
November 17.2010

Via Electronic Mail

Xlr. David A. Stawick
Secretary
C'ommodity 1'utures 'I rading C'. ommission
Three Lafayette Centre
1155 21st Street, ':4.W.
Washington, DC 20581

Re: Rl'.V 3038-AD01 Requirements for Derii atii es Clearing Organizations

Regarding thc Mitigation of Conflicts of Interest.

Dear 0:1r. Stan ick:

This letter is submitted by The Options C'. lctning Corporation {"OCC")in response to the
C'.ommission s recent release {the Release" )' requesting comment on its proposed rules {the
"Proposed Rules" ) for derivative clearing organizations («DCOs"). designated contract markets

and swap execution facilities re«arding the mitigation of conflicts of interest. The Proposed

Rules are being promulgated in response to the mandate of the Dodd-Franl' Wall Street Retorm

and C.'onsumer Protection Act { Dodd-Frank' ). Our comments are limited to those aspects ol

the Proposed Rules that affect DCOs. We recognize that the Commission s
proposed

rules are

similar to rules recently proposed by the Securities and Exchange Commission. We applaud the

efforts of the tv~ o agencies to co-ordinate their rule-making actin ity. We intend to ftle a
comment letter with the Sl C. that is substantially similar to this comment lettet.

Executii c Summar~

As a threshold matter. axe note that, while OCC is registered as a DCO. it conducts 99'.10

of its business as a registered securities clearing agency subject to the jurisdiction ol the

'
Requirements for Derivatives Clearing Organizations, Designated Contract Markets, and Swap Execution

Facilities Regarding the 'Mitigation of Conflicts of Interest. Commodity Futures Trading Commission, 75 FR 6373

(Oct. 18. 2010).
I'ub. I.. 111-203.

'
Ownership I.imitations and Governance Requirements for 'Security-Based Snap Clearin A& cncies, Security-

Based Swap Execution Facilities, and National Securities Exchanges V'ith ltespect to Securiti-Based Swaps I:nder

Regulation MC; Release No. 34-63107, File No. S7-27-10, 75 FR 6&882 {Oct.26, 2010).



Securities and Fxchange Commission ("SEC"). We believe it is inappropriate for OCC to bc
subject to th» ("ommission&s I'roposed Rules lvhcn so little of OCC's activity is as a DCO, and

especially since 0("("does not clear swaps and has no present intention of doing so. OCC s not-
I'or-profit. market utility model through which it acts as the clearing organization for multiple
exchanges has been widely praised as a model for the industry. 0(."C provides its clearing
members with efficient, low-cost clearing services and superior risk management, thereby
benefitting customers and the public. OCC&s g&o~crnance structure divas carefully designed eith
the participation of the SEC to proi ide fair representation to clearing members. OCC rules

require that 'Member Directors bc rcprescntati~ c of OCC's oi crall membership. il, hich includes
larg&c and small firms thus assuring that the largest tirms (including those that are the largest
dealers in 0 I C derivatives} do not control the Board.

OCC belie~ cs. for thc reasons discussed below, that its prcscnt governance structure is

generally eflcctivc in addressing thc potential conflicts of intcrcst that are identified in the
Commission s Release. OC(" believes that the ("ommission should limit its Proposed Rules to
DCOs that clear swaps, thereby conforming both to the mandate of the Dodd-I=rank Act and the
SI=.C's corresponding proposal. ' Alternatively. OCC suggests that the Commission simply
permit OCC to be subject to the conflict of interest rules proposed to be adopted by the SE(" in

rcco &nition ot the oi crwhclmin& majoritv ol 0( C s clcarin& activity that is conducted subject to
that agency s jurisdiction. Bx their terms. those rules would bc applicable only to thc extent that

OCC clears security-based swaps.

That said OCC anticipates that it is lil cly to clear security-based snaps at some point in

th» future and ~vill likely become subject to thc Sl'C s proposed conflict ol intcrcst rules ci cn if
it is not subject to those of thc CI"I C. Accordingly we have developed a "fair reprcscntation
alternative that we believe would be a more appropriate and effective means for a clearing
organization operated as a market utility to address the types of conflicts identified in the
Release. We expect to present our suggestions to the SEC for its consideration as lvcll.

As discussed in morc detail below. ac bcliex e that the I'roposed Rules as drafted are too
prcscripti~ e. arc incompatible w ith a fair representation model. and are likely to lead to
significant unintended consequences. Among our specific concerns are the following:

~ The requirement of 3&"::opublic directors lvould result in a dilution of rcprcscntation ol

clearing members. who are the constituents with thc &&rcatcst interest in maintainin&& a
market-utility model. Dilution of their interest will lil cl~ have adverse consequences for
such a model. Notwithstanding the foregoing, OCC believes that public directors make
an important contribution to the board of a clearing organization, and suggests that a
standard of as much as 20".;o i1ould bc consistent with a fair representation model.

