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CSA Consultation Paper — Segregation and Portability in OTC Detwiatives Clearing

On November 2, 2010 the Canadian Securities AdministrBXangatives Committee

(the “Committee”) publishe@onsultation Paper 91-40dn Over-the-Counter

Derivatives Regulation in Canad“Consultation Paper 91-401*).This public
consultation paper addressed regulation of the overetaeter (“OTC”) derivatives
market and presented high level proposals for the requlati®TC derivatives. The
Committee sought input from the public with respect to tbpgsals and eighteen
comment letters were received from interested pdtrtieke Committee has continued to
contribute to and follow international regulatory pregals and legislative developments,
and collaborate with other Canadian reguldtdte central bank and market participants.
This public consultation paper is one in a series oftgighers that build on the
regulatory proposals contained in Consultation Paper 91-40idprg a framework of
proposed rules for the treatment of market participaltteral in centrally cleared OTC
derivative transactions. Specifically, this paper adtress the segregation of assets put
forward as collateral for OTC derivatives transactioleared through a central
counterparty (“CCP”) by customers that access the @@irectly through clearing
members. This consultation paper will also addresgahefer, or porting, of collateral
attributable to customers (“customer collateral”) andamsr positions between clearing
members of a CCP.

OTC derivatives are traded in a truly global marketptawe effective regulation can
only be achieved through an internationally coordinated cdmepssve regulatory effort.
The Committee is committed to working with foreign reguiatto develop rules that
adhere to internationally accepted standards. The Gan@diC derivative market
comprises a relatively small share of the global nmaskié the majority of Canadian
transactions being entered into by Canadian market jpamks with foreign
counterparties. It is therefore crucial that rules dmed for the Canadian market accord
with international practice to ensure that Canadiarket participants and financial
market infrastructures have full access to the intemnalk market and are regulated in
accordance with international principles. In order toexe a level playing field for
Canadian market participants, the segregation of crdleaed portability of collateral
and positions must be supported by applicable federal and preddawes. The
recommendations in this report aim to ensure CCPSmde&TC derivatives possess
adequate rules and infrastructure to facilitate the segoegatid portability of collateral
in @ manner that provides market participants with ap@atgpprotections in order to
facilitate their involvement in the OTC derivativeanket? The recommendations with
respect to segregation apply to customer collateral héldthtthe clearing member and

! Report available atttp://www.osc.gov.on.ca/en/NewsEvents nr_20101a6@-rfc-derivatives.htm,
http://www.lautorite.qc.calfiles//pdf/consultatiddsrives/2010nov02-91-401-doc-consultation-en.pdf
http://www.albertasecurities.com/securitiesLaw/Ratpry%20Instruments/9/91-401/3672026-v1-CSA Cdasioin Paper 91-
401.pdf http://www.bcsc.bc.ca/uploadedFiles/securitieslalify9/94-101 Consultation Paper.pdf

2 Comment letters publicly availableatp://www.osc.gov.on.ca/en/30430.hamdhttp://www.lautorite.qc.ca/en/regulation-
derivatives-markets-gc.html

3 When referred to in this Consultation Paper, Ciamarkegulators include market and prudential reguia

“ The scope of this paper is not intended to incld@®s that clear products other than OTC derivatives




CCP level. They are not intended to apply to colldf@vided by a clearing member to
a CCP to support its own proprietary positions.

The Committee will continue to monitor and contributéhte development of
international standards, and specifically review propasaisdustry standards relating
to segregation and portability to harmonize the Canadiamagipmith international
efforts to the greatest extent possible. It is hopatittis paper will generate necessary
commentary and debate that will assist members of 8% i@ formulating new policies
and rules in this area.

® It is the Committees understanding that cleanregnber proprietary positions are currently segestjat the CCP level. Additional
discussion of the treatment of clearing member petary positions and collateral will be includedan upcoming Committee
consultation paper.



Executive Summary

Canadian and international initiatives promoting tleaicng of OTC derivative
transactions will cause certain market participants, areonot clearing members at a
central counterparty (CCP), to clear their OTC denreattransactions indirectly through
intermediaries. Effective segregation and portabilitgmagisms at CCPs will help to
ensure that indirect clearing is done in a manner tlaegis customer positions and
collateral and potentially improves a CCP'’s resilietaca clearing member default. The
following is a summary of the Committee’s key findiraggl recommendations for
segregation and portability contained in this consultgteper for consideration by
market participants:

1. Segregation

(a) Segregation is a method of protecting customer eddlednd contractual positions
by holding and accounting for them separately from théseeor clearing member and
fellow customers of their clearing member.

(b) Effective segregation of collateral enables a @Céfficiently identify customer
positions which provides customers with a better opportumitg¢over or transfer their
collateral.

(c) The Committee recommends that clearing membersdugred to segregate
customer collateral from their own proprietary asset$that all OTC derivatives CCPs
employ an account structure that enables the effidentification of positions and
collateral belonging to the customers of a clearing member

(d) The Committee also recommends that all OTC diéwes CCPs employ an account
structure that enables the efficient identification aeglasgation of the positions and
collateral belonging to each individual customer of arafgy member, as opposed to a
clearing member’s customers collectively.

2. Portability

(a) Portability refers to the operational aspecthetransfer of contractual positions,
funds, or securities from one party to another party ésima of a conveyance of money
or financial instruments.

(b) Portability of customer positions and related telk is a key mechanism to ensure
that in the event of a clearing member default or inswlyecustomer positions are not
terminated and customer positions and collateral carahsférred to one or more non-
defaulting clearing members without having to liquidate arestablish the positions.

(c) Portability can mitigate difficulties associateith stressed market conditions, allow
customers to maintain continuous clearing access andadigrn@omote efficient
financial markets.



3. Segregation Models

(a) Due to the greater likelihood that customer postimay be under-margined when
collected on a net basis, the Committee recommentsubktomer initial margin be
required to be provided to a CCP on a gross basis.

(b) The Committee examined four potential segregation lmdalethe Canadian market:
the Full Physical Segregation Model, Complete Legal Segregation Model, Legal
Segregation with Recourse Modahd Futures Model.

(c) The major consideration in the evaluation afresegregation model is the degree of
identification of individual customer positions and calal under each model (i.e.
record-keeping), whether non-defaulting customer funda\a#able to cure a default
(i.e. fellow customer risk) and the order of recovetied applies in the event of a default
under the CCP’s default waterfall.

(d) The Committee recommends that OTC derivativessd§egRequired to maintain the
Complete Legal Segregation Moddihis model protects against fellow customer risk
and has recordkeeping requirements that enhance theiplotanportability in an
insolvency or default situation.

(e) TheFull Physical Segregation Modalso provides these protections but is
potentially more costly and may not materially impréwve degree of protection for a
customer of a clearing member.

() The Committee understands that there may be Cl@&Rptotect customer collateral
and facilitate portability through different segregatioodels. In such case, the
Committee recommends requiring that a CCP demonstraté$alternative segregation
model offers protection that is equivalent to @@mplete Legal Segregation Model

(9) The Committee understands that permitting CCPd¢o wdrious segregation
models for customer clearing would likely not be effeztinder Canadian law because
customers selecting higher levels of segregation Iielyld not receive greater
protection in an insolvency proceeding of their clearirgnier.

(h) The Committee recommends requiring that all C@g&sating in Canada provide
information to the applicable provincial market regulat@garding how bankruptcy and
insolvency laws would apply to customer collateral ingtent of a clearing member
insolvency as an element of the recognition processs ifarmation will assist market
regulators in their determination of whether a CCP sfégpropriate protections for
indirect customer clearing.



4. Use of Customer Collateral

The Committee recommends that, if a CCP or clearieqber is permitted to re-invest
any posted customer collateral, investments shoulddbected to instruments with
minimal credit, market and liquidity risk.

5. Holding of Customer Collateral

The Committee recommends that CCPs should hold custmitateral at one or more
supervised and regulated entities that have robust acogpynéintices, safekeeping
procedures, and internal controls.

6. Law Applicable to Customer Collateral

The Committee is considering whether requiring that costcollateral be governed by
Canadian laws would be beneficial to the Canadiarkebar

7. CCP Disclosure of Segregation and Portability Rules

(&) The Committee recommends that all CCPs benextjto make the segregation and
portability arrangements contained in their rules,guedi, and procedures available to the
public in a clear and accessible manner.

(b) Before opening an account with a customer, cleanegbers should be required to
receive a customer acknowledgment that the custonagrase of and has received the
CCP’s disclosure.

8. Portability Requirements

(a) The Committee recommends that each provincidkehaegulator enact rules
requiring that every OTC derivatives CCP be structurdddilitate the portability of
customer positions and collateral.

(b) The Committee believes that portability of custoqmositions and collateral should
not be restricted to default situations but rather beenaevailable to customers at their
discretion.

9. Segregation and Uncleared OTC Derivatives transactions

The Committee believes that the parties to an unae@neC derivatives transaction
should be free to negotiate the level of segregation estjéor collateral, but
recommends that derivatives dealers be required toaff@ngements for collateral to be
held with a third-party custodian.



10. Canadian Legal Issues Relating to Segregation and Portability

(a) The Committee and certain federal authoritie® ljaintly been considering various
Canadian legal issues that may impact safe and eificiearing in Canada. These issues
will require further consideration to ensure that Caisalggal framework appropriately
supports segregation, portability and OTC derivative cleaitinggneral.

(b) The Committee recommends that a perfection byrebregime for cash collateral be
instituted through appropriate amendments to each provinc&Aa R#'s (and the
RPMRR) to facilitate the granting of first ranking gaty interests in cash collateral
advanced in OTC derivative transactions.

(c) It is the Committee’s view that, in order for & to be approved to offer indirect
customer clearing in Canada, its ability to expeditiotestylitate the termination of
customer clearing member relationships, port positionsiforee collateral relationships
should not be compromised by bankruptcy and insolvency laws



Comments and Submissions

The Committee invites participants to provide input onigkees outlined in this public
consultation paper. You may provide written commentsana copy or electronic form.
The comment period expires April 10, 2012.

