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Re: Self-Regulatory Organizations; Fixed Income Clearing Corporation (Release No. 34-633161; File No.
SR-FICC-2010-09)

We arc writing on behalf of our clicnt, the Fixed Income Clearing Comporation (FICC), in response to the
letlers from ELLX Futures LP dated December 15, 2010 (ELX Letter), The Options Clearing Corporation
dated December 21, 2010 (OCC Letter), Ronin Capital LLC dated December 10, 2010 (Ronin Letter) and
NASDAQ OMX dated December 21, 2010 (NASDAQ Letter) (together, the Letters) submitted in responsc
to the proposed rule change filed by FICC to amend the FICC rules to allow for a proposed cross-margining
arrangement with New York Portfolio Clearing, LLC (NYPC Arrangement).” Much of the discussion in
the Letters focuses on the mistaken claim that the NYPC Arrangement is a burden on competition that does
not meet the standard required of clearing agencies pursuant to Section 17A of the Securities Exchange Act
of 1934, as amended (Exchange Act). To the contrary, I'ICC’s rule proposal and the NYPC Arrangement
are entirely pro-competitive and comply with the requirements of the Exchange Act. We also wish to take
this opportunity to respond to additional issues raised in the Letters, including in particular the provisions of
proposcd NYPC Rule 801 regarding contributions to the NYPC guaranty fund and the allocation of clearing
fees for limited purpose participants (LPPs).

1. EXCHANGE ACT—BURDEN ON COMPETITION

Standard. Section 17A of the Exchange Act requires that the rules of a clearjng agency do not impose any
burden on competition not necessary or approprate in furtherance of the purposes of the Exchange Act.

° The NYPC Arrangement 1S aro-competitive.

The market for ¢Jearing U.S. dollar-denominated interest rate futures contracts 1s currently
dominated by one entity. Multiple largely unsuccessful attempts have been made in recent years by
other exchanges and clearinghouses to introduce competition in products such as Eurodollar and
U.S. Treasury futures. These ventures failed to introduce meaningful competition in part because
the key clearinghouse in this market is able to offer substantial risk offsets between interest rate
futures, making scale at the clearing level a considerable barrier to entry into the U.S. interest rate
futures market.

To address this issue and to offer a competitive option, the Depository Trust & Clearing Corporation
(DTCC) and NYSE Euronext joined forces in 2009 to build an innovative new clearinghouse
intended to deliver “single pot™ margin cfficicncy across fixed income securities and repurchasc
agreements on fixed income sccurities cleared by FICC, on the one hand, and U.S. dollar-
denominated intercst rate {unures contracts, on the other hand.

However, unlike the traditional “vertical” relationship between futurcs exchanges and their affiliated
derivatives clearing organizations (DCOs), NYPC has been uniquely struclured, consistent with the
principles of both the Exchange Act and the Dodd-Frank Wall Street Reform and Consumer

! SEC Release No. 34.63361, 75 Fed. Rag, 74110 (November 30, 2010).
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Protection Act (Dodd-Frank Act), (o allow unaffiliated DCOs and designated contract markets
(DCMs) “open aceess™ 1o the benefits of the “single pot™ cross-margining arrangement as soon as
operationally feasible, subject only to certain objective, reasonable and non-discriminatory criteria.”
This commitment ensures that the benefits of the “single pot’ cross-margining arrangement with
FICC will be made available to unatfitiated DCOs as well as to unaffiliated DCMs, which can
participate in the “single pot” cross-margining arrangement by either directly clearing through
NYPC or by clearing through another DCO that joins NYPC as an LPP.

Such a “single pol” approach to margining across assct classes has eluded the market for many years
despite significant customer demand because of the inherent operational, risk and regulatory
complexitics associated with delivering such efficiency to the market. Instead, the market to-date
has rehied on less cffioent “two pot™ cross-margining arrangements in which cach clearinghouse
applies its own margin methodology first before making its clearing members® resulting net
positions available for cross-margining. Ilistorically, such “two pot™ arrangements have provided
limited benefit to market participants.