~ Conflicts of interest can bc el fectively controlled by requiring that directors representing
clearing members be representative of a diverse group of large and small firms and
different tx pes of business models. Firms identified as ' cnumcratcd entities- in thc
Proposed Rules need not control the hoard, and in OCC s case they do noi.

1 Ills Is irUc Q Ilctllct Illiasured b&, coniraci volU111c oI opcil IIlicl csi.
75 I'R 65882. 65893-904.



Thc Commission's proposed composition requirements for risk committees would be
inappropriate if made applicable to the entire committee. Risk committees should not be
chaired or dominated b& public directors, who are unlikely to have the necessary
practical experience or the availability or involvement to deal effectivelp with crises. On
the other hand. the Commission's proposed alternative of applying its composition
requirements only to a subcommittee that ivould make decisions whether or not to clear
particular types of sv, aps set membership standards and approve membership
applications is. in our i icw, workable with the suggested reduction ol the public director
requiremcni. to 20'0 in the case of the fair representation alternative. We believe that.

customer representation on the committee is inappropriate in any case.

~ We do not believe that it is necessary or desirable to limit the percentage ol ownership or
voting rights that clearing members may have in a DCO il the DCO has governance
standards meeting the requirements of an appropriate fair representation model. The

imposition of such a limitation could be adverse to a nonprofit market utility clearing
model because clearing members and participating exchanges are the only parties likely
to invest in such a clearing organization. I.imiting ownership by members could make
such models very difficult to establish and maintain.

Whatever standards are ultimately included in its conflict of interest rules we strongly
believe that the Commission should retain v,'aiver authority with respect to both governance and

ownership/votin & requirements. C~ii en the risk ot unintended consequences resulting from hi hl&

prescriptive rules it is important to preserve some flexibility.

In response to the commission's request for concrete examples. wc have set forth below
a detailed discussion of OCC's existing governance provisions that we believe reflect an

appropriate fair representation standard. In addition we hax e described below'~ and summarized
in Appendix I to this letter requirements that could be added to the I'roposed Rules as an
alternative available to clearing organizations that clear swaps and that are operated on a not-Ior-
profit, market utility model. While requiring OCC to add soine additional public directors.
adoption of these standards would allow OCC to comply while maintaining the basic governance
structure that has served it v,:ell throughout its history.

Discussion

We believe that the Commission has correctly identified the relevant potential conflicts of
interest by seckin ~ to mitigate conflicts that may inliuence decisions regarding: (i) whether a
swap is capable ol being cleared; (ii) minimum criteria for becoming a sv,::ap clearing member
and (iii) whether a particular applicant meets those criteria. While we support the7

Commission's determination to carry out the mandate of Dodd-I'rank by addressing these
important issues, we are deeply concerned that the Proposed Rules are overly prescriptive and

could have signilicant unintended consequences for the market-utility model of providing
clearing sera ices. We respectfully request that the Commission either limit the proposed rules to

'7s I R 63738.
75 I R 63733.



DCOs that clear swaps. permit OCC to be governed by the SEC's conflict of interest rules. or
consider adopting a "fair representation" model in coordination with the SEC.

()( ( /?ac( r?'r)????(? I?? 0?' mat?0??

Founded in 1973, OCC is currently the world's largest clearing organization for financial
derivatives. OCC is the only clearing organization that is registcrcd with the SI:C as a securities
clearing agency pursuant to Section 17A of thc Securities Exchange Act of 1934 (the -Exchan &c

Act-) and ivith thc CI'TC as a DCO rcgistercd under Section 5b of the Commodity I'xchange Act
(the -CEA"). OCC clears sccuritics options. security futures and other securities contracts
subject to SEC jurisdiction. and commodity futures and conunodity options subject to the
Commission's jurisdiction. OCC clears derivatives for all nine II.S. securities options exchan«cs
and fix e futures exchanges. It has operated safely and effectively for over 35 years including

through the market crises in 1987 and 2008. mitigating systemic risk. associated ivith derivatives
trad 1n &«g.

