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In the event the Client-Member Transaction is terminated as a result of a Clearing
Member default, the termination value will be equal to the termination value of the related Client
Position as determined by ICE Trust. To facilitate portability, in the event of a Clearing Member
default, termination amounts owed by a Client in respect of Client-Member Transactlons will not
be netted against termination amounts owed in respect of Other Trades.

V. Default Rules
The Rules provide for separate treatment of Client and House Positions in the case of a

default.”” The determination of whether a Clearing Member is in default under the Rules is the
same with respect to both types of positions.

ICE Trust will undertake the close-out process (“Close-Out Process”) under the Rules
separately in respect of House Positions and Client Positions, such that a separate net termination
amount will be calculated in respect of the close-out of Client Positions and House P(‘)si’tions.28

The Rules prohibit netting between Client Positions and House Positions, except as
described below. If a net amount was owed to the Clearing Member in respect of Client
Positions, ICE Trust would not offset that amount against any amount owed by the Clearing
Member to ICE Trust in respect of House Positions. On the other hand, if a net amount was
owed by the Clearing Member in respect of Client Positions, ICE Trust would be entitled to
offset against that obligation any amount owed to the Clearing Member in respect of House
Positions.

Pursuant to the Rules, net losses to ICE Trust arising from Client Positions (after
application of available variation margin ) may be paid from the following sources, in order: (i)
any margin of a defaulting Client of the Member held in the Custodial Client Omnibus Margin
Account, to the extent of that Client’s obligations to the defaulting Clearing Member; (ii)
amounts received from Clients under their Client-Member Transactions; (iii) the defaulting
Clearing Member’s House margin, (iv) the defaulting Clearing Member’s guaranty fund
contribution (“Guaranty Fund Contribution™),” (v) the defaulting Clearing Member’s Custodial
Client Omnibus Margin Account, up to the amount of the ICE Net Margin Requirement,”” and

n See Rule 20-605(a).

= ICE Trust would not undertake the Close-Out Process where the defaulting Clearing Member’s receiver,

such as the Federal Deposit Insurance Corporation, or similar authority transfers the re]evant positions to
another non-defaulting entity in accordance with applicable law.

» Where ICE Trust faces net losses from both Client Positions and House Positions, available amounts from

the defaulting Clearing Member’s House margin will be applied first to satisfy net losses from House
Positions and thereafter to net losses from Client Positions. |
Pursuant to the Rules and the Standard Annex, any loss in the Custodial Client Omnibus Margin Account
resulting from application of margin therein by ICE Trust under the Rules as a result of a Clearmg Member
default would be allocated among Clients as described in Section 7.3 below.

30
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(vi) other Guaranty Fund Contributions.*' Net losses to ICE Trust arising from House Positions
may be paid from the following sources, in order: (i) the defaulting Member’s House margin, (ii)
the defaulting Member’s Guaranty Fund Contribution, and (iii) other Guaranty Fund
Contributions.

Thus, ICE Trust only will be permitted to apply margin in a Custodial Clieht Omnibus
Margin Account to satisfy obligations of the Member in respect of Client Positions. Such margin
could not be used to satisfy obligations in respect of House Positions. Margin in the House

Account could potentially be applied to satisfy obligations to ICE Trust in respect of Client
Positions. ‘

V1.  Certain Rules Regarding Portability of Positions and Margin
6.1 Pre-Default Portability

The Rules require a Clearing Member, at a Client’s request, to agree to transfer Client-
Member Transactions and related Client Positions to another Clearing Member, subject to the
satisfaction of certain conditions under the Rules. The Client is responsible for obtaining a new
Clearing Member to accept the positions to be transferred, and a Clearing Member is not
required to accept the transfer of positions to it upon a Client request. In connection with the
transfer of positions, ICE Trust can also move margin from the Custodial Client Omnibus
Margin Account of the transferor Clearing Member to the corresponding accounts of the
transferee Clearing Member.

