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Robert W. Errett

Deputy Secretary

Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-1090

Re: SR-FINRA-2015-036: Notice of Filing of a Proposed Rule Change To Amend
FINRA Rule 4210 (Margin Requirements) To Establish Margin Requirements for
the TBA Market

Dear Mr. Errett:

The Securities Industry and Financial Markets Association (“SIFMA”) submits this
letter to the Securities and Exchange Commission (“SEC”) in response to the request for
comment on SR-FINRA-2015-036, a proposal by FINRA to amend FINRA Rule 4210 to
establish margin requirements for transactions in the “to-be-announced” (“TBA”) market (the
“Proposal”).” SIFMA supports FINRA’s goal of managing counterparty credit risk and
welcomes the opportunity to comment on the Proposal. Nonetheless, we are concerned as to the
potential material negative impact of the Proposal on the mortgage market (particularly as to
whether the burdens of certain aspects of the Proposal will cause either member firms or their
counterparties to withdraw from parts of the market), as well as issues of clarity and operational
feasibility.

Without wanting to give diminished weight to our other concerns, we particularly wish to
emphasize that certain of the Proposal’s requirements are not operationally practicable, at least at
any reasonable expense. As further discussed below, SIFMA believes that the operational

SIFMA brings together the shared interest of hundreds of securities firms, banks and asset managers. SIFMA’s
mission is to support a strong financial industry, investor opportunity, capital formation, job creation and
economic growth, while building trust and confidence in the financial markets. SIFMA, with offices in New
York and Washington, D.C., is the U.S. regional member of the Global Financial Markets Association. For
more information, visit www.sifma.org.

2 Notice of Filing of a Proposed Rule Change To Amend FINRA Rule 4210 (Margin Requirements) To Establish
Margin Requirements for the TBA Market, Exchange Act Release No. 76148 (Oct. 14, 2015), 80 Fed. Reg.
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difficulties in implementing the Proposal will cause some firms to either withdraw from the TBA
market or at least to stop dealing with certain types of counterparties where the operational
requirements of the Proposal are inconsistent with existing settlement or credit procedures and
would require substantial infrastructure modification or investment.

We also hope the SEC and FINRA will consider whether the benefits of the Proposal, as
currently constructed, are worth the costs of implementation (including, but not limited to, the
likely withdrawal of participants from the mortgage markets). The Proposal does not require the
collection of maintenance margin from small counterparties (to the extent that exceptions can be
implemented)® or large counterparties* but only from medium-sized counterparties. These
medium-sized counterparties do not pose systemic risk. The difficulty of constructing a
maintenance margin process solely for these counterparties will discourage many firms from
serving them at all. This is likely to drive counterparties from the mortgage markets, which is a
negative from a policy perspective, or limit the number of firms available to serve the middle-
market.  Accordingly, should the decision be made to proceed with a variant of the Proposal,
we urge the SEC and FINRA to consider rules that would be simpler to implement and would
not unduly burden medium-sized counterparties. This might be achieved by (i) eliminating the
requirement to collect maintenance margin from any counterparty (rather than singling out
medium-sized counterparties to make such transfers) and (ii) raising the minimum transfer
amount. We emphasize, however, that even these changes will not make the Proposal workable
unless the operational and other mechanics as applied to TBAs are conformed to those that apply
to all other securities products.

I.  Scope of Requirements

A. Product Scope

SIFMA appreciates that FINRA has worked to align the scope of transactions covered by
the Proposal (“Covered Agency Transactions”) with the scope of products subject to the
recommendations of the Treasury Market Practice Group regarding best practices for forward-
settling agency mortgage-backed securities transactions (“TMPG Best Practices™).” While
SIFMA has raised concerns as to this scope and the potential issues that it may cause,® SIFMA
also appreciates the benefits of regulatory consistency. As such, SIFMA encourages FINRA to

See infra Section 1.B.5.
Due to the “exempt account” and other exceptions. See infra Section 1.B.3.
®  Proposal at 63605 & n. 27.

®  See Letter from SIFMA to FINRA re. FINRA RN 14-02, available at
http://www.finra.org/sites/default/files/NoticeComment/p477648.pdf (the “SIFMA 14-02 Letter”) at pp. 1-3.
The SIFMA 14-02 Letter is included as Appendix | hereto. See also Letter from SIFMA Asset Management
Group to FINRA re. FINRA RN 14-02, available at Letter dated Mar. 28, 2014, from the SIFMA Asset
Management Group to FINRA, available at
http://www.finra.org/sites/default/files/NoticeComment/p477653.pdf (‘AMG 14-02 Letter”™).
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continue to work with the TMPG to ensure that relevant guidance as to product scope continues
to remain consistent.’

B. Entity Scope

Under the Proposal, FINRA would establish a number of different categories of
counterparties as to which different margin requirements apply. Depending on the identity of the
counterparty, a member could be required to collect maintenance margin and/or mark-to-market
margin, or it could be excused from the margin requirements entirely, provided that it takes
appropriate capital charges.

As a general matter, FINRA should clarify the Proposal to address (i) when the various
counterparty status determinations must be made (and how frequently updated, if relevant); and
(ii) what level of diligence is required to determine status.® Each of these broad goals serves the
purposes of providing firms and their counterparties with clarity as to their status under the rules
and easing the operational burden. A requirement that FINRA members continuously monitor
their counterparties’ status would make many of the exceptions and exclusions impracticable as
an administrative matter. SIFMA would welcome the opportunity to work with FINRA to craft
appropriate and workable standards for the timing and extent of the relevant diligence.

1. “Cash” Account Exception

The Proposal would provide an exemption from maintenance margin for transactions
subject to the following conditions: (i) the scheduled settlement for the transaction is not later
than the month following the trade date; (ii) the counterparty “regularly” settles its Covered
Agency Transactions “on a DVP basis or for ‘cash’”; and (iii) the counterparty, in its transactions
with the member does not (a) engage in “dollar roll” transactions, as defined in FINRA Rule
6710(z); (b) engage in “round robin” trades; or (c) use “other financing techniques” for its
Covered Agency Transactions.’

While SIFMA appreciates FINRA’s decision to provide an exemption from maintenance
margin for accounts that trade with an expectation of actually taking physical delivery or
ownership of positions, we have concerns that the conditions in the exemption would not be
practical to implement.

Id. (noting examples of products that are in scope for both proposals). With that said, SIFMA recognizes that
certain firms may not currently settle certain transactions within the “T+1” period that would be required under
the Proposal for TBAs and Specified Pools. As with other issues in the Proposal, this is a point where many
firms would benefit from having sufficient time to build operational and other systems so as to comply with an
amended Rule 4210.

In particular, and as noted in infra Section 1.B.4 with respect to mortgage bankers, FINRA should indicate that
it would be reasonable for firms to rely on counterparty representations (though reliance on representations
would not be the only way for a member to comply). Cf. Exchange Act Rule 3a71-3(a)(3)(ii) (providing for
reliance on counterparty representations for certain status determinations for purposes of security-based swap
transactions).

®  Proposed Rule 4210(e)(2)(H)(ii)(e).



As a starting matter, to the extent that FINRA’s concern is to differentiate between
transactions that settle and those that are closed out with a cash payment, SIFMA believes that
the language regarding “dollar rolls” and “round robins” would be difficult to implement and, in
any event, captures transactions that go far beyond the risks that the language is intended to
prevent. Market participants either settle a particular trade physically or they do so by cash
payment. “Dollar rolls” and “round robins” are simply alternative ways to settle. There is no
reason to single out such trades; and the language is further problematic because it is not always
possible to identify whether a particular trade or group of trades is intended to constitute a dollar
roll because, for example, the trades may not occur at the same time or even on the same day.

SIFMA reiterates that it is not opposed generally to limitations as to the use of the “cash”
account exception that address the primary goals of the Proposal. It is understood that the
Proposal is intended address counterparty exposure.”® However, SIFMA is concerned that the
limitations in the proposed rule text are overbroad and actually may include risk-reducing
transactions. For example, round robin trades often are worked out after the settlement date as a
means of mitigating fails. It would be inappropriate to remove a counterparty because it uses
such transactions, particularly given that their use may provide important systemic benefits, such
as the reduction of open fails."