The Committee will publish all responses receivedhenwtebsites of the Autorité des

marchés financiersvww.lautorite.qc.chand the Ontario Securities Commission
(www.0sc.gov.on.ca

Please address your comments to each of the following:
Alberta Securities Commission
Autorité des marchés financiers
British Columbia Securities Commission
Manitoba Securities Commission
New Brunswick Securities Commission
Nova Scotia Securities Commission
Ontario Securities Commission
Saskatchewan Financial Services Commission

Please send your comments only to the following addre¥sas: comments will be
forwarded to the remaining jurisdictions:

John Stevenson, Secretary Me Anne-Marie Beaudoin
Ontario Securities Commission Secrétaire de I'Autorité

20 Queen Street West Autorité des marchés financiers
Suite 1900, Box 55 800, square Victoria, 22e étage
Toronto, Ontario C.P. 246, Tour de la Bourse
M5H 3S8 Montréal, Québec

Fax: (416) 593-2318 H4Z 1G3

E-mail: jstevenson@osc.gov.on.ca Fax: (514) 864-6381
E-mail: consultation-en-cours@lautorite.gc.ca




Questions
Please refer your questions to any of:

Derek West

Director, Centre of Excellence for
Derivatives

Autorité des marchés financiers
514-395-0337, ext 4491
derek.west@lautorite.gc.ca

Kevin Fine

Director, Derivatives Branch
Ontario Securities Commission
416-593-8109
kfine@osc.gov.on.ca

Doug Brown

General Counsel and Director
Manitoba Securities Commission
204-945-0605
doug.brown@gov.mb.ca

Michael Brady

Senior Legal Counsel

British Columbia Securities Commission
604-899-6561

mbrady@bcsc.bc.ca

Debra Macintyre

Senior Legal Counsel, Market Regulation
Alberta Securities Commission
403-297-2134

debra.macintyre@asc.ca

Susan Powell

Senior Legal Counsel

New Brunswick Securities Commission
506-643-7697
susan.powell@nbsc-cvmnb.ca

Abel Lazarus

Securities Analyst

Nova Scotia Securities Commission
902-424-6859

lazaruah@gov.ns.ca




1. Introduction

In accordance with Canada’s G20 commitments, the Coeertihs recommended the
mandatory clearing of OTC derivatives that are deteraniode appropriate for clearing
and capable of being cleardd-or a detailed background on clearing, please see
Consultation Paper 91-401. A CCP has the potential to eathks to market
participants by imposing more robust risk controls opatticipants and, in many cases,
increase efficiency by reducing total collateral obligatidmeugh the facilitation of
multilateral netting of trades.It also tends to enhance the liquidity of the marhiet
serves, because it can reduce risks to participaoiseter, CCPs also concentrate risk
and responsibility for risk management in the CCP. s€équently, the effectiveness of a
CCP’s risk controls and the adequacy of its financiaueses are critical aspects of the
infrastructure of the markets it serves. CCPs musitaia rigorous eligibility criteria

for direct participation as a clearing member in thé*>@@order to promote its financial
integrity and stability. Eligibility requirements nomly ensure that a potential clearing
member is financially sound but also that it has s#fitresources to contribute to the
CCP to protect against difficulties such as a clearingnioee insolvency or default and is
operationally capable of participating in the default manmesy¢ process. As a result, the
Committee expects that many buy-side participants aadleanfinancial intermediaries
may not qualify as direct clearing members or, in tlee ¢hey qualify, may find it more
efficient to clear through a third party.

Therefore, many OTC derivative market participants eldar their OTC derivative
transactions through financial intermediaries that@ext CCP clearing members.
Centrally cleared OTC derivatives transactions involventerparties assuming opposing
contractual economic positions with a CCP being integhasecentral counterparty to
both sides of the transaction. In a transactioareld for a customer that is not a clearing
member, either the clearing member transacting on behaltustomer assumes the
opposing position with the CCP or a different clearingnimer may act as counterparty
and assume the opposing position to the customer. tBadeansaction has been cleared,
the side of the transaction involving the customer, riganember and CCP is dealt with
differently depending on the customer clearing model usetdeb CP.

Two basic indirect clearing models are the “principal*wmack-to-back model”
(“Principal Model”) and the “agency model” (“Agency Modg¥

(a) The Principal Model

The Principal Model involves a customer entering inbdlaeral transaction with a
clearing member who then enters into a cleared tradethat@CP on the same terms as

® Consultation Paper 91-401 at 27 ,“Leaders’ Statem&he Pittsburgh Summit” (September 24-25, 2G0%) “The G-20 Toronto
Summit Declaration” (June 26-27, 2010) availablbtgt://www.g20.org/pub_communiques.aspx

” The reduction in counterparty credit exposures beyeflected in a reduction in economic or reqratapital beyond that
achieved through bi-lateral netting and collategtlion.

® Please note that there are multiple indirect adgamodels in existence and new models may be dpeedl These examples are
included for illustrative purposes.
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the transaction it entered into with its customam@aor transaction). Under the
Principal Model the customer typically owes an obligato the clearing member to
deliver collateral as margin for the original transati The clearing member owes a
separate obligation to the CCP to deliver margin foictireesponding mirror transaction
with the CCP. However, the clearing member will, iagbice, use the customer’s
margin to discharge its obligation to the CCP to delivargim for the corresponding
mirror trade such that it can be said that the valubeo€ustomer’s margin (or property
of equivalent value) flows through the clearing membehéoCCP.

(b) The Agency Model

The Agency Model involves an arrangement wherebyariolg member agrees to enter
into a derivatives transaction with a CCP on behfadf customer. Under this model, the
clearing member enters into a bilateral trade withQG® as agent for the customer.
Although the customer owes obligations directly to thé>@l@ clearing member is
required to guarantee such obligations. Under the Agency Moglelearing member is
liable as principal for the customer transaction atigt fesponsible for collecting and
paying margin. In practice, the clearing member will$fanthe customer margin to the
CCP and the arrangements for holding customer margmtiagt CCP usually will be the
same as those under the Principal Mddel.

The Committee seeks comment regarding any distinctietvgelen the Principal and
Agency Models that should be taken into account in fortimglasegregation and
portability policies and rules.

Q1: Are there any differences between the Principal andgency Models the
Committee should be aware of in formulating the policies andules for segregation
and portability?

1.1 Customer Margin

Although the technical legal obligations differ betwees Bincipal and Agency Models
both indirect clearing structures require customers to deds®ets to the applicable
clearing members as collateral to secure their obligation

There are typically two types of collateral providedi@rivatives transactions - initial
margin and variation margin. Initial margin, oftexiarred to as the independent amount
in International Swaps and Derivatives Associatid8)A”) agreements, is collateral
posted at the initiation of an OTC derivatives traneado protect against replacement
cost losses due to potential future movements in contshwe, if a counterparty were to

® Financial Markets Law Committe&he European Market Infrastructure Regulatitssue 156 — OTC Derivatives, October 2011
(“FMCL"), at 16. The report notes that under theH.Clearnet model the right to return of excessamer margin belongs to the
clearing member but is subject to a security irseire favour of the customeat 17. ThePersonal Property and Security Act
(Ontario) (PPSA) R.S.0. 1990 Chapter P10., for examplendsfa security interest as an interest in persmoglerty that secures
payment or performance of an obligation, and inekjdvhether or not the interest secures paymemeréormance of an

obligation,(a) the interest of a transferee of ecoant or chattel paper, and (b) the interestletaor of goods under a lease for a term
of more than one year; (“sireté”).

' bid at 17.
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default and also takes into account counterparty cre#it Wariation margin, often
referred to as “mark-to-market” margin, is collateraittis advanced based on changes in
the market value of a derivatives contract. In tlkréct clearing relationship, the
clearing member is responsible for complying with theatetll requirements of the
CCP, including calling for, posting and returning collaterah daily or intraday basis,
relating to the derivatives contracts of customersguia clearing member’s services.
The clearing member bears the risk of a customer’s liéfatlne event that a customer’s
collateral is insufficient to cover the customer’sigalions. However, this customer
collateral can also be put at risk in the event thatclearing member defaults or
becomes insolvent. The policies outlined in this papeinntended to require that OTC
derivative CCPs and their clearing members operate mrmen that provides protection
to customer collateral, particularly in the case okearing member default or insolvency.

A key risk management component of a CCP, commonlyresféo as portability, is the
ability to facilitate a timely and efficient transfef customer accourltsof an insolvent
or defaulting clearing member to other solvent clearing begsa In order for such
transfer to be achieved the customer collateral andigmsimust be immediately
identifiable, transferable and unencumbered. If custaokateral cannot be
distinguished from the proprietary assets of the instlee defaulting clearing member,
such collateral may not be available to secure the aldigéor which the collateral was
provided or there may be delays in accessing such collatEna.could impair
customers’ ability to rely on their positions and potehtitde ability of a CCP to
efficiently transfer customer positions of an insolventiefaulting clearing member to
solvent clearing members. Therefore, a CCP’s rulesedures and policies should be
designed to ensure, to the greatest extent possibleustaimer collateral and positions
can be efficiently segregated and transferred and thesgaments should be supported
by local laws.

The proposals in this report are intended to protectdbets of customers of a clearing
member and potentially improve a CCP’s resilience teariag member insolvency or
default by facilitating the transfer of customer accewand collateral without imposing
undue costs on the OTC derivatives market. This constegport also briefly
discusses current Canadian laws applicable to segregatbportability arrangements
and considerations for legal reforms to ensure segregatio portability can be achieved
with greater legal certainty.

The Committee encourages market participants and the palsiidmit comment letters
addressing any issues or questions raised by this consufiapen.

2. Segregation and Portability

Segregation and portability are important mechanismsadhditdte safe indirect CCP

clearing of OTC derivative transactions. Achieving dffecsegregation and portability
arrangements is an international priority. A recemtstltative report produced by a

" Including open positions and supporting collateral
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working group jointly established by the Committee on Raymand Settlement Systems
(CPSS) of the Bank of International Settlements aadrégthnical Committee of the
International Organization of Securities Commissio@S(CO) entitledPrinciples for
financial market infrastructure€CPSS I0SCO Report®, includes a new proposed
principle that all CCPs should have rules and procedbeg¢stipport the segregation and
portability of positions and collateral belonging to custes of a clearing membgét.

The report recommends that:

A CCP should have segregation and portability arrangemntleat protect customer positions and
collateral to the greatest extent possible under appdidat, particularly in the event of a default

or insolvency of a participarjifl.

A complete list of the key considerations for segregasind portability identified by
CPSS I0SCO has been included in Appendix A to this cotisulteeport™®

The following sections will provide an introduction t@$le two concepts and explain
their importance to the clearing of OTC derivativensactions.

2.1 Segregation

In the OTC derivatives market, participants enter iraaosactions that create contractual
obligations to make payments or take specific actionseirfiuture and acquire
corresponding rights. As mentioned above, to ensurpetermance of such future
obligations, CCPs require clearing members (either andia behalf or on behalf of
their customers) to provide collateral. In other words,ECP attempts to protect itself
by holding amounts that would cover its potential loskeslld a party to the transactions
default on its obligations. When a customer cleararss#ction indirectly through a
financial intermediary or other market participant ke direct member of a CCP,
collateral will be:

» advanced by the customer to the clearing members on thilf;leend

« advanced to the CCP by that clearing member.

In the event of a clearing member insolvency, custamokgateral that is not effectively
divided from the insolvent clearing member’s proprietsgets may be available to the
clearing member’s creditors and insolvency represengativeatisfy claims unrelated to
the cleared transactioh§.This puts customer collateral at risk, could inhibit ta@sfer

2The Committee on Payment and Settlement SysteththanTechnical Committee of the International Migation of Securities
Commissions’ consultative report entitlednciples for financial market infrastructur¢March 2011) (“CPSS I0SCQ") available at
http://www.bis.org/publ/cpss94.htm

13 A CCP is one of several types of financial markétastructures or “FMIs”. Others include a paymsystem, a securities
settlement system (SSS), a central securities depp§CSD), and a trade repository (TR).

14 CPSS I0SCOsupranote 12, at 66.

!® please note that as this is a consultative regrtfinal principles may change.

16 please note that customer margin does not nettgssmply flow through the clearing member to tBEP. For example the
clearing member will often have to deliver propesfyequivalent value to the CCP because what tstomer originally delivered to
the clearing member does not meet the specificrenents of the CCP. A clearing member may alseigeocollateral to cover
margin requirements on behalf of a customer.