By contrast, the “single pot™ cross-margining arrangement between FICC and NYPC 1s premised on
a common margin system and risk management methodology whereby cash and derivatives
positions are netted at the same time in order to maximize risk offscts, offering market participants
substantial margin eflicicncy across asset classes.® The NYPC Arrangement also offers other
important benefits to market participants, including a streamlined delivery process for U.S. Treasury
futures that improves operational ctficiency and decrcases systemie settlement risk. Through such
margin and operational efficiencies, the NYPC Arrangement provides market participants with a
viable competitive altemative, which should not only drive down costs but also incrcase liquidity by
providing market participants an alternative venue for the trading of U.S. dollar-denominated interest
ratec futures comtracts. As described above, the NYPC Arrangement will also benefit market
participants by providing open access 1o all qualifying DCOs and DCMs. As more and more DCMs
and DCOs join the NYPC Arrangement, the potential for significant risk offsets and for significantly
cnhanced competition in this industry will increase.

'urthermore, it should be noted that in the years prior to the formation of NYPC, FICC at various
times held imformal discussions with a number of established DCOs, including OCC, regarding the
establishment of a “single pot” cross-margining arrangement for U.S. dollar-denominated interest
rate futures contracts.  Such other DCOs were uniformly unwilling to adopt the FICC Vak
methodology or agree to other operational pre-conditions that are necessary for FICC to effectively
form a “single pot” margin system. [t is because of the unwillingness on the part of such other
DCOs to partner with FICC on terms necessary to allow FICC to prudently manage iis risk that
IF1ICC chose instead to deve'op a new, pwrpose-built DCO—NYPC. Following the announcement of
NYPC, IFICC, the NYPC management team and senior management of NYSE Furonext have
repeatedly rcached out to OCC, as well as other DCOs and DCMs, to initiale the process of
integrating such other organizations into the “single pot”. While those efforts have not yet been
productive, FICC and NYPC remain commilted to expanding the “single pot™ to include other DCOs
and DCMs.

DCMs clearing through NYPC (including NYSE Liffe U.S.) are required to: (1) be eligible under the rules of NYPC: (ii) conmbute to

NYPCs nuaranty fumd: (i) demonstrate that they have the operational and teehnical ability 1o ¢lear through NYPC; and (3v) enter into a clearing
serviees agreement with NYPC. DCOs will be abile 1o access the "single pot” cross-imargining arrangement as LPPs of NYPC, subjuct (o pre-defined,
objcctive, non-discrimmatory criteria set forth in NYPC™s rules. ELX cites a June 2009 press release from DTCC that references an “exclusive”
amrangenent between NYPC aud FICC, While that was accurate at the time, NYPC's amngements with FICC have fong since been modified, in
consudtation with the Commission and the Cobunodity Tutures Trading Commission (CETC), to ereate the umque “open access™ model deseribed
above and 1t NYPC's application for DCO registration.

FICC and NYPC have chosen o base thelr common margin system on the time-tested and proven Valoe-at-Risk (VaR) methodolopy

cmployed by FICC. The FICC margin system currently handles the collection of more than $20 billion per day.
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Any purporied burdens on competition are “necessarv and appropriate” to furtherine the pumoses of
the Exchange Act.

The Letiers argue that the NYPC Ammangement serves as a burden on competition hecause access to
the NYPC Arrangement by unaftiliated DCAls and DCOs musl vo through NYPC rather than
through a direct linkage with FICC and because the NYPC Arrangemcent will not be available to
unaftiliated DCMs and DCOs during a linuted initial transition peried,

As recounted above, 1t s mportant to note that the Exchange Act does not prohibit a// burdens on
competition. To the contrary, the Exchange Act prohibits only those burdens that are not “necessary
and appropriatc” (o furthering the purposes of the Iixchange Act.* The purposes of Section 17A of
the Lxchange Act include, in pertinent part, “to facilitate the establishment of linked or coordinated
tacilities for clearance and scttlement of transactions in securities, sccurities options, contracts of
sale for future delivery and options thereon, and commodity options”™. FICC belicves that the NYPC
Arrangement is consistent with the Exchange Act in that it promotes the de nove establishment of
coordinated facilitics for the clearance and scttlement of securitics and {utures transactions in a
manner that is consistent with FICC s obligation to ensure prudent risk manazenient practices and to
safeguard the tunds and sccurities tor which 1t is responsible.

