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NOTICE TO MEMBERS
No. 2017 - 126
August 30", 2017

REQUEST FOR COMMENTS

OMNIBUS AMENDMENTS TO RULE A AND D-6, THE OPERATIONS, RISK AND
DEFAULT MANUALS OF THE CANADIAN DERIVATIVES CLEARING
CORPORATION INTRODUCING THE LIMITED CLEARING MEMBERS
CATEGORY AND ESTABLISHING ADDITIONAL RECOVERY POWERS
(RECOVERY PHASE 2)

Summary

On August 1%, the Board of Directors of Canadian Derivatives Clearing Corporation (CDCC)
approved omnibus amendments to Rule A and D-6 of CDCC’s Rules as well as to the Operations
Manual, Risk Manual and Default Manual. The purpose of the proposed amendments is to create
a new category of Fixed Income Clearing Members, the “Limited Clearing Members”, for
qualified buy-side firms, enhance its Default Management process and establish and document
additional recovery power granted to CDCC in the course of its Recovery Process.

Please find enclosed an analysis document as well as the proposed amendments.
Process for Changes to the Rules

CDCC is recognized as a clearing house under section 12 of the Derivatives Act (Québec) by the
Autorité des marchés financiers (AMF) and is a recognized clearing agency under section 21.2 of
the Securities Act (Ontario) by the Ontario Securities Commission (OSC).

The Board of Directors of CDCC has the power to approve the adoption or amendment of Rules
and Operations Manual of CDCC. Amendments are submitted to the AMF in accordance with
the self-certification process and the Ontario Securities Commission in accordance with the
process provided in its Recognition Order.
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Comments on the proposed amendments must be submitted within 60 days following the date of
publication of the present notice. Please submit your comments to:

Ms. Marléne Charron-Geadah

Legal Counsel

Canadian Derivatives Clearing Corporation
Tour de la Bourse

P.O. Box 61, 800 Victoria Square

Montréal, Québec H4Z 1A9

E-mail: legal@m-x.ca

A copy of these comments shall also be forwarded to the AMF and to the OSC to:

Mrs. Anne-Marie Beaudoin Manager, Market Regulation

Corporate Secretary Market Regulation Branch

Autorité des marchés financiers Ontario Securities Commission

Tour de la Bourse, P.O. Box 246 Suite 2200,

800 Victoria Square, 22" Floor 20 Queen Street West

Montréal, Québec H4Z 1G3 Toronto, Ontario, M5H 3S8
E-mail:consultation-en- Fax: 416-595-8940
cours@lautorite.gc.ca email: marketregulation@osc.gov.on.ca

For any question or clarification, Clearing Members may contact CDCC’s Corporate Operations.

Glenn Goucher
President and Chief Clearing Officer

Canadian Derivatives Clearing Corporation

The Exchange Tower 800 Victoria Square
130 King Street West, 5 Floor 3 Floor
Toronto, Ontario Montréal, Québec
M5X 1]2 H4Z 1A9
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L. SUMMARY

The Canadian Derivatives Clearing Corporation (“CDCC” or the “Corporation”) is hereby
proposing an omnibus Rules change in support of the expansion of its membership for Fixed
Income clearing services (which comprises of Repurchase Transactions and Cash Buy or Sell
Trade) by creating a new category of Fixed Income Clearing Members (the Limited Clearing
Members or “LCM”) for qualified buy-side firms, and the introduction of Recovery Powers
(Recovery Rules — Phase 2).

The LCMs will be governed by CDCC Rules subject to certain core principles. In essence, LCMs
are not subject to Clearing Fund contribution but are required to deposit Margin subject to a
multiplier. LCMs have no obligation resulting from the default of another Clearing Member and
are subject to Recovery Powers in a modified fashion.

The introduction of the new category of Clearing Members, which will allow certain Canadian
crown corporations and public sector pension plans to participate directly in the CCP, has
prompted the amendments of the Corporation’s Rules as well as to its Operations, Risk and
Default Manuals.

In addition, the Corporation is proposing changes supporting the enhancement of the Default
Management Process and the adoption of new Recovery Powers, in support of its Recovery
Plan.

These amendments, which include the introduction of additional recovery tools, are proposed in
accordance with regulatory requirements and aim at supporting CDCC’s recovery planning.
These amendments will enable CDCC to ensure the continuity of its critical services if, as a result
of the default of a Clearing Member, CDCC were to face financial stress in excess of the capacity
of its ordinary default management framework. This latter set of Rules changes is referred to as
Recovery Rules Phase 2.

The proposed changes have been categorized as follows:

1) Introduction of the Limited Clearing Members Category: These amendments capture the
changes necessary to address the introduction of a new Clearing Member category
subject to distinct (i) eligibility criteria and governance framework for ongoing
monitoring (ii) Margin framework, and (iii) operational timelines and processes. Such
changes will introduce entirely new Rules which, by their nature, primarily concern not
only the upcoming new type of Fixed Income Clearing Members, but also will directly
and indirectly affect current Clearing Members participating in the system.

2) Ancillary changes affecting Margin: Ancillary to the introduction of the Limited Clearing
Member category, the Corporation is proposing amendments affecting both operational
processes related to Fixed Income Transactions and the Margin framework supporting
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it. These changes will introduce: (i) new operational process supporting the Fixed
Income Variation Margin requirement, (ii) changes to the Margin calculation (including
revision to the Initial Margin, Additional Margin and Variation Margin methodology) and
(iii) the collateral policy.

3) Introduction of an optional tri-party structure for Initial Margin (Approved Custodian):
Ancillary to the introduction of the Limited Clearing Member category, the Corporation
is proposing amendments addressing the acceptable method for pledging Initial Margin
by introducing the use of a tri-party structure for Initial Margin only.

4) Enhance the Corporation’s Default Management Process by:

(i)  introducing the Escalation Procedure, a pre-default tool that allows the
Corporation to manage any failure by a Clearing Member, as a result of an
operational issue, to meet a payment, transfer, deposit, delivery, or acceptance
of delivery when such obligation becomes due under the Rules (Section 11 of the
Operation Manual); and

(i)  improving the terms governing the auction process and the addition of a new
bidding incentives framework aimed to enhance the outcome of the auction
(Section 2.13.3 and Appendix 1 and 3 of the Default Manual); and

(iii)  clarifying the loss allocation process under which the default losses or Recovery
Losses are attributed to the Default Waterfall (Section 3.6 and Appendix 2 of the
Default Manual) and resources accumulated by the Corporation as a result of the
exercise of the Recovery Powers (Section 4.4 and Appendix 2 of the Default
Manual).

5) Enhance the Corporation’s Recovery Process and introduce Recovery Powers: (i)
Reduced Amounts Distribution (“RAD”) (Rule A-1005) which is a tool that supports the
Corporation in its attempt to cover any losses; and (ii) Recovery Auction (Rule A-1007)
and (iii) Voluntary Contract Tear-up (Rule A-1008), which are tools that will enable the
Corporation to return to a matched book.

These initiatives will be treated therein highlighting the impact on the current Clearing Members
and prospective Clearing Members.

. ANALYSIS

a. Background

1. Introduction of the Limited Clearing Member Category
Throughout a long-time collaborative effort engaging CDCC'’s Fixed Income Clearing Members
and the major Canadian participants active in the Canadian repo market, the Corporation has

been striving to put forward a unique approach to direct clearing of Fixed Income Transactions
(Repo and Cash Buy/Sell trades) for buy-side entities. The proposed approach, which is the
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result of this industry-wide dialogue, aims at expanding CDCC’s Fixed Income membership by
targeting qualified buy-side entities that are active in the Canadian repo market and who meet
very specific criteria, including operational readiness and stringent creditworthiness levels. As
further explained below, the introduction of the Limited Clearing Members category will directly
and indirectly impact the current Clearing Members, including through a number of changes of
processes affecting all Fixed Income Clearing Members. That being said, the benefits of this
comprehensive and unique proposal are critical to the Canadian repo market as they improve
the viability of the CCP in stressed market conditions and outweigh the potential impacts of the
changes being proposed. Indeed, the introduction of the LCMs is anticipated to foster liquidity in
the repo market both under normal and stress market conditions and, as such, contributes to
the financial strength and resilience of the CCP.

The proposed approach also led to several minor drafting clarifications and enhancements
which contribute to the clarity and transparency of CDCC Rules and procedures as documented
in CDCC’s Operations, Default, and Risk Manuals which all form part of the Rules.

Core Principles

The LCMs will be governed by CDCC Rules subject to the following core principles: (1) LCMs are
not subject to Clearing Fund contribution but will be required to deposit Margin subject to a
multiplier, (2) LCMs have no obligation resulting from the default of another Clearing Member,
and (3) LCMs are subject to Recovery Powers in a modified fashion as CDCC shall not reduce its
obligation toward an LCM as part of the Recovery Process, with the exception of the application
of Reduced Amounts Distribution, which shall be limited to such Fixed Income Transactions
entered into before novation between the LCM and the suspended Clearing Member.

The core principles expressed under section A-1B01 are detailed and reflected throughout the
Rules and the Manuals and form the basis of this distinct approach. Similarly, the core principles
will be addressed within the relevant section in this analysis, where appropriate.

(i) Distinct Eligibility Criteria & Standard of Membership

CDCC'’s current membership is comprised of major Canadian financial institutions. As expressed
under its Rules, CDCC membership is restricted to (i) Canadian Banks subject to OSFI minimum
capital adequacy requirements, (ii) members of a Canadian exchange subject to IIROC capital
adequacy requirements, and (iii) Financial Institutions that act as liquidity providers for
cooperatives subject to minimum capital adequacy requirements. All current CDCC Clearing
Members are thus subject to eligibility criteria (under Section A-101 of the Rules, “Eligibility for
Membership”) primarily focused on the entity’s structure and standard of membership (under
Section A-102, “Standard of Membership”) which points to applicable minimum capital
requirements and operating standards. In order for these buy-side participants to join the CDCC

5



Fixed Income clearing service on a direct basis as LCMs, amendments to the eligibility criteria
and standards of membership were required to adapt to the diversity of constituting
frameworks that represent these buy-side participants. The new chapter A-1B lays out the
distinctive requirements applicable to Limited Clearing Members.

(ii)  Distinct Margin Framework

Due to their public mandate and their fiduciary obligations, the participation of the LCMs in a
CCP system that allows for loss mutualization was a distinct constraint. The investment policies
of most LCM entities restrain the use of their assets for purposes other than investment,
thereby preventing them from being exposed to losses via activities where they were not
principals. As a means of ensuring parity across LCMs and existing Clearing Members, CDCC is
introducing the distinct LCM Margin framework, which includes the Adjusted Base Initial Margin
(IM) (affected by a multiplier called the Effective Ratio), an Additional Margin for Uncovered Risk
(add-on), and the absence of a Clearing Fund contribution.