" Customer collateral could become part of the bapikelearing member’s estate leaving the customérdrposition of an
unsecured creditor. Separating customer collafevad the proprietary assets of a clearing membey result in the relevant
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of customer accounts and collateral and more genellg cindermine confidence in
the market for cleared OTC derivative transactions.

The separation of collateral, referred to as segregasi@method of protecting
customer collateral and contractual positions by holdinthaecounting for them
separately from those of the clearing menBe€PSS I0SCO principles with respect to
segregation instruct that: “A CCP should employ an adcstuncture that enables it to
readily identify and segregate positions and collatexlaiiging to customers of a
participant.®® Effective segregation of collateral enables a CCPfimiegftly identify
customer positions which provides customers with a bepi@wrbunity to recover or
transfer their collateral. The Committee belieVes tules should be implemented to
protect customers’ collateral by requiring that such cobétee held separately from that
of their clearing member.

Pursuant to th@uebec Derivatives Actealers, advisers and representatives must
segregate customer property from their own property andtanaiseparate accounting
records’® A similar policy approach is currently in effect fotdres trading under the
Ontario and Manitob&ommaodity Futures Actdoth of which prohibit the commingling
of customer collateral with the assets of their defldn the U.S., théodd-Frank Act
requires that any person that holds assets from a ceistormargin or guarantee swaps
cleared through a CCP must register as a futures coromissirchant (“FCM'3? and
must segregate customer collateral from their own fandsseparately account for these
assets. Customer collateral posted by a defaultingrdemember is not permitted to be
applied against the clearing member’s proprietary positiotite event of a proprietary
default?® Further, customer collateral is prohibited from being usedargin or
guarantee derivatives transactions of other custofheBansistent with this approach,
the European Commission (“EC”) has proposed mandatimg#td clearing member
segregate the assets and positions of their customacsaunts that are separate from

insolvency regime giving priority claims to custamever certain pools of assets or by virtue ofgeible to assert that the assets are
not property of the clearing member, but of itstougers.
8 CPSS I0SCOsupranote 12, at 66.
bid at 67
2 perivatives Ac(Quebec), R.S.Q., chapter 1-14.01 (“QDA") at agizl. Note that this requirement is qualified Ibg following
“Unless the law, a regulation or the rules govegrtimeem stipulate otherwise...”
21 Commodity Futures A¢Ontario), R.S.0. 1990 Chapter C.20 at 4&¢hnmodity Futures A¢Manitoba), C.C.S.M. c. C152 at
46(1). Certain provincial securities laws and stweent Industry Regulatory Organization of CandiiRJC) rules also require
dealer segregation of customer assets.
22 Dodd-Frank Wall Street Reform and Consumer PradecAict Pub.L.111-203, H.R. 4173, sec. 721(a)(47), onlibeS. Government
Printing Office <http://frwebgate.access.gpo.goiug/getdoc.cgi?dbname=111_cong_bills&docid=f:h3&iir.txt.pdf> (“Dodd-
Frank Act”).The Dodd-Frank Act defines futures commission mentfas follows: “(A) IN GENERAL.—The term ‘futures
commission merchant’ means an individual, assariapartnership, corporation, or trust that is— epaghin soliciting or in
accepting orders for (AA) the purchase or sale admmodity for future delivery; (BB) a security tues product; (CC) a swap; (DD)
any agreement, contract, or transaction describeedtion 2(c)(2)(C)(i) or section 2(c)(2)(D)(IEE) any commodity option
authorized under section 4c; or (FF) any leveragrestiction authorized under section 19; or (bbpge@s a counterparty in any
agreement, contract, or transaction describeddticse2(c)(2)(C)(i) or section 2(c)(2)(D)(i); and)(in or in connection with the
activities described in items (aa) or (bb) of sabek (1), accepts any money, securities, or prpgertextends credit in lieu thereof)
to margin, guarantee, or secure any trades oracstthat result or may result therefrom; or Ggttis registered with the
Commission as a futures commission merchant. (BR FHER DEFINITION.—The Commission, by rule or regidat may include
within, or exclude from, the term ‘futures comm@simerchant’ any person who engages in solicitingcgepting orders for, or
acting as a counterparty in, any agreement, canatransaction subject to this Act, and who pte@ny money, securities, or
property (or extends credit in lieu thereof) to giar guarantee, or secure any trades or contrhatseésult or may result therefrom, if
gt;e Commission determines that the rule or reguiatiill effectuate the purposes of this Actibjd at 10,721.

Ibid.
2 |bid at Sec. 4d(f)(2)
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the clearing member’s own proprietary as$tSwo comment letters to Consultation
Paper 91-401 explicitly supported this manner of segredatma no comments
received opposed this treatment.

Recommendation

The Committee recommends that in all cases clearembers be required to segregate
customer collateral from their own proprietary asaet$that all OTC derivatives CCPs
employ an account structure that enables the effidentification and segregation of
positions and collateral belonging to the customers tdaaing member from the
positions and collateral belonging to the clearing membelf.it

As explained below, the Committee also recommendsath@TC derivatives CCPs
employ an account structure that enables the effidentification and segregation of
positions and collateral belonging to each customer t&aaing member, as opposed to a
clearing member’s customers collectively.

As mentioned above, the concept of segregation alsaeapplthe manner in which the
collateral of a clearing member’s customers is indiviguad collectively held. Some
foreign jurisdictions permit financial intermediarisd/or CCPs to commingle customer
collateral in an omnibus or consolidated account (amfbus account”) that remains
separate from assets of the clearing member. Somei@anarisdictions permit the
same for futures tradirfg. This method of segregation potentially puts a customer’s
collateral at risk in the event of a simultaneous aetay their clearing member and a
customer of that clearing member (sometimes referrad so“double default”)For
example, under such a commingling model, in the evedéfalult of a clearing member
and a customer of that clearing member, default watérfales of certain CCPs provide
that the collateral of other non-defaulting custonteldl in that clearing member’s
omnibus account may be used to satisfy the overall mangmtfall in the customer
account, resulting from the defaulting custoffeThis fellow customer risk can be
avoided through a greater level of segregation among custmoeunts. If customer
collateral is held in individualized accounts (or suffitigtegally segregatéf) then
steps can be taken to ensure that only the defaulting ceissoeollateral would be
available to cover the losses related to the detadlithough potentially more costly and
operationally complex, individual account segregatiorof@®sed to omnibus account
segregation) can help ensure that a customer’s asseis ailable to be used to
satisfy the obligations of other customers of the algamember.

% proposal for a Regulation of the European Parliamand of the Council on OTC derivatives, centralcterparties and trade
repositories Brussels, COM(2010) 484/5 — 2010/0250 (COD), (“E& Article 37(1).

%6 Comment letters from TMX Group Inc., January 281 2. (“TMX") and Le Mouvement DesjardinJanuary 13, 2011
(“Desjardirs”). Please note that Desjardins suggested a mimitweshold for segregation requirements.

“'This practice is currently permitted under the Cantity Futures Act (Ontario) at s. 46(3) and Commp#@utures Act (Manitoba)
ats. 46(3).

28 A CCP default waterfall refers to the order in @thfunds are made available to cure a clearing reenffault.

29 |nternational Monetary Fun@lobal Financial Stability Report — Meeting New @laages to Stability And Building A Safer
SystemApril 2010 (“IMF”) at 14. Please note that if thestomer of a clearing member defaults but thericlganember itself does
not, the clearing member would be responsibleHershortfall in margin.

%0 See Section 3 below for a discussion of legalesgagion.

1 IMF, supranote 29, at 14.
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The comments received on Consultation Paper 91-401 wspleceto the level of
segregation that should be required or available for hadaicipants were split
between supporting segregation on an individual accourg®basil those that did not
support requiring mandatory individual account level segregatic@ommenters that
supported individual account level segregation cited fellowooosr risk and systemic
risk as reasons for their support. The two commentersopposed mandatory
individual account level segregation cited increased emstsuggested that levels of
segregation should be privately negotiated between tiémsaounterpartiey: The
benefits and disadvantages of various segregation madeadssaussed in greater detalil
in Section 3 below.

2.2 Portability

In addition to safeguarding customer collateral, effectegregation can also facilitate
the timely and efficient transfer of customer posiiand collateral” This capability is
known as “portability”, which refers to the operatioaapects of the transfer of
contractual positions, funds, or securities from onéygaranother party by means of a
conveyance of money or financial instrumefiti the case of an insolvent or defaulting
clearing member, effective portability arrangements wollddvethe customer positions
and collateral associated with those customers tahefarred to other solvent clearing
members without having to liquidate and re-establish theiposi Depending on the
rules of the relevant CCP, customer positions couleéelib voluntarily assumed by
solvent clearing members through a process such as anmatkhcated to solvent
clearing members by the CCP, assigned to a pre-negotatkelp clearing member or
terminated and the customer’s assets retuthed.

Portability of customer positions and related collatsralkey mechanism to ensure that,
in the event of a clearing member insolvency or defauifomer interests are not
compromised? If a customer’s positions and collateral can be ffely transferred to
another clearing member then the closing out of posiiodsresulting transaction costs
(for example the cost of re-establishing hedged positions-collateralizing existing
positions) can be avoided. Portability also mitigatéfgcdlties associated with stressed

%2 See for example comment letters to the CSA frodelty Investments, January 17, 2011 (“Fidelityyesco Trimark Ltd.,
January 14, 2011, TD Asset Management Inc., Jarigrg011 and Desjardins. Please note that Désgasdggested a minimum
threshold for segregation requirements.

3 See for example comment letters to the CSA fromtbiuand Williams and TMX..

34 Please note that it would only be possible to pelyanegotiate segregation levels if CCP rules jiechand facilitated multiple
segregation models.

% Full customer account segregation can faciliedfieient portability because it allows for the ateand prompt identification of a
customer’s collateral and because all collaterahtamed in the individual customer’s account isdi$o margin that customer’s
positions only, therefore there should always Hécsent collateral to cover that customer’s expiesi

Customer collateral held in an omnibus accountatan be ported, however, difficulties in portingyrize encountered if there is a
deficit in the omnibus account or there are cotifiig claims against the collateral in the omniboscaint. See Craig Pirronghe
Economics of Central Clearing: Theory and Practiaeailable at www2.isda.orat 32.

% CPSS 10SCGsupranote 12, at 67.

%" The transferability of customer positions andateital will depend on the willingness and abilifyother clearing members to
accept the transfer unless CCP rules require ameept Factors which could influence this includelet conditions, sufficiency of
information regarding customer accounts, and tmeptexity or sheer size of the portfolikid, at 69

% IMF, supranote 29, at 14.

16



market conditiong? allows customers to maintain continuous clearing accebs a
generally promotes more efficient financial markets.

The following sections will describe in further detagtpotential approaches for the
segregation of customer collateral from collateral gtediby other customers of their
clearing member and the portability of that collatefdthe Committee seeks to protect
clearing member customers’ positions and collateral anuiqieoportability without
imposing undue costs on customers and the OTC derivatiastry.