More particulurly, FICCs ability 1o deliver “single pot™ margin ctliciencies depends on its ability to
manage its risk, something that FICC believes can only be achicved bv utilizing NYPC as a
standardized portal Lor the “single pol” cross-margining arrangement and by providing for an
operationally necessary imitial tramsition peried prior to which unafiiliated DCOs and DCMs may
join the “single pot.”  In additien, tor reasons diseussed further below, FICC doces not believe it is
feasible to establish mwre than one "single pot™ cross-margining arrangement. which is why, as
deseribed above, FICC and NYPC are commtted to providing unaffiliated DCOs and DCMs with
open access to the NYPC Arrangement as soon as operationally feasible.

Linking other DCOs directlv into the “single pot” is not practical and would incrcasc risk.

'The OCC Letter argues tha: FICC should be required to accommodate OCC by allowing 1t {o link
direetly with FICC. IF FICC was required unconditionally to connect all interested DCOs directly
mto the “single pot™ cross-margimng arrangenient, FICC and cach such DCO would have to
undenake the complex. costly, time-consuniing and significantly cumbersome process of integrating
their respective rales as well as their technology, risk and other systems. The process of integration
between NYPC and FICC las taken nearly two years and has required a substantial and continuing
expenditure of financial. mtellectual and vther resources on the part of NYPC's owners, DTCC and
NYSE Euronext, even though NYPC was created specifically to act as a cross-margining
clearinghouse opposite V'ICC. with its rules, technology. risk and other svstems crafied from the
ground up with such purpose in mind.  Liven assuming that OCC or another DCO was prepared to
adopt FICC s VaR margin methodology. attempting to integrate a pre-existing clearinghouse dircetly
into the “single pot™ cross-margining arrangement would by necessity be even more difficult and
likely more costly thun the integration between NYPC and FICC. Anyv such endeaver would, in any

E g, Bradford Nat'l Clearing Corp. v. SEC, 390 F 2d 10K5 | 1978),

Although not determinative of applicable Exchange Act requirements, the antitrust Lows eapressly allow joint ventures thdt sene a pro-

cumpehitive purpose 1o contain ancillary exclusivity and restrictive covenant provisions, absent evidence that the joint venture holds murket power or
will substantially foreclose competition in some relevant market. See Northwest Wholesale Sttioners, Inc. v. Pacific Stationery & Prinang Co., 472
1.5, 284 (1983), Even i some anticompetitive effect is demonstrated, these provisions withstand scnutiny if, on balance. the etficiencies and pro-
competitive rationake for the arrmogement predominate. See, e.g., Contmcniad TV, Inc. v. GTE Svlvania, Inc,, 433 U.S, 36 (1977). In this context,
the selevant market 1s the market for the eross-margimng of fixed income securitios and related futures contracts,
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event, impose a significant burden on FICC and create unnecessary strains on its risk controls and
S
resouIces.

I'ICC additionally belicves that it is neither operationally feasible nor prudent to cstablish a
framework of multiple, competing “single pots™ with multiple, competing DCOs.  Among other
things, such an arrangement would result in FICC clearing members that are members of multiple
DCOs cross-margining their futures positions against different scements of therr portfolios at FICC,
rather than having the risk of their positions being measured comprehensively. FICC believes that
the attendant risk of delays and errors in processing would substantially increase systemic risk as
clearing members continuously moved positions at FICC (rom one cross-margin pot to another in
order to maximize their margin savings.