OCC has

always

s been operated as a non-profit market utility. Each year OCC returns to
its clearing members the excess of clearing fees received ox cr its operating costs plus an amount

reasonabl& required to be retained as additional capital to support its clearing actix itics. OCC
acts as the clearing or«anization lor multiple exchanges, and identical contracts traded on more
than one exchange and cleared through OCC arc fungible in clcarin«member accounts at OCC.
This model fosters competition among execution venues while minimizing clearing costs. Price
competition amon execution vcnues and low clcarin&& costs. in turn lower the cost of trading lor
public custoincrs. OCC believes that its clearing fees ai eragin& 1.8 cents per trade side arc
the lowest of an& derivatives clcaringhousc in the world.

OC'C's Ow'nershi and Governance Structure

OCC is owned equally bx ftx e options exchanges and currently has approximately 1 0
clearing members. OCC's Hoard ol Directors has 16 members consisting of nine clearing
metuber directors ("0Icmber Directors" ), fti e directors nominated by the stocl holder exchanges
('Exchange Directors "), one director who is not affiliated with any national securities exchange,
national securities association. or broker or dealer in securities (the "Public Director ') and the

Chairman of OCC (the "Management Director" ). &4?hile thc vlcmber Directors control the Hoard

(with 9 of 16 seats). OCC rules require that Member Directors bc rcpresentativc of OCC's
ox erall membership, which includes large and small firms. thus assuring that thc largest firms

(including those that are the largest dealers in 01C derivatives) do not control the Hoard.

Directors arc ineligible to serve on OCC s Nominating Committee which nominates both
5:Icmber Directors and members of the next year s 4'ominatin& C.'ommittec, and no person

" The participating options exchanges are BA'I'S Options Exchange, C2 Options Exchange, Inc. . Chicago Board
Options Exchange. Inc. , International Securities Exchange. NASDAQ OMX BX. Inc. , NASDAQ OMX PI II.X,
Nasdaci Options Market, NYSL Amex Options, and NYSE Area Options OCC clears futures products traded on

CBOI; I-utures Exchan c. NYSI-: l.iffe L~.S., NASDAQ O.'VIX Futures Exchan e and ELX l=utures, as &veil as

security futures contracts traded on OneChicago.
I leo of OCC's stockholder exchanges NYSE Amex Options and NYSI Area Opiions — are under common

o&vnersh ip.



associated with the same firm as a member of the Nominating Committee may be nominated as a
Member Director or a member of the next year's Nominatin&& C.'ommittee.

OCC s Menibership. 'Risk Committee is composed ot the Management Director, the

Public Director, and five Member Directors. This commi1tcc manages the risk of the

clearinghouse, including making decisions on clearing membership. All clearing members must
meet certain requirements regarding tmancial responsibility operational capability, and

experience and competence. l-ach clearing& member must have;in initial net capital of
$2, S&00,000 prior to heing admitted, and in order to have contracts cleared„members must

maintain a minimum of $2„000.000 net capital, »» ith increasin & margin requirements for
positions not adequately supported by capital. The committee's composition guarantees that the
directors making critical risk management decisions not only hai e the required cxpertisc to do

so but also that the committee is composed of members with a financial stake in the decisions
made. The qualit» ot OCC" s risk management is retlected in the fact that OCC" divas the first
clearing organization to receive a AAA credit rating from Standard and Poor's, v, hich recently
noted that OCC's financial safcguards functioned particularly well during the times of extreme
market volatility in 2008 and 2009. '

OC". C"s carefully desi&&ned &&ovcrnancc structure has allowed OCC to opcra1e as a market

utility, providing loiv cost clearing services to its members„vvhilc maintaining open access to
members that meet OCC's membership requirements but ensuring that margin levels are set at

appropriate levels to manage risk in a cost-effective manner.

OC'C''s Concerns»ills Pro ro&ed J3oai danJ C'oInniillee Cons vosilion Re( niI enienis

As nofcd above, OCC believes the proposed governance rules are too specific and

prescriptive to be appropriate in all cases and they are not appropriate in OCC's case. %'e have

identified below 1he specific aspects of the Proposed Rules that yve tind to be ill suited to a fair

representation model.

Public Directors. XVherc. as in OCC."s case, a clearinghouse operated as a market utility

provides significant board representatiori for stakeholders other than clearing members, adding

sufficient numbers ot public directors to meet the Commission's proposed 3:&;o standard can

unduly dilute clearing member influence on the board. Ihis ciin in turn threaten the market

utilit& model. Member directors have the strongest interest in the preservation ot the mark& t
utility model bccausc they represent clearing members who not only bear the tinancial burden of
systemic risk management, but also directly benefit from low cost clearing services and

appropriate margin levels. Preservation of OCC s market utility model depends on maintaining

the appropriate balance among OCC" s various constituencies. OCC s governance structure yvas

carefully cons1ructcd with the ac1ive participa1ion of the Sl C' to balance thc competing interes1s

among large and small cle'iring members. clearing members representing different business

models, and the stockholder exchanges (which compete with each other}. lncrcasing the public

director requirement means that both small and large clearing firms mould have a diminished

role.