3. Segregation between Customer Accounts
3.1 International Approaches

Some major trading jurisdictions and international reégmabodies have considered and
published analysis or proposed rules on segregation modligh&ugh the effectiveness
of each model depends on domestic legal frameworks, them@tee recognizes that,
due to the international nature of OTC derivatives algamarmonization of approaches
is highly desirable.

(a) CPSS I0SCO Principles

The CPSS I0OSCO Report provides a useful high level igeiser of various methods of
customer account segregation. The report highlights tbatdfree of protection
provided by segregation depends on whether accounts are heiduatly or on an
omnibus basis. The report also questions whether msinguid be collected on a gross
or net basis and also provides a general descriptioresé #iternative®.

Individual customer accounts provide a higher degree of piatduy restricting the use
of a customer’s collateral to covering losses assediaith the default of that customer.
The report explains that individual account structures suiffiybportability of
customer’s positions and collateral but cautions thatstihucture can be operationally
and resource intensive. CPSS IOSCO principles do not eeQ@Ps to implement an
individual customer account segregation structure, but neesm that CCPs consider
offering such a structure at a reasonable cost and inrastrictive mannet*

Omnibus account structures commingle all collateral lggtanto the customers of a
clearing member in a single account. The major bea€fitis structure is that it can be
less operationally intensive because individual accadmt®ot have to be established and
maintained for each customer by the CCP. In certasamistances, it may also increase
operational efficiency in porting positions and collatefor example, where a solvent
clearing member is willing to accept all customers’ accdtinfsa defaulting clearing

% For example, customers would have less incentiveun” if the solvency of their clearing membemges into question.
40 CPSS 10SCO,upranote 12, at 67.

“L Ipid, at 69.

2 Customer consent would also likely be requiredasia requirement to accept porting is stipulayea GCP's rules.
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member and there is not a shortfall in the customegimaccount, an omnibus account
could simplify the transfer process. The CPSS IOS@QoR notes that omnibus
accounts require CCPs and clearing members to maintairate@aoks in order to
prorrlgtly ascertain an individual customer’s intereshértportion of the collateral
pool.

With respect to the manner in which CCPs collect matge CPSS I0SCO Report
explains that the level of customer protection avaglaapends on whether the CCP
collects margin on a gross or net ba€lsllecting margin on a gross basis means that
each individual customer’s margin is collected anah thdvanced to the CCP. Collecting
margin on a net basis means that the differentiposiof a clearing member’s customers
are offset and only margin for the remaining exposuaelv&nced to the CCRollecting
margin on a gross basis should ensure that all custooséions of a clearing member
are adequately collateralized. Margin calculated on ssdrasis affords no netting
efficiency, but generally prevents customer positionsfbeing under-marginéd
facilitating the porting of customer positions and cotiatendividually or as a group.

The CPSS I0SCO Report explains that there is a ptitysddicustomer positions being
under-margined when collected on a net basis acrospl@wustomer accounts. This is
because collateral maintained in the omnibus accoumtrgole net positions across all
customers and may not be readily available for margicursiomer positions on a
forward basi$® As a result customer collateral held on a netshasiy impede the
porting of customer accounts.

(b) U.S. Treatment

In the U.S., the Commodity Futures Trading Commissi@fTC") published an
advanced notice of proposed rule making that examined, iih deta potential models
for segﬁregation in order to solicit public comment. The fmodels are examined
below™:

(i) Full Physical Segregation Model

Under this model (described in the section abovadigidual account segregatipreach
customer’s account and collateral must be maintainadseparate individual account at
the clearing member and CCP. This model protects a cusfonelosses on the
positions or investments of any other customer and pretaby collateral of a non-
defaulting customer from being used as a CCP res8(r€his model offers a high level

43 CPSS |I0SCGsupranote 12, at 68.

44 The term under-margined refers to a situation lictvthere is less than sufficient collateral within omnibus account to support
the collateral requirements of each customer pusiti

4 CPSS I0SCGsupranote 12, at 68. Currently, in Europe certain daiives CCPs provide the option of collecting margina net
basis.

6 For a more detailed description of each modelgslesee Advance Notice of Proposed Rulemaking -eétion of Cleared Swaps
Customers Before and After Commodity Broker Bankeigs, 75 Fed. Reg.75162, 75-231, (December QRQLFTC #1") at
3716. A description is also provided in NoticeRobposed Rulemaking — Protection of Cleared Swayssdiner Contracts and
Collateral; Conforming Amendments to the Commod@itgker Bankruptcy Provisions, 76 Fed. Reg. 33888171, (June 9, 2011),
(“CFTC #2") at 33820 and Final Rule, ProtectiorGdé¢ared Swaps Customer Contracts and Collateralfd@ming Amendments to
the Commaodity Broker Bankruptcy Provisions, 17 GF&tts 22 and 190 (“CFTC #3") at 29.

4" However, the CCP would still have access to teariahg member's collateral posted for its own pietary positions for losses
occurred as a result of a customer’s default.
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of protection to customer collateral but is the mopeasive and administratively
intensive model.

(i) Complete Legal Segregation Motfel

Under this omnibus account model all customers’ collateadrmitted to be held on an
omnibus basis (i.e., commingled in an account), but @rded and attributed by both the
CCP and clearing member to each customer based ondheieral advanced.

Payments and collections of initial margin between@CP and clearing member’s
customer accounts are made on a gross basis. Thengleamber may post to the CCP
the total required customer margin from an omnibus adcauithout regard to the
customer to whom the collateral belongs. Howevelh elgaring member would be
required to report to the CCP on a dalily basis, tH@gignd obligations attributable to
each customer. Under this model, in the event ofaiole member default, each non-
defaulting customer is protected from losses on theiposiof other customers, but
bears some risk of loss resulting from the investmenblidteral in the customer pool
(investment risk. The CCP would be permitted to access the collatedgfafilting
customers, up to a value equal to the margin requiredpodied by such customers, but
not that of non-defaulting customers.

(i) Legal Segregation with Recourse Model

This omnibus account model is the same as the Complgtd Segregation Model

except that, in the case of a clearing member dea@CP would be permitted to access
the collateral of non-defaulting customers as wetlefaulting customers. The CCP may
access such customer collateral only after the CCReapfd own capital and the CCP
default fund® contributions of its non-defaulting clearing membersawec losses arising
from the default (i.e., moving non-defaulting customersatethl to the back of the
CCP’s default waterfall).

(iv) Futures Model

The Futures Model is the current omnibus account modelapiesed by futures
markets. This model offers the least protection to costs. Under this model,
customer collateral and positions are held on an omnilsis Ww#h net margining and a
CCP has recourse to all such collateral (including noaudiiig customer collateral) in
the event of a clearing member default caused by theltdefaucustomer. A CCP’s
access to customer collateral to cover losses afiingthe default occurs before the
CCP makes use of the CCP default fund contributions fromdefaulting clearing

“8 This model is also referred to as the legal sexjieqy with operational commingling or LSOC model.

4% Investment risk refers to the risk that the pdatustomer collateral is invested in instruments tecline in value. Although the
same could occur for collateral held in an inditaccount the account holder may have more abditpfluence investment
decisions relating to their account.

%0 A CCP default fund maintains assets contributedlbgring members that can be utilized to curedsfia the event of a clearing
member default.
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members (i.e., moving non-defaulting customers’ collatarfitbnt of the default fund in
the CCP’s default waterfall of financial resources).

(v) CFTC Selected Approach

Following receipt and review of comments and public coasah, the CFTC published

a notice of proposed rule-makii@n the topic with an initial proposal that the Complete
Legal Segregation Model be adopted for OTC derivativesacions cleared on behalf
of customers. Upon further consultation the CFT@adsheir final rule selecting the
Complete Legal Segregation Model as the most appropniatil>> While potentially

not providing the same level of protection of the Full$itel Segregation Model, this
model would permit the commingling of customer collateral should be more cost
effective.

The CFTC has supported commingling of customer collaterakplaining that:

The Commission believes that there can be benefignioningling customer positions in futures,
options on futures, and cleared swaps, primarily iratiea of greater capital efficiency due to
margin reductions for correlated positions. The Comignsgews this form of portfolio
margining as a positive step toward financial innovaticdhiwia framework of responsible
oversight, and it believes that the public can beffreiih such innovatioR®

The Complete Legal Segregation Model protects non-defguitistomers against fellow
customer risk by only allowing the CCP to access theteo#lhof the clearing member’s
defaulting customer¥. However, under the Complete Legal Segregation Model,
customers are exposed to investment risk losses becaudedahing member and CCP
would be permitted to hold the collateral of all custonmneisne account and therefore
would not be able to attribute investment losses toticplar custome?” To minimize
the risk of investment losses within an omnibus accobetptoposed CFTC rules would
place restrictions on the investments that the CGffearing member could make with
customer collateraf

The CFTC rules would require that certain informatiorguirements be satisfied in
order for the CCP to commingle customers’ collatefidle information required to be
submitted to the CFTC would include an identification ofdbavatives that would be
commingled, an analysis of risk characteristics ofddmvatives, information relating to
how customer collateral would be commingled and a numibether characteristic¥.
Although the CFTC proposal would permit commingling, theswiould require CCPs

1 CFTC #2supranote 46.

2 CFTC #3supranote 46, at 29.

%3 Notice of Proposed Rulemaking — Risk Managemenjuiements for Derivatives Clearing OrganizatigfésFed. Reg. 3698, 76-
13, (January 20, 2011), (“CFTC #4”) at 3716.

% CFTC #2supranote 46, at 33819.

%5 |bid at 33872.

%6 |bid at 33820

7 CFTC #4,supranote 53, at 3709.
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to have the capability to promptly transfer, liquidaté@dge customer positions in the
event of a default by the clearing member.

The CFTC also considered permitting CCPs to choose #dvafious segregation
models rather than mandating one approach. Howevehalieved that the operation of
the U.S. Bankruptcy Code would disadvantage customergisglégher levels of
segregation. Under an optional segregation model apprbaehtain OTC derivative
customers choose a model that provides more individualteadl protection while other
customers do not, the customer seeking greater collatetakction will still share in any
shortfalls in customer collateral. According to tHeTC this is because all customers
transacting in the same type of contracts would be ddéonige participants in an
“accosl;nt class” regardless of the segregation modeldhlegt under U.S. bankruptcy
laws.

(c) EC Treatment

The EC has not publically examined segregation models tsathe extent as the CFTC.
However, the initial EC proposal mandated that everf Gkould provide customers
with the opportunity to choose more detailed segregatioimedfassets and positioffs.

It also requires that CCPs publicly disclose the codtrsks associated with each level
of segregation. This approach is similar to the opliapproach described by the CFTC,
but would require that a range of segregation models, imgudore detailed segregation
be made available to customers.

3.2 Canadian Segregation Requirements for Non-Centrally Cleared@rades
(a) Investment Industry Regulatory Organization of Canada (IIROC)

IIROC is the national self-regulatory organization vwhaversees investment dealers and
trading activity on debt and equity marketplaces in Cand&0OC rules with respect to
treatment of customer collateral would apply to investingealers operating in Canada
that offer indirect clearing to their customé&tsProtection of customer collateral held by
IIROC dealer member firms is provided through IIROC’s dealember capital
requirements. The Committee intends to review IIROIEs that apply to their

member’s treatment of customer collateral as partbwbader discussion of the
application of IIROC rules to OTC derivatives thatlwg included in the Committee’s
upcoming consultation paper on capital and collateral.