Finally, and perhaps most mportantly, FICC believes that the existence of multiple “single pots”
would likcly greatly complicate the liquidation of a cross-margining participant that was in default at
FICC and NYPC, thereby increasing systemic risk. I'ICC and NYPC have cngaged a common
investment adviser with extensive experience in the fixed income and related derivative markets to
manage the liquidation of a defaulting ¢ross-margining participant. The adviser has been instruceted,
in the casc of a participant default, to hedge exposed portions of a defaulting cross-margining
participant’s cash and futures portfolios and to liquidate such portfolios In a coordinated and
integrated manner in order to minimize losses, a process that would be made substantially more
complicated if the adviser additionally had to respond to potentially conflicting instructions from
another clearinghouse, or i such other clearmghouse were to assert competing claims under its
cross-margining asreement with FICC to the collateral that was held by FICC for the account of the
defaulting cross-margining participant.

Third parties should not be permitted to “free ride” on FICC’s and NYPC’s combined efforts.

Courts typically uphold limited exclusivity arrangements when they arc shown to preclude “free
riding” on the investments, inpovations and promotional ¢fforts of a pro-competitive joint venture
and its investors.” Given FICC and NYP(’s commitment to open access, as described above, FICC
and NYPC do not believe that the NYPC Arrangement is “exclusive”. However, even if it were
deemed to arguably contain certain Jimited exclusive elements, to contend that the NYPC
Arrangerient should not be approved unless other DCOs and DCMs are given direct linkage with
FICC on their preferred terns, instead of on the objective, non-discriminatory terms contemplated
by NYPC’s rules, is to argue that other DCOs and DCMs should be permitted to “free ride” on the
efforts and innovation of FICC and NYPC.

‘T'he limited initial transition period is prudent and necessary.

Vinally, the Letlers argue that the NYPC Arrangement is a burden on competition on the grounds
that other DCOs and DCMs will not be able to participate in the “single pot” cross-margining

Maorcover, even 11710 were prictical W Tink other DCOx direetly tito the “single pot”, Seetion 7235(h) of the Dodd-Frank Act amended the

Commudity Exchange Act o provide that “[i]o oxder (0 minimize systewic fisk, under 1o cireumstances shall a dertvatives elearing orgamization be
compelled io aceept the counterparty crodit risk of another clearing organization”. Requiring FICC t admit a DCO as an cqual participant with
NYPC i the “sagle pot™ cross-margining amangement would compe! both NYPC and FICC 1o assume the credit risk of sueh other DCO because, in
such i vitcunwtance, NYPC and FICC would colleet less murgin than they would in the absence of the third-pany DCO. Subsequentiy, in the cvent
of a defaull of a cross-margining participant, NYPC and FICC would be required to look to the other DCO to recoup or efiset losses on the
liquidation of the delaulter’s positions, precisely the forced assumption of credit risk that Section 725(h) of the Dodd-Frank Act s intended to

prohibit,

0

See, e.g., Continental T.V., fnc. v. GTE Svlvania, Inc., 433 U.S. 36 (1377) (upholding exclusive dealing agreements, reasoming that certain

services mipht not be provided “in a porely compuitive sitation™ due to *iee tider’ cleet™) Rothery Storage & Van Co. v. Atlas Van Lines, Inc.,
792 F2d 210 /(D.C. Cir. 1986) (upholding vestriction to sounter the nenace that fiee ridimg poses).
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arrangement during a limited imitial transition period. The limited initial transitional period that will
be in place prior to unaffiliated DCOs and DCMs being admitted 1o the “single pot™ cross-margining
arrangement 1s designed to give FICC and NYPC the time needed to complete the complex
implementation phasc with a single set of products from a single exchange before opening the
NYPC Arrangement up (0 other clearinghouses and exchanges. FICC and NYPC have pledged to
open the NYPC Arrangement as soon as operationally feasible. This implementation phase includes
substantial operational tasks, including integrating and testing the connectivity of the front-end and
core processing systems of cross-margining participants and third-party vendors with the FICC and
NYPC systems. Achieving a well-functioning cross-margining mechanism is essential to NYPC’s
viability and its ability to foster meaningful competition in this industry. Thus, placing limited
operationally necessary restrictions on the timing within which unaffiliated DCOs and DCMs may
access the NYPC Arrangement is entirely consistent with the Exchange Act.

