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Standards for Covered Clearing Agencies for U.S. Tasury Securities and Application of the Broker-
Dealer Customer Protection Rule With Respect to U.STreasury Securities (File No. S7-23-22)

Voluntary regulated innovation — a comprehensive dation for all market participants, direct and indi rect

Ladies and Gentlemen,

M|E|W Consul (“MEW?") appreciates the opportunityresspond to U.S. Securities and Exchange Commission
request to comment regarding “Standards for Cov&kshring Agencies for U.S. Treasury Securities and
Application of the Broker-Dealer Customer ProtectiRule With Respect to U.S. Treasury Securitiedée(No.
S7-23-22).

MEW is Konstanz/Germany based. Area of expertigésismanagement, from strategic and structurahtpof
view. The focus is mostly on aggregated and systeisi, less on individual market participants@nsactions.

In your report it says on page 76: “... Finally, ieased central clearing should enhance regulatsilgilty in

the critically important U.S. Treasury market. Sfieally, central clearing increases the transpayewf
settlement risk to regulators and market partidigaand in particular allows a CCP to identify cenirated
positions and crowded trades, adjusting marginireqents accordingly, which should help reduce ifiigant

risk to the CCP and to the system as a whole. ...”

For MEW, this is the most important statement, siiichighlights the double edged sword of centtahidng

and correspondent collateralisation, and will bael@ated on basis of recent upheaval in the Brijebernment
bond (gilt) market.

Successfully improving the stability of the U.Se&sury market via central clearing depends on twalitions:
1. Necessary = improving risk visibility as mentioredceady
2. Sufficient = reliable collateral management/marcatis
As mentioned in your report, better transparenoy tucentral clearing is improving risk visibilitgince risk
can be evaluated on individual transaction as aglhggregated basis. The result is improving apiatepevel

of initial margin. But we have to keep in mind ttm@re challenging variation margin in general iscti@, not
proactive. Meaning, collateral level overall mokttee time is lagging risk/volatility event.



Assuming CCP collateral regime works well, CCP #mgs centrally cleared U.S. Treasury market stgbii
greatly dependent on liquidity and collateral mamagnt of customers in general — direct and indirect

For a current analysis and stress test of cernraliag of government bonds following volatilityewts one can
look at recent developments in the British gilt kedr

The rout in long-dated gilt market is a warning rapde. Well regulated and conservative run UK pem$imds
are using derivatives to manage their long-tertiliig-driven investments (LDI) under defined pemrsiplans.
LDl is one of the concentrated risks as mentiomegbur report - fully transparent and well knowmlpa small
portion is centrally cleared currently.

When interest rates soared it triggered massiingedf long-dated gilts in anticipation of variati margin
calls. Private liquidity providers vanished and Baf England was forced to intervene. The centaalkbfeared
there would have been a self-reinforcing downwanidas that would threaten severe disruption of doreding
markets and consequently widespread financial liigtg according to deputy governor Sir Jon CuelifThe
ripple effect is nonetheless considerable acrossgean bond markets as a whole — government anpdicie.

As a response, pension funds have started liqaglather illiquid investments. In a forced sellevieonment
that often requires deep discounts, which negativapacts the funding level, and hence potentitygers the
need for additional contributions from sponsor cogtions.

Based on publicly available fund flow statisticK gension funds seem to reinvest freed up capitahoney
market funds (MMF), in preparation for future vdit events and additional variation margin caighich
should concern authorities. Front running liquidas, already known from routs in open-ended inveatrfund
sector including MMF, will likely become a more tdgr occurrence.

Finally, pension funds have started renegotiatimg d¢redit support annex (CSA), which determineatdibl
collateral and margin policy. A switch to so-caltelirty” CSA will widen the range of acceptable téral, f.i.
corporate financings and structured products. Assalt, the markets are becoming even more inteaesp, and
in case of future dislocation could very fast desise wider parts of the financial system.

Combined adjustments confirm that risk is not seafiduced, but is getting spread across finangistesn and
real economy. In case of future volatility eventtherities will possibly not be able to stabilisefast as needed.

No we can analyse the difference centrally cleadhgilt market would expectably have made, frosyatemic
point of view.

CCP would have been aware of concentrated LDI Hskgce adjust the level of initial margin accordjn@nce
external event triggers soaring yields and votgtitadditional variation margin call is sent. Comdul collateral
level is not necessary different to current leveder decentralised clearing.

Since CCP collateral policy is consistent and fpansnt, and pension funds decision is unalteredchars same
historic data and competition pressure, they wwlidi even less liquidity buffers. Hence, we wouitl expect
emergency liquidations in the market.

Because other market participants also know CCRiteohl policy, one should expect additional frombning
liquidations to benefit from forced liquidations pgnsion funds. Overall selling pressure in gilrke& would
potentially be even more severe.

As a result, pension funds will shift even moreitgrom illiquid assets to MMF. That leads to ther pressure
on funding level and need for additional contribng from sponsoring corporations.

Only renegotiations of CSA will become obsoletacsi CCP collateral policy is not negotiable.

The pro-cyclicality risk of central clearing andraspondent collateralisation of derivative tramisss in
general has been thoroughly analysed by regulatotiyorities and central and private banks globaiong
others. Above LDI example leaves MEW to expectghme will be true with regard to central clearifidJcS.
Treasury securities.