%8 |bid, at 3711.

%9 See reference to U.S. Bankruptcy Code and Regnla80 (Section 766(h)) in CFTC #jpranote 46, at 33829.

€0 EC,supranote 25at Article 37(2).

¢ please note that many of the Canadian financiitinions that are, or are likely in the near téonbecome, clearing members of
large global OTC derivatives CCPs are not IIROC rers.
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(b) Office of the Superintendent of Financial Institutions (OSFI)

OSFl is the primary regulator and supervisor of federaliylated deposit-taking
institutions, insurance companies, and federally regulatedtprpension plans. OSFI's
capital adequacy requiremefitinclude guidelines that apply to the treatment of
customer collateral. A detailed discussion of OSEuirements applicable to OTC
derivatives will also be included in the Committee’s upmmntonsultation paper on
capital and collateral.

3.3 Canadian Approach

The Committee reviewed the enforceability of various psedaand existing segregation
models under Canadian law and considered which model delsnmay be most
appropriate in Canad4. It is important to note that any legal analysis com@iin this
consultation paper is included for discussion purposes odlyaasolicit comments from
interested parties. It is not intended to representadwi a statement of law and market
participants should seek independent legal advice as neceBsather, as discussed in
Section 6, the Committee and other Canadian authaait@emvestigating certain legal
issues relating to segregation and portability and thetefémess of the segregation
models discussed in this Section must be reviewedt d¢if relevant Canadian laws.

(&) Netting

As a starting point the Committee considered whetlgnegation models that permit the
collection of initial customer margin on a net &sshould be permitted. Due to the
possibility that customer positions may be under-marginesehveollected on a net basis,
the Committee’s view is that customer initial mardiwowsld be required to be provided to
a CCP on a gross basis. Therefore, the Commitmamends that segregation models
that accept initial customer margin on a net basis @@ebmitted in respect of cleared
OTC derivatives. This is consistent with proposed CKHIIEs that require that CCPs
collect initial customer margin on a gross basis and pitathie netting of positions of
different customers against one anoffier.

Recommendation

The Committee recommends that segregation modelsdteptainitial customer margin
on a net basis not be permitted in respect of cleafiéd drivatives.

62 OSFI,Capital Adequacy Requirementsfective date November 2007, available at wwvibsif.gc.ca.

& For the purposes of this analysis, the Commltteeassumed that the relevant CCP would remaiesblv

% i.e. The different positions of a clearing membaistomers are offset and only margin for the feimg exposure is advanced to
the CCP.

65 CFTC #4 supranote 53, at 3721. CFTC rules permit CCPs to cblkitial margin from its clearing member’s progtery
accounts on a net basis.
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The CFTC’s gross margining requirements for customer imargy apply to initial
margin® The Committee is considering whether variationgimshould also be
required to be provided to a CCP on a gross basis andmdaicscomment with respect
to any rationale for treating variation margin diffethgn

Q2: Should variation margin be required to be provided to a CCPon a gross basis?

The next step in the Committee’s process was to reViem a Canadian legal
perspective, a range of potential segregation models.dér tr do so, the Committee
considered the four segregation models outlined by the CF3&iled above in Section
3.1(b). The Committee recognizes that these four madef®t represent all existing or
potential models for segregation of customer collaférédowever, these models
represent four feasible options for the Canadian marketllustrate the legal and cost
issues associated with various levels of segreg&tion.

(b) Evaluation of Segregation Models

The major consideration in the evaluation of eagheggation model is the degree of
identification of individual customer positions and cafal under each model (i.e.
record-keeping), whether non-defaulting customer funds\a#able to cure a default
(i.e. fellow customer risk) and the order of recovepassuant to the default waterfall
rules of the CCP that applies in the event of a defaul

() Record Keeping

The Futures Model is inferior to the other models witlpeesto the information
available and transmitted to the CCP regarding individustioener positions. In an
insolvency or default situation under this model a CCP lagkyinformation on
individual customer positions and be reliant on the defautlearing member for the
information necessary to transfer customer positnascollateral. This is because,
unlike the other models, information about customers asodevand each individual
customer’s position are not transmitted to the CCP dailg basis’® This deficiency
would complicate and potentially impair a CCP’s abilitytot collateral and positions
and could also make recovery of customer collateraérddficult. For this reason and
the reasons discussed below the Committee recomntteaidfie Futures Model not be
used for OTC derivatives customer clearing.

The record keeping requirements under the three otherlsnmdald be sufficient to
allow the CCP to more readily allocate positions avlthteral relating to a customer of
the clearing member from the clearing member’s own aasétthose of other
customers. This level of individual customer identifizatwould allow the CCP to have

% Final Rule, Derivatives Clearing Organizationsn@piance with Core Principles; Risk ManagementCER Part 39 at
39.13(9)(8)(D).

7 In particular, there is potential for a varietyasfinibus segregation models.

% The Committee recognizes that physical or leggiesgation models are more closely aligned withAgency Model. For CCPs
utilizing the Principal Model the Committee woulehuire that equivalent protections are in place.

9 CFTC #3supranote 46, at 18.
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relatively up to date information in an insolvency sitoilatand facilitate the porting of
customer positions and collateral.

(if) Fellow Customer Risk

The Legal Segregation with Recourse and Futures modelsgecnen-defaulting
customers’ risks because collateral posted by non-delguaiistomers can be realized by
the CCP. The CCP default waterfall in the Futures Maaeild create a greater level of
risk to customers than the Legal Segregation with Reedvaslel because the CCP’s
access to collateral of non-defaulting customersaoetiur sooner. Even where there is
no shortfall in non-defaulting customer collateratha customer pool, customers’ access
to their collateral and ability to port positions coulddadayed until the existence or
extent of losses has been determined by the CCP. ujthtihe futures market has
operated relatively well in the pdSthe OTC derivatives market is much larger, and
differs from futures in that products are traded lesguently and in larger amounts.

The primary argument for allowing the mutualisation ¢ibfe customer risk is the
potential for lower costs. It is understood that theehigh likelihood that any
increased clearing costs associated with eliminatingducreg fellow customer risk
would be borne by customers. However, the Committeesribat responses to the
CFTC's proposal from parties representing potential funhdieect clearing customers
were largely in favour of models that reduce fellow comgtorisk notwithstanding the
fact that costs may be high€r.

The Committee is not prepared to recommend any modedlibats non-defaulting
customer collateral to be used to support defaulting cestpositions. Currently, OTC
derivatives customers who engage in uncleared transacre not generally exposed to
fellow customer risk due to the bilateral nature of theketaand are able to negotiate for
various levels of segregation including utilizing independent4party custodians. A
primary objective of the Committee’s proposed recommamaiais to reduce risks to
customer collateral and it would be inconsistent witk gual to introduce greater levels
of fellow customer risk. Collateral is provided by a costoto address the risk
associated with a customer’s default, not the defduliexr clearing member or other
customers. The Committee believes that each obligagsociated with an OTC
derivative cleared through a CCP should be appropriatételized and that
customers should be confident in the safety of thaiateral. Clearing models that
require customers to assume fellow customer risk arepbpriate because customers
are in a relatively poor position to evaluate thesiaksociated with their fellow
customers or the adequacy of collateral required by tlagingemember of CCP.
Customers likely will have limited or no access to imation regarding the general
financial condition of fellow customers or their OT€rivatives positions with a clearing
member. CCPs, on the other hand, can require cleagngoers to provide their own
and their customers financial information and thereéoecbetter placed to evaluate such

"% Notwithstanding the deficiency in the treatmentw$tomer collateral in the recent U.S. insolveatiF Global.

" Comment letters to CFTC on proposed rule 76 FRL83fm Managed Funds Association (“MFA”), Augus811, at 7-8,
Blackrock Inc, August 8, 2011 at 7, LCH.Clearnetgést 5, 2011 (“LCH"), at 2, available at:
http://comments.cftc.gov/PublicComments/Commentaigix?id=1038.
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risks. Furthermore, clearing models that do not permitdedaulting customer assets to
be used as a CCP resource increase risk monitoring incefaiv€ CPs because they
may suffer greater losses in the event of a cleanember insolvency or default and this
is more appropriate given their enhanced monitoring abfiity.

Recommendation

Both the Full Physical Segregation Model and the Comjletal Segregation Model,
protect OTC derivative market participants against fellowarust risk and enhance the
potential for portability in an insolvency or defaultusition. In the event that a clearing
member becomes insolvent, under both models, the CCRawv# sufficient information
(on a customer by customer basis) to effect the gandfcustomer positions and
collateral to one or more solvent clearing membersowitthe need to liquidate
collateral and terminate positions with the insolvéeaigng member.

It is the Committee’s view that in Canada, selectingFiné Physical Segregation Model
would not materially improve the degree of protection docustomer of a clearing
member compared to the Complete Legal Segregation Modeé Cbmplete Legal
Segregation Model would allow CCPs and clearing membeagdiol the cost of creating
and maintaining a separate account for each individual castorihe Full Physical
Segregation Model may not provide additional benefit bezau the event of a clearing
member insolvency customer recovery rights againshsolhvent clearing member may
be on an omnibus ba&isin which case, the fact that one customer has lstemal more
segregated than another customer would be unlikely to prakatecustomer with a
greater claim or protectioff.

Furthermore, based on our analysis at the customelr tbe Committee is of the view
that permitting CCPs to offer various segregation moaelsdstomer clearing would not
be effective under Canadian law because it is unlikelydhstomers selecting higher
levels of segregation would receive greater protecti@mimsolvency proceeding of
their clearing member.

For the reasons outlined above, the Committee beliatshe most appropriate
segregation model for OTC derivatives CCPs operating ind2aissghe Complete Legal
Segregation Modef> The Committee understands that there may be CCPprthact
customer collateral and facilitate portability througlyregation models that are different
than the Complete Legal Segregation Model. The Comenrgcommends that

"2 For a detailed discussion of fellow customer gek CFTC #3upranote 46.

3 This is subject to the customer's right to netatefal against closed out obligations of the ¢feamember to the customer.

4 The Committee understands that the results undeert Canadian law would be similar to those dbsdrabove in section
3.1(b)(5) under the U.S. Bankruptcy Code. The Phlsical Segregation Model would not increasearusts’ protection in the
event of a clearing member insolvency. In a cleamember insolvency, cash and book-based seauiteelikely considered to be
intangibles which are treated on an omnibus basiditribution purposes. At customer level, a legal issue is whether the
customer can assert a proportionate claim agaipsbhof assets not belonging to the insolventradgamember or whether the
customer can only assert an unsecured claim whitksrat the same level as ordinary unsecured oredif the insolvent clearing
member.

> The Committee notes that according to a major fesia CCP the Complete Legal Segregation Model ohesely parallels the
protections that will be required in Europe under European Commission’s proposal for a Europeatkéidnfrastructure
Regulation. LCHsupranote 71.
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alternative models be considered for approval where the &@@ demonstrate that their
alternative segregation model offers equivalent protextion

Q3: Do you agree with the Committee’s recommendation that CPs adopt the
Complete Legal Segregation Model?

Q4: Are there any benefits to the Full Physical SegregatioModel that would make
it preferable to the Complete Legal Segregation Model?