" 'Standard and Poor's. Fu/I A»&1(f &&ls', Oui&&ns Cl&. &&ri»&& Corporation (March 12, 2010).



OCC recognizes that public directors can play a constructive role on a clearing
organization s board of directors. There are talented and knoii led&&cable candidates available to
seri e this function. and they &&eneralli' provide a perspective independent of the self-interest ol
ani particular constituency. I-Ioivei er, public directors —rc&&ardless of hoix experienced and
I nov ledgeablc they may bc arc not a magic bullet to cure all conflict of interest issues. While
public directors are useful. they should not have so large a presence on a board that fair
representation of a broad spectrum of the clearin&& membership is compromised. We believe this
iiould be the case if OCC ivere required to hai e 3&".'&& of its board comprised of public directors.

As noted above, thcrc is no reason to force OCC to mal e a destabilizin&& change in the
balance of its Board of Directors and committees xvhen the balance has worked so ivell. OCC
beliei es there are other options available to address the Commission's concerns re&&arding

potential contlicts of interest that are more conspatibte with a marl'et-utiliti nsodel.

We also believe that the required percenta&&c of public directors should be affected bi the
presence on the board of directors xvho, while they have a business interest in the clearing
organization. also have potentially difterent interests from the interests of clearing members.
OCC s Exchang&e Directors. who represent the stocl. holder Exchan&&es, are an example. Such
directors mai be seen as quasi-independent because they do not fall xvithin the bri&&ht line
exclusion fiom the Commission s proposed detinition of -public director- ei en though thei are
not fully disinterested. While Exchange Directors have an interest in OCC, their interest is not
the same as the interest of Member Directors especially Member Directors xvhose firms are
sivap dealers. Exchan&&e Directors have no interest in excludin&& snialler firms tronl membership
or in settin&& nlemhership or mar&&in requirements at levels hi&&her than required for prudential
reasons, nor are thei motivated to protect markets conducted other than on exchan&&es. Where
such directors are present. the& make the 3&% public director standard not only less necessarx
but also more cumbersome to apply. both because their presence increases the size of the board
before any public directors are added. and because they increase the number of public directors
needed to con&prise 35% of the entire board.

Nominatin~ Committee. I..'nder the I'roposed Rule. a DCO's nominating committee
would be required to be 51% public directors and chaired by a public director. This nominating
consmittee would "identify individuals qualified to serve on the Hoard of Directors. consistent
ivith criteria approi ed by the Hoard of Directors and with the composition requirements set forth

[in thc rule. ] In OCC&s case. this requirement is incon&&ruous. OCC&s nominating comnsittee
nominates onli Member Directors. The Exchange Directors are selected bi the respectiie
stockholder exchanges that they represent with no role for the nominating committee. OCC&s

Public Director is currently nonsinated by the Chairman of the Board of Directors, with the

approval ot the Hoard. We ivould prefer that the Proposed Rules be modified to preserve OCC s

abiliti to use its present method of nominatin&& and approx in&& public directors. In the alternatii e.
public directors could bc selected by a nominating committee consistin&& of other public
directors.

75 I R 63752.



Risk Committee. The Proposed Rule v ould require a DCO's risk committee to be
composed of 3&', &~ public directors and 10% customer representatives. It would also require that
the chairman ol the risk committee be a public director. OCC believes strongly that the risk
committee must be chaired bx a representative ol management rather than a public director and
that member Iirms should predominate in its composition. 'I'he risk committee is tasked ~vith

handling market/financial crises, as well as less momentous issues that nevertheless may need to
be addressed on short notice. Public directors generally would lack necessary practical
experience to deal with crises and have no "skin in the game. 'I hat said. the Commission s
'ilternative of creating a subcommittee to determine: (i) membership standards (ii) approve or
deny membership applications. and (iii) determine products eligible for clearing is workable for
OCC. Such a subcommittee would be subject to the composition requirements. and would free
the risk committee itself from those requirements. Under that alternative. OCC ~vould retain its
present risk committee composition and create such a subcommittee for the stated purposes.