SIFMA is also concerned as to the ambiguity of the term “regularly.” While we are
satisfied that the term does not mean “always,” there is a wide range of meanings that may be
given the term. To the extent that this condition applies, we think that FINRA should provide
guidance indicating that a firm would be in compliance if it understood the term to mean that,
e.g., “the firm has a reasonable expectation, whether based on the counterparty’s prior history, in
light of discussions with the counterparty, or otherwise,* that the counterparty will physically
settle more often than not.”

Even if FINRA were to adopt the clarifying suggestions that we have proposed above,
SIFMA is concerned that members who have counterparties that could benefit from this
exception will be required to make significant changes to systems in order to rely on the
exception. That is, implementing the procedures to comply with this exception would require
firms to track and monitor counterparty activity and to continually re-assess whether a
counterparty “regularly” settles trades. In practice, we are skeptical that firms will find it
worthwhile to build systems that can comply with the FINRA proposal, particularly given that
the counterparties at issue are relatively small and do not use financing, and given the risk of
regulatory sanction if a firm does not interpret the term “regularly” in a consistent manner with
the interpretation of an examiner. The likely result is that many firms will not make this

0 See Proposal at 63617.

' While the “regularly” phrase does not clearly apply to the dollar roll / round robin / other financing aspect of the

exception, FINRA should clarify what amount of such transactions would render the exception not usable by a
counterparty. As drafted, the Proposal seems to suggest that a single dollar roll, round robin, or “other
financing” trade could result in the counterparty being subject to maintenance margin.

2 Generally, the firm would form a well-founded belief and not disregard “red flags.”



exemption available; this would be to the detriment of both small counterparties and the
mortgage markets. Accordingly, SIFMA believes that, as a practical matter, the benefits of this
exemption will be relevant to the market only if it is made straightforward to implement. For
example, FINRA might make the exemption available to counterparties with respect to trades
settling in the next calendar month so long as the relevant counterparty’s positions were below a
specified amount (set by the member’s credit department) and where the firm reasonably
believes that the counterparty may physically settle the trade.™

2. Sovereign Entities

The Proposal contains an exclusion from the margin collection requirements for Covered
Agency Transactions entered into with the Office of the Comptroller of the Currency, the Board
of Governors of the Federal Reserve, the Federal Deposit Insurance Corporation,** central banks,
multinational central banks, foreign sovereigns, multilateral development banks, or the Bank for
International Settlements. As noted in the SIFMA 14-02 Letter, SIFMA believes that this
definition should be expanded to include sovereign wealth funds that are guaranteed by
sovereigns, as these entities present a similar credit profile to trades directly with a sovereign
entity.

In the Proposal, FINRA said that it declined to add these entities to the sovereign
exclusion because they act as “commercial participants” and that (i) the potential for “regulatory
arbitrage” and (ii) the purposes of the Proposal would be frustrated unless it could be shown that
an entity is “expressly backed by the full faith and credit of a sovereign power or powers and is
expressl;gSIimited by its organizing charter as to any speculative activity in which it may
engage.”

While SIFMA accepts that concerns of competitive treatment are relevant to the
treatment of sovereign wealth funds in certain instances, SIFMA believes that none of the factors
listed is relevant insofar as the Proposal is concerned. The Proposal is fundamentally about
credit. Whether a sovereign fund’s activity is described as “commercial” or “governmental”
does not fundamentally change the credit analysis. For credit purposes, the fund is simply a
vehicle for the sovereign. Second, FINRA’s suggestion of a “full faith and credit” requirement is
an essentially technical differential; if a sovereign stands willing to guarantee the obligations of
the fund, then the broker-dealer may look to that sovereign to be made whole in the event the
fund fails.

In addition to sovereign wealth funds, SIFMA also recommends that FINRA expand the
“sovereign” exception to include U.S. government-sponsored entities (“GSEs”) and the U.S.

3 Such reasonable belief could be formed, e.g., by the receipt of a representation from the customer regarding its

activities.

" The Proposal’s limiting reference to these three banking agencies referenced in 12 U.S.C. 1813(z) seems

unnecessarily restrictive. All U.S. governmental entities should be able to rely upon this exclusion. As the
discussion further below indicates, there is no credit reason to make such a distinction.

> Proposal at 63619.



federal home loan banks. Many of such entities’ obligations are guaranteed by the U.S.
government, explicitly or implicitly.!® Furthermore, these entities are integral to the mortgage
market in the United States. Subjecting them to margin requirements could potentially impose
additional costs on their ability to hedge their portfolios. This could have a disruptive and/or
costly effect on persons financing home purchases. As such, SIFMA recommends that FINRA
include these entities within the scope of the “sovereign” exception in the Proposal.

3. Exempt Account Definition

The Proposal uses the term “exempt account” generally as it is used under current FINRA
Rule 4210. SIFMA understands that FINRA intends to review this definition as part of a “future,
separate rulemaking effort.” SIFMA believes that the definition of “exempt account” contains a
number of points worth reconsidering. While it is understood that FINRA would prefer to
address that as part of a separate rulemaking effort, SIFMA notes that the current Proposal could
impose requirements under Rule 4210 to new groups of counterparties. To this end, SIFMA
wishes to highlight two groups of counterparties that could be addressed by straightforward
amendments to the definition of “exempt account,” even as more general concerns with the
definition are saved for later consideration.

a.  Foreign-Requlated Entities

Under Interp. /01 to FINRA Rule 4210(a)(4), a “foreign institution” (i.e., a financial firm
that is regulated under non-U.S. law) does not qualify as a “designated account.” As noted in the
SIFMA 14-02 Letter, SIFMA believes that this interpretation should be withdrawn and that
FINRA should recognize firms regulated under non-U.S. law as “designated accounts,” and
“exempt accounts.” Such a change would substantially ease the diligence burdens on member
firms and would be consistent with the treatment of such entities under other areas of financial
regulation that look to similar criteria to allow persons to engage in specified financial
transactions.’

b. Common Trust Funds, Collective Trust Funds

It is common for pension plans and other similar entities to use trust vehicles such as
“common trust funds” and “collective trust funds” to make investments. Where these trusts are
beneficially owned entirely by entities that otherwise qualify as a “designated account,” such
entities should also be afforded treatment as a “designated account.”®

' For instance, the Government National Mortgage Association (Ginnie Mae) is a government-owned

corporation, and the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan
Mortgage Corporation (Freddie Mac) are subject to a conservatorship of the Federal Housing Finance Agency.

" See, e.g., Securities Exchange Act of 1934, as amended (“Exchange Act”); Section 3(a)(65) (definition of
“eligible contract participant”); Exchange Act Rule 13d-1(b)(ii)(J) (beneficial ownership reporting
requirements).

8 More generally, any time an investment vehicle is entirely owned by entities that themselves qualify as

“designated” or “exempt” accounts, such accounts should be afforded the same treatment. Cf. Securities Act



4. Mortgage Bankers Exception

Under the Proposal, FINRA members may accord “mortgage bankers” the same
treatment as “exempt accounts” if the mortgage bankers use Covered Agency Transactions to
“hedge their pipeline of mortgage commitments.”™® FINRA members would be required to adopt
written procedures to monitor the mortgage banker’s pipeline of mortgage loan commitments in
order to assess whether the Covered Agency Transactions are being used for hedging purposes.

SIFMA understands FINRA’s desire to limit the scope of the mortgage banker exception
to entities engaged in bona fide hedging activities. However, the diligence requirement creates
an impossible burden for members to meet in terms of meaningfully monitoring the activities of
their counterparties beyond transactions with the member.?° As requested in the SIFMA 14-02
Letter, SIFMA believes it would be appropriate for FINRA to confirm that members could
comply with the “hedging” aspect of the exception by obtaining representations or certifications
from the mortgage bankers as to their use of Covered Agency Transactions.?* It is not practical
to expect members to monitor mortgage bankers’ transactions with third parties or to determine
whether each transaction is “hedging” an existing mortgage loan commitment. Even if a review
of the type suggested by the Proposal were possible, a mortgage banker that wished to evade the
limitations could trade in an amount equal to its mortgage pipeline with numerous banks. In
sum, regardless of the procedures that may be put into place, firms do not have any better means
to implement this exemption than to rely on a counterparty’s representation.