(c) Additional Legal Considerations

It should be noted that in order for any CCP segregatmieiio be effective it must be
supported by applicable laws. As discussed in Section @/pt#lePayment and
Clearing Settlement ACt(“PCSA”) contains provisions that can insulate thesaife
designated/named CCPs and designated clearing and settsstents from the
operation of bankruptcy and insolvency laws. This shouldgmtecustomer collateral
held by the CCP from becoming part of the estate oflé&fi@ulting clearing member.
Therefore, if a CCP is designhated by the Bank of Canadamed pursuant to the PCSA
as a derivatives clearing house, its segregation modeldshe allowed to operate as
designed in the event of a clearing member insolvencyfauliie However, customer
collateral that is held by a clearing member and netdoded to the CCP may not enjoy
the same protections. Clearing members often requirectistomers to post more
collateral than is required by a CCP for a given trai@aor transactions. As that
excess collateral is not passed to the CCP, the castwauld not be able to afford itself
of the additional protections in the PCSA that woulevpnt the excess collateral from
becoming part of the estate of the insolvent clearing lmeemin such a situation the
level of segregation of customer collateral would not owprthe priority of customers’
claims to such excess collateral.

Furthermore, in the event of a clearing member insclven default, if it is not possible
to port customer positions then under certain clearingetsacustomer transactions may
be terminated and their collateral returned to the iclganember’s customer accoufit.

In the case that a customer’s collateral becomegp#rne estate of an insolvent clearing
member, traditional bankruptcy and insolvency rules wokiiapply to the customer.

The Committee understands that there is a degree attaimtg as to how customer
collateral held under various clearing models would be treatddr Canadian law in the
event of a clearing member insolvency.

8 payment and Clearing Settlement A8IC. 1996, c. 6 (‘PCSA").

" This may be the case under the Principal Modegraln the event of a clearing member default theomtrade would be
terminated and customer collateral returned tcctéaring member’s account held on behalf of itd@mers. It should be noted that
under this model it may be possible to establisteahanism to have customer collateral returnedtiyréo the customer. Under the
Agency Model the customer’s agency trade wouldebminated and the customer collateral would bermewh directly to the client.
FMLC, supranote 9, at 17-18.
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Recommendation

Therefore, the Committee recommends requiring th&@Ps seeking recognition to
operate in Canada provide information to the applicable priavimarket regulators
regarding how bankruptcy and insolvency laws, applicab@@ainada would apply to
customer collateral in the event of a clearing memimivency. This information will
assist market regulators in their determination of wdredhCCP offers appropriate
protections for indirect customer clearing.

(d) Considerations Relating to Legal Frameworks of Foreign Jurisdictions

The international nature of OTC derivatives clearinguish that there will often be laws
of multiple jurisdictions that apply to a CCP’s operasio Foreign jurisdictions will be
required to adopt segregation and portability models thiafysdteir own policy
objectives and are supported by their legal frameworksa r&sult the Committee
recognizes that rules and requirements with respecgtegaion and portability may
differ across countries. For example, the Commatgeipates that CCPs located in
foreign jurisdictions may wish to offer clearing seesan Canada and that these CCPs
may not offer the Complete Legal Segregation Modekubh cases, the foreign CCP
may wish to apply to the applicable Canadian market reguiat recognition based on
the equivalency protection of customer collateral audlifation of portability under its
proposed segregation model and its home jurisdiction’datgy regime’®

There is a wide range of jurisdiction specific legaliéssrelating to segregation and
portability and therefore CCPs seeking recognition in Canéltihe required to provide
assurances that the legal frameworks of each clear@mgber’s jurisdiction contains the
requisite legal protections to support the CCP’s rules padations.

Recommendation

As part of any CCPs application, an analysis of theraction of all laws applicable to
customer collateral in each jurisdiction of operatioojuding bankruptcy and insolvency
laws, should be require.

3.4 Use of Customer Collateral

The Committee believes that customer collateral hestafeguarded to the greatest

extent possible. With respect to CCPs, the CPSS I0B€j0rt includes a principle
relating to custody and investment risk proposing that:

8 A CCP providing clearing service to a market miptint in a Canadian jurisdiction would be considito be carrying on business
in that jurisdiction.

" Details of the approval process for OTC derivai@CPs will be outlined in the upcoming CSA cormitin paper on Central
Counterparty Clearing.
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An FMI should safeguard its assets and minimise the riklssfor delay in access to those assets,
including assets posted by its participants. An FMI's imaests should be in instruments with
minimal credit, market, and liquidity riskS.

If a CCP’s rules permit re-investment of any postedatedal®* strict investment
requirements with respect to customer collateral shouichpesed so as to minimize the
possibility of losses occurring within or delay in acdesa customer collateral pool.

This principle should also apply to clearing members hgldustomer collateral for
cleared OTC derivatives transactions. The Committdieves that investments of
customer collateral by clearing members and CCPs shoutkkbieted to instruments
with minimal credit, market and liquidity rigk. Investments of customer collateral
should allow for quick liquidation with minimal adverngece effects. CCPs and clearing
members should disclose their investment risk stratedyckearing members should
disseminate this information to relevant custonfrs.

The Committee is considering creating an enumerateof lgrmitted investments for
customer collateral held in connection with indirecilyared OTC derivatives
transactions and seeks comments on the types of insttsithat would be appropriate
for investment in order to minimize credit, market agdidity risk.

Q5: Should there be specific permitted investment deria for customer collateral?

Q6: If yes, what types of investments are suitable for stomer collateral held in
connection with indirectly cleared OTC derivatives transadbns?

Under certain clearing models customer collateral Isypsthecated to the CCP for the
benefit of the customer and the Committee approvesadf gractice in accordance with
a CCP’s rules. However, the Committee also undedstrat current market practice
involves instances where customer collateral for OTGrdve transactions is re-
hypothecated by financial institutions for their own purpd$e¥he Committee seeks
comment as to whether re-hypothecation of customeateddl in this manner is
inconsistent with the goals of the Complete Legal Se¢imy®odel and creates undue
risks for customers. In particular the Committeeoiscerned that in a clearing member
insolvency situation customer collateral that has lbedrypothecated by a clearing
member may not be recoverable or there may be delacessing such collateral.

Q7: Is re-hypothecation of customer collateral consistent i the goals of the
Complete Legal Segregation model and should it be permitted?

8 CPSS 10SCGCsupranote 12 principle 16.

8 please note that any CCP rules governing re-imasstwould generally be reviewed by the relevantiprial regulator having
oversight of the CCP, including the power to aperamy such rules.

8 This is consistent with CFTC standards for invesita by CCPs. CFTC #dypranote 53, at 3709.

8 CPSS 10SCGsupranote 12at 75.

84 Re-hypothecation refers to the practice of a fimrinstitution reusing the collateral pledgeditsycustomers. Re-hypothecation of
customer collateral may be a source of profit feafficial institutions who charge fees to third jgrfor the use of such collateral.
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3.5 Holding of Customer Collateral

In the indirect clearing relationship, customer colldtisraeld by the CCP and can in
certain circumstances also be held by the customegsitg membe?® In order to
ensure the security of posted customer collateral, G&8&sd hold such collateral
(whether in an omnibus customer account or individual at¢@t one or more
supervised and regulated entities that have robust acognéatices, safekeeping
procedures, and internal contr8is Any collateral held with a custodian must be
protected against claims of the custodian’s creditosaa@CP should confirm that its,
and any customer’s, interest or ownership rights in diiateral can be enforced with
prompt and unencumbered access to such coll&feral.

It is equally important that customer collateral helthwa clearing member is subject to a
holding system that protects customer interests. Tdrera variety of potential holding
systems including:

» Direct holding, where customer collateral is held dlyelsy the clearing member
or its affiliate®®

» Third-party custodian, where an unaffiliated entity sasfa bank or broker-dealer
provides custody and safekeeping services pursuant to an agreathehe
clearing member.

» Tri-party custody, where an unaffiliated entity providastodial services
pursuant to a three-way contract between the custoneec|ghring member and
the custodiafi’

The Committee understands that greater protections enaffdrded to customer
collateral held with a custodian that is a third-party stilife appropriate regulation and
is considering recommending that clearing members béreedio offer customers the
opportunity to select a third-party custodian that is fidiaded with that clearing
member to hold its collateral.

Q8: Should clearing members be required to offer collatal holding arrangements
with a third-party custodian for customer collateral held in connection with an
indirectly cleared OTC derivatives transaction?

3.6 Law Applicable to Customer Collateral

In the context of a Canadian customer of a cleanegber that clears OTC derivatives
through a foreign CCP, the Committee understandshbes tmay be certain advantages

% For example excess collateral.

Zj CPSS I0OSCGsupranote 12at p. 74. Internal controls would include restoas on investment of customer collateral.
Ibid.

8 Any customer collateral held directly by the clagrmember or its affiliate would have to be segted from that entities

proprietary assets.

%9 For further details on collateral holding arrangexs for initial margin or independent amount @A, MFA and SIFMA,

Independent AmountMarch 1, 2010.
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to requiring that customer collateral be subject to Camaldiv®® Such a requirement
would ensure that Canadian laws, as opposed to therideswg of the CCP or clearing
member’s jurisdiction, would govern the treatment of aongr collateral in the event of a
clearing member insolvendy. In the U.S., the CFTC has proposed that customer
collateral accounts be situated in the U.S. and be subjetS. law’

The Committee seeks comment as to whether requiratgtistomer collateral be
governed by Canadian laws would be beneficial to the diamanarket. The Committee
recognizes that there may be conflicting collateradtion requirements in certain
situations and also seeks comment on this issue.

Q9: What would be the costs and benefits of a requirememiat all Canadian
customer collateral be governed by Canadian laws?

3.7 CCP Disclosure of Segregation and Portability Rules

Although provincial market regulators will be responsibleskiting minimum standards
for acceptability for CCPs operating in Canada the Cdtaebelieves that it is

important for market participants to have full undersir@gnadf the risks, protections and
cost inherent in each CCP’s operating and risk managemiels. Therefore, the
Committee recommends that all CCPs be required to thaksegregation and portability
arrangements contained in their rules, policies, andgalures available to the public in a
clear and accessible manner. A CCP’s disclosure shdlold customers to evaluate the
level of customer protection provided, the manner in whagjiegation and portability is
achieved, and any risks or uncertainties associated withastangementg>

The CPSS I0SCO Report outlines the following disclesuegarding segregation that
should be made available by CCPs:

whether the segregated assets are reflected ondke &od records at the CCP, direct participant,
or unaffiliated third-party custodians that hold asset£foPs or direct participants; who holds
the customer collateral (for example, the directigi@ant, CCP, or third-party custodian); and
under what circumstances may customer collateral behysge CCP?

This information will assist clearing member customersssess the risks associated with
various indirect clearing methods. Under the CFTC'’s pregosles, CCPs would be
required to publicly disclose their default rules withpess to the order in which funds
and assets of a defaulting clearing member and finamsalrces maintained by the
CCP, including customer collateral, would be utiliZd.

