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CCP Membership - Background

Banks/Broker Dealers

Traditional CCP members are financial intermediaries such as banks and securities firms

Highly regulated and generally well capitalized — within risk appetite for CCPs

Better able to share in risk mutualisation

Dealers transact both repos and reverse repos with other dealers —> netting benefit & reduced exposure

Transact large volumes and have significant operational capability — commercially sound proposition for CCPs

Clients
Includes entities such as Pension Funds, Insurance Companies, Investment Funds, Corporates
In some cases not subject to same level of regulatory oversight/capital requirements
Do not meet traditional membership requirements
Unable or unwilling to participate in mutualisation
Typically directional portfolios = more risky + reduces scope for netting

Transact lower volumes and sometimes do not meet CCP operational requirements — historically seen as less
attractive commercially for CCPs

- However, some dealers were keen for CCP membership to be offered to buy-side institutions

- Some buyside institutions have also pressed for access— incentivisation from dealers
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Indirect (Third Party) Clearing

For a number of years, clients have been able to access CCPs, albeit indirectly
Third Party/GCM Model

The Third Party Model has been most successful in OTC derivatives, particularly where there is a regulatory
mandate for central clearing e.g. IRS through LCH SwapClear

The Third Party model is a “back-to-back” model whereby the client is not a direct member of the CCP, they
access the CCP through a direct member — known as a ‘General Clearing Member’ or ‘GCM’

The CCP faces the GCM as principal — without any exposure or risk to the client —and the GCM faces the
client via a back-to-back transaction

The Third Party model has been rendered largely unviable from a balance sheet perspective for the
Clearing Members (explained overleaf)

llustration of Third Party Model:

Bilateral Execution Central Clearing

Clearing
Client Trade Execution Dealer Novation to CCP Client Member
(Dealer)
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Third Party Clearing

Why the model isn t viable for repo

In Third Party Clearing, the GCM is the clearing member and LCH’s principal (LCH has no direct relationship with the

client)

The GCM model is used extensively in derivatives clearing, for example LCH’s SwapClear service. The GCM model is
appropriate for this business as interest rate derivatives are non-physically settled hedging products and are therefore,

compared to physical securities, less capital and balance sheet intensive

The GCM model is also used in cash equities, which physically settle and are on b/s, but principal amounts are small

relative to bonds

A GCM model for repo would require the GCM to settle directly against LCH and then onwards to their client (a back-
to-back transaction). This arrangement has the same grossing up effect for the GCM'’s balance sheet as for an
intermediating bank in a bilateral uncleared transaction = _hence the balance-sheet burden is merely relocated, rather

than reduced

lllustration of balance sheet effect of client clearing model for a GCM:

Uncleared: Cleared using Third Party Model:
PR
Client h Dealer Bank ( lient R GCM
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Repo Client Clearing — Challenges and Innovation

The need for a buy-side solution for Central Clearing

Extending the benefits of central clearing for repos to the buy-side (client business) has required innovation away from
incumbent Client Clearing models such as Third Party Clearing

In addition to ensuring the solution does not generate excessive balance sheet requirements and is a commercially
viable proposition, CCPs have had to address a number of other challenges and obstacles:

1. Risk mutualization
Clients do not want to be exposed through mutualization to the default risk of dealers
Many are prevented from doing so by regulation
Dealers don’t want to be exposed through mutualization to other dealers’ clients, particularly less regulated and

less well capitalized clients

2. Client relationships
CCP access could make it easier for clients to switch their business to other dealer CCP members.
Opportunity for clients to expand their range of dealer counterparties
‘One-to-all’ model of a CCP - one credit line and a single legal agreement (with the CCP) to trade with other
members

3. Operational capacity.

Central clearing is highly automated
Clients may not have operational capability to meet CCP margin requirements (margin calls 5-6 times per day) —
although many clients have invested significantly in this area in recent years (e.g. driven by UMR)

4. CCP/Clearing Member Regulatory Obligations (under EMIR)
Clear distinction between definition of ‘Client’ and ‘Member’
Member responsibility for all financial obligations to clearing house

I C I I The Markets’
Partner 5



STRICTLY CONFIDENTIAL

Summary: RepoClear Sponsored Clearing

UNLOCKING EFFICIENCIES KEY FEATURES

Sponsored Clearing extends the benefits of direct CCP > Sponsored Members (Investors) have direct full

membership to the broader investor community in a Membership of the CCP, sponsored by an Agent

model specifically designed for the buy-side. Member (Bank)

By inviting Member banks to sponsor buy-side direct > Aggnt Members provide a.range.of serviFe_s for

access to the CCP, LCH supports the growth of an their Sponsored Member, including provision of

innovative way of doing business that enhances Default Fund and margin management

existing transactional and clearing relationships. > Sponsored Members are ultimately responsible
) ) ) for margin payments and trade settlement