6.2  Post-Default Portability

The Rules also include certain procedures to enhance portability of Client Positions,
Client-Member Transactions and margin in the case of a Clearing Member default (“Default
Portability Rules™). As a general matter, pursuant to these Rules, ICE Trust would seek to find a
replacement transaction for Client Positions of the defaulting Clearing Member (the “Defaulting
Clearing Member”) with another Clearing Member (the “New Clearing Member™) also willing to
take on the related Client-Member Transactions.*> Clearing Members will not be obligated to
accept a transfer, or enter into a replacement, of Client-Member Transactions. |

The Rules will permit ICE Trust to transfer, or arrange the transfer of, Client Positions of
a Defaulting Clearing Member together with related Client-Member Transactions (and margin)
to a New Clearing Member as part of the Close-Out Process, to the extent such a transfer by ICE
Trust is permissible under applicable law (including the insolvency law applicable to the relevant

5 To the extent ICE Trust, pursuant to its Close-Out Process, is able to close out and/or replace transactions

of the defaulting Clearing Member without loss to ICE Trust, application of these assets would be
unnecessary. ‘

2 These procedures would only apply in situations where the Defaulting Member’s regulator, feceiver trustee

or other applicable insolvency administrator did not otherwise transfer or arrange the transfer of the
relevant positions. |
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Defaulting Clearing Member). In such case, following a Clearing Member default, ICE Trust
would exercise its rights in the Close-Out Process to terminate the relevant Client Positions with
the Defaulting Clearing Member and seek to obtain replacement transactions with a New
Clearing Member. The Rules would also permit ICE Trust, within a specified period*® (the
“Transfer Period”) following the default, to transfer the related Client-Member Transactions and
related margin to the New Clearlng Member, which would assume the obhgatlons under the
Client Member Transactions.*

Alternatively, ICE Trust would have the right under the Rules to achieve effectively the
same result through procedures for the termination of existing transactions and establishment of
new positions with the New Clearing Member (“ICE Trust Termination/Replacement
Procedures”). In the case of a Clearing Member default, ICE Trust may exercise its rights to
terminate the Client Positions with the Defaulting Clearing Member and enter into a replacement
transaction with a New Clearing Member as part of the Close-Out Process. Both ICE Trust
Rules and the Standard Annex for Client-Member Transactions would permit ICE Trust to
procure such New Clearing Member to re-establish the Client-Member Transactions on the same
terms (the “Replacement Client-Member Transactions™). Upon entering into the Replacement
Client-Member Transactions, (i) the old Client-Member Transaction would be automatically
terminated under the terms of the Standard Annex and (ii) under the terms of both ICE Trust
Rules and the old Client-Member Transaction, no net termination payment would be owed by
ICE Trust to the Defaulting Clearing Member in respect of the related Client Position, or by the
Defaulting Clearing Member to the Client in respect of such Client-Member Transaction. The
net result would be the reestablishment of the relevant Client Position and related Client-Member
Transaction with a New Clearing Member. In the case of either a transfer or termination and
replacement, ICE Trust would transfer the appropriate initial margin from the Custodial Client
Omnibus Margin Account to the applicable accounts for the New Clearing Member.

The Rules permit ICE Trust to attempt to transfer or replace some or all of the relevant
Client-Member Transactions. The Standard Annex will permit Clients to elect whether they
want their Client-Member Transactions to be subject to the Default Portability Rules. Clients
may also specify one or more “backup” Clearing Members to which they are w1111ng to have
positions transferred in the event their primary Clearing Member defaults.

In implementing the Default Portability Rules, ICE Trust will rely on information
provided by Clearing Members as to the identity, positions and margin of Clients, although ICE
Trust will generally not have a direct relationship with those Clients. Clearing Members will
generally be expected to provide such information to ICE Trust on a daily basis.

. This time period will be limited to three business days or fewer, as determined by ICE Trust.