Regarding U.S. treasury securities we can therefgpect that boosting central clearing includingsistent and
transparent collateral management policy, autlesritwill be much better prepared to handle simitaragons.

But the price to be paid for better transparencyigher concentration. Authorities know margin sait

advance, but it will hit all counterparties at g@me time and in the same way. Other market paatits know
as well, probably front running short selling thariet in anticipation of forced liquidations. Urdeadditional
“balancing valve” is introduced, the selling pregsaould be even more severe. Loosening collattsmidard
obviously not the solution, otherwise CCP itse# at risk.

Interim conclusion, without accompanying measurestral clearing is moving U.S. Treasury market from
intransparent and uncoordinated to transparent cowddinated, but potentially even more instable tme
increased cyclicality.

Nonetheless, MEW believes moving U.S. Treasuryrigesito central clearing is the advisable negpswWhat
is missing is a complementary initiative to addmegdicality - liquidity and collateral driven.

Counter-cyclical solutions as “balancing valve” sies are called anti-procyclical tools, automatabilisers,
or shock absorbers; MEW solution is called KLF. fir@cally, all publicly known private solutions aaekind of
liquidity and collateral back-up insurance.

Main objective is expanding the time window for ketrparticipants to adjust to sudden and unexpeztiadge
in market environment. Once more we can referente riecent gilt market upheaval. With collaterakk-up
insurance cover pension funds can stretch repositiotheir LDI over an extended period of time. Eenno
emergency liquidations and no Bank of England etion are necessary.

With insurance premiums significant lower than coktolding collateral direct, insured market pepants
(direct and indirect, financial and non-financied)n withstand market and competition pressure.

Key hurdles are guaranteeing that solution doegat'tmisappropriated for speculative purposes, ppdraed to
previous insurance structures, and is reliable eliing periods of severe market stress. Less stipdied
market participants are not capable of doing tbein due diligence, that's why pre-launch produgutation is
essential. For cost efficiency reason (commoditsatand wide application including, not only stiwre itself
should be regulated, but also economics, docunentalistribution, supporting assets, settlemettt, €hat's
why we prefer to call it certification, in referemto earlier FDIC consultations.

Thus, MEW believes a comprehensive solution cosisistwo legs:
1. Central clearing of U.S. Treasury securities anbseas outlined in your proposal

2. Pre-launch product certification of liquidity andllateral back-up insurance solutions

Implementation of solution requires collaborati¢hy among regulatory authorities, and (2) publithvprivate
sector. Process to implement a reliable, fully$payent and regulated solution could be as follows:

1. Private sector risk managers such as MEW develpjidity and collateral back-up insurance structures

2. Reference transactions executed in closed enviroprie at the New York Innovation Center (NYIC),
a strategic partnership of the New York Fed and IBi®vation Hub, as part of FedNow initiative

3. Pre-launch product regulation, for example FDICtifieation (structure, economics, documentation,
distribution, settlement, etc.), with ongoing adijusnts thereafter according to changes in regulator
technical environment

4. Application by regulatory authorities: nationalfych as U.S. Security and Exchange Commission, and
internationally

5. Distribution and day-to-day management by U.S. lagd financial institutions exclusively (banks and
non-bank financial institutions; risk managers @ity excluded from operations)
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The non-operational position of risk managers isasftral importance for several reasons:

1.

2.

Pure staff function to guarantee strict neutrabfynilar to regulatory authorities

Every insurance structure has to balance standhrcbwer and profitability; although pre-launch
product certification will secure standard of cqvedth risk manager not being part of operations
additional firewall is implemented

Outsourcing day-to-day operation to regulated fai@rnstitutions prevents unnecessary and expensiv
duplication of infrastructure, forces higher stamlisation; together it simplifies regulation, proe®
commoditisation, lowers break-even cost and widsissibution even to smaller and less sophisticated
financial institutions and non-financial corporatio

Separation of duties enables decentralisation, whiarantees that insurance solution itself willare
pose a systemic risk

Since both, insurance structure and day-to-day gemant are fully regulated, although a decentmlise
structure, the solution as a whole is fully regedafrom inception

Although non-financial corporations and centrabcieg other than U.S. Treasury securities and répbsyond
the scope of this consultation, if more problems ba addressed with the identical solution than wbtyaim
higher, f.i. why no take steps in preparation figiitdl financial system next.

Final conclusion, MEW is convinced that strong fagjan is central to achieving stable centrallyackd U.S.
Treasury securities market, including voluntarifypavate sector solutions:

1.

2.

3.

innovation
product level

pre-launch

Due to combination of central clearing of U.S. Buwy securities and repos with private countericgtl
liquidity and collateral back-up insurances theecof the financial system will be stable again.

Independent of trigger, following volatility evefimancial system will automatically return to statelquilibrium,
even without central banks interfering. Regulaeiméntions as described on page 164 et seqq. ofrgpart or
in the gilt market recently no longer necessaryeRtial frictions between stabilisation measured aronetary
policy mostly avoided.

Since properly structured insurance solutions atdimited to financial sector only, it also funmtis as reliable
real-time risk radar of the financial system ashahe.

Best regards,

Manfred E. Will
Founder & CEO