As such, the Limited Clearing Members will not participate in the Clearing Fund or be subject to
those Recovery Powers which would be akin to a risk mutualization. Instead, they will contribute
directly an amount of Margin (affected by the Effective Ratio) that will be equivalent to the
amount of Margin and Clearing Fund deposits which another Clearing Member would be
required to deposit for an equivalent position as explained in Section (1) of this analysis. This
construct will ensure that the Corporation remains protected from any risk exposure created by
an LCM by way of front-loading financial resources from said LCM. From the CCP standpoint, the
amount of collateral provided by a Limited Clearing Member is equivalent to that of other
Clearing Members when considering Margin and Clearing Fund deposits, thus ensuring the
resilience of the system in the event that a Limited Clearing Member defaults.

Moreover, in order to guarantee that CDCC has sufficient financial resources to meet the Cover
1 requirement, the LMCs will be subject to an Additional Margin for Uncovered Risk. This Margin
Requirement covers the risk exposure that arises if the total value of the risk represented by an
LCM to the Corporation is greater than the aggregate amount of the Limited Clearing Member’s
Adjusted Base Initial Margin and the total value of the Clearing Fund.

(iii)  Distinct Operational Timelines and Processes
Acknowledging the distinct structure of the LCMs, which generally rely on external service
providers for most of their back-office functions, while representing a low credit risk for the CCP,

the LCMs will be subject to distinct margining process.

The Corporation will be introducing specific timelines for LCMs without otherwise affecting the
other Clearing Members’ timelines, subject to the specific Fixed Income Variation Margin
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changes addressed below in section 2. Specifically, LCMs will have specific timelines to satisfy
their obligations relative to: (1) Overnight Settlement (9:00 a.m.), (2) Intra-Day Margin Calls
(3:30 p.m.) and (3) a pledging window of collateral (6:30 p.m.) as highlighted in blue in the table
below.

Additionally, as LCMs were unable to grant CDCC agency rights to their bank accounts to support
any margin payment in cash, CDCC will establish at the Bank of Canada a distinct account for
each LCM. Each account will be used by an LCM to meet, on exceptional basis, its Margin
obligation in cash, if circumstances so warrant.

2. Ancillary Changes affecting Margin

Ancillary to the introduction of the LCM category, the Corporation is proposing amendments
affecting the operational processes related to Fixed Income Transactions and the Margin
framework that supports the service.

These changes will introduce:
(i) a new risk management and operational process for Fixed Income Variation Margin
Requirement;
(ii) a change to the concentration methodology affecting real return bonds;
(iii) an Additional Margin covering the delivery risk;
(iv) a change to the intra-day variation margin process; and
(v) achange to the collateral policy.

(iv) Change to the Fixed Income Transactions Variation Margin Process

Currently, with respect to a Repurchase Transaction, the calculated amount resulting from the
change in the Market Value of the Purchased Securities and the Repurchase Price of the
Repurchase Transaction (plus any Coupon Income payable to the holder between the calculation
date and the Repurchase Date) and, with respect to a Cash Buy or Sell Trade, a change in the
Market Value of the Purchased Security and the Purchase Price of the Cash Buy or Sell Trade,
which in both cases amount to the gains calculated for Fixed Income Transactions, is aggregated
and subject to a daily Margin requirement process. Such requirement is aggregated with the
Initial Margin required from that Clearing Member and collateralized. In parallel, in respect of
the Repurchase Transaction, the MTM Repo Rate Payment is calculated and exchanged daily in
cash. Additionally, an OCF MTM Payment representing the opportunity cost of funds payment in
respect of such MTM Repo Rate Payment is also calculated daily and paid cash.

The Corporation proposes that the payment of the gains calculated on the Market Value for all
Fixed Income Transactions, which will be referred to as Price Valuation Requirement, no longer
be aggregated with Initial Margin. In addition, the Corporation proposes that the MTM Repo
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Rate Payment for Repurchase Transactions, which will be referred to as the Repo Rate
Requirement, no longer be paid cash. This latter change would eliminate the need for an OCF
MTM Payment. Instead, a Net Variation Margin Requirement, integrating both notions of Price
Valuation Requirement and Repo Rate Requirement, will be calculated for all Fixed Income
Transactions to which a Clearing Member is a party.

(v)  Additional Margin for Concentration Risk - Fixed Income Transactions on Real
Return Bonds (“RRB”)

Under the Corporation’s current Margin framework, an Additional Margin is required for
Concentration Risk, which refers to the risk of loss that may result when liquidating a large
position relative to the assumed ex ante market liquidity in a particular security. In such a
scenario, the realized and assumed closeout periods would not match, thereby exposing CDCC
to a financial loss. As a means of mitigating this risk, CDCC requires Additional Margin for
Concentration Risk when positions exceed certain thresholds. For Fixed Income Transactions,
these thresholds are currently estimated per ISIN, based on activity in the secondary market. For
Fixed Income Transactions on RRBs, the Corporation is proposing that the current methodology
used to determine the Concentration Risk for RRBs be adopted. The proposed methodology will
enable the threshold for RRBs (i) to be based on average amount of bids in the primary market
auctions and (ii) to be applied at the asset class level.

(vi) New Additional Margin for Variation Margin Delivery Risk for Fixed Income
Transactions

As a result of the introduction of the new process supporting the Variation Margin Requirement
for Fixed Income Transactions, the Corporation will be guaranteeing the return of the securities
pledged to it for the purpose of the Variation Margin Requirement.

Thus, CDCC is proposing to introduce a new Margin Requirement which will cover the risk
incurred by CDCC in guaranteeing to each Clearing Member having pledged specific securities to
cover its Net Variation Margin Requirement the return of such specific securities in the event
that another Clearing Member, to which the specific securities were initially delivered, fails to
return such specific securities and becomes a Non-Conforming Member.

(vii) Additional Margin for Intra-Day Variation Margin for Fixed Income Transactions

The Intra-Day Variation Margin (VM) Risk arises when market volatility of cleared volumes
produces unusually large Variation Margin exposures. As a result of the change of process for
Variation Margin for Fixed Income Transactions, the Corporation is proposing to amend the
Additional Margin for the Intra-Day Variation Margin Risk to also capture the intra-day risk
stemming from the Variation Margin for Fixed Income Transactions.



(viii) Amendments to the Collateral Policy

In an effort to enhance efficient use of collateral, the Corporation is proposing to increase the
threshold of certain securities under the current collateral framework.

3. Introduction of an Optional Tri-Party Structure for Initial Margin (Approved
Custodian)

With the introduction of LCMs, the Corporation has been prompted to revise certain processes
in order to facilitate the expansion of its membership. The current CDS process supporting the
pledging of any securities for Initial Margin purposes has been subject to such revision. The
requirement that a Clearing Member also be a CDS participant, or enter into an agreement with
a CDS participant, for the purpose of satisfying any pledging obligation, has proven efficient and
reliable. Similarly, the use of the Approved Depository for providing Margin for certain Futures
or Options has been seen as a flexible alternative.

However, in the context of the expansion of its membership, certain applicants, including the
prospective LCMs that are not otherwise participants of CDS, were more accustomed to the
process of pledging securities in a securities account held by a third party securities account (in
this case, a custodian). CDCC is therefore proposing to its Clearing Members the use of a tri-
party structure, provided that the service provider be considered an Approved Custodian, and
the securities account be subject to an Account Control Agreement between the Clearing
Member, the Approved Custodian and CDCC, which agreement shall be in the form and
substance acceptable to CDCC.

4. Enhancement to the Default Management Procedure

As an FMI designated by the Bank of Canada as systemically important, CDCC must have in place
appropriate policies and procedures to handle participants’ defaults and a comprehensive
recovery plan which defines, inter alia, the set of actions that it can take to address any
uncovered loss, liquidity shortfall or capital inadequacy arising from a participant’s default.
Consistent with its regulatory requirement and the Recovery Guidance published by the
Committee on Payments and Market Infrastructures (“CPMI”) and International Organization of
Securities Commissions (“IOSCO”) (hereafter the “CPMI-IOSCO Recovery Guidance”?!), CDCC
proposed a first set of rules on February 7, 2017 and which was self-certified on July 11, 2017 to
(i) modify certain sections of the Rule A-4 (Enforcement) and Rule A-6 (Clearing Fund Deposits),
and (ii) adopt new rules governing its recovery process (Rule A-10 Recovery).

1 Recovery of Financial Market Infrastructure, CPMI-I0SCO, October 2014, http://www.bis.org/cpmi/publ/d121.pdf. (“CPMI-IOSCO
Recovery Guidance”).
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In line with the CPMI-IOSCO Recovery Guidance, CDCC has reviewed its default management
policies and procedures to ensure that these policies and procedures appropriately capture any
key dependencies, including as a result of the introduction of an optional third party structure
for the holding of Initial Margin (Approved Custodian), and consider broader financial stability
interests. CDCC identified sources of external operational risk which could lead to a default of a
participant and is proposing to mitigate the impact of these risks through the use of appropriate
policies and procedures.

This review led to the introduction of an Escalation Procedure (Section 11, Operations Manual)
for operational events, the modifications to the current auction process (Subsection 3.3, Default
Manual) and the introduction of a loss allocation methodology (Subsection 3.6, Default Manual).
Such rules aim to (i) supplement CDCC'’s existing tools and procedures to manage a Clearing
Member’s default under financial stress in excess of the capacity of CDCC’s ordinary default
management framework and return to a matched book; (ii) enhance the auction process and
establish new bidding incentives for Clearing Members to participate in the auction; and
(iii) document the loss allocation methodology to allocate losses to both the standard Default
Waterfall and the recovery enhanced waterfall.

5. Introduction of new Recovery tools

CDCC’s recovery planning exercise identified scenarios that could prevent the Corporation from
being able to provide its critical operations and services as a going concern and assessed the
effectiveness of a full range of options for recovery. CDCC must articulate the rights and
remedies of its business recovery plan in its Rules and procedures. In line with the above, a
second set of rule changes is proposed to supplement the existing Recovery Process set out in
the Default Manual and Rule A-10 Recovery. As set out in the CPMI-IOSCO Recovery Guidance
and National Instrument 24-102 - Clearing Agency Requirements (“National Instrument 24-102")
and the regulatory guidance on recovery planning (“Regulatory Recovery Guidance”)? the
Corporation must adopt tools that are comprehensive, effective, transparent, measurable,
manageable and controllable, create appropriate incentives, and minimize negative impact on
the Corporation, the Clearing Members and the market. The introduction of new Recovery tools
are primarily designed to satisfy such requirements and to remain consistent with relevant
international standards including the IOSCO-CPMI Recovery Guidance and Principles of Financial
Market Infrastructure (“PFMI”). CDCC is therefore proposing the introduction of the following
Recovery tools:

(i) Reduced Amounts Distribution;

2 National Instrument 24-102 Companion Policy which incorporates a Joint Supplementary Guidance on Recovery Planning (Box 3.1:
Joint Supplementary Guidance -- Recovery Plans, Selection and Application of Recovery Tools) in supplement of the Principles for
Financial Market Infrastructures (PFMIs) issued by the Committee on Payments and Market Infrastructures and the International
Organization of Securities Commissions (CPMI-IOSCO).
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(ii) Voluntary Tear-up; and
(iii) Recovery Auction.

b. Description and Analysis of Impacts
1. Introduction of the Limited Clearing Members Category

By virtue of its idiosyncrasies, the introduction of the Limited Clearing Members category
requires the introduction of a distinct chapter of the Rules (Rule A-1B — Limited Clearing
Members’ Membership) and the modification of several existing sections (A-1A01, A-1A02, A-
1A03, A-1A04, A-301, A-302, A-303, A-304, A-305, A-306, A-307) either to adjust or broaden
certain notions applicable to both current Clearing Members and Limited Clearing Members, or
to clarify existing language. In the same vein, the Operation, Risk and Default Manuals have
been remodeled as a result of the introduction of specific notions relevant to the Limited
Clearing Members and also for clarification purposes.