We belie& e that customer representation on a risk committee is inappropriate. especialh
where the composition requirement applies only to a subcommittee with the limited function of
determining product and membership eligibility. Customers' interests in each of these areas are
served by maxilnuln openness consistent with good risk management. and a "I'iir representation"
model that includes balanced representation of large and small tirms and some public directors
should be sufficient to ensure that. I&equiring customer representation for this function alone
v:ith no other involvement with the DCO is likely to result in participation by someone who is

too remote from the business to be effective. In addition. involving customers in decisions about
appropriate margin levels is potentially troubling because clearing margin requirements can be
reflected in customer margin recluirements. and customers have an economic interest in
minimizing their own mar«in requirements. While DCO members similarly may have an interest
in keeping mar &in requirements low. this interest is balanced by the fact that they may be
assessed to make up losses resulting from the failure of other members. While customers and
members alike sh;ire an interest in ensuring that the clearinghouse remains solvent. this interest is
much more remote than thc interests of members in not has ing to make up losses resulting from
the default ol an inadequately mar«ined member. In addition in a clearing organization such as
OCC. which clears for a wide x ariety of securities and futures products that are used by different

groups of customers, it would be difficult to define any meaningful customer representation.
On the other hand. OCC strongly supports customer involvement in decision-mal ing with
respect to O'I C derix ative products. We believe that the most appropriate means of achie~ ing
that is throu& h the creation of an advisory committee that ivouid include end-users of those
products as nell «s dealers . 'I his committee could address on an advisory basis a wide range of
topics including but not limited to those issues that are addressed by the Risk Committee.
Indeed. OCC's current plan is to create such a committee in connection with its intention to clear
O'I C index options.

.-I &(&(ilk )nCll ( Oilllll&. il($

Limit the Pro osed Rules to DCOs that clear swa s. Section 726 of Dodd-Frank requires
the Commission to adopt rules "to mitigate conflicts of interest" ivhich may include "numerical
limits on thc control of, or the votin«rights with respect to. an& [DCO] i/~&i( cl&. a& s su aps. . .

"
(emphasis added). Congress referred to DCOs three times in Section 726. and in each case i~as
careful to add the qualifier "that clears swaps.

"
Congress s intention is similarly reflected in



Section 725(d), which requires the CFTC to "adopt rules mitigating conflicts of interest in

connection vvith the conduct of business by swap dealers or major swap participants that conduct
business»vith. . . a DCO tlui1 clear»»iiap» in»vhich the svvap dealer or major s»vap participant
has 'i material debt or material equity investment" (emphasis added). Hy applying thc Proposed
Rules to all DCOs without regard to whether they clear svvaps or have any intention of doing so.
the Commission has needlessly gone beyond the mandate of Dodd-Frank.

The Proposed Rules are not »veil-suited to the circumstances of non-s»» ap clearing DCOs.
I'he I'roposed Rules specifically address the concerns outlined in Dodd-Frank and are

particularly tailored to the conflicts that are Iikeh to arise»vhcre DCOs might seel to clear svvaps

to which their clearing members are counterparties and the clearing of which those members may
fear»vill reduce their own profits. To allow these specific concerns to determine the governance
structure for all DCOs is inappropriate. The SI'.C lias restricted its proposed conflicts of interest
rules to those securities clearing agencies that clear security-based svvaps. 'I'he broader goal ot
inter-agency harmonization would be best served by the Commission adopting final rules that are

similarly limited.

Waiver of Commission Rules for OCC. While OCC is dually registered»vith both the
Commission and the SEC. the overvvhelming majority of OCC s clearing activities relate to its
role as a securities clearing agency. OCC s current governance structure vvas carefully worked
out with the active participation of the SEC to meet the fair representation standards of Section
17A of the Fxchange Act, taking into consideration OCC's unique ownership structure and the
expectation that OCC v ould be operated as a market utility. I he interests of the participant
exchanges. members and the public were all taken into consideration. and the model has endured

and thrived for many decades. It would be unreasonable. as vvell as unnecessary. to disrupt this
model by imposing a rigid set of prescriptive rules designed as a "one size flits all" solution for
DCOs engaged in activities in which OCC has no intention of engaging.

Even if the Commission chooses to impose thc Proposed Rules on all DCOs. the

Commission should ensure that it has retained sufflcient flcxibilit» to waive or modify the rules

vvherc necessary or appropriate to carry out the purposes of the CI A as amended by Dodd-I'rank.

The Proposed Rules wisely grant the Commission waiver authority with respect to the ownership
I ules. and that authority should be extended to the governance rules as well.