5. “Small” Account Exception

In addition to the “Cash” account exception discussed above, the Proposal would exclude
from both the maintenance and mark-to-market margin requirements those entities that qualify
for the “cash” account exception and whose “gross open positions” in Covered Agency
Transactions with the member amount to $2.5 million or less in the aggregate.”? SIFMA
appreciates FINRA establishing this exception as it believes that it should help reduce the burden
on smaller counterparties that “do not give risk to the [member].” With that said, and in addition
to the concerns raised above as to the details of the use of the exception, it is not clear how

Rule 144A(a)(v) (including in the definition of “qualified institutional buyer” entities where all of the equity
owners are “qualified institutional buyers”).

9 Proposed Rule 4201(e)(2)(H)(ii)(d).

2 In responding to this comment, FINRA in the Proposal cited current interpretation /02 to Rule 4210(e)(2)(F),

noting that the rule already contemplates evaluating the loan servicing portfolios. SIFMA notes that the
monitoring or servicing portfolios requirement under the current rule applies only to mortgage bankers who do
not otherwise meet the $1.5 million “net current assets” test.

2l Cf. SEC Proposed Rule, End-User Exception to Mandatory Clearing of Security-Based Swaps, 75 Fed. Reg.

79992 (Dec. 21, 2010) and CFTC Regulations 23.505 and 50.50 (setting forth standards for diligence as to use
of the end-user exception from mandatory clearing for (security-based) swaps, which also contain “hedging”
requirements).

2 proposed Rule 4210(e)(2)(H)(ii)(c)(2).



FINRA reached the $2.5 million figure and how much of the market may actually rely upon this
exclusion.

We note that given the $250,000 minimum transfer amount (which is, of course, subject
to firms’ individual assessments as to a counterparty’s creditworthiness), firms rarely would be
required to collect margin from accounts of such size in any event. Thus, firms would be put to
the burden of monitoring a regulatory requirement even though the results of such monitoring
would not result in the firm being required to take any action.

In order not to do damage to the mortgage market through a loss of liquidity and added
administrative burdens for dealers, we would propose that this exemption be turned into a
genuine “small account exception.” This could be achieved by eliminating the requirement that
trades settle in the cash account and by allowing for a larger open position amount, such as $10
million. This would allow small institutions to continue to participate in the mortgage markets
and for members to continue to serve such counterparties.

Il.  Maintenance Margin

Under the Proposal, “Covered Agency Transactions” would be subject to a 2%
“maintenance” margin requirement for transactions with non-exempt accounts that otherwise do
not qualify for one of the exclusions discussed above.?®

SIFMA continues to oppose the maintenance margin requirement as unnecessary to
assure the soundness of FINRA members, provided that members continue to take capital
charges as are required under current rules.”* As a starting matter, SIFMA observes that the
requirement to collect margin or the requirement to take a capital charge serve identical
purposes. They both assure that a broker-dealer has sufficient capital to withstand a counterparty
default, in the first case, by allowing the broker-dealer to seize the counterparty’s assets and, in
the second case, by assuring that the broker-dealer has sufficient internal resources to absorb the
loss.

The Proposal also provides exemptions as to the collection of margin from both small
firms and large firms; the maintenance margin requirement would primarily impact medium-
sized counterparties. Even as to these counterparties, a $250,000 margin buffer is allowed.
Ultimately, firms will be required to build a substantial operational system in order to collect a
limited amount of margin from a limited number of counterparties. For many firms, it would
make much more sense to set aside capital as to these trades rather than to build the required
systems, which would be a substantial operational burden even in ordinary times, let alone in the
current circumstances when so many new requirements are being imposed.

% Proposed Rule 4210(e)(2)(H)(ii)(d).

% See SIFMA 14-02 Letter; see also AMG 14-02 Letter. We do not substantially repeat the arguments regarding
maintenance margin made in the letters in response to FINRA RN 14-02 but continue to believe in the
reasoning expressed therein.



In addition, the Proposal creates substantial complexity for firms in calculating margin
requirements where an account may trade in numerous products including but not limited to
Covered Agency Transactions. Margin calculations currently required by FINRA Rule 4210 are
generally based on positions held in the account as of close of business the prior day (or, in the
case of day trading, transactions that occurred the prior day). The Proposal would require firms
to calculate maintenance margin on a transaction-by-transaction basis and segregate Covered
Agency Transactions from other securities in the account. For example, if an account has an
open TBA transaction, a corporate bond and a debit balance, the amount of the debit and the
dates the debits occur must be separated to ensure that margin is calculated correctly and margin
deficits aged appropriately.

The maintenance margin requirement is also inconsistent with the TMPG Best Practices
and will put FINRA members at a material competitive disadvantage. FINRA members will be
required to collect maintenance margin where their competitors (such as banks and foreign
institutions) are not subject to such a requirement. As previously noted, this impact could be
more significantly felt by smaller broker-dealers, whose business involves serving a greater
proportion of smaller investors, than for larger firms that may be able to withstand the loss of
business or could refer the business to an affiliated bank or foreign institution. The inconsistency
with the TMPG Best Practices also could require broker-dealers that expended significant
resources to comply with TMPG Best Practices to be forced to expend even more resources to
comply with this new requirement.?®

Additionally, the requirement likely would lead to investors being forced to leave the
market for Covered Agency Transactions. For some investors, the requirement to set aside
maintenance margin will make entering into Covered Agency Transactions uneconomical. This
would have a negative impact on the mortgage market through a loss of liquidity and could lead
to greater costs for mortgage originators and other market participants that, in turn, could result
in greater costs to mortgage borrowers.

I11.  Margin Transfer and Position Liquidation Timing

The Proposal generally would require a FINRA member to (i) take a net capital charge
for any margin deficiency that is not satisfied by the close of business on the next business day
after the date that the deficiency arose, and (ii) liquidate positions to satisfy a deficiency if the
deficiency is not satisfied within five business days from the date that the deficiency arose.

These are among the instances where the FINRA Proposal would require firms to deviate
from ordinary operational practices, generally by imposing shorter timetables. SIFMA continues
to emphasize that these time frames are (i) too short, even if the requirements of the Proposal
were viewed in isolation from the other business conducted by member firms, and (ii) given that
they would require firms to make material changes to their operations in respect of a single
product type, are not feasible to implement. That is, it is not workable for firms to create new

% For example, firms that signed MSFTAs with their counterparties for Covered Agency Transactions could be

forced to re-negotiate those documents to include terms for maintenance margin.



systems that can distinguish between credit trades that are required to be settled in two days and
those that are required to be settled in three days, nor can these difficulties be justified from a
policy perspective. There is no reason related to credit risk why Covered Agency Transactions
trades should settle more quickly than would other trades, given that such transactions are
generally less volatile than trades in many other types of securities, including both most debt and
many equity securities.

A. Margin Transfer Timing

The “T+1” capital charge requirement would change the existing requirements that apply
to identical (but often more risky) securities credit activities of broker-dealers.”® Under
Exchange Act Rule 15c3-1, a capital charge is not required for uncollected margin until five
business days after a call for margin is made.”” In contrast, the Proposal would require a capital
charge, in many cases, on the same day as the call for margin.?® Current Rule 4210 generally
does not impose margin collection timing requirements (although it does contain liquidation
timing requirements).

It is simply impractical for FINRA to make a change that is specific to this group of
trades. Member firms and their counterparties have extensive operational and legal
arrangements that are set up to work with the margin and capital requirements for securities
transactions as a whole. Modifying these requirements so that they operate on a product-specific
basis would be a tremendous task.”’ Firms would need to set up operational capacity to analyze
a counterparty account as to its Covered Agency Transactions and separately as to all other
securities transactions.