Any and all Sections of the Rules and Manuals that are of general application and refer to
Clearing Members apply to Limited Clearing Members, mutatis mutandis.

(i) Distinct Eligibility Criteria & Standard of Membership

A rigorous admission process based on stringent eligibility criteria and standards of
memberships are the first line of defense for CCP resilience. As such, maintaining a membership
constituted of only those entities that demonstrate high financial strength and operational
capabilities is CDCC’s foremost interest. CDCC’s admission criteria must, however, be risk based
and promote fair and equitable access to its Fixed Income Clearing service. As previously
discussed, LCM membership status will be available only to such buy-side participants that are
federal or provincial crown, or crown-related, entities and provincially or federally regulated
pension funds that manage public sector pension plans. Such entities are structured under a
variety of legal frameworks and subject to very different oversight relative to existing Clearing
Members. In order to adapt to the diversity of buy-side participants that share a high
creditworthiness and a public sector mandate, in its broad sense, CDCC is proposing to introduce
the Limited Clearing Member category.

Eligibility Criteria

Specifically, an LCM is an entity that falls under any of the following categories and can
demonstrate at the moment of its application that it meets the Designated Eligibility Rating
assigned to it. The Limited Clearing Member category also enables the Bank of Canada to
become a Fixed Income Clearing Member but does not contemplate any Designated Eligibility
Rating given the nature of the entity.
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ELIGIBILITY FOR MEMBERSHIP & DESIGNATED ELIGIBILITY RATING
Criteria A-1B03(a) A-1B03(c) A-1B03(d)
Type of | Crown, a public | A federally or provincially regulated | A Crown, a public body of a Crown, a
Entity body of a Crown, | pension plan board, pension fund or | Crown corporation or an agency or
an agency of the | compensation fund, the majority of | mandatary of the Crown, the
Crown, a | whose assets under management are | majority of whose assets under
mandatary of the | used to fund obligations under one or | management are assets used to fund
Crown or a Crown | more pension plans serving the | obligations under one or more
corporation other | retirement needs of employees in the | pension plans and, if applicable to
than the Bank of | broader public sector, and in relation | such entity, government funds, and
Canada to which bankruptcy, insolvency, | in relation to which bankruptcy,
winding-up or restructuring or the | insolvency, winding-up or
appointment of an administrator, | restructuring or the appointment of
receiver manager, trustee or person | an administrator, receiver manager,
with similar power in connection with | trustee or person with similar power
the entity requires the taking of a | in connection with the entity
special action by a federal or | requires the taking of a special
provincial legislative body or a | action by a federal or provincial
governmental body, organization or | legislative body or a governmental
agency having jurisdiction over that | body, organization or agency having
entity, as applicable, or in relation to | jurisdiction over that entity, as
which bankruptcy and insolvency | applicable.
laws do not apply and a winding-up
of such entity is subject to an
administrator's fiduciary and
statutory obligations.
Designated DBRS : A Low DBRS : AA DBRS : AA
Eligibility Fitch : A- Fitch : AA Fitch : AA
Rating Moody’s : A3 Moody’s : Aa2 Moody’s : Aa2
(A- S&P: A- S&P: AA S&P: AA
1B04(a))3

The category contemplated under A-1B03(a) enables any federal or provincial crown, public
body of a Crown, agency, mandatary or crown corporation that meets its designated Eligibility
Rating to become an LCM (see Crown definition under A-102). Section A-1B03(c) will allow a
federally or provincially regulated pension fund which meets the asset and insolvency criteria
described therein to become an LCM. Section A-1B03(d) will allow for entities that are similar in
structure to those defined under A-1B03(a) but meet the same asset and insolvency criteria
applicable to A-1B03(c) to become an LCM.

As per the applicable Sections, entities described in Sections A-1B03 (c) and (d) must manage a
majority of assets which serve to fund obligations of public sector pension plans and be subject

8 Respectively, for DBRS Limited, Fitch Inc,, Moody’s Canada Inc., and Standard & Poor’s Rating Services (Canada).
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to specific insolvency proceedings. Such criteria ensure that the public mandate of such entities
is reflected not only by the nature of the assets they manage, but also by the oversight that a
federal or provincial legislative body, governmental body, or organization or agency having
jurisdiction over them may exercise up to the point of insolvability or bankruptcy.

Entities contemplated under Sections A-1B03(c) and (d) must also meet a Designated Eligibility
Rating slightly higher than the type of entities contemplated in Section A-1B03(a), yet an entity
that falls in the latter Section must also have a credit rating equivalent to its Reference Crown,
as evidence of the inherent link between both. In essence, such criteria presume that the
proximity to the Crown, even absent any explicit guarantee by the Crown, is a measure of
stability and creditworthiness that distinguishes such entities from purely commercial buy-side
firms.

Consequent with the above postulate, an entity that does not have a credit rating but that
otherwise meets all other Eligibility Criteria under A-1B03, may also be admitted by the
Corporation based on other metrics that are acceptable to the Corporation for such purposes.

Finally, at entry, any applicant to become a Limited Clearing Member must also demonstrate
(i) sufficient activity in Canadian Fixed Income (both Repo and Cash Buy or Sell Trade) markets,
(ii) self-execution in the Canadian repurchase transactions market for a continuous period of a
minimum of three years prior to applying for membership with the Corporation, (iii) that it is a
party to, at a minimum, three standard market repurchase agreements, (iv)operational
readiness, (v)capacity, power and authority to execute and deliver the Application for
Membership to CDCC and perform its obligations under CDCC Rules, (vi) capacity, power and
authority to grant in favour of CDCC a first ranking pledge, lien, security interest and hypothec
on any Margin Deposit, collateral or property deposited to secure the performance of all of its
obligations to CDCC, and (vii) have sound corporate governance practices, an effective corporate
structure, prudent portfolio and risk management practices and procedures, a risk profile and
other elements and factors. LCM applicants will be required to provide a netting and insolvency
opinion, in the form and substance satisfying to the Corporation, which will ensure sound legal
basis for (v) and (vi) above.

The eligibility criteria described above replace, for the purposes of a Limited Clearing Member,
the criteria described in Section A-1A01(a). The subsequent subsections remain unchanged in

substance.

Standard of Membership and Ongoing Monitoring

A Clearing Member applicant must meet certain capital requirements designated by its
regulators. Limited Clearing Members, however, are governed and subject to the oversight of a
variety of regulatory bodies, and capital requirement is not usually a measure applicable in
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these cases. As a result, the use of credit rating has been deemed to be an acceptable proxy to
assess the financial resilience of such entities. However, considering the interconnection
between a Limited Clearing Member’s credit rating and its Reference Crown rating, exogenous
factors, including the downgrade of the Reference Crown, could lead to the downgrading of a
Limited Clearing Member, and such outcome would be problematic as deemed uncontrollable
and unpredictable by the LCM. The notion of Designated Maintenance Rating and Ongoing
Monitoring will therefore supplement the limits of these measures. At entry and at least
annually, the Corporation will have an extensive power to conduct a due diligence review of
each Limited Clearing Member to assess its financial condition (including its books and records),
business, risk management, technology infrastructure, operations, corporate governance, assets
and affairs. Please refer to Section A-1B06 for full details.

Additionally, upon admission, an LCM applicant must demonstrate that it meets the Designated
Eligibility Rating, but a possible downgrade will be permitted before such LCM automatically
becomes Non-conforming. In the interval, an entity whose current credit rating is downgraded
below the Designated Eligibility Rating but nevertheless remains above the Designated
Maintenance Rating will be subject to enhanced scrutiny by the Corporation. As described in
Section A-1B07, the Corporation will have the power to take certain actions to assess more
closely the financial resilience of a Limited Clearing Member and the sources of any credit
downgrade. The Corporation will engage in discussions with the Limited Clearing Member to
determine any remedial action to be taken by the LCM, and, where applicable, provide a plan to
address the situation. The ongoing monitoring contemplated in the Rules (please refer to new
Section A-1B05 and A-1B07 for the details) will enable the Corporation to play a more active role
in the assessment of a Limited Clearing Member’s financial resilience, where needed.

ELIGIBILITY FOR MEMBERSHIP & DESIGNATED MAINTENANCE RATING

Criteria

A-1B03(a)

A-1B03(c)

A-1B03(d)

Type of Entity

A Crown, a public
body of a Crown,
an agency of the
Crown, a
mandatary of the
Crown or a Crown
corporation other
than the Bank of
Canada.

A federally or provincially regulated
pension plan board, pension fund or
compensation fund, the majority of
whose assets under management
are used to fund obligations under
one or more pension plans serving
the retirement needs of employees
in the broader public sector, and in
relation to which bankruptcy,
insolvency, winding-up or
restructuring or the appointment of
an administrator, receiver manager,
trustee or person with similar power
in connection with the entity
requires the taking of a special
action by a federal or provincial

A Crown, a public body of a Crown,
a Crown corporation or an agency
or mandatary of the Crown, the
majority of whose assets under
management are assets used to
fund obligations under one or more
pension plans and, if applicable to
such entity, government funds, and
in relation to which bankruptcy,
insolvency, winding-up or
restructuring or the appointment of
an administrator, receiver manager,
trustee or person with similar
power in connection with the entity
requires the taking of a special
action by a federal or provincial
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legislative body or a governmental
body, organization or agency having
jurisdiction over that entity, as
applicable, or in relation to which
bankruptcy and insolvency laws do
not apply and a winding-up of such
entity is subject to an
administrator's fiduciary and
statutory obligations.

legislative body or a governmental
body, organization or agency
having jurisdiction over that entity,
as applicable.

Designated DBRS : BBB DBRS : A DBRS: A
Maintenance Fitch :BBB Fitch : A Fitch : A
Rating Moody’s : Baa2 Moody’s : A2 Moody’s : A2
(A-1B05)4 S&P: BBB S&P: A S&P: A

(ii)

Distinct Margin Framework

LCMs are subject to a distinct LCM Margin framework, which includes the absence of a Clearing
Fund contribution, an Adjusted Base Initial Margin (IM) (affected by the Effective Ratio), an
Additional Margin for Uncovered risk and a limited participation in the Recovery Powers.