We belicx c that so Iong as OCC does not clear swaps- —and perhaps even if it did—it

»vould be appropriate to permit OCC to be & o» erned by the rules applicable to SI.'C-regulated

clearing agencies that clear security-based swaps. Section 5b(h) of the CEA as amended by
Dodd-Frank expressly permits the CI=TC to exempt. conditionally or unconditionally. a DCO
fiom registration as such to allo»» it to clear snaps if the CI='I'C finds that the DCO is subject to
comparable comprehensive supervision and regulation by the SEC. If the Commission is
empowered to do that. it can certainly take the lesser step of simpl» allowin & a clearing agenc»

that is also registered as a DCO to comply with the conflict of interest rules of the SEC.

While the currently proposed ownership restrictions and governance requirements of the

SI'.C and the CI-"I'C are similar they are not identical. Imposing on OCC the obligation to
conlply with both could potentially lead to conflict. or even if there is no actual conflict, to a set

of cumulatix e provisions and restrictions which address the same issues in difTerent ways. are in



that sense either redundant or more restrictive than either set of regulations would have been
standing alone. and which, in the aggregate, neither regulator «ould have thought «ise to
1lllpose.

%givers and Flexibility. The waiver authority included in the Proposed Rule is far too
limited because it applies only to ownership and voting provisions and not to governance
provisions and because, even «ith respect to x otin&~, the Proposed Rule strongh implies tha1 any
«aiver would b» temporary. The rule should be modiflied to give the Commission express
authority to «aive governance rules. These rules «ill certainfi lead to unintcndcd consequences
if thc Commission does not provide itself with adequate flcxibility. Waivers of ownership and

voting provisions should be available on a permanent basis in appropriate circumstances.
Indeed. OCC «ould require waiver ot the ownership requirements under the Proposed Rule for a

very technical reason: the combined ownership in OCC of t«o affiliate exchan& es exceeds
20% and onc of them owns an OCC clearing member that it uses solely for the purpose of
routing orders to other options marl ets. Although this situation «as clearly not intended to be
prohibited by the Proposed Rule, as drafted it appears that it would be prohibited because greater
than 20% of OC C's equity ownership is held by affliliates of a clearing member.

,Sii«ested I'air Re vI esentcIfio~i tA)((el

As mentioned above, OCC believes that the Proposed Rules are overly prescriptive.
DCOs should retain the ability to demonstrate to the Commission that an alternative model
effectively addresses the conflict of interest issues identified in thc Proposed Rulc. If the
Commission net crtheless prefers a more prescriptive and rules-based conflict of interest regime
«e have proposed an alternati~ c "fair representation" approach outlined in Appendix I. %'e

believe this alternative would bc effective in controlling the particular conflicts of interest
enumerated by the Commission in the Release while preserving sufficient member representation
to be consistent «ith a fair representation model.

The fair representation model set forth in Appendix I requires that at least 20% of 1h»

Hoard be comprise of Public Directors, while requiring tha1 at least 40% and not more than

60% of the Board consist of Member Directors. The remaining 20% to 40% of the Board could
include representatives of non-member stockholders and exchanges or other execution facili1ies
that submit transactions to thc DCO for clearance.

Even though Member Directors could be up to 60% of the Hoard, they «ould be rcquircd
to be representative of clearing members as a group. Because the fair representation model
«ould be available only to firms that have, or (in the case of a start up) can demonstrate a
credible plan to hax c. at least 25 clearing members. this standard «ould be sufficient to ensure
that the DCO is not dominated hy a small group of Large s«.ap dealers tha1 can exclude other
members for anti-competiti~ c reasons.

The proposed provisions relating to nominating committccs mirror OCC's current By-
I aw provisions and reflec1 OCC's experience that these rules work we111o ensure balance ot
representation on thc board. Alternatively, the rulc could simpfi require that a DCO have a

nominating committee structure that is reasonably calculated to result in broad representation of
clearing members and other constituencies and leave it to the regulatory process to determine



whether a given proposal meets that standard. The Commission's rules could also require that a
DCO provide in its lory-Laws a more specific standard for assurin&& a broad representation of
member firms. Appendix I contains an example of such a Iormula. We believe it would not bc
appropriate for the Commission to attempt to adopt a highly prescriptive formula that would hc
applicable to all DCOs using the fair representation model.

We believe that it is critical that the oi erall composition and the chair of the risk
management committee be left to the discretion ol the board. In OCC's experience, this is a
critical committee whose membership prox ides essential guidance and experience in setting
overall polic~ and handling crisis situations. Wc applaud the Commission's proposal to give the
board unfettered discretion in determining the composition of such a committee by allowing the
composition standards to be applied only to a subcommittee char& ed xvith the specific tasks of
d«tennining product eligibility Ior clearing membership standards and membership approx al or
disapproval. We think a requirement of 20.''o public directors on such a committee would be

appropriate in a lair representation model, and the chair could be either the Manag&ement Director
or a Public Director.

