same clearinghouse

 05   is going to end up having to pay for something

 06   that you regard as a benefit, but something that

 07   they don't regard as justified by the benefit.

 08             And there's some other costs here that I

 09   think it's just worth mentioning, and if the

 10   commission is thinking of this as imposing a

 11   requirement that a clearinghouse require cost, I

 12   think there are other considerations and policies

 13   that -- first of all, it's not as clear to me as

 14   it seems to be to some people, that the statute

 15   provides the authority for the commission to do

 16   that.  We don't have to go into that, obviously.

 17   We don't have to go into that at this time.  I

 18   think that would probably not be productive, but

 19   you might think about accommodating it as a choice

 20   where a clearing organization could decide to

 21   offer this model or not to offer this model and

 22   let people gravitate to clearing organizations
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 01   that have the preferred model and not create this

 02   cross contamination that occurs if you're all half

 03   in or half out.

 04             There are other casualties to this

 05   arrangement though.  As I mentioned before,

 06   Dodd-Frank was oriented toward the reduction of

 07   systemic risk.  It also preserved the codes policy

 08   of ratable allocation of shortfalls across

 09   customers.  That remains in place.  It also

 10   clearly had provisions that are designed to

 11   promote portfolio margining, and portfolio

 12   margining may be one of the earliest casualties of

 13   this because you're not going to be able to offer

 14   portfolio margining except in the account that is

 15   either in one camp or another, and if you have

 16   futures that your port into this camp because it's

 17   in the account of a customer that wants this form

 18   of segregation, then you're going to have an

 19   issue, and I think you're going to have an issue

 20   under the code because you may define whatever

 21   account classes you want, but, at the end of the

 22   day, you will have a situation where two futures
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 01   customers, one of whose position is in one of

 02   these accounts and one whose positions are not in

 03   this account, and if there's a loss and the

 04   futures customer whose position is in a combined

 05   account with these protected swaps, the results in

 06   the insolvency will inherently not be ratable

 07   because that party is going to get a much better

 08   rate in the insolvency than the pure futures

 09   customer in the same futures contract and is

 10   carried with the same FCM.  I think that's

 11   something that needs to be considered as possible.

 12             One other issue that you'll have to deal

 13   with is that on cross-border business, if these

 14   accounts are disclosed, whether they're legal or

 15   operational, if they've got to be disclosed, then

 16   you have a situation where either you're put in

 17   the position of the U.S. FCM in a position as to

 18   whether or not since they're going to know the

 19   client because they're going to have to disclose

 20   this information, they're going to be subjected to

 21   registration requirements in every jurisdiction

 22   where these clients are sourced, or,
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 01   alternatively, whether foreign brokers who

 02   currently carry their accounts on an omnibus basis

 03   with the U.S. FCM and don't have to register are

 04   going to have to have a direct relationship where

 05   this information is provided to keep it from their

 06   competitors, and then, therefore, require them to

 07   be registered with the FTC as an FCM.  So, there

 08   are other collateral consequences post 20 sigma

 09   event.  You have to remember that if there such an

 10   event and people are looking where these losses

 11   are falling, we're creating a situation where

 12   those losses, if they get transmitted through the

 13   guarantee structure, and don't forget that there

 14   are multipliers on the guarantee fund that

 15   increase the risk and the accountability for loss

 16   of the clearing members, if that creates a ripple

 17   that runs through, let's face it, the clearing

 18   members of these clearinghouses are the vectors

 19   through which systemic risk is transmitted in a

 20   major financial crisis, and one of the things that

 21   the public will be seeing is that what happened

 22   was a lot of major users of the futures market,
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 01   the clear swap markets who benefited from that

 02   infrastructure were able to walk away with their

 03   marbles, and other people, if clearing members

 04   failed because of the losses that they're going to

 05   have to absorb, people who are utterly unaffected,

 06   didn't benefit, didn't participate in these

 07   markets are potentially going to be at risk, and I

 08   think people will look at the policy judgments

 09   that we're making very differently through that

 10   lens at that time, and I think that's something

 11   that needs to be borne in mind.