No Clearing Fund Contribution

In line with an objective of fairness and equity, yet acknowledging the distinct nature of the
LCMs, the introduction of the new category of Clearing Members implies certain changes to the
Margin methodology. In the absence of the loss mutualization through the Clearing Fund,
indeed, the LCMs shall have no obligation to contribute to the Clearing Fund, to ensure fairness
between current Clearing Members contributing to the Clearing Funds and the LCMs, and in
order to guarantee that CDCC has sufficient financial resources to meet the Cover 1
requirement, the proposed approach will subject LCMs to higher level of Margin. As a result of
these two core principles, CDCC will also be amending certain rules governing the Margin and
Clearing Fund’s obligations as well as implementing certain distinctions in the Recovery Rules.

Distinctions in application of the Recovery Powers for LCMs

As part of the core principles guiding the rules governing LCMs membership, LCMs are subject to
Recovery Powers in a modified fashion, as a means to limit their exposition only to transactions
opened with a suspended Clearing Member, and not subject to such Recovery Powers that
would be akin to a risk mutualization. For instance, Limited Clearing Members are not subject to
the Recovery Loss Cash Payment; however, they are exposed to the Reduced Amounts
Distribution on such Fixed Income Transactions that were originally entered into by an LCM with
the suspended Clearing Member. In the case of the suspension of more than one Clearing

4 Ibid.
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Member, amounts that may be retained from a Limited Clearing Member in connection with the
suspension of one Clearing Member shall only be used to extinguish losses in relation to the
same suspended Clearing Member.

Limited Clearing Members’ participation in other Recovery Powers such as the Recovery Auction
and the Voluntary Contract Tear-up is otherwise subject to the same conditions applicable to all

Clearing Members. Please refer to section 5 for further details.

Effective Ratio and Adjusted Base Initial Margin

Currently, under the Margin Framework, the Base Initial Margin calculated for all types of
Transactions covers the potential losses that may occur over the next liquidation period as a
result of a market fluctuation. The Initial Margin component takes into consideration security
price, margin interval (number of liquidation days, standard deviation of the yield to maturity),
duration, contract size, and intra-commodity spread charge. As provided under the core
principles, the Base Initial Margin required from Limited Clearing Members will be multiplied by
a quotient, the Effective Ratio, initially set at 1.3. The Effective Ratio will be revised annually in
accordance with the Recalibration Methodology. The proposed Recalibration Methodology
ensures that the Effective Ratio remains continuously consistent with the ratio of the total
Clearing Fund Requirements on the total Base Initial Margin for all Clearing Members (excluding
LCMs) and addresses the permanence and persistence of a change to the latter. Over the course
of a year, the Corporation will determine a Daily Ratio on every Business Day by dividing the
total amount of Clearing Fund Requirements on that Business Day by the aggregate amount of
the Base Initial Margin of all Clearing Members (other than LCMs) on the same Business Day.
The highest and lowest ratio obtained throughout the year, rounded up to the nearest 0.1
increment, will determine the boundaries of the Effective Ratio. If the Effective Ratio is higher or
lower than the highest or lowest Daily Ratio obtained that year, it shall be recalibrated to the
highest or lowest Daily Ratio obtained, as applicable. The methodology ensures that the
Effective Ratio will not be affected by exogenous factors but really harnesses the Clearing Fund
methodology. Please refer to Section 6 of the Risk Manual for details.

Additional Margin for Uncovered Risk for LCMs

Currently, in order for CDCC to meet its Cover 1 requirement, CDCC ensures on a daily basis that
each Clearing Member’s Uncovered Residual Risk (URR) does not exceed the Clearing Fund
amount. An URR for a Clearing Member is the difference between its stress testing results and
its Base Initial Margin. Any excess of an URR over the Clearing Fund triggers the re-sizing of the
Clearing Fund.

Following the introduction of the LCMs, CDCC will need to enhance its Cover 1 monitoring
process. The current process will be maintained for all Clearing Members except LCMs.

16



However, CDCC will introduce a similar process for LCMs which may lead to an Additional
Margin for Uncovered Risk for LCMs. This new Margin Requirement will cover the risk exposure
that arises if the total value of the estimated risk represented by an LCM to the Corporation,
based on extreme but plausible market conditions, is greater than the aggregate amount of the
Limited Clearing Member’s Adjusted Base Initial Margin and the total value of the Clearing Fund.
Please refer to Section 1.1.1.2 of the Risk Manual for details.

This Additional Margin is calculated on a daily basis and is required from Limited Clearing
Members only. This proposed change is thus not anticipated to negatively impact other Clearing
Members.

(iii)  Distinct Operational Timelines and Processes

As indicated in blue (for LCMs) and orange (for all Clearing Members) in the table below, the
introduction of distinct operational timelines for Margin Requirements applicable for Limited
Clearing Members only affects (1) the LCM deadline for settlement of payments for overnight
settlement (which includes Adjusted Base Initial Margin and Additional Margin for
Concentration Risk), (2) the LCM deadline for the Intra-day Margin call, and (3) the expansion of
the LCM pledging Window to 6:30 p.m. (currently, the cutoff is 3:30 p.m.).

Considering the inherent low credit risk represented by the Limited Clearing Members, as a
result of the strict eligibility criteria, delaying the deadline for Overnight Settlement and merging
of the two intra-day Margin calls into one does not further expose CDCC to a risk exposure
beyond its risk tolerance. The expansion of the pledging window has no impact on the risk
exposure incurred by the Corporation as such process occurs prior to any payment obligation.
Please refer to Section 2.2 of the Operations Manual for details.

5:30 AM Start of settlement day at CDS and Clearing Day at CDCC

9:00 AM Deadline for settlement time with respect to payments for overnight settlement

9:30 AM Deadline to deliver securities to CDCC to settle the Variation Margin amount

10:00 AM Deadline to submit to CDCC a buy-in request (after a T+2/T+3 failed substitution return)
10:15 AM Morning Net DVP Settlement calculation

Deadline to deliver securities to Clearing Members by CDCC to settle (Fixed Income) Variation

10:30 AM Margin amount

10:30 AM Deadline for morning Net DVP settlement

11:00 AM Deadline to submit substitutions for same day settlement

11:45 AM Assets Concentration Limit breach correction deadline

12:00 PM Deadline for CDCC to submit substitution instructions to Members for same day settlement
12:45 PM Calculation for LCM CCP Intra-day Initial Margin and Additional Margin
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Call: LCM IM and margin for Mismatched Settlement Risk, Intra-Day Variation Margin Risk,

1:30PM Variation Margin Delivery Risk, LCM’s URR exceeding the Clearing Fund size

3:00 PM Deadline to deliver same day substitutions to CDCC (VM)

3:30 PM Deadline to settle afternoon Intra-Day Margin Call (The later of 3:30 p.m. or 2 hours after
notification )
Deadline for additional Charge for Mismatched Settlement Risk, for Intra-Day Variation

3:30 PM Margin Risk, for Variation Margin Delivery Risk, for LCM’s URR exceeding the Clearing Fund
size (The later of 3:30 p.m. or 2 hours after notification )

4:00 PM Deadline for CDCC to deliver same day substitutions (VM)

4:00 PM CDS payment exchange, Net Wire Payment

4:00 PM End of Day DVP Settlement Time

4:30 PM EOD margin reports for projection and EOD Net Variation Margin Requirement Computation

5:00 PM If LVTS payment not made, LCM deemed non-conforming by CDCC (Cycle 9)

5:30 PM CDCC Clearing Application shutdown — Close of Business

6:30 PM LCM Only - All assets deposits other than cash (in respect of all Margin requirements)

7:00 PM EOD CCP Daily Margin Requirements (CDCC EOD Reports)

Common timeline for all Clearing Members

LCM only timeline

Additionally, the establishment by CDCC of a distinct account at the Bank of Canada for each
LCM is solely provided to the LCM to facilitate its access to the CCP. LCMs are anticipated to use
such accounts on an exceptional basis only to mitigate the risk that might otherwise arise from
their reliance on a third party structure for Initial Margin held by an Approved Custodian. Such
construct does not otherwise affect the current Clearing Members’ banking process.

The proposed changes discussed in this section support the introduction of the Limited Clearing
Members only and do not otherwise affect other Clearing Member’s rights and obligations.

2. Ancillary Changes to Margin
(i) Changes to Variation Margin Process for Fixed Income Transactions

In light of the CPMI-IOSCO and Regulatory Recovery Guidance, the Corporation is proposing
amendments to the Fixed Income Transactions Variation Margin process to enable the Variation
Margin Gains Haircut, or similar tool, in the event that Corporation enters into Recovery.

In the view of the current construct, the daily gains on Fixed Income Transactions are calculated
by comparing on any Business Day the Market Value to the Repurchase Price or the Purchase
Price. Since both prices are fixed over the life of a transaction, it follows that the Fixed Income
Variation Margin Requirement represents an accumulated amount. Resorting to cash to support
the Fixed Income Variation Margin would have been unsustainable for certain participants.
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Alternatively, the system changes which would have been required to replicate a Futures-like
construct were seen as heavily disturbing for the market participants.

The proposed Variation Margin Requirement for Fixed Income, which will aggregate two
components referred to as the Price Valuation Requirement and the Repo Rate Requirement,
will thus be supported by securities exchanged through CDSX with a process distinct from Initial
Margin.

This proposed change will require an amendment to the timelines for payments of the Net
Variation Margin Requirement in support of the new process. Such process will harness existing
CDCS procedures with respect to a specific pledge type and continue to require double entry in
CDCS of any securities being pledged via CDSX by the Clearing Member to the Corporation. This
change was adopted in an effort to ensure that all Clearing Members operate on the same
platform, and it increases market efficiency. Please refer to Sections D-601 and D-607 of the
Rules and Section 8.4 of the Operations Manual for details.

Return and Substitution

The Clearing Member receiving a specific securities for Variation Margin Requirements purposes
will be obliged to return the same specific securities pledged to it by the Corporation. The
Corporation will guarantee the return to the initial provider of such securities. Clearing
Members will be allowed to ask for a substitution of a security previously pledged. In the event
of a failure by a Clearing Member to return securities previously pledged to it in support of the
Net Variation Margin Requirement, the proposed procedure simply adapted and expanded the
existing Fixed Income buy-in procedures, as per the revised Section 8-6 of the Operations
Manual.

Eligible Collateral

Eligible collateral used to cover the Variation Margin Requirements will be subject to the current
collateral framework with certain restrictions. For each Clearing Member, for all of its accounts
combined, 100% of the Net Variation Margin Requirement must be covered by acceptable
Treasury bills and bonds issued or guaranteed by the Government of Canada, Government of
Alberta, Government of British Columbia, Government of Ontario and Government of Quebec or
any combination thereof after the application of Haircuts.

This proposed change does not impact non-Fixed Income Clearing Members.
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(ii)  Amendment to Concentration Margin on Fixed Income Transactions on RRBs

As a result of the anticipated increase of Fixed Income Transactions over RRBs being cleared by
the Corporation, following the introduction of the LCM activity, the Corporation is proposing
amendments to the risk methodology supporting the Additional Margin for Concentration Risk
in respect of Fixed Income Transactions on RRBs.