. This right of transfer, as well as the liquidation procedures described in Section 6.3 below, will be

enhanced by a pledge by each Clearing Member of its rights under the Client-Member Transactions (and
related margin) to secure first the Clearing Member’s obligations to ICE Trust under the related Client
Positions, and second, the Clearing Member’s obligations to other Clients under other Cllent-Member
Transactions. See Footnote 36 below.
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6.3  Liguidation |

If ICE Trust did not effect a transfer or termination and replacement under the Default
Portability Rules within the Transfer Period, including because no Clearing Member was willing
to accept, transfer or enter into replacement transactions, the Standard Annex provides for the
termination of the relevant Client-Member Transactions in accordance with their terms.*® In that
case, ICE Trust will determine the close-out price for Client Positions pursuant to its close-out
procedures, which may involve auction or allocation of the relevant positions.  Under the
Standard Annex, the same close-out price will apply to the related Client-Member Transaction.

Where a Client owes the Clearing Member on a net basis in respect of the Client’s Client-
Member Transactions, that Client’s margin in the Custodial Client Omnibus Margin Account
will be applied to satisfy that obligation, and will thereupon be available to pay amounts owed to
ICE Trust in respect of the related Client Positions and to other Clients in respect of their Client-
Member Transactions.”® Clients owed by the Clearing Member on a net basis will have a claim
for that amount, together with their pro rata share of margin being used to satisfy the ICE Net
Margin Requirement (a “Net Termination Claim”), such pro rata share being based on the total
margin requirement of the Client’s Clearing Member. An amount of proceeds equal to the sum
of (i) the remaining amount of the ICE Net Margin Requirement after application by ICE Trust
together with any net amounts paid by ICE Trust in respect of the termination of Client Positions,
and (ii) any termination amounts paid by Clients not applied by ICE Trust, and (iii) the amount
of any Client’s excess margin applied to a Client’s obligations will be available for distribution
to Clients in respect of their Net Termination Claims. In the event such proceeds are insufficient
to pay all Net Termination Claims, Clients will share in such proceeds pro rata based on their
respective Net Termination Claims.*’

» Alternatively, the Client may opt out of the applicable portability provisions of the Standard Annex, in

which case the Client-Member Transactions will be similarly terminated. Under the Standard Annex, the
election as to whether these portability provisions apply is made by the Client and not by the Clearing
Member. 1

36 See Footnote 36 below.

37 In the case of Clearing Member default, pro rata sharing of proceeds is effected on a net basis. For

example, in a scenario where a Clearing Member’s Clients A, B and C each have posted $10 in ICE Gross
Margin, ICE Trust will have $30 in the Custodial Client Omnibus Margin Account. For purposes of this
example, assume that the ICE Net Margin Requirement is $15 (with each Client having a pro rata
contribution of $5). In this scenario, as a result of the application of the Closing-out Process following a
Clearing Member default, the Clients’ termination values are that Client A owes $25 to the Clearing
Member, Client B is owed $8 by the Clearing Member, and Client C is owed $3 by the Clearing Member.
The Net Termination Claim (or payable) of each Client is determined based on the termination value of its
transactions and its margin: thus, Client A has a net termination payable of $15 after applying its $10 of
margin to the $25 termination value; Client B has a net termination claim of $13 (representing the Client’s
termination value of $8 and its §5 share of the Net Margin Requirement; and Client C has a net termination
claim of $8 (representing the Client’s termination value of $3 and its $5 share of the Net Margin
Requirement). Both the second and third Clients also have a separate claim for $5 in respect of their excess
ICE Gross Margin. The amount of available Client distribution proceeds for payment of Net Termination
Claims will be the amount in the Custodial Client Omnibus Margin Account up to the ICE Net Margin
Requirement plus any net termination amount owed to the Clearing Member (including such amounts paid
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Each Client will be separately entitled to the return of the amount of its remaining excess
margin in the Custodial Client Omnibus Margin Account, except to the extent such margin is
applied to satisfy its obligations to the Clearing Member.*® Clients will share in the assets in the
Custodial Client Omnibus Margin Account in proportion to the amount of their claims described

above, but Clients will not be entitled to the return of specific assets in the Custodlal Client
Omnibus Margin Account.