Approving FICC's rule proposal would be consistent with prior Commtssion determinations of what
constitutes “appropriate” burdens on competition.

The Comnmussion has previcusly accepted an assertion by a party proposing to change a rule that the
rulc change's equal application to parties subject to the rule demonstrated that it would not have an
inappropriatc burden on competition.  The Commission allowed the Municipal Securilies
Rulemaking Board (MSRB) to change a rule involving the automated confirmation and
acknowledgment of customer transactions.’ In its proposal to change the rule, the MSRB contended
that the rule change would not have any burden on compeltition that is not necessary or appropriate
in furtherance of the purposes of the Act because it would apply cqually to all brokers, dealers and
municipal securities dealers involved in such customer transactions. 5 Siumilarly, FICC’s rule
proposal to cnable the NYPC Arrangement should not be seen as imposing an inappropriate burden
on competition because, as both FICC and NYPC have stated repeatedly—and have reaffirmed in
this letter—they are committed to an “open access’ model whereby the “single pot™ cross-margining
arrangement will be available all unaffiliated DCMs and DCOs that meet certain objective,
reasonable and non-discriminatory criteria, as described above.

The Commission staff’s “Clearing Corporation for Options and Securities” Exemptive Order
supports the sbructure o the NYPC Arraneement.

The ELX Letter offers as support for its contention that the Commission has historically {rowned
upon “exclusive” cross-margining arrangements the ]5-year-old exemptive order granting the
Clearing Corporation for Optiens and Securities a conditional exemption from clearing agency
registration (CCOS Letter).” At the outset, we question whether an exemptive order from clearing
agency registration serves any precedential value concerning a cross-margining arrangement that
involves FICC, every facet of whose operations are subject to comprehensive oversight and
supervision by the Commission. In any event, the ELLX Letter points to the staff’s statement that the
linkage of CCOS 1o other clearing agencies was ““vital to the satisfaction of the statutory goals of
Section 17A". This quotation is taken somewhal out of context: the staff insisted that CCOS, a
relatively small and unregistered clearing agency wishing to clear government securities for a
subsidiary of the Chicago Board of Trade, cstablish linkages with (he Government Securities
Clearing Corporation (a forerunner of FICC) in order to prevent the fragmentation of the clearance
system for govemment securitics. The ELX Letter does not suggest (nor can it) that the NYPC
Arrangement would have the effeet of fragmenting the market for the clearance of” government

SEC Release No. 34-41378, 64 Fed. Ruz, 25940 (May 13, 1999).

SEC Release No. 3439823, 63 Fod. Reg. 180355 (April 13, 1998),
SEC Release No 34-36573, 60 Fud Reg 65076 (December 18, 1995).
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sccurities. The “vital” need for linkages that was relevant in the CCOS letter, therefore, is simply
not applicable to (he current set of facts.

We further note n this regard that the staff suggested that the Congressional imperative for creating
a national system of clearunce and settlement could be achieved via “one-account settlement”,
including specifically an arrangement whereby clearing agencies admit other clearing agencies as
members to facilitate such “one-account settlement™  The CCOS Letler therefore provides direct
support for the NYPC Arrangement and the preference of FICC and NYPC 1o achieve their cross-
margining goals through the admission of unaffiliated DCOs 10 the “single pot” through NYPC.

. The applicable Exchange Act standard applies to burdens on competition. not burdens on
compentors,

Finally, we note that the FI.X J.etter implies that the NYPC Arrangement has been responsible for
LLX’s limited success in altracting business, which is similar to the assertion made by ELX in its
letter dated December 1, 2010 to the CFTC in respect of NYPC’s DCO application. We consider
this claim to be curious, especially given that ELX's members include Bank of America Merrill
Lynch, Barclays Capital, Cantor Fitzgerald, Citibank, Credit Suisse, Deutsche Bank, Getco,
Goldman Sachs, J.P. Morgan, MF Global, Newecdge, Nomura, RBS and Interactive Brokers.
Clearly, there are signilicant market participants who are able to trade on ELX should they want to
do so. We do not wish to speculate on the reasons for ELX’s failure to expand its business other
than to note that considerations of anti-competitive impact focus on a person’s overall impact on
competition, not on competitors. Therefore, any impact, direct or indirect, on ELX as a competitor
to NYSI Litfe U.S. is ivelevant o the consideration of whether the NYPC Arrangement is an
unjustified burden on competition.