The calculation of the concentration charge for RRBs has proven challenging given the lower
level of trading in secondary markets for such securities when compared with other
Government of Canada securities. The RRB market can be broadly characterized as “buy-and-
hold” market. Several metrics support that statement including (i) the high auction participation,
(i) the bid-to-cover ratio at every RRB auction is very high, historically grossly above 2, and (iii)
the pre- and post-auction yield behavior results indicates that RRBs are in an environment
where demand is greater than supply. As a result, concentration thresholds were very low under
the current methodology, while in fact, RRBs would attract large demand in a liquidation event.

As such, the Corporation is proposing that the methodology to establish the threshold for RRBs
(i) be based on average amount of bids in the primary market auctions and (ii) be applied at the
asset class level. The proposed changes, which will increase the concentration threshold, are
anticipated to result in lower Additional Margin on Concentration Risk for such entities
transacting Fixed Income Transactions on RRBs. However, it will ensure that the Additional
Margin level appropriately reflects the level of risk generated by such concentration, thus
fostering fairness among its participants. Indeed, in accordance with their respective RRB’s
transaction level, Clearing Members will be subject to fairer Additional Margin for Concentration
Risk that is in line with their market appetite for such securities. Please refer to Section 1.1.1.2
of the Risk Manual for details.

(iii) New Additional Margin for Variation Margin Delivery Risk for Fixed Income
Transactions

As a result of the introduction of the new process supporting the Variation Margin Requirement
for Fixed Income Transactions, the Corporation will be guaranteeing to each Clearing Member
having pledged specific securities to cover its Net Variation Margin Requirement the return of
such specific securities, in the event that another Clearing Member, to which the specific
securities were initially delivered, fails to return such specific securities and becomes Non-
Conforming. As a result, CDCC may face the risk of having to buy back these securities and be
exposed to losses. To cover this potential risk, an amount representing the Haircut percentage
set at the securities will be collected from the Clearing Member who initially received the
specific securities as Additional Margin for Variation Margin Delivery Risk. Please refer to Section
1.1.1.2 of the Risk Manual for details.
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This new Additional Margin Requirement, which will only be applicable to Fixed Income
Transactions, will affect every Fixed Income Clearing Member equally, in accordance with its
activity.

(iv)  Amendment to the Additional Margin for Intra-day Variation Margin Risk

Currently, if the Intra-day Variation Margin Risk exposure to a Clearing Member Futures market
activities exceeds 25% of such member Margin Requirements or Clearing Fund contribution,
subject to a floor of $10 million, the Corporation may call Additional Margin to cover such Intra-
day Variation Margin Risk.

As a result of the introduction of the New Variation Margin Requirement process for Fixed
Income, the Variation Margin for Fixed income Transactions will no longer be calculated on an
intra-day basis and netted with Initial Margin. Fixed Income Transactions will thus need to be
considered as part of the Intra-day Variation Margin Risk. The proposed changes will aggregate
Intra-day Variation Margin Risks from both Fixed Income and Futures transactions for the
purpose of calculating the Additional Margin for Intra-day Variation Margin Risk. Please refer to
Section 1.1.1.2 of the Risk Manual for details.

The proposed changes will provide CDCC with the ability to mitigate the impact that intra-day
price fluctuations on Fixed Income Transactions in the same way as for Futures positions.

All other things being equal, this proposed change will impact all Fixed Clearing Members alike.
(v)  Amendment to Collateral Policy

The Corporation is proposing to modify the thresholds for collateral eligibility for the following
categories of instruments used as collateral which are currently set in % of the Margin Fund:

e All provincial issued and guaranteed Debt Securities: maximum 40%

e Ontario Bonds and Treasury bills: maximum 20%

e Quebec Bonds and Treasury bills: maximum 20%

To be increased to the following thresholds in % of the Margin Fund:
e All provincial issued and guaranteed Debt Securities: maximum 50%
e Ontario Bonds and Treasury bills: maximum 30%
® Quebec Bonds and Treasury bills: maximum 30%

The proposed changes to the collateral eligibility threshold are not anticipated to have any
negative impact on the Clearing Members. Instead, they will benefit Clearing Members that hold
large portfolios of Ontario and Quebec bonds and Treasury bills. Given the high quality of these
securities, increasing such threshold will be a benefit to the financial strength, stability and
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resilience of CDCC. Such changes will be reflected in the Risk Manual. Please refer to Section
2.5.2.4 of the Risk Manual for details.

This proposed change will benefit all Clearing Members alike and is not anticipated to impact
Clearing Members negatively.

3. Introduction of an Optional Tri-Party Structure for Initial Margin (Approved
Custodian)

The introduction of an optional third party structure for the holding of non-cash collateral to
satisfy Initial Margin is proposed to further enhance the Clearing Members’ services. Flexibility
of collateral management is key to the Clearing Members, and, as such, CDCC will be building on
the existing operational and risk framework used for the Approved Depository. The Approved
Custodian’s structure, ownership, capital requirement and participation in CDS will be the same
as for the Approved Depository, as further described under Section A-224. All securities held by
the Approved Custodian will be subject to an Account Control Agreement.

The Account Control Agreement governing the use of the securities account will provide the
Corporation, as a secured party, with the control (in the legal sense) over the securities pledged,
thus granting it with the exact same rights and obligations provided under the Rules, both in
business as usual, as well as in the case of a suspension of a Clearing Member. In the latter case,
the Corporation will issue a notice of exclusive control to the Approved Custodian, thereby
terminating the rights of the Clearing Member, as the Account Holder, to give any instructions
to its Approved Custodian.

The Corporation will have near real-time access to the Clearing Member’s securities account at
the Approved Custodian, and withdrawals will be subject to the Corporation’s authorization in
all cases. The Corporation will perform additional reconciliations daily.

The use of an Approved Custodian for Initial Margin purposes does not affect a Clearing
Member’s timeline or Margin Requirement. Any Clearing Member using an Approved Custodian
for pledging of securities will remain subject to double entry through CDCS for any deposit or
withdrawal.

In line with best practices and regulatory requirements to manage critical service providers,
Approved Custodians will be subject to annual due diligence, enabling the Corporation to
appropriately identify and manage operational risks stemming from the introduction of such
type of entity. CDCC is also proposing to introduce an Escalation Process (described under
Section 11 of the Operations Manual and mentioned under 4)i) below) which will integrate any
Approved Custodian at the source of, or impacted by, an Operational Event in the
communication protocol with the affected Clearing Member.
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This proposed change may be used by any Clearing Members and will not impact other Clearing
Members.

4. Enhancement of the Default Management Process
(i) Introduction of the Escalation Procedure

Section 11 of the Operations Manual introduces the Escalation Procedure, which is a pre-default
tool enabling appropriate response to a failure by a Clearing Member, as a result of an
operational issue, to meet a payment, transfer, deposit, delivery, or acceptance of delivery
when such obligation becomes due under the Rules.

The Escalation Procedure offers guidelines to be followed before, during and after a default, as a
result of an operational issue, in order to establish an efficient communication between CDCC
and the Clearing Member. The graph below illustrates the communication path to be followed
by CDCC and the Clearing Member under the Escalation Procedure:

1. CDCC Level 1 should notify CM Level 1 and asks for details of the failure.

CDCC Level 1: Clearing Member Level 1:

Director Operations or equivalent A Director Operations or equivalent

I CM level 1 doesn't C
respond or provide
sufficient infarmation
2. CDCC Level 2 should notify CM Level 2 and asks for details of the failure.

CDCC Level 2: : .
Vice-President Operations or Clearmg Member LEVF." Z

. A Vice-President Operations
equivalent
IFCM level 2 doesn't
respond or provide
sufficient information

3. CDCC Level 3 should notify CM Level 3 and asks for details of the failure.

Clearing Member Level 3:
CDCC Level 3: B S
A senior executive reporting directly
to the president of the
Clearing Member, or to its equivalent

President and Chief Clearing Officer or
Vice-President and Chief Risk Officer

The introduction of the new Escalation Procedure intends to:

e clarify the path under which CDCC and the Clearing Member shall communicate in
order to manage a failure, as a result of an operational issue, to meet a payment,
transfer, deposit, delivery, or acceptance of delivery when such obligation becomes
due under the Rules;

o describe the tools that may be used by such Clearing Member during the execution
of an Escalation Procedure; and

o describe the possible actions to be taken by CDCC in the event the Escalation
Procedure does not succeed in managing the operational issue.
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(ii)  Enhancement to the Default Auction Procedures

The Corporation is proposing certain amendments to further detail the terms and the
procedures governing the Default Auction, supplemented by a bidding incentives framework.
CDCC’s current auction procedure provides few details and does not include any bidding
incentives.

The proposed amendments, which are reflected in Section 3 of the Default Manual in Appendix
1 (Allotment of Prefunded Financial Resources to Portfolio Incentives Pools) and Appendix 3
(Bidding Incentives), will provide more transparency with respect to the procedures of the
Default Auctions and will introduce a new bidding incentives framework aimed at enhancing the
outcome of the auction. The Default Auction is an important tool that allows the Corporation to
return to a matched book and crystallize the value of the defaulter’s positions.

The proposed terms and procedures of the Default Auction process are composed of the
following sections: (i) pre-auction procedures, (ii) auction; and (iii) post-auction procedures, and

are described below.

Pre-auction procedures (Subsection 3.3.1)

Participation Conditions:

Participation in the auction will be based on demonstrated operational capacity and sufficient
competence to clear. Clearing Members that can clear the asset class(es) contained in the
Auction Portfolio, either directly in accordance with the asset classes covered by its CDCC
membership or indirectly through a pre-existing relationship with another direct Clearing
Member that clears the relevant asset class(es) with CDCC, will be considered Eligible Clearing
Members.

Bidding Incentives:

In order to improve the probability of an auction that results in a matched book with minimum
use of financial resources, CDCC is proposing to introduce a new bidding incentives framework
that ties the allocation of the Clearing Fund of the surviving Clearing Members to extinguish
losses with the bidding behaviour of such Clearing Members during the auction. As per the
bidding incentives framework, the Corporation will calculate the share of the Clearing Fund
Requirement of each Eligible Clearing Member, which will be allotted to each Auction Portfolio.
Such allotted Clearing Fund amount represents the Clearing Member’s amount at risk as such
amount may be subject to use in accordance to priority rules, or seniorization, depending on its
bidding behavior.
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Given the structure of the proposed framework, and the resources tied to it, CDCC anticipates
the bidding incentives to be especially effective if the loss of auction portfolios is not expected
to exceed two times the total Clearing Fund amount.

Relevant Information to be sent to the Auction Participants:

Prior to the start of the auction, CDCC shall provide, on a confidential basis, relevant information
with respect to each Auction Portfolio and indicate to each Eligible Clearing Member the
preliminary amount of its Clearing Fund Requirement allotted to each Auction Portfolio.