VII. Application of Non-Member Framework in a Clearing Member Insolvency

ICE Trust has obtained advice from counsel in relevant jurisdictions as to the
implementation of its Rules in the event of a Clearing Member's insolvency. The Clearing
Members are subject to different insolvency regimes depending on the type of organization and
jurisdiction. In the United States, for example, a insolvent Clearing Member that is an insured
U.S. bank would generally be subject to a receivership proceeding under the Federal Deposit
Insurance Act. A Clearing Member that is an uninsured federal branch of a foreign bank would
be subject to a receivership proceeding administered by the Office of the Comptroller of the
Currency, and a state-chartered branch of a foreign bank would be subject to an insolvency
proceeding administered by a state banking department. A Clearing Member that is not
otherwise regulated would be subject to a proceeding under the U.S. Bankruptcy Code.
Although differences exist across all of these insolvency frameworks, there are certain common
principles relevant to the treatment of cleared CDS. In particular, ICE Trust is of the view based
on advice of counsel that U.S. insolvency laws generally will uphold the contractual right of a
party to a derivative contract, such as a CDS, to terminate, apply collateral, and net obligations in
the case of the insolvency of its counterparty. They also generally accept the principle that assets

held by an insolvent entity for the benefit of other parties do not become part of the insolvency
estate.

Accordingly, ICE Trust is of the view based on advice of counsel that, in the context of
an insolvent U.S. Clearing Member, U.S. insolvency laws would thus permit ICE Trust to

through application of a Client’s excess margin), minus any amount owed to ICE Trust. | The available
Client distribution amounts are distributed by the Clearing Member (or its receiver): Client B receives $13
and Client C receives $8, each to cover their respective net termination claims. Each of Clients B and C
also receives $5 in respect of their excess ICE Gross Margin. Note that in this regard there is no loss-
sharing with respect to ICE Custodial Margin. If the available Client distribution amount is insufficient to
pay such claims, the Clients will share in such amount pro rata based on the amount of their claims.

*® Pursuant to this Standard Annex, where the Clearing Member is in default and the Client owes a net

termination payable, amounts owed to the Clearing Member cannot be netted with amounts owed to the
Client in respect of any non-cleared Client position. Funds owed by the Client to the Clearing Member in
respect of a net termination payable secure the obligations of the Clearing Member in favor of ICE Trust
and as such will be paid directly to ICE Trust. This restriction on netting is intended to protect ICE Trust
by ensuring that such amounts are received by ICE Trust and can be applied by ICE Trust to losses on
Client Positions. Where the Clearing Member is in default and the Client has a Net Termination Claim
against the Clearing Member, the Client may net the amount owed to the Client against amounts owed by
the Client in respect of a non-cleared position.
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exercise its rights under the Rules to effect the Close-out Process by terminating and netting
Client-Related Positions and applying collateral pledged to ICE Trust. 3 Client-Member
Transactions could similarly be terminated. The segregation provisions of the Rules and the
Standard Annex are further designed to provide, consistent with applicable U.S. insolvency law
regimes, that the Client would be entitled to the return of its initial margin held at the
Clearinghouse remaining after the application of amounts owed by the Member to the
Clearinghouse in respect of Client Positions and by the Client to the Member in respect of the
related Client-Member Transaction.

ICE Trust is also of the view based on advice of counsel that the insolvency laws of
relevant foreign jurisdictions (such as the United Kingdom), while different in many respects,
also recognize the enforcement of contractual rights to terminate derivatives contracts and apply
relevant collateral. Similarly, the Rules and Standard Annex are designed to provide for the
protection of Client margin consistent with those insolvency laws.