2. NYPC RULL 801

3 Contributions to the NYPC suaranty fund.

FICC also wishes to address several apparent misunderstandings raised in the Letters regarding the
intent of proposed NYPC Rule 801 with respect to guaranty fund contributions and fce-sharing
arrangements by unaffiliated DCMs and/or DCOs as limited purpose participants of NYPC. Most
importantly. no merit should be given to the suggestion that a $50 million contribution to the NYPC
guaranty fund is an exclusionary requireinent that would inhibit unaffiliated DCMs or DCOs from
being able to participate in the NYPC Arrangement. This requirement is reflective of the practices
of other newly formed clearinghouses.'® A requirement that DCMs and DCOs contribute $50
million to the NYPC guaranty fund, therefore, is a prudent and measured step that will help to ensure
that NYPC’s guaranty fund is al all times appropriately scaled to reflect the risks being guarantecd
by the clearinghouse. Moreover, it other DCOs were admitted to NYPC without having to
contribute fairly and equallv to the NYPC guaranty fund, it would allow such other DCOs to “free
ride” on the risk capital of NYSE Euronext, unrcasonably requiring that the sharcholders of NYSIE
Euronext underwrite the business actjvity of third parties.'"

» For example. Intercontinentzl Exchange, Inc.. the parent of ICE Trust and ICE Clear U.S.. agreed (o contrnibute $30 mutfion o cach of its

clearinghouses” guaranty [inds wihien thoge clearinghouses were heing formed. Sve hups:/iwww. theice.com/publicdoes/ICE CDS Fact Sheetpdt, al
4

" We atso wish to correct the misapprchension in centain of the Letters conceming NYSE Euronext's role as 50% owner of NYPC and i

cantribution of couity capital 0 NYPC versus tts contibution o the NYBC guasanty fund. NYSE Buronext has sssued o guarantee of up to 530
ntillton as a contibution o the NYPC puamoty fund on bebalf of ity subsidiary, NYSE Lifte US., whieh will be o panticipating DCM i NYPC.
Such guaranty fund contiibution s intended to 1ulfill NYSE Litic U.S."s obligation 6 contribute to the NYPC guaranty fund. an obligation that, ay
deseribed above, applics equally (o alt DCMs panicipating in NYPC, and should, therefore, be considered sepayate and distinet fronr the signtlicam
cotitribution of equrty capital Urat NYSLE Furonext has alsu made to NYPC as a part-owuner.
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In any cvent, despite elaims to the contrary in the ELX Letter and the OCC Letter, the S50 million
conlribution 1s not a tixed number but rather serves as an appropriate, risk-based starting point. As
was made clear in FICC s rule proposal. FICC and NYPC anticipatc that as NYPC’s business grows
over tinwe and more participants join NYPC uand contribute to the guaranty fund. the contribution
from NYSE as well as from other unatfiliated DCMs and DCOs could be reduced across such
cntities on a pro raw basis as concentration risk s reduced. The $50 million initial requirement.
therefore, is a reasunuble and prudent sum that is based on the estimated risk posed to NYPC und is
not intended to discourase participation by unattiliated DCMs and DCOs in NYPC.™

Furthermore, FICC wishes to clarily that there 1s no intention that NYPC Rule 801 would give rise
10 “duuble dipping”. In other words. while a guaranty fund contribution would be required of any
L.PP joining NYPC., NYPC would not then generally require further guaranty fund contributions
from the members of such LLPP, unless such members were also direct clearing members of NYPC.
Theretore, requiring & DCO 1o contribute an amount which appropriately retlects the risk guaranteed
by NYPC. which would increase as a result of the DCO's admission as an LPP. is cntirely
appropriate. In effect. the guaranty {und contribution of the LPP would serve as a proxy for the
guaranty fund contributions that would otherwise have been required of the members of the LPP had
they become cleanng members of NYPC directly.