Auction Process (Sub-section 3.3.2)

The Auction Participants will be required to submit their bids within a specific bidding window
determined by the Corporation. After the end of such bidding window, the Corporation will
determine the Prevailing Bidder, which shall be the Auction Participant that has requested the
least amount of collateral to accept all the positions associated with the Auction Portfolio.
However, the Corporation has full discretion in accepting or rejecting a bid.

Following the results of the Default Auction, Auction Participants will be categorized as follows,
depending on their bids:
- Non-bidders: Eligible Clearing Members that did not submit a bid;
- Low-bidders: Eligible Clearing Members that submitted a higher bid in respect of the
prevailing bid; and
- High-bidders: The Prevailing Bidder plus any Eligible Clearing Member that submitted
an equal bid in respect to the prevailing bid.

Post-Auction Procedures (Sub-section 3.3.3)

If the auction is successful, the Prevailing Bidder will be immediately notified and deemed the
beneficial owner of the portfolio.

These proposed changes primarily intend to:
- clarify the different steps to be followed by CDCC for the execution of the auction;
- clarify the required criteria for participation in the auction, in addition to presenting
the rights and obligations of both Clearing Members and CDCC; and
- introduce a new bidding incentives framework intended to increase the probability
of success of the auction by associating the manner of attributing losses to the
Clearing Members’ bidding behavior.
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(iii)  Clarification of the Loss Allocation Mechanism

These amendments aim to provide more information on the Default Management Process and
specifically to clarify the methodology of the loss attribution to both Default Waterfall resources
and the resources levied through the exercise of Recovery Powers. Such amendments will allow
Clearing Members to better assess their exposures in the event of a default.

The proposed amendments are reflected primarily in:

- the addition of Appendix 1 (Allotment of Prefunded Financial Resources to Portfolio
Incentives Pools), Appendix 2 (Loss Allocation Methodology) and Appendix 3 (Bidding
Incentives); and

- the revising of Section A-609 (2) of the Rules to refer to the bidding incentive
framework (please refer to Appendix 3 (Bidding Incentives)).

The current financial resources available to extinguish losses is composed of the Default
Waterfall and the resources levied through the exercise of the Recovery Loss Cash Payment (as
indicated in the image below). The current loss allocation methodology is simply performed
following the calculation of the aggregate amount representing all losses incurred in connection
with the Default Management (irrespective of the portfolios) and applying successively each
layer of the Default Waterfall and the resources levied through the exercise of the Recovery Loss
Cash Payment until the amount is fully extinguished.

Available Financial Resources:

N o
Suspended Clearing Member IM*
Suspended Clearing Member CF
o
Default v
etau CDCC Default Risk Capital >
Waterfall >
5
Survivors’ CF S
wm
@
Q
2nd Survivors’ CF S
a
[©]
Resources
levied in Recovery Loss Cash Payment
Recovery v
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Consistent with the introduction of the bidding incentives framework and the introduction of
new Recovery Powers (Reduced Amounts Distribution, in addition to the existing Recovery Loss
Cash Payment) described in section 2 below, the following amendments to the loss allocation
methodology are proposed:

1. CDCC shall aggregate in distinct portfolios the suspended Clearing Member’s positions
that were liquidated, auctioned or torn-up together and shall calculate separately the
loss incurred in connection with each portfolio. Subsequently, the financial resources of
the Default Waterfall and those levied by the Recovery Powers will be sequentially
allocated to each portfolio and losses will be extinguished within each portfolio, as
described below:

o For each portfolio, the loss will first be attributed to the financial resources
associated with the same portfolio; then

o If any loss remains, such loss will be attributed to excess resources associated
with the same asset class as the relevant portfolio; and then

o If any loss remains, such loss will be attributed to excess resources associated
with the other asset classes.

2. The bidding results will be used to determine the allocation of the first and second
Clearing Fund Requirements of surviving Clearing Members to successfully auctioned
portfolios.

3. The addition of the resources levied as a result of the exercise of the Reduced Amounts
Distribution to the recovery enhanced waterfall shall be covered by the loss allocation
methodology.

Specifically, based on the new loss allocation methodology, the resources levied through the
exercise of Recovery Powers will used as follows to absorb the losses:

1. the suspended Clearing Member’s resources (including Margin and Clearing Fund
deposits) are first used to absorb the loss;
2. any remaining loss will be absorbed with the CDCC Default Risk Capital;
3. any remaining loss will be absorbed with the Clearing Fund Requirements of the
surviving Clearing Members as follows:
(i) for auctioned portfolios, losses are attributed to each Clearing Member’s Clearing
Fund Requirement based on the bidding behaviour during the auction; and
(i) for liquidated portfolios, losses are attributed pro-rata to each Clearing Member’s
Clearing Fund Requirement divided by the aggregate amount of all surviving
Clearing Members’ Clearing Fund Requirements;
4. any remaining loss will be absorbed with the second Clearing Fund Requirements of
the surviving Clearing Members following the methodology described in section (3)
above;
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5. any remaining loss will be absorbed, using the amounts retained through the exercise
of the Reduced Amounts Distribution (“Retained Amounts”), pro-rata of each Clearing
Member’s Retained Amounts divided by the aggregate Retained Amounts of all
Clearing Members. However, in the case of the suspension of more than one Clearing
Member, amounts that may be retained from a LCM in connection with the
suspension of one Clearing Member may only be used to extinguish losses in relation
to the same suspended Clearing Member; and

6. any remaining loss is attributed to Clearing Members’ Recovery Loss Cash Payment
contributions pro-rata to each Clearing Member’s Clearing Fund Requirement divided
by the aggregate amount of all surviving Clearing Members’ Clearing Fund
Requirements.

The following picture summarizes CDCC enhanced Default Waterfall, including the resources
levied through the exercise of the Recovery Powers, in accordance with the proposed Rules
changes.
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5. Enhancement of the Recovery Process

The Corporation is proposing to supplement its existing Recovery Powers by introducing new
Recovery Powers (or recovery tools) that may be used by CDCC to manage a Clearing Member
default and return to a matched book under extreme financial stress in excess of the capacity of
its ordinary default management framework. Specifically, three recovery tools were added to
the recovery plan:

(i) the Reduced Amounts Distribution;

(i) the Recovery Auction; and

(iii) the Voluntary Contract Tear-Up.

In compliance with its Regulatory Recovery Guidance, all of CDCC Recovery Powers, existing and
proposed, ensure that each Clearing Member’s exposure is measureable, manageable and
controllable. Accordingly, in limiting Clearing Member’s exposure to fixed or determinable
amounts, CDCC’s proposed set of tools aim for, but does not guarantee, a full allocation of
losses.

(i) Reduced Amounts Distribution

Section A-1005 introduces a Recovery Power in the form of Reduced Amounts Distribution
(“RAD”). The RAD allows CDCC to withhold the payment of certain amounts owed to Clearing
Members in order to absorb Recovery Losses incurred in connection with the suspension of a
Clearing Member. Such amounts mainly include but are not limited to: (1) for Futures, the net
positive Gains and Losses; (2) for Options, the net receivable premium in relation to options
positions; and (3) for Fixed Income Transactions, the decrease in Variation Margin Requirement
since the last Business Day prior to the commencement of RAD.

The exercise of the RAD by the Corporation requires that certain conditions be met. Notably,
RAD can only be used upon a declaration of a Recovery Process if the Corporation believes that
the Recovery Event may result in CDCC'’s incurring obligations, losses and expenses in excess of
the financial resources contemplated in the Default Waterfall. While the amounts that may be
retained using the RAD are not subject to any cap, CDCC shall not exercise this recovery tool for
more than four consecutive Business Days during a single Default Management Period.

o Legal Basis: The adoption of the RAD as a recovery tool will be implemented through
CDCC’s Rules. All Recovery Powers affecting Clearing Members are incorporated in
CDCC’s Rules and constitute an extension of the framework governing the default
management. CDCC’s Rules, which are public and form part of the binding contract
with its Clearing Members, are considered settlement rules under the Payment
Clearing and Settlement Act (the “PCSA”) and benefit from the paramountcy
protection under the Act.
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Reliability: The RAD is reliable and timely, as CDCC will reduce and withhold payment
to a Clearing Member.

Measurability: A Clearing Member’s exposure is measurable as it is capped to a
predetermined number of days and can be reasonably estimated by Clearing
Members. It is also controllable as the Clearing Members can either reduce their
positions, thereby limiting the potential amount of variation margin, or refrain from
opening new short option positions, thereby limiting the amount of premium subject
to RAD.

Incentives: Financial resources retained as part of the RAD are used by CDCC in a
prescribed order to absorb losses resulting from the auction. Due to the targeted
nature of this recovery tool, Clearing Members are incentivized to participate actively
in the Default Auction (i.e., in the Default Management Process taking place prior to
Recovery being triggered) to avoid the implementation of the RAD. Furthermore,
Clearing Members that are the receivers of positive variation margin may choose to
actively close out their positions on their own to reduce their exposure and limit
potential RAD. Such actions will contribute to minimize the risk and help CDCC to
either (1) restore a matched book and/or (2) reduce the outstanding positions with the
defaulter, thus limiting the need to resort to Voluntary Contract Tear-up.

Impact: The RAD is a very precise tool that does not impact Clearing Members that are
already negatively impacted by market fluctuations.

LCM Modified Application: Specifically for LCMs, RAD shall only be applied to Fixed
Income Transactions that were originally entered into with the suspended Clearing
Member. Furthermore, in the case of the suspension of more than one Clearing
Member, amounts that may be retained from a Limited Clearing Member in
connection with the suspension of one Clearing Member may only be used to
extinguish losses in relation to the same suspended Clearing Member.

(ii) Recovery Auction

Section A-1007 introduces a Recovery Power in the form of Recovery Auction.

CDCC proposes to use the Recovery Auction for Fixed Income Transactions only upon
declaration of a Recovery Process if the Corporation believes that such Recovery Powers may
allow it to close-out the remaining suspended Clearing Member’s positions. The Recovery
Auction relies on the same participation, bidding rules and principles governing the Default
Auction as set out in Sub-section 3.3 of the Default Manual. Therefore, all Clearing Members,
including LCMs, are encouraged to participate in a Recovery Auction on a voluntary basis.
Contrary to the principles governing the Default Auction, the bidding behavior of a Clearing
Member in the Recovery Auction has no impact on the loss allocation methodology.
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e Legal Basis: The adoption of the Recovery Auction will be implemented through
CDCC's Rules. All Recovery Powers affecting Clearing Members are incorporated in
CDCC’s Rules and constitute an extension of the framework governing the default
management. CDCC’s Rules, which are public and form part of the binding contract
with its Clearing Members, are considered settlement rules under the PCSA and
benefit from the paramountcy protection under the Act.

e Reliability: Auction process is a reliable and timely method to re-establish a
matched-book within a closed clearing environment. It limits the potential for
significant credit losses given that the participants to the auction are all incentivized
by their participation in the Clearing Fund and other financial resources at stake to
reduce the overall losses stemming from the auction process. Indeed, if such loss
exceeds the defaulter’s financial resources, it will be absorbed by the Clearing
Members indirectly.

e Measurability: Participation in the Recovery Auction is voluntary. Clearing Members
bid on positions in which they believe the risk to be manageable at a price they feel
appropriate.