The Sponsored Clearing model seeks to deliver capital, _ _

balance sheet and margin efficiencies for our > Agent Members confirm spo_nsorshlp of each

membership by increasing netting opportunities. Sponsored Member trade prior to clearing

Broader market participation in clearing benefits the whole membership

FOR BANKS, SPONSORED CLEARING INTRODUCES: FOR SPONSORED MEMBERS, BENEFITS INCLUDE:
01. Opportunities for increased balance sheet 01. Potential for bank capital savings to be reflected
optimization and capital efficiencies in more capacity for Sponsored Member activity
02. Enhanced transactional relationships with 02. A reduction in bilateral credit risk and default
customers: banks can sponsor their customers’ exposures through LCH’s world-class risk
access to the service management of cleared trades
03. Increased operational efficiencies through 03. Increased operational efficiencies through
settlement netting (for Banks acting as Dealers) settlement netting
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LCH Sponsored Clearing

Model Overview

Margins
Agent DF & Agent Option1 — Paid Direct to LCH
Margins -7 Resources
(and fees) . -7 Option2 —» Paid though Agent
// Margins

-

Margins _
»

Clearing
LCH Member

Sponsored Member Responsibilities Agent Member Responsibilities
Direct transactional relationship with LCH Default Fund Contributions / Waterfall
The SM is LCH’s direct counterparty for each cleared trade The Agent Member provides Default Fund Contributions
Trade Settlement Agent Resources
The SM settles directly with LCH (or through their The Agent provides an Agent Buffer as a pre-funded resource for
Custodian/Settlement Agent) - the Agent does not guarantee margin payments, and an ARC as an additional layer in the
performance default waterfall
Margin Liability Margin Management (‘Paying Agent’)
The SM is responsible for all margins to the CCP — margin The Agent facilitates the payment of the Sponsored Member’s
payments are facilitated by the Agent Member or may be paid margins in a Paying Agent capacity via its PPS/Target2 account
directly
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An LSEG Business

This document has been provided to you for informational purposes only and is intended as an overview of certain aspects of or proposed changes
to the SwapClear, ForexClear, Listed Interest Rates, RepoClear, EquityClear, CDSClear, SwapAgent and/or any other service provided by LCH Group
Holdings Limited (“LCH Group”) or any of its group undertakings (group undertakings shall be construed in accordance with section 1161 of the
Companies Act 2006; each an “LCH Group Company”).

LCH Limited is supervised by the Bank of England within the UK regulatory framework, registered as a derivatives clearing organisation with the
U.S. Commodity Futures Trading Commission (“CFTC”) and recognised as a third-country CCP under Regulation (EU) No. 648/2012 of the European
Parliament and of the Council of 4 July 2012 on OTC derivatives, central counterparties and trade repositories (“EMIR”). LCH SA is regulated and
supervised in France by the Autorité des Marchés Financiers, the Autorité de Contréle Prudentiel et de Résolution and the Banque de France,
authorised as an E.U. CCP under EMIR, registered as a derivatives clearing organisation with the CFTC and as a clearing agency with the U.S.
Securities and Exchange Commission. LCH Limited and LCH SA also hold licenses in other jurisdictions in which they offer their services. More
information is available at www.Ich.com.

The relationship of an LCH Group Company with its members is governed solely by its rulebook and certain other ancillary documentation, as
applicable. This document does not, and does not purport to, contain a detailed description of any aspect of a service provided by an LCH Group
Company or any other topics discussed in this document, and it has not been prepared for any specific person. This document does not, and does
not seek to, constitute advice of any nature. You may not rely upon the contents of this document under any circumstance and should seek your
own independent legal, investment, tax and other advice. The information and any opinion contained in this document does not constitute a
recommendation or offer with respect to any derivative contract, financial instrument, security or service. No LCH Group Company makes any
representation, warranty, condition or guarantee (whether express or implied) that the contents of this document are accurate, complete or up-
to-date, and makes no commitment to offer any particular product or service. No LCH Group Company shall have any liability for any losses, claims,
demands, actions, proceedings, damages, costs or expenses arising out of, or in any way connected with, the information contained in this
document, except that each LCH Group Company accepts liability that cannot be excluded by applicable law.

Copyright © LCH Limited 2021. All rights reserved. SwapClear, CDSClear, ForexClear, RepoClear, EquityClear, SwapAgent and €GCPlus are
registered trademarks of LCH.

The information contained in this document is confidential. By reading this document, each recipient agrees to treat it in a confidential manner and
will not, directly or indirectly, disclose or permit the disclosure of any information in this document to any other person (other than its regulators
or professional advisers who have been informed of the confidential nature of the information) without the prior written consent of LCH Group.
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