VIII. Proposed Supplemental Exemptive Relief

8.1  Exemption of Clearing Members from the Provisions of the Exchange Act
Governing Securities Transactions

Under Exchange Act Section 15C(a)(5), the Secretary of the Department may “exempt
any government securities broker or government securities dealer, or class of government
securities brokers or government securities dealers, from any provision of” Sections 15C(a), (b),
or (d) of the Exchange Act (other than subsection (d)(3)) and the rules and regulations of the
Department thereunder “if the Secretary finds that such exemption is consistent w1th the public
interest, the protection of investors, and the purposes of this title.”*’

As noted above, ICE Trust will establish a framework that will provide certain
protections to Clients that enter into cleared CDS Contracts, particularly segregation of the initial
margin posted by the Clients, and provisions that enhance the portability of such CDS
transactions in the event of a Clearing Member’s insolvency. The goal is to extend some of the
benefits of clearing for CDS to Clients, in a manner consistent with industry commitments to

¥ In the case of the receivership of a Clearing Member that is a U.S. bank or a Federal branch of a non-U.S.

bank, the Federal Deposit Insurance Corporation or the Office of the Comptroller of the Currency, as the
case may be, as receiver, would be entitled to attempt to transfer all (but not less than all) of the Client
Positions, Client-Member Transactions and related margin assets to another financial institution (including
a non-defaulting Member). ICE Trust would not be permitted to exercise its own termination rights during
the one-business-day period following appointment of the receiver.

40 Exchange Act Section 15C(a)(5).
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regulators*! and the desire expressed by regulators to expand the use of clearing in derivative
markets. |

Clearing CDS through CCPs is an express policy goal of the Administration, as recently
expressed by the release of the Department’s proposed legislation relating to the regulation of
OTC derivatives.* In this regard, as noted above, many Congressional leaders, the Department,
the Board of Governors of the Federal Reserve System, and the President’s Working Group on
Financial Markets have all emphasized the need for prompt implementation of a clearing
solution for CDS. Central clearing of CDS mainly provides for an orderly market with a
decrease in the probability of settlement failure, a greater likelihood that the market can
withstand the failure of any one participant, and general overall integrity.

Regulators, as well as market participants, have also emphasized the need to extend these
benefits to buy-side market participants and other persons that are not themselves Clearing
Members in a manner that protects Client margin assets. ICE Trust has designed its Non-
Member Framework with this goal in mind, while recognizing, and taking advantage of, the
existing structure of CDS markets and the nature and regulatory status of its Clearing Members.

From the perspective of the public interest, this framework is consistent with the
Department’s mandate to require that intermediaries in government securities transactions that
receive or hold funds and securities on behalf of others comply with standards that safeguard the
interests of the customers. The approach taken in the Non-Member Framework, in ICE Trust’s
view, provides a robust level of segregation of Client assets from Clearing Member assets in the
event of a CDS default. As with the relief granted in the March 2009 order, ICE Trust believes
that an exemption from government securities broker-dealer registration for Clearing Members is
appropriate in the context of non-member clearing. ;

Requiring Clearing Members that receive or hold funds and securities on behalf of
Clients in connection with transactions in non-excluded CDS to register as government securities
broker-dealers may deter the use of central CCPs in CDS transactions, to the detrlment of the
markets and market participants generally.

Not only do we see little or no benefit accruing to investors or the general public from
such a requirement, we believe the resulting commitment of regulatory resources would be
inefficient and would not be justified by a cost-benefit analysis. Of greatest concern, however, is
that the burdens such a requirement would entail would likely erect a significant obstacle to
achieving the benefits sought to be achieved by ICE Trust’s proposed Non-Member Framework

4 See Commitment Letter from Major Financial Market Participants to The Honorable William C. Dudley,

President of the Federal Reserve Bank of New York, (June 2, 2009), available at
http://www newyorkfed.org/newsevents/news/markets/2009/060209letter.pdf.