 12             MR. WASSERMAN:  Just responding to a

 13   couple of those points, we may have differences as

 14   to what we can do in terms of ratability, but

 15   taking as a given the proposal on the table would,

 16   in fact, distribute money ratably, it's just how

 17   much would be coming back from the clearinghouse.

 18   What would be non-ratable is if we endeavored to

 19   do this on a voluntary basis, with some customers

 20   being protected and some customers not.

 21             MR. ROSEN:  It's only ratable in the

 22   portfolio margining.  If you have a basis for
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 01   concluding the two people that are trading the

 02   same swap positions and the same clearinghouse

 03   through the same clearing member, end up with

 04   different distributions because of which account

 05   structure that you can define those as being sort

 06   of different account classes so I don't have to

 07   treat them ratably with each other, and I think

 08   that's not clear.

 09             MR. WASSERMAN:  But what I'm saying is

 10   under the voluntary approach where some customers

 11   may choose this and others not, you are correct.

 12   That's --

 13             MR. ROSEN:  Under the mandatory

 14   approach, where all customers are treated the same

 15   way, it would still be ratable.  The issue is that

 16   because the clearinghouse would be looking at the

 17   customers individually, you would not have the

 18   fellow customer losses.

 19             MR. WASSERMAN:  I think in the portfolio

 20   margining account, even in a mandatory context,

 21   there are issues with ratable distribution, and we

 22   can walk through that at a different --
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 01             MR. ROSEN:  Offline, yes.

 02             MR. SZYCHER:  I mean, I would take a

 03   slightly different view.  And I'm not certainly

 04   not qualified to speak about anything regarding

 05   the code, but I guess I may take a different view

 06   regarding I guess the consequence of certain

 07   clients walking away and sort of who's left in the

 08   pool insofar as to the extent that there's some

 09   perceived detriment to the folks who remain in the

 10   pool, that, to me, is necessarily only the case

 11   if, and in fact only if risk were not priced

 12   correctly to begin with.  That is that whoever

 13   left was subsidizing whoever was there to begin

 14   with.  And speaking of whoever was going to be

 15   subsidizing, if anyone is going to be subsidizing

 16   anyone else, it's highly probable that, at least

 17   in our minds, a pension fund, probably the lowest

 18   risk of any institutional client, is probably

 19   going to be doing the subsidizing, and, in doing

 20   so, it's not readily apparent that there our

 21   clients are benefiting from the subsidization of

 22   credit risk across other less credit-worthy
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 01   entities.

 02             MR. ROSEN:  Great point.

 03             MR. WASSERMAN:  I'll let you have the

 04   last word.

 05             MS. TAYLOR:  You'll be sorry.

 06                  (Laughter)  I just wanted to come

 07                  back to something that I raised

 08                  earlier that I would like us to

 09                  think about, given everything that

 10                  we've discussed here today.  I've

 11                  been racking my brain since I've

 12                  talked with you first, Ritchie, to

 13                  figure out a way where we could

 14                  increase the protection that the

 15                  customers have without kind of

 16                  tipping the balance of the systemic

 17                  protection, and the best idea that

 18                  I can come up with after talking

 19                  internally and talking within the

 20                  industry is actually to use some

 21                  kind of an insurance vehicle as a

 22                  vehicle for protecting the
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 01                  customers against the prorated

 02                  losses, but not adversely affecting

 03                  the way the kind of bulk risk

 04                  management, systemic risk

 05                  protection mechanisms of a

 06                  clearinghouse work.  And, so, I

 07                  just wanted to throw that back out

 08                  on the table.

 09             MR. WASSERMAN:  Okay, I'll make myself a

 10   liar.  The problem with that is, of course, that's

 11   not there, and we've got rule-makings that we've

 12   got to do now, and, so, it's difficult to base

 13   something on that possibility.

 14             MR. RADHAKRISHNAN:  Sorry.  You guys may

 15   have discussed this, but it seems to me that if

 16   somebody wants extra protection, they should pay

 17   for it.