Further, as both the SIFMA 14-02 Letter and the AMG 14-02 Letter made clear, a one-
day turnaround raises operational issues for member firms and their counterparties, including

% SIFMA concedes that the FINRA portfolio margin rules require a net capital deduction in the same manner as

the Proposal and liquidating action within three business days. See Rule 4210(g)(10). However, portfolio
margin is a significantly different type of business than Covered Agency Transactions given that it (i) allows
counterparties to take on more leverage than is otherwise allowed; (ii) is limited to counterparties who meet a
specified set of requirements; and (iii) is part of a regulatory scheme that imposes a greater amount of diligence
and compliance requirements on broker-dealers than exists for ordinary securities credit transactions.

7 See Exchange Act Rule 15¢3-1(c)(2)(xii).

% The Proposal would require margin collection or capital charges on the business day after the business day on

which the “mark to market loss arises.” Many firms typically compute margin deficiencies after the close of
business and issue calls for margin overnight or early the following morning. Further, many contracts
(including the SIFMA-published MSFTA) allow a party to post margin on the following business day if a call
for margin is made after a specified time (e.g., 10:00 a.m. for the MSFTA).

2 Many firms recently undertook to comply with TMPG Best Practices and entered into a large number of

MSFTAs. Many of these agreements may allow counterparties to post margin on a T+2 basis or provide for
cure periods where margin is not transferred by T+1. The Proposal’s timing change would require firms to
revisit these arrangements very soon after undertaking great costs to get them in place. In certain cases, this
could result in counterparties being forced out of the market where they are unable to comply with the new
timing requirements.

-10-



those relating to differing time zones and holidays,* the need for advisers to make post-trade
allocations, the need to convert currencies, and the need for managers to instruct custodian
transfers.

B. Position Liquidation Requirement

As with the margin transfer timing requirement, SIFMA believes that the T+5 liquidation
requirement is an unnecessary change to existing practices, where firms (i) under the FINRA
rules, have fifteen days following a margin call to take liquidating action;*! and (ii) are not
subject to a liquidation requirement under the TMPG Best Practices.

The decision to liquidate counterparty transactions is a very serious business decision.
For instance, under the Master Securities Forward Transaction Agreement (“MSFTA”),** a firm
would need to declare a “default.” Many market participants include “cross-default” provisions
in their MSFTASs and other trading documentation that could lead to a chain reaction of defaults
for the counterparty. Market participants generally do not take such a step lightly; mandating it
in a shorter time period than historically has been required could adversely affect market
participants and markets. As we have previously noted,* firms may choose not to liquidate a
counterparty despite a missed margin call for numerous reasons. For one, a bona fide dispute
may be ongoing and the firms may be working to resolve such a dispute. Even if FINRA were to
go ahead with the liquidation requirement, SIFMA strongly urges it to create exceptions that
recognize that disputes happen and allow member firms to take capital charges on such
deficiencies pending resolution of the dispute. As previously noted, SIFMA is more than willing
to work with FINRA to set appropriate measures to limit the size of such disputes or the amount
of time a dispute could continue before liquidating action is required.*

IV.  Minimum Transfer Amounts
The Proposal would allow firms to include a minimum transfer amount (“MTA”) of up to
$250,000 in their margining arrangements such that no margin or capital charges would be

required to be collected until the required transfer exceeded the specified threshold.

SIFMA appreciates the inclusion of an MTA, as it is consistent with market practices.
However, while $250,000 is a frequently used number, SIFMA believes that it is too low to be

% In a similar context — the recent final rules to implement margin requirements for uncleared swaps — regulators

provided guidance to firms as to how to interpret, inter alia, differences in time zones and foreign holidays
impact a one business day collection requirement. See Final Rule to Establish Margin and Capital
Requirements for Covered Swap Entities (Oct. 22, 2015) (unofficial text) at 93-96, available at
https://fdic.gov/news/news/press/2015/pr15081.html (“Swaps Final Rule”).

1 FINRA Rule 4210(f)(6).
32

The SIFMA-published form is available at http://www.sifma.org/services/standard-forms-and-
documentation/mra,-gmra,-msla-and-msftas/.

3 See SIFMA 14-02 Letter and AMG 14-02 Letter.
3 See SIFMA 14-02 Letter at 7-8 and SIFMA AMG Letter at 4.
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established as a universal norm and does not provide enough discretion for FINRA members to
make an appropriate credit assessment. Given that member firms are otherwise required by the
Proposal to take various steps to assess the risk of their counterparties, SIFMA feels that member
firms can and should be able to make a decision on a case-by-case basis as to how high or low
the minimum transfer amount should be on a counterparty-by-counterparty basis. For instance,
an MTA of $250,000 may be appropriate for a smaller investor but inappropriate when trading
with, %;59" a large bank, GSE, or other user of Covered Agency Transactions with very strong
credit.

In addition, a minimum transfer amount of $250,000 would require firms to amend
contracts that have higher MTAs or threshold amounts. Particularly given that many of these
contracts were executed in response to the requirements of the TMPG, SIFMA believes that
FINRA should allow such existing contracts to be “grandfathered” — i.e., any new MTA adopted
by FINRA should not apply to existing contractual relationships for a specified period of time.
However, it would be preferable simply to raise the minimum transfer amount to $500,000,
subject to a firm’s credit risk procedures.

V. Risk Determinations
The Proposal generally would take the “written risk analysis” requirement that exists in
current Rule 4210 and apply it to Covered Agency Transactions. Below, SIFMA suggests a

number of modifications to this requirement as it is drafted in the Proposal.

A. Investment Advisory Accounts

Proposed Interpretation 4210.05(a)(1) provides that members may make risk limit
determinations at the investment adviser level unless any account or group of commonly
controlled accounts whose assets are managed by the adviser constitute more than 10% of the
adviser’s regulatory assets under management. FINRA indicated in the Proposal that it believes
that accounts above this threshold “pose a higher magnitude of risk.”*

SIFMA does not understand why accounts above the 10% threshold should present a
higher magnitude of risk and believes that the limitation creates an unnecessary additional hurdle
and diligence requirement. Even where a risk determination is made based on who the adviser
for an account is, a member firm is still required to make status determinations and collect
margin at the level of the account’s beneficial owner. If a member, in making its risk analysis,
chooses to undertake such an analysis, taking account of the adviser (and with knowledge of that

% At a minimum, we encourage FINRA to look to the $500,000 minimum transfer amount that U.S. regulators

adopted for margin requirements for uncleared swaps (which is roughly consistent with the international accord
on the same point). See Swaps Final Rule.

% Pproposal at 63618.
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adviser, how it trades and its investment mandate for the account), then it should not matter
whether the adviser trades predominantly for one account or another.*’

B. Drafting Changes to Risk Determinations

In proposing changes to the existing Rule 4210 risk determination requirement, FINRA
essentially has, and perhaps unintentionally, recreated the requirement three times: (i) in FINRA
4210(e)(2)(F) (“Transactions with Exempt Accounts Involving Certain “Good Faith”
Securities”); (ii) in FINRA 4210(e)(2)(G) (“Transactions With Exempt Accounts Involving
Highly Rated Foreign Sovereign Debt Securities and Investment Grade Debt Securities”); and
(iii) in the Covered Agency provisions of Proposed 4210(e)(2)(H). This suggests three separate
risk determinations for any accounts engaged in the three types of transactions. However,
proposed Interpretation 4210.05(a)(3) says that a member may base the risk determination on
“consideration of all products involved in the member’s business with the counterparty, provided
the member makes a daily record of the counterparty’s risk limit usage . . .”).

SIFMA requests that FINRA (i) clarify that a single risk determination may be made
under (e)(2)(F)-(H) for a particular counterparty; (ii) clarify that Interpretation 4210.05(a)(3)
does not extend beyond the products covered by ()(2)(F)-(H);*® and (iii) eliminate the additional
“daily record” requirement under the .05(a)(3) determination. In particular, as to point (iii),
SIFMA does not believe there is a need for this additional limitation, particularly given that
current Rule 4210 imposes no such requirement and allows firms to make such determinations
for credit extended under (e)(2)(F) and (e)(2)(G), collectively.