® Incentives: Auctions are a competitive process whereby Prevailing Bidders are
compensated financially for their participation.

e Impact: Since participation at the Recovery Auction is voluntary, any Eligible Clearing
Member, including a Limited Clearing Member, can actively bid in the limit of the
risks that it is willing to take, and therefore any impacts are bestowed upon those
that are willing to bear the risk.

® LCM Application: When choosing to participate in the Recovery Auction, LCMs are
subject to the same terms and conditions applicable to other Clearing Members.

(iii) Voluntary Contract Tear-Up
Section A-1008 introduces a Recovery Power in the form of Voluntary Contract Tear-Up.

In order to return to a matched book, the Corporation may ask the surviving Clearing Members,
on a voluntary basis, to tear-up outstanding positions. The purpose of a Voluntary Contract
Tear-Up is to close-out the remaining suspended Clearing Member’s positions by simultaneously
terminating the offsetting positions held by the surviving Clearing Members.

The exercise of the Voluntary Contract Tear-Up by the Corporation requires that certain
conditions be met. Notably, Voluntary Contract Tear-Up can only be used upon a declaration of
Recovery Process if the Corporation is unable to transfer, close-out, or otherwise liquidate all
the positions of the suspended Clearing Members. Moreover, for Fixed Income Transactions, the
Voluntary Contract Tear-Up can only be offered following the holding of a Recovery Auction. In
order to implement the Voluntary Contract Tear-up, CDCC will initially determine the suspended
Clearing Member’s positions that have not already been matched and that are to be terminated.
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Then, a portion of such position will be attributed to each Clearing Member, holding the
opposite position in regard to the suspended Clearing Member. As explained in Section A-1008,
the attribution to Clearing Members (including Limited Clearing Members) is fulfilled based on
the relative size of open positions in the opposite side of the unmatched positions of the
suspended Clearing Member. The relevant Clearing Members are notified by CDCC of their
attributed portion of positions to be terminated and have the option to accept or refuse such
termination.

e Legal Basis: The adoption of the Voluntary Contract Tear-Up as a recovery tool will be
implemented through CDCC's Rules. All Recovery Powers affecting Clearing
Members are incorporated in CDCC’s Rules and constitute an extension of the
framework governing the default management. CDCC’s Rules, which are public and
form part of the binding contract with its Clearing Members, are considered
settlement rules under the PCSA and benefit from the paramountcy protection under
the Act.

e Reliability: The Voluntary Contract Tear-Up is reliable and timely since such
agreement to tear-up any outstanding contract immediately neutralizes the loss and
allows the CDCC to re-establish a matched book.

e Maeasurability: As the Corporation notifies the Clearing Members of the closeout
value of any contracts to be torn up, the Clearing Members are in a position to assess
impact against other positions in the marketplace (i.e., hedges in place).

® Incentives: Participation in a Voluntary Contract Tear-up allows a Clearing Member
to manage its exposure on open positions which can be subject to RAD. Furthermore,
by voluntarily tearing-up a contract and helping CDCC to return rapidly to a matched
book, such Clearing Member contributes to the overall loss reduction - losses which
will indirectly be borne by Clearing Members.

o Impact: Clearing Members can determine the closeout value of any contracts to be
torn up and, therefore, are fully cognizant of the financial impact of a Voluntary
Contract Tear-up and are in a position to evaluate this impact against other positions
in the marketplace (i.e., hedges in place).

e LCM Application: When consenting to a Voluntary Contract Tear-up, LCMs are
subject to the same terms and conditions applicable to other Clearing Members.

c. Proposed Amendments

Please refer to the appendix attached.
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d. Benchmarking
1. Introduction of Limited Clearing Members

Through the introduction of the Limited Clearing Members category, the Corporation is
proposing a unique approach to provide buy-side participants with direct clearing access. While
the introduction of the new LCM category was mostly achieved as a result of the industry
consultation, the Corporation has reviewed the existing buy-side clearing models offered by
three other CCPs, namely CME, ICE Europe and Eurex.

The CME, Eurex and ICE have or will be introducing some form of sponsored clearing
membership models that provide end-user market participants with a direct connection to the
clearing house. All models reviewed differed from CDCC’s proposed Limited Clearing Members
model. Sponsored membership typically combines elements of a traditional FCM clearing with
elements of margin and collateral management clearinghouse connectivity associated with
direct clearing memberships.

The information summarized below has been extracted from the website and regulatory filings
of each respective clearing house. The Corporation does not make any representation as to its
accuracy.

Clearing
house Key Features
CME - Direct Direct Access and CCP Counterparty
Funding - A DFP can clear trades for its own account as long as a clearing member registered as
Participant its guarantor (a FCM) guarantees the financial and operational obligations of the DFP.
(DFP) Type of Entities
- Sell side and buy side market participants.
Margin and Settlement
- A DFP margin and collateral requirements are settled directly with the CME
clearinghouse through an approved settlement bank.
Clearing Fund Contribution
- The DFP does not contribute to the guarantee fund. The financial guaranty and margin
performance obligations of the DFP remain the responsibility of a CME Group clearing
member (FCM) guarantor.
Product Coverage
- DFPs may participate in the asset classes in which their Guarantors maintain a
membership (Futures and Swaps).
ICE Clear Direct Access and CCP Counterparty
Europe - - The Sponsored Principal is a legal counterparty to trades with the clearing house. The
Sponsored Sponsored principal and the Sponsor are jointly liable to the clearing house.
Principal Type of Entities
Account - Unknown.
Margin and Settlement
- A Sponsored Principals margin and collateral requirements may be settled directly with
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the clearinghouse through an approved settlement banking relationship or through the
Sponsor.
Clearing Fund Contribution
- The Sponsored Principal does not contribute to the Guaranty Fund but the Clearing
Member will be responsible for increase GF contributions.

Product Coverage
- Any ICE Clear Europe's clearing services (i.e. Futures and Options, OTC CDS and OTC FX

clearing).
EUREX —ISA Direct Access and CCP Counterparty
Direct - Market participants establish direct contractual relationships with EUREX.
Type of Entities

- Insurance companies, financial institution, pension funds, investment funds.
Margin and Settlement
- Margin and collateral movements may be done through the Clearing member or via the
ISA Direct participant’s own banking arrangements.
Clearing Fund Contribution
- Clearing Agent acts as an agent to cover the default fund contribution.

Product Coverage
- Eurex OTC IRS Clear and Eurex Repo.

2. Ancillary Changes Affecting Margin
(i) Fixed Income Variation Margin Process

None of the CCPs reviewed by CDCC provides for an exchange of securities as proposed by
CDCC.

Instead, the Variation Margin for repo services of LCH Itd and Eurex is settled daily in cash,
whereas the Variation Margin for LCH SA is aggregated to the Initial Margin and results in a
margin credit or debit depending on whether it represents a gain or a loss for the Clearing
Member.

(ii)  Additional Margin for Concentration Risk on Fixed Income Transactions on RRBs
No benchmark is available as CCPs do not disclose such granular information.

(iii)  Additional Margin for Variation Margin Delivery Risk for Fixed Income Transactions

No benchmark is available as CCPs do not disclose such granular information.
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(iv)  Additional Margin for Intra-day Variation Margin for Fixed Income Transactions

The majority of the benchmarked CCPs provide for an intra-day margin call in case a Clearing
Member’s exposure exceeds a certain threshold.

Specifically,

- Ice Clear Europe indicates that exposure is monitored during the day on an ongoing
basis and may subject its Clearing Members to an additional Intra-day Margin Call in the
event that the Initial Margin requirement and Intra-day VM losses exceeds a predefined

limit.

- Hkex OTC Clear provides, in addition to its routine Intra-day VM Calls, for the possibility
to subject its Clearing Members to an ad hoc Intra-day VM at any time during a day in
the event of an increase of VM losses above a certain predefined limit.

(v)  Collateral Policy

The following table presents some of the eligible collateral limits of four other CCPs.

cce

Eligible Collateral

Ice Clear Credit

e UStreasuries can represent 65% for client-related Initial Margin.
e UStreasuries can represent 35% for non-client related Initial Margin.

CME Group ® CME both has hard dollar and percentage limits.
US Government Agencies: Max 100% of the Initial Margin requirement up to $2 billion.
e USTIPS: Max 100% of the Initial Margin requirement up to $1 billion.
Eurex ® No limit on EUR Government Bonds.
e  CAD or USD government bonds is limited to 25% of the issued capital.
SGX-DC Sovereign limits for Government securities:

e Tier 1 (Singapore issuer): 100% of the CM’s Total Margin Held;
e Tier 2 (USissuer): 90% of the CM’s Total Margin Held; and
e  Tier 1 (Japan, France and Germany issuer): 80% of the CM'’s Total Margin Held.

3. Tri-Party Structure for Initial Margin (Approved Custodian)

Clearing House

Description

CME

Clearing members can pledge collateral to an approved depository in a CME account and the
CME, over which CME has control. It is unclear if a tri-party structure under which the
Clearing Member’s account at a third party is permitted.

ICE Clear Europe

Clearing members can pledge collateral in a tri-party structure at Euroclear Bank in the
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and LCH Clearnet Clearing Member’s account, subject to specific terms and conditions.
SA

Eurex Clearing Clearing members can pledge collateral in a tri-party structure (e.g., Clearstream banking) in
the Clearing Member’s account, subject to specific terms and conditions.

4. Enhancement of Default Management Process

CDCC has completed a review of the recovery rules of four CCPs, namely LCH.Clearnet LLC, CME
Group, ASX (Futures) and Eurex.

(i) Escalation Procedure
The benchmarked CCPs do not explicitly disclose their escalation procedures. However,
escalation procedures are supported by the PFMI Guidance with default management and
operational risk management.

(ii)  Auction rules
All benchmarked CCPs have comparable rules governing the auction during a Default
Management Period. The benchmarked clearing houses have also all included bidding incentives
comparable to the ones proposed by CDCC.

(iii)  Loss allocation mechanism
Although not all the benchmarked CCPs have public rules that explicitly explain the loss
allocation mechanism, CME Group and LCH.Clearnet LLC have comparable loss allocation
mechanisms that allow them to extinguish losses with the CCP’s default waterfall following the
Default of a Clearing Member.

5. Enhancement of Recovery Process

CDCC has completed a review of the recovery rules of four CCPs, namely LCH.Clearnet LLC, CME
Group, ASX (Futures) and Eurex.