% Any such advantage would be contingent on resmiuif the Canadian specific legal issues relatingollateral described in
Section 6 below.
L CFTC #2supranote 46, at 33854.
92 Note that the CFTC'’s proposal is not intendedpiecify the actual location in which a clearing membf a CCP must keep
customer collateral but rather the legal situshefaccount must be in the U.S., see CFTGu{ftanote 46, at 33838.
zj CPSS I0SCQsupranote 12, principle 3.14.13.
Ibid.
% CFTC #4 supranote 53, at 3712.
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Recommendation

The Committee recommends that provincial market regslatevelop rules requiring all
CCPs permitted to operate in Canada to make such disclostugbermore, before
opening an account with a customer, clearing memberddsheuequired to receive a
customer acknowledgment that the customer is awanedafias received the CCP’s
disclosure.

4. Portability of Customer Accounts and Collateral

The ability of customers to port their OTC derivatipesitions and collateral is a key
element of any indirect clearing system. As discugsé&gkction 2.2, porting provides
important advantages to customers and the operatiornSkd By allowing customer
positions and associated collateral to be transfeorecidther clearing member. This can
have the important systemic benefit, in the evemt dearing member insolvency, of
preventing the forced liquidation of the customer pasgiof a major clearing member
and the associated negative effects on markets pricesaimbity.

Achieving portability of customer positions and collateransnternational priority
supported by the major trading jurisdictions and internatioodies. It will have
important regulatory capital charge implications for ficial institutions based in
jurisdictions that adhere to tlasel Committee on Banking Supervision’s revised capital
standards known as Basel.{%l Basel Ill proposes favourable capital treatmenCioC
derivatives exposures that are centrally cleared ir@nother things, the CCP and/or
clearing member effectively segregate customer positionsssetisaand assure
portability in the event of a clearing member insolyeiscassured’ Due to this
preferential capital treatment there will be stromgentives for financial institutions that
are required to adhere to Basel Il to ensure that anyt@€Pparticipate in or use, meet
applicable segregation and portability and other CPSS I0S&t@lards.

Recommendation

The Committee recommends that each provincial markgetatr enact rules requiring
that every OTC derivatives CCP, that is appré¥ee structured to facilitate the
portability of customer positions and collateral.

Q10: Are there any risks that portability arrangements may have on claring
members who accept customer positions in the event of aalemg member default?

% Basel Committee on Banking Supervisidnglobal regulatory framework for more resilientrikes and banking systepi3ecember
2010, (“Basel #1").

7 Basel Committee on Banking Supervisi@apitalization of bank exposures to central coupgeties December 2010 (“Basel #2")
at112. It should be noted that the Basel Il suiave not been finalized and therefore this praiposuld be revised.

% Details of the approval process for OTC derivai@CPs will be outlined in the upcoming CSA cormiin paper on Central
Counterparty Clearing.
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The CFTC has proposed a rule requiring CCPs to facilisgt@iompt and efficient
transfer of customer positions from one clearing mentdanother. Pursuant to the
proposed rule, portability of positions should not reqdiosing out or re-booking
positions and should be done prompflyThe proposal further requires a CCP’s rules
and procedures to facilitate the transfer of customsitipn and collateral upon a
customer’s request? This is consistent with the CPSS I0SCO recommenuléiat all
CCPs should require clearing members to facilitateértdresfer of customer positions and
collateral to an accepting clearing member upon custorgaesé®® Similarly, the EC
proposal requires that each CCP have the ability hsfeathe assets and positions of a
customer from one clearing member to another withouta@hsent of the clearing
member holding the assets and posititifs.

Recommendation

The Committee believes that portability of customesigmms and collateral should not
be restricted to default situations but rather be naaddable to customers at their
discretion. Facilitating the transfer of customer pass and collateral upon request
provides customers with greater flexibility and abilityréspond to market
developments. It also has the potential to createra sompetitive market among
potential CCP members for indirect clearing services.

Q11: Do you agree with the Committee’s recommendation that OC derivatives
CCPs should be required to facilitate portability for custaners at their discretion?

5. Segregation and Uncleared OTC Derivatives transactions

Although the focus of this consultation paper is on el@®TC derivative transactions, a
brief description of the Committee’s recommended pedievith respect to segregation of
customer collateral in uncleared trades is warrantég: Committee believes that the
parties to an uncleared transaction should be free tdiaggthe level of segregation
required for collateral as is the current market practidowever, in order to ensure that
customers have the opportunity to protect their collatertiie fullest extent possible the
Committee recommends that OTC derivatives deRfdns required to offer
arrangements for collateral to be held with a thirdypautstodian for uncleared
transactions. This level of segregation should be maaitable at a cost and in a
manner that doasot have the effect of creating unreasonable batoesscess.The
Committee believes that this requirement is appropbetause uncleared transactions
may not be subject to the full segregation and portabdymne.

% Industry standards are currently within two besmdays. Basel #@upranote 97, at 112.

190 Notice of Proposed Rulemaking — Requirements foc@ssing, Clearing, and Transfer of Customer Rosit 76 Fed. Reg. 13101,
76-47, (March 10, 2011), (“CFTC #5") at 13106.

101 CPSS I0SCOsupranote 12, at 69.

102 EC, supranote 25, at Article 37(3).

193 The upcoming CSA paper focusing on registratiodhmbvide details on which parties constitute datives dealers.
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Recommendation

The Committee recommends that OTC derivatives dealersojo@red to offer
arrangements for collateral to be held with a thirdypaustodian for uncleared
transactions.

Q12: Should OTC derivatives dealers be required to offer aangements for
collateral to be held with a third-party custodian for uncleared transactions?

6. Canadian Legal Issues Relating to Segregation and Portability

As discussed, the Committee recommends that CCPsearihgl members adopt rules
and procedures that effectively segregate customer callated facilitate the portability
of customer collateral and positions between clearingimees. In order for this to be
achieved CCP arrangements must be supported by Canadianh é&diepaovincial laws.
In particular, segregation and portability arrangemenitsowly effectively protect
customer collateral from the creditors or insolveregyresentative of an insolvent
clearing member to the extent that they are enforceabl@tended, under applicable
laws. At the international level it has been recoghiat CCP rules can only be
effective if supported by local laws. The CPSS IOSCO Rep@lains that:

[...] a CCP should structure its segregation and portghitiangements in a manner that protects
the interest of a participant’s customers and achieighedegree of legal certainty under

: 104
applicable law.

In Canada a variety of laws, including the PCSAaAnada Deposit Insurance Corporation
Act'® (“CDICA”) and personal property security, securitiessfar, and bankruptcy and
insolvency laws may impact the legal certainty anctadfy of segregation and portability
arrangements. The first part of this section wiltdss a legal issue affecting segregation
and portability arrangements for cash collateral whiedea from the potential

application of provincial personal property security araigges transfer laws.

The second part of this section will briefly describeouas legal issues arising under
federal laws that may impact safe and efficient atgpim Canada and that will require
further consideration to ensure that Canada’s legakinark effectively supports
segregation, portability and OTC derivative clearing, inegal'®®

104 CPSS I0SCOsupranote 12, at 67.

15 Canada Deposit Insurance Corporation A&S.C., 1985, c. C-3, (“CDICA").

1% The Committee has discussed these issues with@tepeernment officials as well as the Canadiam{eainfrastructure
Committee during interagency meetings in respe@DE derivatives reform.
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6.1 Segregation of Collateral and Provincial Personal Property Seaty and
Securities Transfer Laws

Under current market practices, OTC derivatives cotgm@iten require delivery or the
grant of a security interest in collateral to securstantling counterparty obligations
including transactions that are cleared through a CCHaté&al in OTC derivatives
transactions typically takes the form of c&3lor highly liquid securities such as
government bonds or other highly rated bonds which are apat@grdiscounted to
offset the risk that they may depreciate in vafiie.

In Canada, when a customer or clearing member advaoli@®ial to support its
obligations in an OTC derivative transaction, it igsitally posted either by way of the
granting of a security interest in the collateraltoptigh the transfer of title to the
collateral. The nature of OTC derivative transactisrsgich that where a security
interest in collateral is granted, counterparties wlaatmost secure claim to that
collateral possible, known as a first priority secuintgrest, at each level of a
transactiort®

In order to create a perfected security interest cagh collateral in Canada, a financing
statement must be registered under one or more provireessnal Property and
Security Ac(“PPSA”) (or in the case of Quebec under Register of personal and
movable real rights(“RPMRR”), when referred to herein the term “provald?PSA
laws” includes the RPMRR). In contrast, if collatasaheld in the form of securities or
other financial assets, provincial PPSAs and securiaesfer acts afford enhanced
priority to security interests perfected by contf8l.Therefore, if customer collateral is
advanced in the form of securities or other financialtass®d held in a securities
account which is perfected by control by a clearing memb@CP, as a securities
intermediarythat intermediary would, subject to certain exceptioasetthe top ranking
priority and most secure claim to the collatétal.This facilitates portability because a
different clearing member could assume unencumbered tighhbe collateral through an
assignment or novation.

A threshold issue in Canada relates to the effectigatig of cash collateral held in
deposit accounts. Canada’s current laws governing thergyarftcash collateral held in
deposit accounts may not provide adequate legal certain@TiGrderivatives
transactions conducted in today’'s global markets, espeagmore of these transactions
are centrally cleared through CCPs. This issue magradly impact Canadian market
participants’ ability to compete in global OTC derivaBvmarkets.

97 For the purposes of this consultation paper “cadlateral” refers to funds advanced by way of ltteonic transfer and held in
an account of a deposit taking institution. Thigt of cash collateral is used in over 80% of OEd\dhtive transactions, see ISDA
Margin Survey 2010 available at <http://www.isd@g/or and_a/pdf/ISDA-Margin-Survey-2010.pdf>. Pleaste that this issue does
not arise with respect to physical currency forehha first priority security interest can be acleiéthrough possession.

198 This discounting is referred to as a haircut. ‘Séw role of margin requirements and haircutsriocgclicality”, issued by the
Study Group established by the Committee on thé&IBinancial System of the Bank for InternatioBattlements.

199 This includes collateral advanced by a customerdtearing member and collateral advanced byl#sing member to a CCP.
110 5ee for example Securities Transfer Act (Ontaf$6),2006, ¢ 8, at Section 25, 26, 28 and PR8pranote 9,s. 1(2)(c).

1 This is known as perfection by control see PPS#granote 9, at Section 1(2).
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As currently applied, provincial PPSA laws do not pernatpbrfection of a security
interest in cash collateral placed in a deposit adcatua deposit taking financial
institution by means of “controf*? Instead, a perfection by registration process is
required to establish a first priority security interedtder provincial PPSA laws the
only way to perfect a security interest in casks by registering a financing statement
under each relevant province’'s PPSA. Even then,tgpfigrity security interest is not
assured.

Registration does not automatically grant priorityroaeecurity interest of another
secured party. To mitigate the risk of subordinatiooth@r secured parties having prior
perfected security interests in cash collateral, dceired party may require PPSA
searches of each relevant provincial register agdiasdebtor to disclose prior
registrations and seek subordinations, creditor aclketgments, waivers or estoppel
letters from those secured parties whose pre-existingtratgpns could have priority
over the cash collateral. However, due to the shroeftame within which OTC
derivatives transactions are completed, the neednsféracollateral in a timely
manner:** and the large number of transactions market particigameés into, taking
these precautions would be impractical and costly.