VI.  Concentration Limits on Capital Deductions

The Proposal would modify the existing concentration limits on net capital deductions
under Current Rule 4210 in order to capture the expanded scope of the rule under the Proposal.
SIFMA accepts the policy behind this technical change but continues to believe that FINRA
should make conforming changes to raise the concentration limits to reflect the added margin
requirements under the Proposal, given that the existing risk limits were created prior to the
issuance of, and without consideration of the effect of, the Proposal. Consistent with the
previous suggestion in the SIFMA 14-02 Letter, SIFMA believes that it would be appropriate to
increase, to 10 percent, the limit for any one account or commonly controlled accounts.*

¥ To the extent that the 10% requirement remains in the final rules, FINRA should clarify that the analysis

compares the amount of the commonly controlled accounts at the member firm to the adviser’s overall AUM.

% For example, such a risk determination does not necessarily need to cover portfolio margin transactions, non-

securities products, and other transactions. However, SIFMA does believe that a member should have the
flexibility to make such a cross-product risk determination, if it so chooses, and still satisfy the risk
determination requirement of Rule 4210.

3 SIFMA 14-02 Letter at 11-12.
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VIl.  Two-Way Margining

While the TMPG Best Practices encourages firms to engage in two-way margining as a
means for reducing risk, the FINRA Proposal would not impose such a posting requirement on
member firms. FINRA indicated in the Proposal that it “supports the use of two-way margining
as a means of managing risk but does not propose to address such a requirement as part of the
rule change.”*® SIFMA encourages FINRA to continue to express support for firms that choose
to implement two-way margining, particularly given that this is consistent with the TMPG Best
Practices and large portions of the market already have made contractual and operational
arrangements to engage in two-way margining.

VIII.  Introducing / Clearing Issues

The adoption of the Proposal, or an amended version of the Proposal, would raise a
number of issues with respect to introducing / clearing arrangements that should be clarified
before the Proposal is finalized.

First, it should be the responsibility of the introducing broker to determine whether a
counterparty qualifies as an “exempt account” (or other status determinations under the
Proposal)* and that a clearing broker should be able to rely on [a written representation]
provided by the introducing broker as to the counterparty’s status.

Second, and consistent with the view that the introducing broker is best suited to make
status determinations, the introducing broker also should be responsible for the written risk
determinations required under the Proposal. As the person with direct interaction with the
counterparty and who will perform the direct credit diligence, the introducing broker is best
suited to perform this analysis.

Third, in many instances, it will be appropriate for the introducing broker, rather than the
clearing broker, to take any required capital charges. Many of the introducing brokers involved
in the TBA market are fully capitalized firms, with authority to engage in proprietary trading,
even though they do not self-clear. As to such firms (“Capitalized 1Bs”), we believe it should
be permissible (though not necessarily required)* for the Capitalized 1B to take any capital
charges in respect of the relevant transactions where either (i) the Capitalized IB and the relevant
counterparty have agreed in writing that the clearing broker is not responsible for the settlement
of the relevant trade but is acting only as a custodian and settlement agent, or (ii) the Capitalized
IB has provided a guarantee of the counterparty’s liability to the clearing broker and the amount
of collateral posted by the Capitalized IB to the clearing broker (and on which the clearing
broker may readily foreclose) would be sufficient to satisfy any margin of the counterparty if the

“0 Proposal at 63620.

‘L E.g., “mortgage bankers,” sovereigns, and the “cash” account criteria.

“2 That is, the Capitalized IB and the clearing broker would retain the flexibility to agree as to the allocation of

capital charges. As is currently the case, a clearing broker could continue to take capital charges, and it would
be required to do so as in the case of, for example, a so-called “$5,000 introducing broker.”
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counterparty itself had posted the relevant collateral with the clearing broker. Such an
arrangement would allow the introducing broker to agree with a counterparty that the
counterparty is not required to post certain margin amounts and that the introducing broker
would take any relevant capital charges (rather than the clearing broker being responsible). We
likewise would expect that the introducing broker would be responsible for making any risk
determinations in respect of the counterparty.

IX. Compliance Dates

FINRA indicated that it would announce the effective date of the Proposal, once
approved, within 60 days following approval and that such effective date would be no later than
180 days following that announcement. This time frame is entirely too short.

As we have discussed throughout this letter, the Proposal raises a large number of
operational and technological issues for FINRA members and their counterparties. In particular,
many firms would be required to make operational builds to, inter alia, (i) comply with a change
in settlement timing for certain products; (ii) recognize new account types to handle the new
categories of counterparties; (iii) monitor counterparty transactions to ensure that the
counterparty can continue to rely on exclusions; (iv) collect maintenance margin; (v) impose
strict deadlines for collecting margin and liquidating counterparties that are different from the
deadlines for the vast majority of other securities credit transactions; and (vi) impose margin
requirements on Covered Agency Transactions separate from margin on the rest of a
counterparty’s positions. Expecting firms to build these systems in a short time frame is not
practicable (and, we again emphasize, that certain of the requirements are inherently impractical,
from an operations perspective).

In addition, the Proposal would require firms to spend a great deal of time negotiating
legal terms to document the new margin requirement. It would effectively require every market
participant to sign up to an MSFTA (or similar agreement governing forward transactions and
containing margin terms). These agreements take time and resources to negotiate and
operationalize. As SIFMA members who implemented the TMPG Best Practices found, entering
into these agreements involves engaging with a large number of counterparties, many of whom
are also limited in their legal resources. Furthermore, even where firms already have MSFTAS
or other similar agreements in place, material amendments could be necessary depending on
what final rules are adopted by FINRA.

Finally, we note that even if, in a vacuum, firms were able to implement the Proposal in
“no more than 180 days,” that is simply not the regulatory environment in which financial firms
exist. The last few years have seen extensive regulatory overhaul that has stretched to the limit
the resources of both FINRA members and their counterparties. In this regard, we note that the
bank regulators have just adopted margin requirements for swap transactions.**  These
requirements will tax both FINRA members and their counterparties; the identical resources that

* See supra note 35. Similar requirements are expected to be adopted in the near future by the CFTC, the SEC,

and regulators across the globe.
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will be necessary to implement any requirements imposed by the Proposal will also be required
to be devoted to the swap margin requirements. This is, of course, to say nothing of the other
regulations that have been recently adopted or that seem to be in the regulatory pipeline.

Accordingly, we believe that an implementation period of at least 18 months is
appropriate for the Proposal, and that two years would be more practical.**

* * *

SIFMA appreciates the opportunity to comment on the Proposal. Should you have any
questions regarding our comments, please do not hesitate to contact the undersigned at the
numbers below.

Sincerely,

hondo BN

Christopher B. Killian
Managing Director
Securitization

“SIFMA remains willing to engage in further discussions with FINRA as to the time period for compliance,

including discussions as to any potential phasing-in of the requirements.
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March 28, 2014
Submitted Via Email to pubcom@finra.org

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

Re: Comment on Proposed Amendments to FINRA Rule 4210 for Transactions in the TBA
Market

Dear Ms. Asquith:

The Securities Industry and Financial Markets Association (“SIFMA™)* submits this
letter to the Financial Industry Regulatory Authority (“FINRA”) in response to FINRA’s request
for comment on its proposed amendments to FINRA Rule 4210 to establish margin requirements
for transactions in the “to-be-announced” (“TBA”) market (the “Proposed Amendments”).
SIFMA supports FINRA’s stated aim to reduce counterparty credit risk and welcomes the
opportunity to comment on the Proposed Amendments. In this comment letter, we will focus on
the major impact of the Proposed Amendments, with a focus on the impact on FINRA members,
while also addressing issues of clarity, operational feasibility and unintended consequences.