@ The Administration’s proposed legislation relating to the regulation of OTC derlvatlves is available at

http://ustreas.gov/press/releases/tg261 htm.
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and the goals of regulators and market participants to provide access to clearlng to buy-side
firms.

|
We also note that the conditions and protections in the ICE Trust Order would continue
to apply, including with respect to protections against market abuses, such as market
manipulation and insider trading.

Based on these considerations and the conditions described at Section 8.2 below, we
believe the additional exemptive relief sought herein pursuant to Section 15C(a)(5) of the
Exchange Act fully satisfies the relevant conditions for exemption under Sections 15C(a) (b)
and (d) (other than subsection (d)(3)).** ‘

82 Conditions to Exemptive Relief

As a condition to the exemptive relief requested herein, ICE Trust represents that before
offering the Non-Member Framework, ICE Trust will adopt a requirement that Clearing
Members are regulated by: (i) a signatory to the International Organization of Securities
Commissions Multilateral Memorandum of Understanding Concerning Consultation and
Cooperation and the Exchange of Information, or (ii) a signatory to a bilateral arrangement with
the Commission for enforcement cooperation.

ICE Trust understands that any exemptive relief requested herein would be subject to
compliance with conditions specified in the order, which conditions may include that the
Clearing Member shall be in material compliance with the Rules, and applicable laws and
regulations, relating to capital, liquidity, and segregation of customers’ funds and securltles (and
related books and records provisions) with respect to Cleared CDS.

IX. Conclusion

Based on the foregoing, we respectfully request that the Department issue a supplemental
exemptive order or rule order pursuant to Section 15C(a)(5) of the Exchange Act, for the
avoidance of uncertainty, (i) to include Client-Member Transactions and the Non-Member
Framework, and (ii) exempting any Clearing Member from any requirement that it comply with
provisions of the Exchange Act governing securities transactions, to the extent such provisions
would otherwise be applicable to such Clearing Member, in connection with the receiving or
holding of funds or securities from other persons for the purpose of purchasing, selling, clearing,
settling, or holding Cleared CDS on the terms and subject to the conditions described in this
request. ‘

We also request an extension to the ICE Trust Order. We believe that the ICE Trust
Order continues to be in the public interest and is consistent with the protection of investors, and
that the requested extension is therefore appropriate pending Congressional and Department

43

ICE Trust acknowledges that future changes in the law applicable to CDS may affect the relief granted
herein. ‘
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action. To the extent this extension is granted separately from the request to expand the ICE
Trust Order, we respectfully request harmonization of the expiry dates, if any, of such
prospective orders. ’ :

We believe that the granting of the foregoing supplemental exemptive relief will continue
to foster an important and much needed innovation in the CDS market that promises many risk
mitigating benefits not only for the Clearing Members and their Clients directly involved but also
for other financial market participants and investors generally. Moreover, we believe that these
benefits can be provided without prejudicing the interests of any constituency or imposing
inappropriate financial or regulatory risks. Accordingly, we believe that the requested relief is
appropriate, in the public interest, and is consistent with the protection of investors.

* * %*

If you should have any questions or comments or require further information regarding
this supplemental request for exemptive relief, please do not hesitate to contact the undersigned
at (312) 786-5763 or kevin.mcclear@theice.com or Geoffrey B. Goldman (at (212) 848-4867 or
geoffrey.goldman@shearman.com) or Russell D. Sacks (at (212) 848-7585 or
rsacks@shearman.com) of our outside counsel, Shearman & Sterling LLP.

Very truly yours,

Kevin McClear

cc: Lori Santamorena
Heidilynne Schultheiss
Josh Kans, SEC
James Eastman, SEC

cc:  Johnathan Short, Esq.
Jessica Bertoldi, Esq.
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