With respect to ownership and governance, we think it important tn rcco&&nize that a
marl. et utilih model that is operated on a not-for-profit basis ivill not attract investment except
by those wvho benefit from its sen ices and that group is most lil'«ly limited to clearing
members and exchanges. The most direct beneficiaries are the clearing members. Accordingly,
OCC believes that limitations on their ownership and i oting while not affecting OCC's current
ownership structure, could pose a sig&nificant barrier to the creation ol other clearing&

or&&anizations based on a market utility model. II some ov&, nership limits are deemed necessary.
the~ should be limited to rules that prevent concentrated ownership by the lar&&est dealers.

All governance and ownership provisions should be subject to a general waiver authority
to allow the Commission to address specific situations as necessary to achier e the policy goals.

Conclusion

OCC has generally been regarded as a model clearing organization. Operated as a market
utility for the ben«fit ot its participant exchanges, clearing memb«rs and the in' «stin&& public,
OCC is effectix ely a non-protit or&&anization a ith a proud history ot providing safe, reliable and

lou cost clearin&& ser~ ices for increasing volumes of transactions through turbulent markets and

financial crises since 1973. The clearing requirement imposed by Dodd-I rani is itself a
recognition of the success of OCC and other clearing organizations in mitigating systemic risk
and contributing to the safety of financial markets. We strongly believe that there is no sufficient
justification for the Commission to require chan&&es in a governance structur« that has served
OCC so well in order to address potential conflicts ol interest i~ ith respect to products that OCC
does not clear and does not intend to clear. Accordingly, OCC is respectfully requesting that it

not be mad«subject to those rules either by limiting them to DCO's that clear swaps or,
alternatively. by permitting OCC to be governed by the conflict of interest rules of the SEC.
notwithstanding these comments. OCC also encourages the Commission to coordinate v ith the
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SFC to adopt a ' fair representation" alternative to the Proposed Rules that mould be made
ai ailable to any clearing or&ganization that is operated as a not-for-profit mari ct utility.

'Sincerely,

F

/, .

' 9,'aync P. Luthringshausen
( hafrnlan and ( hlef Lxecutive Off lcel

cc: Gary Gensler
Chairman

Conlnlodity I-'utures Trading (.'ommission

Michael V. Dunn
Commissioner

JIII I'. Sonlltlcl s
Conlnll sslonel

Bart Chil ton
Commissioner

Scott D. O'Xfalia
Comn1issioner

Ananda Radhai rishnan
Director
Diiision of Clearing and Intermediary Oversight



APPENDIX I
Proposed "Fair Representation" Alternative

~ The following "lair representation" governance and ownership. 'voting proi isions are

suggested to bc added to th«1'roposed Rules as an altcrnatii e that would be available to
clearing organizations that are operated as not-for-profit market utilities and that have or are

reasonably expected to ha~ e, at least 25 clearing members,

~ C&overnance Standards

o Board Composition

~ I'roposed I&equirements

~ One representative of management shall he a director ("Management
Director" )

~ Representatives of mcniber firms ("W'Icmber Directors" ) shall

constitute at least 40% but not mole than 60% ol directors and shall

reflect balanced representation of large and small lirms types of
business and other relevant characteristics as provided in the

governing documents of the DCO.

~ 'I'he rule could require a DCO to adopt an appropriate Iormula for
balanced representation e.u. , list firms in order of clearing volume and

dii ide ordered list into 3 groups. each ol which accounts Ior 1/3 ol the

total volume. Each group elects three directors.

~ Not less than 20% I'ublic Directors (as delined in the Conflict Rules)

~ Remaining directors may include representatives of exchanges and'or

non-member owners of the DCO

~ 'I'his model might result, in OCC's case in a 19 person board consisting ol:

~ 9 Member Directors (47.4%)5 }-'ychange Directors (26.3%)

~ 4 Public Directors (21%)

~ 1 v1anagcment Director (5.2%)

~ V1hile public directors would be less than 35% ol OCC's Board the non-

member directors as a group would have voting power greater than the

member directors ~~ hile retaining a sufficient member representation to
preserve a strong interest in the market utility model that OCC divas created to

be.



o Committee Structure

~ Risk Management Committee or Subcommittee v~ith responsibilit& for: (i)
clearing member eligibilit& standards; (ii) approx al of clearing member

applications: (iii) determination of products eligible for clearing:

~ Chair must be the Management Director or a Public Director

~ 20":o Vublic Directors

Representatives of Enumerated Entities may not constitute a majority
of the committee

~ Nominating Committee[s]

~ Member Director Nominating Committee

o May consist entirely of clearin& member representatives

o Xo member of nominating committee may be afliliated with

the same firm as a Board member

o Nominating committee cannot nominate any person affiliated
iiith a committee member

c Must have same diversity ot representation as Member
Directors

~ Public Director Nominatin&' Committee

o Public Directors might be nominated either by the Mana& ement
Director with approval of the Hoard or by a Committee as

follows:

~ 50":o Vublic Directors or persons eligible to serve as
Public Directors

~ Initial Public Director Nominating Committee to be

appointed by Board thereafter the Committee chooses
its successors subject to Board approv al

c No requirement as to who can chair

~ Executive Committee (if any)

~ 20'io Vublic Directors

~ Disciplinary Vanels
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~ At least onc person who is not disqualified to be a Public Director
("Public Participant")

~ C"haired by Public l'articipant or iguana ~ement Director or Lxecutii c
Officer of the DCO

~ Ov, nership Standards

o No ownership or ~otinu limitation is needed in the fair representation alternative.



I he lollop in & are thc specific proi isions of the Commission's proposed Conllict Rules that

OCC belie&«s should be amended:

Part 39 (Derivatives Clearing Organizations)

Proposed Section 39.13 (g)(1) General. Add new sub-section specifying that ' nothing in this

section shall appl) to a DCO that does not clear snaps.
"

Proposed Section 39.13(g)—Risk Mana ement Committee. OCC believes that the proposed rule
as drafted would bc generally workable with the critical condition that the Commission retain thc
proi ision that would allov' the creation of a subcommittee to address memb«rship elig&ibility.

;idmission of new members and product elig&ibilitx. In addition. however& i~e belics c that th»

requirement of 10% customer representation should be elimin;ited und that. if a DCO elects thc
"fair representation

' alternative, the requirement of 35% public director participation be
modified to require 20% public directors. provided that representatives of Enumerated Entities
shall not constitute a voting majority of the committee (or dele&&at«d subcommittee). Finalli
whether or not thc fair representation alternatii « is «lected. the rule should permit the committc«
(or subcommittee) to be chaired by either a public director or a management director.

Proposed Section 39.25 (a) General. Add new sub-section (4) specifying that "nothing in this

section shall appli to a DCO that does not clear swaps. "

Proposed Section 39.25(b) I imits on Votin&& Ec uitv Ownershi a and the I'~crcisc ol Votin&&

Vower. This provision should be amended by adding& an alternative to subpara raph (2). The
alternative vvould provide either that the restriction on ownership and voting is inapplicable to
th» I"air Representation Alternatii e or would create a less burdensome restriction applicable to
the I:air Rcpr«scntation Altcrnatis c so that it would be easier Ior members to own a DCO.

Proposed Section 39.25(b)(3)--- 9 aivcr. This provision should be modified in subparagraph (ii)
to state that a waiver may be granted either permanently or for a period of time.

Part 40 (Provisions Common to Registered Entities)

Proposed Section 40.9 (a) C&eneral. Add ncu, sub-section (3) specifying that ' nothing in this

section shall apply to a DCO that does not clear swaps. "

Vroposed Section 40.9(b) -'I'he Hoard of Directors. Subparagraph (b)(1) I his proi ision should

bc amended bx adding an alternutix e to subp;ira&&raph (i). 'I'hc alternative a ould prox ide that a

DCO that is operated as a mark«t utility shall hus e a Board of Directors that is composed of at

least 20% public directors provided that member directors do not constitute more than 60% of
the board. that member directors are selected by a method that ensures that such directors are

Iairlx representative of all types and sizes of member firms. and that the remainin&& members of

thc board. other than one or two management dir«ctor(s), are r»presentation es of »~changes and/or

non-member stocl. holders.



Proposed Section 40.9(c)—Committees and Panels. The provisions relating to executive
committees and nominating committees mould need to be modified to provide alternative
standards for DCOs electing to operate under the fair representation alternative in order to reduce
the public director requirement on those committees and make the other adjustments necessary to
permit the committee structures referred to in Appendix I.

Ne~v Section 40.9(d')—Waiver. A net~ section should be added alloiving the Commission to
v~aiie the requirements set forth in 40.9(b) and (c) regarding& Hoard of Directors and Committee
composition upon application of a DC0 and demonstration bx the DC0 that it has adopted
alternative means sufficient to meet the policy objectives of those provisions.