I Scope of Proposed Amendments

The Proposed Amendments apply to cash and margin transactions in “Covered Agency
Securities” with any counterparty, other than a central bank. FINRA has proposed to include as
“Covered Agency Securities” (a) TBA transactions, as defined in FINRA Rule 6710(u), for
which the difference between the trade date and the contractual settlement date is greater than
one business day (including adjustable rate mortgage (“ARM”) transactions), (b) “Specified Pool
Transactions,” as defined in FINRA Rule 6710(x), for which the difference between the trade
date and the contractual settlement date is greater than one business day (such transactions,
together with TBAs, “Agency MBS” transactions), and (c) transactions in “Collateralized
Mortgage Obligations” (“CMOs”), as defined in FINRA Rule 6710(dd), issued in conformity
with a program of an “Agency,” as defined in FINRA Rule 6710(k), or a “Government

* SIFMA brings together the shared interest of hundreds of securities firms, banks and asset managers.

SIFMA’s mission is to support a strong financial industry, investor opportunity, capital formation, job
creation and economic growth, while building trust and confidence in the financial markets. SIFMA, with
offices in New York and Washington, D.C., is the U.S. regional member of the Global Financial Markets
Association. For more information, visit www.sifma.org.



Sponsored Enterprise,” as defined in FINRA Rule 6710(n), for which the difference between the
trade date and contractual settlement date is greater than three business days.*

A. Sovereign Counterparties

Under the Proposed Amendments, transactions in Covered Agency Securities with a
counterparty that is a “central bank would not be subject to margin requirements under Rule
4210. Although the Proposed Amendments do not include a definition of “central bank,”
footnote 23 of Regulatory Notice 14-02 (the “RN 14-02”) states that that “FINRA would
interpret ‘central bank’ to include, in addition to government central banks and central banking
authorities, sovereigns, multilateral development banks and the Bank for International
Settlements.” SIFMA recommends that FINRA incorporate this interpretation into Rule 4210
(or into its interpretation handbook). SIFMA further requests that FINRA also exempt (or
include in the definition or interpretation of “central bank” for purposes of the Proposed
Amendments) “sovereign wealth funds” guaranteed by sovereigns, where “sovereign wealth
fund” is defined as “a specialized investment fund created or owned by a government to hold
foreign assets for long-term purposes.” SIFMA believes that sovereign wealth funds guaranteed
by sovereigns present similar credit profiles to sovereign themselves and should, therefore, be
similarly excluded from the scope of the Proposed Amendments.

B. Bona Fide Cash Transactions by Smaller Firms

FINRA members that are not members of the Fixed Income Clearing Corporation’s
Mortgage-Backed Securities Division (the “MBSD”) should not be required to margin Specified
Pool Transactions booked into their customer’s cash accounts for T+3 (or sooner) settlement.
These transactions, which are executed by smaller dealers with their customers and frequently do
not even settle on the standard monthly settlement dates, are true cash account transactions and
there is no more reason to margin them than any other cash account transactions. This narrow
exclusion to the definition of “Covered Agency Securities” would be a significant benefit to
small dealers and their customers (who would be able to continue to engage in bona fide cash
transactions without major operational and documentary changes) and would also be consistent
with the intent behind the definition of “Covered Agency Securities.” We understand that
FINRA defined “Covered Agency Securities” to correspond to the Treasury Market Practice
Group’s (“TMPG’s”) Best Practices for Treasury, Agency Debt and Agency Mortgage-Backed
Securities Markets (the “TMPG Best Practices”), which recommended the exchange of two-way
variation margin for Agency MBS transactions with a settlement date greater than T+1 and CMO
transactions with a settlement date greater than T+3. We understand that one reason why the
TMPG’s recommendation had this scope is that the TMPG wanted their recommendation to
cover the significant volume of T+2 and T+3 Agency MBS transactions executed at and around
the time the TBA sellers notify the buyers of the pools to be delivered. The exclusion requested
in this paragraph would not prevent Rule 4210 from covering the vast majority of this volume.

" We understand that the Proposed Amendments to Rule 4210 cover only forward settling purchase or

sale transactions on agency MBS or CMOs and are not intended to affect the margin requirements for
ordinary credit transactions (such as margin loans or repo transactions).
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C. Securities Outside the Scope of the TMPG Recommendation

As presently constituted, the Proposed Amendments appear to cover TBA and specified
pool transactions on certain securities (e.g., pools of agency multifamily loans) that are outside
the scope of the TMPG’s recommendations. Scope differences between Rule 4210 and the
TMPG Best Practices would be contrary to FINRA’s stated design for the scope of the Proposed
Amendments “to be congruent with the products covered by the TMPG best practices.” They
would also introduce competitive disparities between FINRA members and other agency MBS
dealers, as well as increase the documentary and administrative burden on FINRA members. We
therefore recommend that FINRA clarify that only pools of single-family residential mortgages
(and CMOs backed by such pools) are covered by the proposed new provisions of Rule 4210.

Il. Margin Requirements
A. Maintenance Margin Requirement

Under the Proposed Amendments, bilateral transactions in Covered Agency Securities
would be marked to the market daily and the member firm required to collect from its
counterparties any mark to market loss on such transactions. In addition, if the counterparty is
not an exempt account, the member firm would be required to collect maintenance margin equal
to 2% of the market value of the securities subject to the transaction.

SIFMA opposes the requirement that 2% maintenance margin be collected from non-
exempt accounts. The TMPG Best Practices only recommend the exchange of variation margin;
they do not recommend the collection of maintenance margin. This deviation from the Best
Practices can place FINRA members at a competitive disadvantage or have an adverse impact on
the market for Covered Agency Securities. Customers who are unable to meet the requirements
to qualify as exempt accounts, or who are unwilling to provide the necessary information to be
considered by the member firm to be exempt accounts,*” will have a choice of posting
maintenance margin to a FINRA member (with the concomitant expense and credit exposure to
the FINRA member), taking their business to a bank acting as a government securities dealer, or
exiting the market altogether. We believe that a significant number of investors could opt to take
their business to banks (with adverse effects on their former broker-dealers) or exit the market
(with adverse effects on the Agency MBS market and indirect adverse effects on the mortgage,
and therefore real estate, markets). These effects may be particularly devastating to small firms,
which depend to a greater extent on non-exempt account investors, and the CMO market, which
has a large proportion of retail investors. Even if no investors left the market or moved to banks,
the cost of maintenance margin can be expected to reduce demand for Covered Agency
Securities, therefore increasing the hedging costs for mortgage originators (or reducing the value
of their production), who can be expected to pass these costs on to mortgage borrowers, thereby

“”" High net worth individuals are often reluctant to provide their broker-dealers with detailed financial

information and, even if eligible for “exempt account” status, may choose not to provide this information.
This issue is likely to be particularly acute for smaller broker-dealers who depend on this client base.
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increasing the expense of mortgages used by American families to buy their homes. Further, in
order to collect the required maintenance margin from non-exempt accounts, FINRA members
will face the operational burden and costs of having to implement new documentation with
customers or renegotiate existing documentation.*®

B. Calculation of Maintenance Margin on Net Position

To the extent that FINRA does decide to impose a 2% maintenance margin requirement
on bilateral transactions in Covered Agency Securities by non-exempt account customers,
SIFMA seeks clarification of the position on which such margin should be charged. SIFMA
believes that the 2% margin should not be charged on a counterparty’s gross positions, but
instead on the net of all of the counterparty’s positions. A counterparty’s gross positions are not
the best representative of the risk posed by those positions. For example, a “paired” TBA
position, where the counterparty has locked in a gain or loss by buying and selling the same
CUSIP, has no risk to the broker-dealer (beyond any locked-in loss) rather than twice as much
risk as either of the separate legs of the paired TBA. Similarly, a broker-dealer has less risk
exposure to a counterparty that sells one TBA and buys another (e.g., in a “dollar roll” trade)
than the broker-dealer would have to a counterparty that had just one side of the transaction. For
this reason, we believe that the 2% maintenance margin requirement should be calculated only
on the counterparty’s net position, calculated as the difference between the aggregate market
value of all of the counterparty’s buy positions in Covered Agency Securities and the aggregate
market value of all of counterparty’s sell positions in Covered Agency Securities. Further,
SIFMA recommends that FINRA clarify how a firm should determine the value of the
counterparty’s positions in TBA transactions, given that the underlying securities do not have a
concrete value outside of the TBA market (i.e., should the current TBA contract price be used?).