(i) Reduced Amounts Distribution
CME, LCH.Clearnet and ASX have comparable Recovery Powers which provide for the
withholding of a portion or the entirety of Clearing Members’ gains in order to cover any

outstanding losses during the recovery process. However, no CCP has been found to apply a tool
such as RAD for Fixed Income products.
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(ii)  Recovery Auction

Although not explicitly disclosed in the rules, the benchmarked CCPs do not provide specifically
for a Recovery Auction. However, the rules of all these CCPs allow for holding auction(s)
following the default of a Clearing Member.

(iii)  Voluntary Contract Tear-up

CME and ASX have comparable rules that provide for the termination of any remaining
unmatched positions following the default of a Clearing Member. However, this process is not
voluntary, and Clearing Members are forced to accept the termination of the allocated portion
of positions. Clearing Members only have the opportunity to choose an allocation of such
positions across their accounts.

illl.  PRIMARY MOTIVATION
1. Introduction of the Limited Clearing Members Category

Consistent with the G20 commitment to address resiliency in the OTC markets and the liquidity
pressure on the Canadian repo markets following the 2008 financial crisis, the Bank of Canada
has continuously promoted the development of a CCP cleared repo service in Canada. The
Corporation first launched its CCP Fixed Income Clearing service in 2012. While the admission of
the large Canadian banks and their affiliates (which are IIROC dealer members) as Fixed Income
Clearing Members represented a key milestone, the large investment institutions (buy-side),
such as the Canadian pension funds which are active in the Canadian repo market, remained
excluded from the CCP Fixed Income Clearing service. The expansion of its membership to
Limited Clearing Members thus constitutes a major initiative for CDCC and the Canadian repo
market.

2. Ancillary Changes Affecting Margin

(i) Changes to Variation Margin Process for Fixed Income Transactions
The primary motivation for the introduction of the new Variation Margin Process for Fixed
Income Transactions is to enable the use of Reduced Amounts Distribution (or VMGH) in the

event of a Recovery Process without increasing the liquidity pressure on the Clearing Members
by resorting to cash.

37



(ii)  Concentration Margin on Fixed Income Transactions on RRBs

The primary motivation for changes to the Concentration Margin on Fixed Income Transactions
on RRBs is to ensure a fair concentration charges for such Fixed Income Transactions. This is
accomplished by accessing all sources of RRB liquidity venues, including the Bank of Canada
auction process for these securities.

(iii)  New Additional Margin for Variation Margin Delivery Risk for Fixed Income
Transactions

The primary motivation for the introduction of an Additional Margin for Variation Margin
Delivery Risk for Fixed Income Transactions is to protect the CCP that incurs additional risk by
guaranteeing the return of specific securities in the course of the new Variation Margin
Requirement for Fixed Income Transactions.

(iv) Amendment to Margin for Intra-day Variation Margin Risk for Fixed Income
Transactions

The primary motivation of the introduction of the amendment to the Additional Margin for
Intra-day Variation Margin Risk to capture Fixed Income Transactions is to protect the CCP as a
result of the increase of intra-day exposure resulting from the change of process for the new
Variation Margin Requirement for Fixed Income Transactions.

(v)  Amendment to Collateral Policy

The primary motivation of the introduction of amendment to the collateral policy is to provide
Clearing Members with greater flexibility with their collateral management while ensuring CDCC
is entrusted with high quality collateral at all time.

3. Introduction of an optional third party structure for Initial Margin (Approved
Custodian)

The primary motivation of the introduction of an optional third party structure for Initial Margin
(Approved Custodian) is to facilitate access to the CCP for such entities that do primarily rely on
a custodian to manage their collateral. The use of an Approved Custodian for Initial Margin
purposes will enable direct access while requiring limited changes to the Clearing Members’
operations and systems.
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4. Enhancement of Default Management Process
The primary motivation of the proposed amendments is to ensure ongoing compliance with the
regulatory requirements applicable to CDCC, including the PFMIs and the CPMI-IOSCO Recovery
Guidance.

5. Enhancement of Recovery Process
The primary motivation of the proposed amendments is to ensure ongoing compliance with the
regulatory requirements applicable to CDCC, including the PFMIs and the CPMI-IOSCO Recovery
Guidance.

IV. IMPACTS ON TECHNOLOGICAL SYSTEMS

1. Introduction of the Limited Clearing Members Category

Technical Changes in CDCS Configuration

As a result of the introduction of a new category of Limited Clearing Members, certain changes
will be implemented in CDCS (Sola Clearing) in order to fully support the integration of such
members. Specifically, the CDCS Clearing Member interface (accessible to CDCC) will offer two
different risk models: (i) Clearing Members with the Principal Risk Model (i.e., Current Model)
and (ii) Clearing Members with the LCM Risk Model. When CDCC creates a Clearing Member’s
configuration for a member subject to the LCM Risk Model in the system, the Base Clearing Fund
Requirement configuration will be configured as zero. Such enhancement will also enable the
Corporation to define a margin multiplier to support the Effective Ratio to which Limited Clearing
Members are subject. As for the New Additional Margin for Uncovered Residual Risk, there are
no direct impacts on technological systems since the analytic tools which support the intra-day
risk management process are developed and tested internally by CDCC, separately from CDCC’s
current technological systems.

There are no technical changes to support the different operational timelines. However, as a
result of their distinct banking arrangement, the Limited Clearing Members will be excluded from
the Overnight Settlement bank transfer process (which currently takes place at 7 a.m.). Each
Clearing Member configuration will define if a member is covered by the Overnight Settlement
process. In the case of the LCM Risk Model, the configuration will exclude the Limited Clearing
Members from this process.

Such changes do not otherwise affect the current Clearing Members.
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2. Ancillary Changes Affecting Margin
(i) Changes to Variation Margin Process for Fixed Income Transactions

As a result of the introduction of the new process for Variation Margin for Fixed Income
Transactions, the Intra-Day and End-of-Day batches have been modified to separate the gains
calculated on the Market Value for all Fixed Income Transactions (MTM) from the aggregation of
the Base Initial Margin and the Additional Margin for Concentration Risk. The Repo Rate
Payment (in cash) will no longer be necessary.

The new Net Variation Margin Requirement will be now subject to a new collateral exchange
process federated by CDCC. On a daily basis, collateral pledged from any Clearing Member to
cover a positive Variation Margin Requirement will be reallocated amongst other Clearing
Members to cover a negative Variation Margin Requirement. CDCS will calculate the quantity of
securities to distribute to each receiving Clearing Member.

Clearing Members reports will be updated with the addition of: (1) a new Entitlement Report
(MS73) for Coupon Payments and bond conversion to cash at maturity issued to all Fixed
Income Clearing Members; (2) a new Variation Margin Report (MS10) exposing the Net
Variation Margin Requirement for Fixed Income Transactions and details of securities pledged
(by ISIN) by the Clearing Member to meet its requirements (which report is issued to all Fixed
Income Clearing Members); and (3) a new internal report, added to provide a Variation Margin
summary per member to the clearinghouse (CS10).

The End of Day Report (TLG) provided to the members will be updated to detail any information
used to build the MS73 and MS10 reports.

(i)  Amendment to Concentration Margin on Fixed Income Transactions on RRBs
No technological changes were required to support this amendment.

(iii) New Additional Margin for Variation Margin Delivery Risk for Fixed Income
Transactions

There are no direct impacts on the systems as the analytic tools to support intra-day risk

management process are developed and tested internally by CDCC, separately from CDCC’s
current clearing systems.
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(iv) Amendment to Margin for Intra-day Variation Margin Risk for Fixed Income
Transactions

There are no direct impacts on the systems as the analytic tools to support intra-day risk
management process are developed and tested internally by CDCC, separately from CDCC’s
current clearing systems.

(v)  Amendment to Collateral Policy

No technological changes were required for this amendment.

3. Introduction of an optional third party structure for Initial Margin (Approved
Custodian)

No technological changes were required following the introduction of the optional third party
structure for Initial Margin (Approved Custodian).

4, Enhancement to the Default Management Process

There are no impacts contemplated on the Corporation’s technological systems for this
amendment.

5. Enhancement to the Recovery Process
There are no impacts contemplated on the Corporation’s technological systems for this
amendment.
V. OBJECTIVES OF THE PROPOSED MODIFICATIONS

1. Introduction of the Limited Clearing Members Category
In line with the Bank of Canada’s promotion of central clearing of OTC instruments, CDCC is
proposing to expand its membership by the introduction of a new type of Clearing Member
called Limited Clearing Members that are buy-side participants active in the Canadian repo
market and have strong creditworthiness. Expanding membership to include buy-side

participation will greatly reduce the likelihood of repeating the liquidity pressure that occurred
in the Canadian repo market during the crisis of 2008.
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2. Ancillary Changes Affecting Margin
(i) Changes to Variation Margin Process for Fixed Income Transactions

By introducing the changes to Variation Margin process for Fixed Income Transactions, the
Corporation enabled the application of Reduced Amounts Distribution (VMGH) on Fixed Income
Transactions, in the event of the declaration of a Recovery Process, consistent with its Futures
and Options application, while limiting changes to its Clearing Members’ system and liquidity
impact.

(i)  Concentration Margin on Fixed Income Transactions on RRBs

By introducing such changes to the Margin methodology, the Corporation intends to ensure
appropriate risk coverage.

(iii) New Additional Margin for Variation Margin Delivery Risk for Fixed Income
Transactions

By introducing such changes to the Margin methodology, the Corporation intends to ensure
appropriate risk coverage.

(iv) Amendment to Margin for Intra-day Variation Margin Risk for Fixed Income
Transactions

By introducing such changes to the Margin methodology, the Corporation intends to ensure
appropriate risk coverage.

(v)  Amendment to Collateral Policy
By introducing such changes to the collateral policy, the Corporation intends to expand the
usage of provincial government bonds, thereby alleviating the reliance on Government of

Canada collateral.

3. Introduction of an Optional Tri-Party Structure for Initial Margin (Approved
Custodian)

By introducing the proposed optional tri-party structure, the Corporation intends to facilitate

access to the CCP to the Clearing Members that rely on external service providers, such as the
Approved Custodian, to manage their collateral.
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4. Enhancement to the Default Management Process

The proposed amendments will enhance the effectiveness of the Default Management Process,
thereby limiting the losses incurred as a result of the suspension of a Clearing Member.

5. Enhancement to the Recovery Process

The proposed amendments will establish appropriate Recovery Powers to enhance the existing
tools and procedures to manage a Clearing Member default and return to a matched book,
thereby increasing the likelihood that the FMI can recover from a Recovery Event and continue
to offer its critical services.

VI.  PUBLICINTEREST
1. Introduction of Limited Clearing Members Category

The Corporation, as a designated Financial Market Infrastructure of systemic importance, plays a
critical role in reducing system risk and increasing efficiency and transparency. CDCC provides
multilateral netting, cost efficiency through an efficient use of collateral and capital, and a solid
risk management framework to all Clearing Members. The amendments are designed to extend
CDCC’s benefits to the buy-side repo market activities not currently serviced by a CCP. Central
clearing of OTC repo market activities will greatly contribute to reducing leverage and
concentration in the market and thus to systemic risk reduction.

Under the current reg