 18             SPEAKER:  That's the assumption.

 19             MS. TAYLOR:  And insurance is an

 20   excellent way of targeting that cost right to the

 21   --

 22             MR. RADHAKRISHNAN:  That's right.  So,
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 01   the issue is how do you make the people who make

 02   something extra pay for it?  Because, right now,

 03   in the futures world, everybody is treated the

 04   same way.  What you folks are arguing for, and I'm

 05   not making a judgment on it, is you want something

 06   different from what we have right now because the

 07   cleared swaps, right now, the statute replicates

 08   the futures model.  You want something different,

 09   and the question is:  Are you willing to pay for

 10   it, right?  The way in which you can pay for it

 11   is, and the funds are not going to like this, you

 12   could be a clearing member yourself, right?  You

 13   can be a clearing, and then you're not exposed to

 14   other customer -- I know I see unhappy faces.

 15                  (Laughter)  But you're not exposed,

 16                  right?  You're not exposed to other

 17                  customer risk.  Now, of course,

 18                  what you then have to do is to

 19                  satisfy the clearinghouses that you

 20                  can be a clearing member.  So,

 21                  that's one way of doing it.  But

 22                  the other way is if you want extra
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 01                  protection is to pay for it.  Now,

 02                  Kim is talking about insurance, and

 03                  I'm wondering if there's some other

 04                  way because we're talking about the

 05                  opt-in approach.  Is there some

 06                  other way in which people who want

 07                  extra protection --

 08             SPEAKER:  Their model --

 09             MR. MALOY:  Isn't clearing insurance,

 10   you pay a premium, the higher the premium, the

 11   better the protection.

 12             MR. RADHAKRISHNAN:  So, you are saying

 13   you pay a higher premium.  So, the question is:

 14   What form does it take?

 15             MR. MALOY:  Initial margin.

 16             MR. RADHAKRISHNAN:  More initial margin.

 17   Okay, so --

 18             MR. MALOY:  Or, in our case, the same

 19   initial margin.

 20             MR. RADHAKRISHNAN:  I know we're

 21   supposed to end, but is it possible that let's say

 22   you have a firm with 10 accounts.  The firm will
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 01   margin each of those accounts, right, and come up

 02   with a number.  Let's call that X.  Is the margin

 03   requirements that the DCO imposes on the customer

 04   omnibus also X, or could it be something less than

 05   X?

 06             MS. TAYLOR:  In our particular case for

 07   the over-the-counter swaps, it would be the sum

 08   total of the requirements across the accounts.

 09             MR. RADHAKRISHNAN:  Across, okay.

 10             SPEAKER:  Gross.

 11             MR. RADHAKRISHNAN:  So, then my idea

 12   doesn't work because I thinking what if you got

 13   more than what you had actually asked for?  Is it

 14   over possible that the firm will have more money,

 15   more margin from its customers than you could

 16   offer on the clearing firm?

 17             MR. MALOY:  Yes.

 18             SPEAKER:  It happens every day.

 19             MR. MALOY:  There's a model whereby you

 20   can have -- there's two things here.  One is the

 21   amount of margin, and the other is about the

 22   waterfall.
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 01             MR. RADHAKRISHNAN:  Right.

 02             MR. MALOY:  Talk about the margin.  If

 03   you do a -- I'm going to pick on Richard's firm

 04   and say let's say BlackRock have five funds.  I

 05   know they've got more than that, but let's say

 06   they have five funds and they said look, we're

 07   happy to commingle all of our five funds together,

 08   and we're happy to say that if the FCM is in

 09   default, we're looking to port, we're going to go

 10   to a backup, a substitute, and those five have to

 11   go together.  If they're prepared to do that, then

 12   we can say well, look at that exposure as a net

 13   risk exposure, and, therefore, charge net margin.

 14   That's the clearinghouse would charge that.

 15             The FCM may choose to charge on a gross

 16   basis, and that's where you have a gross margin

 17   and from the clients to the FCM, but from the FCM

 18   to the CCP, that would be a nets margin.

 19             MR. RADHAKRISHNAN:  So, think about it,

 20   if a DCO got more money, more than IM, then it

 21   would charge - would that make your life easy?

 22             MS. TAYLOR:  I think that's one of the
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 01   things that we figured would be an outcome of

 02   having separate segregation.