C. Margining of Fails

SIFMA also seeks clarification that the Proposed Amendments would not require FINRA
members to margin Covered Agency Securities transactions for which the selling party has failed
to deliver the security by the contractual settlement date (“fails”). SIFMA notes that the
margining of fails would be operationally challenging for many member firms. In fact, TMPG
considered adopting a recommendation to margin fails in its Best Practices but ultimately did not
recommend such margining due to the operational difficulties.”® In recognition of the
operational difficulties of margining fails, and the asymmetry between the party failing and the
party being failed to, SIFMA’s Master Securities Forward Transaction Agreement (the
“MSFTA”), which is the agreement most commonly used to document margin requirements on
Covered Agency Securities transactions, permits but does not require the collection of margin by

“  FINRA members’ investment manager customers will, in turn, have to go back to their clients to get

permission to post margin to the FINRA member, creating further costs and delays.

“ While TMPG does not currently recommend the margining of fails in its Best Practices, TMPG has

indicated that it might re-visit the margining of fails at a future time.
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the non-failing party; it does not permit the failing party to collect margin on the failed
transaction.*

I11. Exempt Accounts
A. Mortgage Bankers

Under the Proposed Amendments, member firms may treat “mortgage bankers” that use
Covered Agency Securities to hedge their pipelines as exempt accounts, but the member firms
must “adopt procedures to monitor the mortgage banker’s pipeline of mortgage loan
commitments to assess whether the Covered Agency Securities are being used for hedging
purposes.”

SIFMA believes that while firms should (and currently do) understand their mortgage
banker clients’ business and set limits accordingly, firms are certainly not in a position, nor do
they have the access or tools required, to meaningfully monitor the trading activities of a
mortgage banker with its multiple trading counterparties or whether any one transaction or a
particular set of transactions are executed by a mortgage banker for hedging, commercial,
speculative or any other purpose.

SIFMA would like to confirm that FINRA members may comply with this requirement
by adopting reasonable procedures such as obtaining representations or a certification from
mortgage bankers about the nature of their business and use of Covered Agency Securities
transactions for hedging purposes, and that FINRA members have flexibility in designing such
procedures. Again, a requirement that member firms monitor their mortgage banker clients is
not feasible and would largely eliminate the ability of mortgage bankers to qualify as exempt
counterparties. This outcome would hamper the market through which mortgage bankers hedge
their origination pipelines. As mentioned earlier, increased costs in hedging the origination
pipeline resulting would likely be passed on to mortgage borrowers, making it ultimately more
expensive to finance home purchases.

B. Non-U.S. Entities

The definition of “exempt account” in FINRA Rule 4210(a)(13) includes accounts of
brokers or dealers registered under the Exchange Act, banks, savings associations the deposits of
which are insured by the Federal Deposit Insurance Corporation, insurance companies,
investment companies registered with the SEC under the Investment Company Act, a state or
political subdivision thereof, and pension or profit sharing plans subject to ERISA or of an

% Although due to the complexity of the Agency MBS market, fails are still more common in that

market than other markets, they have been significantly reduced by the TMPG’s recommendation that, by
February 2012, market participants begin imposing fails charges on the failing party. Primary Dealer
Statistics from the FRBNY show an average weekly AMBS failure-to-deliver (across all coupons) for
2010 and 2011 of $447.935 billion as compared to an average of $122.066 billion in the period from
February 2012 to March 27, 2013. Data available at
http://www.newyorkfed.org/markets/gsds/search.html.
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agency of the United States or a state or a political subdivision thereof. For transactions in
Covered Agency Securities, SIFMA recommends expanding this definition to include non-U.S.
equivalents of these types of exempt accounts.

IVV. Margin Collection and Transaction Liquidation

Pursuant to the Proposed Amendments, to the extent that a counterparty does not pay any
required maintenance margin or marked to market loss, a member firm must deduct from its net
capital, any uncollected margin at the close of business following the business day that the
margin collection deficiency was created. Further, if such deficiency is not satisfied within five
business days from the date the deficiency was created, the FINRA member must promptly take
liquidating action, unless FINRA grants the firm an extension of time. SIFMA believes these
timeframes are too short.

A. Conforming Timeframes

Under the SEC’s Net Capital Rule, broker-dealers are not required to take a capital
charge for uncollected margin until five business days after the margin call.>> Member firms are
not required to take liquidating action for uncollected margin until fifteen days after the margin
call (or longer if FINRA provides an extension).>* As noted above, SIFMA does not believe that
Covered Agency Securities transactions represent a greater risk than transactions in other,
generally more volatile, securities, like equities and high yield bonds. We therefore believe that
Covered Agency Securities transactions should be subject to the same timeframes for capital
charges and liquidating action as transactions in other securities, unless it can be demonstrated
that there are special circumstances that render Covered Agency Securities transactions more
risky. Inconsistent time periods for these purposes may be especially operationally difficult. In
fact, the normal process of looking at a client’s entire account to determine whether the client has
adequate equity to satisfy Rule 4210’s requirements would mean that it is impossible to attribute
a margin deficit to Covered Agency Securities transactions rather than to other positions in the
client’s account.

B. The Proposed Timeframes Are Too Short

In addition to the operational issues for member firms arising from inconsistent
timeframes, substantial operational changes would need to be made at member firms to
accelerate the collection of margin in all cases to the day after the margin deficiency is created.
Even with substantial operational changes, it may be very difficult to make margin calls early on
T+1 when, for example, investment managers do not allocate transactions in Covered Agency
Securities until T+1. Things are even worse on the client side. Many clients, even large and
sophisticated investment managers, are unable to meet margin calls on the same day they are

1 Exchange Act Rule 15¢3-1(c)(2)(xii).

2 FINRA Rule 4210(f)(6).
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made. Some clients are located in different time zones, and closed for the day by the time the
member firm delivers the margin call. In some cases, the margin may be posted in non-US
currencies, requiring transfers in markets that have closed by the time the margin call is made.

In some cases, stringent controls over the movement of funds and securities make it impossible
to meet margin calls on the day that they are made. In other cases, there may be disputes about
the proper size of the margin call that take some time to resolve. Thus, a one business day period
for the collection of margin is simply unrealistic in many cases.”®

A short liquidation period is equally problematic. Where a member firm and its client
differ on the amount of margin that is owed, it may take more than five business days to
reconcile the requirements and resolve the dispute. Further, triggering liquidating action might
have unintended consequences for the counterparty and the market generally by leading to cross
defaults and further liquidating action. Rather than requiring a five-day liquidation period,
SIFMA would support proposing that, if a client has not paid any required maintenance margin
or marked to market loss within five business days from the date the margin collection
deficiency was created, the client’s ability to trade with the FINRA member in Covered Agency
Securities should be limited to transactions that do not increase the risk of the client’s position
until the margin is posted or liquidating action is required. During this period, the FINRA
member would take a capital charge for the deficiency, protecting the FINRA member from the
exposure to the client.

SIFMA would support proposing the current fifteen-day timeframe from FINRA Rule
4210(f)(6) for bilateral transactions in Covered Agency Securities, especially since taking
liquidating action with respect to such transactions, particularly new issue CMOs and Specified
Pool Transactions, might take longer and be more complex than FINRA expects. SIFMA
believes that a five-day liquidation period might be insufficient for firms to resolve disputes and
to perform reconciliations. Further, triggering liquidating action might have unintended
consequences for the counterparty and the market generally by leading to cross defaults and
further liquidating action. A fifteen-day period would allow member firms to maintain
consistent operations across positions and to avoid unnecessary liquidating action.