Fee-Sharinu Arranuements.

The Letters also raixe questions regarding the fees to be charged o unatfiliated DCOs coming mto
NYPC as LPPs. While any such fees will be determined on a case-by-case basis, they are mtended
primarily 1o recoup the costs (operational and otherwise) that may be incurred by NYPC in
integrutimg a new LPP. The NYPC resources that will be required for cach LPP cannot be
detenmined at this time, but wall obviously vary. FICC and NYPC accordingly wish to avoid taking
an overly preseriptive appreach and instead intend to work with cach LPP to tailor the fec siructure
to reflect the facts and circumstances applicable to that LPP. I'urthermore, in etfort to approach the
process of admitting additicnal LPPs in as {lexible a manner as possible, FICC and NYPC are also
open to the possibility of the capital and other expenses related to integrating an LPP into NYPC's
extsting systems being absorbed directly by the LPP itsell, rather than such expenses necessarily
Laving to be passed through to the LPP's clearing members in the form of clearing fees.

Finally, although NYPC Rule 801 nominally requires all members of LPPs clearing through NYPC
to abide by NYPC's rules as though they were clearing members of NYPC, there is no mtenuon to
imposc on such members any obligations (including margin  deposits and  guaranly  fund
contributions) in addition to those already owed to ther existing LPP. Instead, NYPC Rule 801 is
designed to permit maximum flexibility in structuring the admission ot 1.PPs, as it is contemplated
that any such admission would be subject o substantial negotiation between NYPC and the
prospective LPP regarding the operational mechanics of margin deposits and related subjects. In no
event, however, will there be separate requirements (including with respeet to margin deposits and
auaranty {und contributions) applied to both an LPP and its members, unless NYPC and the [.PP
separatelv aoree to allocate those amounts to the LPP and its members. or a clearing member of
NYPC is also ¢ clearing member of an LPP.

18

A praspective LPP would not i any event be reguired 1o make a cush deposit of $50 million. Pursuant 1o NYPC Rule 801, LPPs are

required 1o make a contribution 10 the NYPC guaranty fund in the same manner and in an amount no less than the contribution made by NYSE.
NYSE's coniribution 1o the NYPC guaranty fund is m the form of a guaranty, which is initially backed by a deposit of $25 million i cash
Therefore, it is anticipaled that up to half of a creditworthy 1LPP's contribution to the NYPC guaranty fund could come in the form of a guaranty,
rather than a cash deposit.



Llizabeth M. Murphy
January 4, 2011

Page 8

3.

THE NYPC ARRANGEMENT VS. THE QCC/CME “ONE-POT” CROSS MARGINING
PROGRAM

FICC would also like to make an observation regarding the claim in the Renin Letter regarding “the
successiu) operation of the OCC/CME one-pot” cross margining program” for over 20 years. We
agree that this was an important innovation, and the fact that this arrangement has been in place for
over 20 years points out the value of what NYPC and FICC scck to achicve in delivering the next
generation of margin efficiency. While OCC’s arrangement with the CME was undoubtedly a
breakthrough at the time, there are product-related differences between OCC/CME cross-margining
and the NYPC Arrangement (hat make atlempts to point to this arrangement as the model for open
access inappropriate and misleading.

OCC's “one pot” cross margining with the CME and index options applies primarily to futures
contracts that are based on the Standard & Poor’s (S&P) 300 stock price index. Unlike interest rate
futures, where new entrants can seek to compete at a relatively Jow cost, no other futures exchange
can list S&P 500 index futures because the CME has an exclusive license for that product from S&P.
Further, only CBOIE can list options on S&P indices through a similar exclusive license agreement
with S&P. Thus, while 1t is true that Ronin and other market participants benefit from the
OCC/CME arrangement, that is only because all S&P based futurcs and index options must be
cleared exclusively through the CME and OCC, respectively. Ronin’s analogy, therefore, is flawed.
The OCC/CML arrangement is contractually exclusive and therefore carries significantly greater
anti-competitive potential. )t is not an arrangement that could or should be used as a model for open
access, where competition and choice are explicit goals of the Dodd-Frank Act.