 03             MR. RADHAKRISHNAN:  Yes.  Okay.

 04             MS. TAYLOR:  Is that we would have more

 05   --

 06             MR. RADHAKRISHNAN:  We would have,

 07   right.

 08             MS. TAYLOR:  More money than we

 09   otherwise would have.

 10             MR. WASSERMAN:  Though, in fairness --

 11             MS. TAYLOR:  More margin than otherwise

 12   would have.

 13             MR. WASSERMAN:  Now, in fairness,

 14   customer level margin, Kim, I think you guys

 15   generally charge 130 percent of clearing member

 16   margin or is that --

 17             MS. TAYLOR:  That would only be for the

 18   initial initiating trade activity.

 19             MR. WASSERMAN:  Right.

 20             MS. TAYLOR:  Not on the ongoing basis.

 21             MS. O'BRIEN:  But currently today under

 22   the infrastructure, if a clearinghouse makes a

�0165

 01   credit assessment of a client who potentially has

 02   significant intraday volatility and they're not

 03   making intraday call they may do something

 04   effectively super margining.  They may charge a

 05   client 140 percent of the actual margin charge by

 06   the exchange.

 07             What occurs with that extra 40 percent,

 08   Bob, you're correct.  It does reside within the

 09   FCM, it does reside with the seg pool, which is

 10   one of the infrastructure components today.

 11   Perhaps, there's a dialogue about something called

 12   a buffer.  The difference between initial margin

 13   that is required by the exchange.  It is not a

 14   funding that would lock up for a quarter like the

 15   guarantee fund does.  I will tell you, I have

 16   considerable concerns about putting a significant

 17   rate on FCMs to double the size of a guarantee

 18   fund when you're talking about day-to-day movement

 19   of clients.  It's actually not consistent.

 20             SPEAKER:  Right.

 21             MR. WASSERMAN:  Let me mention two

 22   things.  First, from where I'm sitting, there is
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 01   nothing inconsistent with this proposal for a

 02   clearinghouse to say as part of this risk

 03   management or the FCM or either to say you know

 04   what, one of your clients really gets us

 05   concerned, and for that client, because of the

 06   market risk, we want 150 percent of the normal

 07   margin because that client worries.  That's one

 08   thing that could be done.

 09             Second, the clearinghouse might say, and

 10   this you won't like as much, you, as the FCM, are

 11   guaranteeing each of your clients.  We want you to

 12   post X dollars in collateral to collateralize that

 13   guarantee, and that would run across clients.

 14   That also would be consistent, and then they could

 15   essentially use that.  And it's when you said

 16   "buffer" that made me think of that.  That could

 17   then be applied to any client, and there'd be

 18   nothing inconsistent with them taking that for any

 19   client because it's not a customer's money, it's

 20   the firm's money.

 21             Again, it seems to me there's really a

 22   wide pallet of ways in which the clearinghouses
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 01   could address this kind of a risk environment, and

 02   it's not (inaudible) to say I'm expecting they

 03   will creatively find the best way to do it.

 04             MS. BURKE:  Bob, on the point of the

 05   buffer that you kind alluded to at the end, and

 06   going back to Edith's point that it's not in the

 07   guarantee, I think the firms would have to take a

 08   look at that and evaluate it, and then come back,

 09   but not have it as a guarantee, but have it as

 10   part of your seg buffer that we have today.

 11             MR. WASSERMAN:  And, to be clear, to the

 12   extent possible, I want that to be something

 13   that's worked out between the firms and the

 14   clearinghouses rather than by us saying you've got

 15   to do it that way.  The regulatory goal is to

 16   protect these guys.  The implementation of that

 17   should, from where I'm sitting, as much as

 18   possible, be up to you folks.  With that --

 19             MS. SCHNABEL:  I think we're done.  Our

 20   mailbox is open if anyone wants to submit written

 21   comments.

 22             Okay, thanks.

�0168

 01             MR. RADHAKRISHNAN:  Thank you very much.

 02             MR. SWANN:  Thank you.

 03                  (Whereupon, at 4:13 pm, the

 04                  PROCEEDINGS were adjourned.)

 05                     *  *  *  *  *
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