Credit support in the form of cash can be provided witkaptessly creating a security
interest. This involves the absolute transfer of cefkdton the basis that the party
receiving the collateral would establish a credit balandavour of the counterparty that
would remain outstanding at levels varying with the exposaicilated on the
transactions between the parties. This approach redigseccredit balance being set-
off'** by the receiver of collateral in the event thatdash provider defaulted on its
obligations under the transactions or became insaMéantil recently, market
participants receiving the cash had a high degree of conédbattheir set-off rights
created under this non-security interest means of provaetjt support would be
effective notwithstanding that the cash provider had selcareditors. However, a
Supreme Court of Canada decisiorCamisse populaire Desjardins de I'Est de
Drummond v. Canad&’ characterized a credit institution’s exercise ofafétights
against a deposit liability of the institution set up asealit support method as the
enforcement of a security interest and not an indepémdgnh. It is possible that the
Court’s reasoning in this decision could be applied tordthesfer and set-off credit
support arrangements, thereby significantly decreasinig¥kéof confidence that
institutions have in set-off rights to effectively cenpriority over cash collater&l’

2 This is in contrast to a number of jurisdictionishwarge OTC derivative markets where a first fitiosecurity interest can be
achieved by controlling a deposit account wheré cadlateral is held (e.g. the U.S. and EC).

3 please note that it may be possible to perfeetariy interest in cash represented by physicakagy or instruments or credited
to a securities account by control.

14 The need to provide collateral in a timely marisgrarticularly acute in the case of variable matpat may be calculated and
deliverable multiple times each day.

115 set-off is a right (contractual, legal or equitjtiteat allows a party owed an amount to use thit io satisfy its own obligation.
118 Caisse populaire Desjardins de L'Est de Drummon@anada 2009 SCC 29; [2009] 2 S.C.R. 94. This case cemeil a set-off
agreement analogous to the type used for OTC demveansactions but was not a derivatives case.

" The Quebec Government recently amended the QOidctlitate the use of contractual set-off or comgeeion as a means to offer
cash as a credit support in connection with OT@vd#éves (and certain other transactions). Segémexll.1 and 11.2 of the QDA.
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In the U.S. and European Union, cash collateral adhimcmajor OTC derivative
transactions is governed by a control-based regimestkanilar to the control regime in
effect for securities transfers in Canada or througallg enforceable set-off rights.
Therefore, under current PPSA laws, Canadian markatiparits are not able to offer
the same level of security to cash collateral as nfiamreygn market participants.
Consequently, the Committee is concerned Canadian nzaki@tipants may experience
difficulty using cash collateral in OTC derivativesnsactions, forcing them to offer
more expensive forms of collateral or more colldtEraompensate.

This issue may also inhibit portability of customer celtat held in Canadian cash
accounts because clearing members may be reluctarduim@sustomer cash collateral
to which they do not have a legally certain first priosiecurity interest.

To achieve greater legal certainty and a higher degre®t&qbion and priority for

CCPs, clearing members and their customers, provingiainay need to be amended to
perfect the pledging of deposit accounts and provide for gyrioyicontrol. Legal
certainty and protection for rights in cash collatealld also be improved by giving
statutory protection to contractual rights of set-nf€ash collateral. This is the approach
taken by recently-introduced amendments to the QuBbevatives Act*®

Given the importance of cash collateral in the OT@Gvdéves market, the Committee
recommends that a perfection by control regime foln cadlateral be instituted through
appropriate amendments to each province’s PPSA lahss. wbuld facilitate the
granting of first ranking security interests in cashateral advanced in OTC derivative
transactions.

6.2 Portability of Customer Collateral and Positions Under Fderal Insolvency
Laws

In the event of a clearing member insolvency or defd@u#t crucial that a CCP have the
ability to transfer customer positions and collatefahe insolvent or defaulting clearing
member to a non-defaulting CCP participant or participaBtstability is therefore a
requirement under proposed CPSS IOSCO principles and prtbpdss of major trading
jurisdictions such as the U.S. and European Union, arstitdes a criterion for
preferential capital treatment undgasel [11*°

In order to achieve portability, each CCP should hawesriacilitating the termination of
contractual relationships between a clearing memberntsiedstomers and the transfer of
positions. Local laws should give effect to thesesuThe application of bankruptcy and
insolvency laws could interfere with the portability of pioss if a stay, or temporary
prohibition on dealing with the assets of an insolverdaradg member, is imposed and a
statutory exception to that stay or prohibition is uilatée.*?® An automatic or court

18 pid.

119 Basel #1 supranote 96.

12A stay prevents creditors from taking a varietyofions in an attempt to preserve an insolvent emyis value as a going concern
by preventing creditors from immediately disposoi@ssets.
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ordered stay could delay the portability of customer fpostfrom an insolvent clearing
member while an insolvency representative evaluategtiieus creditor claims
disrupting the functioning of a CCP and potentially undemgidustomer hedging
positions.

CCPs located outside of Canada can be impacted by Canadi# any of their
clearing members or any of the customers of their clgarniembers (or their assets) are
subject to Canadian bankruptcy and insolvency laws.

The International Monetary Fur@lobal Financial Stability Reporutlined the
following legal requirements for effective portability:

* The laws applying to derivatives or to insolventcieg members (“CMs”) should not limit the
ability of customers to close out their position visisithe CM;

» The proceedings of the CCP should be carved out fromrgkinsolvency proceedings of
insolvent CMs;

* Statutory provisions might be required to render pditakinforceable even upon the
commencement of an insolvency proceeding againshttegl {CM;2*

OTC derivatives transaction counterparties are uncaatdter with the risk that
termination and close out netting provisions may not bg &rtl promptly enforceable in
an insolvency situatiotf> Prudential capital standards make it highly advantageous to
deal with various counterparties on a net basis andsthisly possible with the assurance
that netting agreements would be valid and enforceableiirsatvency proceedintf?
Without this assurance, market participants are reqtorethintain additional capitaf’

In Canada, most applicable insolvency legislation does suggsorination and close-out
netting for a wide range of transacticAsThe Companies’ Creditor Arrangement Act
Bankruptcy and Insolvency AtVinding up and Restructuring A®CSA, and CDICA
provide protection for derivative transactions definededigible financial contract$®
which include exchange traded and OTC derivatives. HowdeCommittee
understands that certain legal issues may need to besseldite ensure that CCPs whose
operation may be impacted by Canadian law can opertidegal certainty under
Canadian law.

21 |MF, supranote 29, at 15.

122 Margaret E. Grottenthaller and Philip J. Henderé®he Law of Financial Derivatives in Canada”, €aell Toronto, 2003 (as
updated) at 5-2.

2% bid at 5-3.

124 pid.

125 CDICA, supranote 105, at s. 39.15(Bankruptcy and Insolvency A®.S.C. 1985, c. B-3, s. 65\Winding up and Restructuring
Act R.S.C. 1985, c. W-11, s. 22.1; PCSApranote 76, at s. 1Z,ompanies’ Creditor Arrangement A&.S.C. 1985, c. C-36, s.
11.1.

126 Each of these Acts includes the same definitioteligible financial contract” in their respectivegulations.Bankruptcy and
Insolvency Agts. 2;Companies’ Creditors Arrangement Agt2;Winding-up and Restructuring Act22.1(2); CDICA, s. 39.15(9).
Orders fixing November 17, 2007 as the day on whiehnew definitional provisions come into forc8l22007-0106 and S| 2007/-
0105.Eligible Financial Contract Regulations (CanBeposit Insurance Corporation Act), SOP 2007-0E5§ible Financial
Contract Regulations (Bankruptcy and Insolvency) ABOP 2007-0256; Eligible Financial Contract Ratjohs (Companies'
Creditors Arrangement Act), SOP 2007-0257; Eligibileancial Contract Regulations (Winding-up andtResuring Act). SOP
2007-0258.
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For example, the PCSA contains provisions that cadatesthe rules of designated
CCPs and designated clearing and settlement systemsheomperation of bankruptcy
and insolvency laws. However, the Committee understidnaishe PCSA’s scope may
not currently capture all relevant CCPs, market partitgpand products or provide
adequate protection to the rules of an OTC derivatives G&ih respect to insolvency
laws, clarification may be necessary to ensure tleptions are available to OTC
derivatives CCPs and participants in a manner consisidnbther market infrastructure
and that rules and operations essential to safe anceatfidearing are supported.

It is the Committee’s view that, in order for a C@Rbe approved to offer indirect
customer clearing in Canada, its ability to expeditiotestylitate the termination of
customer clearing member relationships, port positionsiforee collateral relationships
should not be compromised by bankruptcy and insolvency laws

Conclusion

The Committee welcomes public comment on any proposhismeport and requests
that comments be submitted by April 10, 2012. Once public @ntsihave been
received and considered the Committee will finalize nudding guidelines and each
province will begin the rule making process.

Summary of Questions

Question 1: Are there any differences between theipal and Agency Models the
Committee should be aware of in forming the policiesrates for segregation and
portability?

Question 2: Should variation margin be required to be pravme@ CCP on a gross
basis?

Question 3: Do you agree with the Committee’s recommerdthat CCPs adopt the
Complete Legal Segregation Model?

Question 4: Are there any benefits to the Full PhySegregation Model that would
make it preferable to the Complete Legal Segregation Model?

Question 5: Should there be specific permitted investméetia for customer
collateral?

Question 6: If yes, what types of investments arelseitar customer collateral held in
connection with indirectly cleared OTC derivativeasactions?

Question 7: Is re-hypothecation of customer collamyasistent with the goals of the
Complete Legal Segregation model and should it be permitted?
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Question 8: Should clearing members be required to offiate@al holding
arrangements with a third-party custodian for customéateoal held in connection with
an indirectly cleared OTC derivatives transaction?

Question 9: What would be the costs and benefits efairement that all Canadian
customer collateral be governed by Canadian laws?

Question 10: Are there any risks that portability arrareygsimay have on clearing
members who accept customer positions in the eventlefarg member default?

Question 11: Do you agree with the Committee’s recomnt@mdthat OTC derivatives
CCPs should be required to facilitate portability for cois at their discretion?

Question 12: Should OTC derivatives dealers be requireffetoasrangements for
collateral to be held with a third-party custodian forleared transactions?
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Appendix A

CPSS I0SCO Principles for Financial Market Infrastr  uctures

Principle 14: Segregation and portability

A Central Counterparty (“CCP”) should have rules and procedures that enable the
segregation and portability of positions and collat eral belonging to customers of a
participant.

Key considerations

1. A CCP should have segregation and portability arrangements that protect customer
positions and collateral to the greatest extent possible under applicable law, particularly
in the event of a default or insolvency of a participant.

2. A CCP should employ an account structure that enables it readily to identify and
segregate positions and collateral belonging to customers of a participant. Such CCPs
should maintain customer collateral and positions in an omnibus account or in individual
accounts at the CCP or at its custodian.

3. A CCP should structure its arrangements in a way that facilitates the transfer of the
positions and collateral belonging to customers of a defaulting participant to one or more
other participants.

4. A CCP should clearly disclose its rules, policies, and procedures relating to the
segregation and portability of customer positions and collateral. In addition, a CCP
should disclose any constraints, such as legal or operational constraints, that may impair
its ability fully to segregate or port customer positions and collateral.
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