MARGIN METHODOLOGY

The NASDAQ Leiter contends that the VaR methodology that NYPC proposes to utilize should be
better understood, studied and tested on a pilot basis before being employed by NYPC “to increase
the leverage of portfolio accounts that include derivative products™. First, the historical simulation
method of caleulating VaR on which the NYPC-I'ICC margin model is based is one of the most
common methods used by the industry for implementing VaR for the fixed income market. Second,
the NYPC-FICC margin model does not necessarily increase leverage and may, in fact, reduce
leverage in highly risky portfolios with limited hedges. At the same time, the NYPC-FICC model
can offer margin reductions for hedged portfolios because it more accurately estimates true
economic risk by taking into account the benefits ot highly correlated, offsetting positions in a single
portfolio. Third, and most importantly, FICC and NYPC have conducted rigorous risk-related
testing on their VaR margin model, including tests of the sensitivity of the model to changing market
conditions, back tests of sample portfolios to check model validity and stress tests of sample
portfolios to test the sufficiency of the NYPC guaranty fund. Those tests, which were conducted in
conjunction with discussions with stafls of the Commission, the CFTC and the Federal Reserve,
conclusively demonstrated the validity of the FICC-NYPC margin model.”

CONCLUSION
FICC's rule proposal and the NYPC Arrangement are pro-competitive and comply with the

requirements of the Exchange Act. As noted in onc of the supportive comment letters received by
the Commission on this proposal: “We belicve that NYPC represents a credible attempt to deliver

A}

The NASDAQ Leuter goes on o observe thut “IFICC appeas 1o have disearded (he derivatives industry standard in favor of applying an

sntested muthod, noting that the Standard Pontfolio Analysis of Risk (SPAN) model was designed by the CME for derivative instruments and {s now
used 1o caleulate margin lor dervative and non-derivative nstanients at 50 exchanges and ¢learing organizations wortdwide, including the CME™
The NASDAQ Letter neglects to acknowledpe, however, that SPAN i itself a 1ype of VaR methodology and that FICC and NYPC Iive made the
coustdered decision to use o single margin methodology us a means ot increasing efficiency und reducing risk.
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more competition in the U.S. futures market—a central goal of the framers of the Wall Stret
Retorm and Consumer Protection Act . ... FICC respectfully urges the Commission to approve
its rule filing 2010-09 10 implement the NYPC Arrangement in an cxpedited timetrame.

* k%

It the Commussion lias any questions on the foregoing, please contact Nikki Poules, FICC's General
Counsel, at (212) 855-7633 or npoulos@dtce.com. or Murray Pozmanter, Managing Director of Iixed
[ncome Clearance and Settlement, at (212) 835-7322 or mpozmanter@gdiee.com.

Very truly yours,

o by

Douglas Landy_)

K Marv L Schapiro, Chairman. Securities and Iixchange Commission
Kathleen I.. Casey, Commissioner
Luis A. Aguilar, Conunissioner
Troy A. Parcdes, Comuimssioner
Elisse B. Walter, Comnnssioner
Robert Cook, Division of Trading and Markets

Michae! Bodson, Executive Managiug Director, DTCC

Larry Thompson, Managing Dircctor and General Counsel, DTCC
Muiray Pozmimter, Managing Director, DTCC

Nikki Poulos, Managing Director, DTCC, and IFICC General Counsel

Walter Lukken. Chief Executive Officer. NYPC
Laura Klimpel. Chicet Compliance Officer and Counsel, NYPC

1 December 2, 2010 letter from Jack DiMaio, Morgan Stanley o David A Stawick, Seeretiry, CFTC and Elizabeth M. Munply, Seeretary,
Securitics and Exchange Commission