¥ SIFMA recognizes that Rule 4210(g)(10)(B) requires that a FINRA member deduct the amount of a
portfolio margin deficiency from its net capital on the next business day after the business day on which
such deficiency arises. That example should not be regarded as a guide for the appropriate timeframes for
the current proposal. While a FINRA member can elect to apply the portfolio margin requirements set
forth in Rule 4210(g) as opposed to the strategy-based margin requirements to a particular account, a
FINRA member would not be able to opt out of the Proposed Amendments for any or all accounts.
Further, the client base subject to the Proposed Amendments is much broader and qualitatively different
from the client base subject to the portfolio margin rule. For example, unlike many non-U.S. clients that
engage in Covered Agency Securities transactions, clients approved for portfolio margining are generally
U.S. entities or at least have a manager operating during U.S. business hours. The issues flagged in the
paragraph above are particularly relevant for the client base subject to the Proposed Amendments and
generally do not apply for clients approved for portfolio margining.
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C. Extensions of Time in Certain Circumstances

If FINRA does not take our recommendation that the time periods for the collection of
margin on Covered Agency Securities transactions be conformed to the generally applicable time
periods under Exchange Act Rule 15¢3-1(c)(2)(xii) and FINRA Rule 4210(f)(6), then we
recommend that FINRA create electronic codes for requesting extensions on certain grounds and
create automatic extensions for requests on those grounds. Grounds for automatic extensions
should include:

e The existence of a bona fide dispute over the amount of margin required; and
e The occurrence of a holiday in the counterparty locale.

D. Tolerance of Relatively Small Margin Disputes

In the absence of definitive sources of objective pricing for Covered Agency Securities,
disputes between FINRA members and counterparties over the proper amount of margin calls are
inevitable. In the case of relatively small bona fide disputes over the amounts reflected in
margin calls, SIFMA recommends that FINRA members be permitted to refrain from taking
liquidating action even when the margin deficit (based on the member’s calculation) remains
uncollected beyond the liquidation cut-off date. In particular, SIFMA suggests that FINRA
allow members to continue to take a capital charge on such margin deficits during the pendency
of a bona fide dispute based on the member’s valuation instead of requiring that the member take
liquidating action. SIFMA would be happy to work with FINRA to set the appropriate measure
of the relative size of the dispute (e.g., the difference between the member and its counterparty’s
mark-to-market as a proportion of security value, the difference in margin call as a proportion of
current exposure, potential future exposure or the credit limit set for the counterparty) and an
appropriate limit to assure that the difference which would not trigger required liquidating action
is relatively small.

E. Clarifications

SIFMA would like to confirm that “business day” for purposes of counting time until a
capital charge is incurred or liquidating action is required based on required margin not being
posted means the member firm’s clearing day.

We would also like to confirm that, even if Rule 4210 is amended as proposed, members
would be permitted to agree to negotiated time periods for the satisfaction of margin calls;
provided that those time periods did not exceed the time before liquidating action would be
required and any required capital charges are taken. For instance, a member firm and its
counterparty could agree that if a margin call is made by 10:00 a.m., the counterparty would
deliver margin by the close of business on the next business day and if the margin call is not
made by such time on a business day, the counterparty could deliver margin by the close of
business on the second following business day. In that case, if a call is made by 10:00 a.m.
based on the prior day’s closing price, and the counterparty does not deliver margin until it’s due
on the next business day, the member firm would have a capital charge for the uncollected
margin on the day the call is made. If the call is not made until 10:15 and the counterparty does
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not deliver margin until the second following business day, the member firm would have a
capital charge for the uncollected margin on the day the call is made and on the following day.
Any member firm making such an agreement should, of course, analyze the effect on its capital
and liquidity. This approach would be consistent with many existing client agreements and,
therefore, would reduce the burden of member firms having to renegotiate existing client
agreements.

V. De Minimis Transfer Amount

Under the Proposed Amendments, any margin that a member firm is required to collect
with respect to bilateral transactions in Covered Agency Securities with a single counterparty
need not be collected if the aggregate uncollected amount does not exceed $250,000 (the “de
minimis transfer amount”), provided the member firm deducts such amount in computing net
capital as provided in Exchange Act Rule 15¢3-1. When the uncollected margin exceeds the de
minimis transfer amount, the full amount must be collected by the member firm.

Rather than setting a specific de minimis transfer amount, SIFMA recommends that each
member firm be allowed to consider its own needs and its client’s needs to set a reasonable
threshold below which margin would not need to be collected. Unlike a de minimis transfer
amount, once the uncollected margin exceeds the threshold amount, the member firm would only
be required to collect that amount exceeding the threshold. Member firms generally set credit
limits with respect to their aggregate exposures to each counterparty—reflecting the entire credit
risk that the counterparty may pose to the firm—rather than on a product-by-product basis.
Member firms currently set thresholds for margin by considering a number of factors, including
the counterparty’s creditworthiness (e.g., a higher threshold may be allowed for a more
creditworthy counterparty), operational issues (e.g., a higher threshold may be set to reduce the
frequency with which margin needs to be transferred) and the use and availability of the member
firm’s capital and liquidity.>* SIFMA believes that the determination of appropriate thresholds
should continue to be established by member firm’s credit departments, based on their
evaluations of, and agreements with, counterparties. Rather than setting a hard limit, SIFMA
suggests the FINRA require member firms to control these limits through a credit review process
and require transactions in Covered Agency Securities to be governed by the MSFTA or other
agreements with margin and default provisions. Such credit review should be incorporated into
the requirement that member firms make a determination in writing of a risk limit to be applied
to each counterparty.

Whether or not FINRA imposes a hard limit, SIFMA believes that member firms should
not be required to take capital charges on uncollected deficiencies or marked to market losses
below the threshold amount. (Or, if they are required to take a capital charge, the charge be only

* In accordance with general industry practice, firms may also set low, but reasonable, generic limits

without regard to the specific counterparty risk based on the risk of the transactions and member firm’s
own capital and liquidity. SIFMA recommends that such limits be expressly permitted without an
individualized credit analysis.

-26-



a portion of the uncollected amount, as is the case under the current rule.*) In particular, the
establishment of a de minimis transfer amount with a requirement to take capital charges for the
full amount of deficiencies and mark to market losses below the de minimis transfer amount
would have an anti-competitive effect on smaller dealers, who are unable to absorb the capital
charges as easily as larger dealers. In order to encourage the appropriate credit risk limits
without penalizing smaller firms, SIFMA recommends not requiring a net capital charge on
margin required below the threshold amount or the de minimis transfer amount.

V1. Concentrated Exposures

The Proposed Amendments amend current FINRA Rule 4210(e)(2)(H)(ii) (re-numbered
to be FINRA Rule 4210(e)(2)(I)(ii)) so that its limits on net capital deductions for exempt
accounts cover the deductions relating to bilateral transactions in Covered Agency Securities.”®
In particular, the Proposed Amendments would provide that, in the event the net capital
deductions taken by a member firm as a result of deficiencies or marked to market losses
incurred pursuant to certain good faith securities, highly rated foreign sovereign debt securities,
and investment grade debt securities or bilateral transactions in Covered Agency Securities,
exceed for any one account or group of commonly controlled accounts, 5% of the member firm’s
tentative net capital (as defined in Exchange Act Rule 15¢3-1) or for all accounts combined, 25%
of the member’s tentative net capital (as defined in Exchange Act Rule 15¢3-1) and such excess
continues to exist on the fifth business day after it was incurred, the member firm shall give
prompt written notice to FINRA and shall not enter into any new transactions that would result in
an increase in the amount of such excess.

Given that FINRA is adding to the types of transactions for which deficiencies would
contribute to the limits on net capital deductions, SIFMA recommends that FINRA raise the limit
to 10% of tentative net capital for any one account or group of commonly controlled accounts,
while maintaining the limit of 25% of tentative net capital for all accounts combined. As the
limits were created before the addition of net capital deductions resulting from deficiencies and
marked to market losses relating to bilateral transactions in Covered Agency Securities and such
net capital deductions will likely increase the amount of net capital deductions for member firms
engaged in this business, SIFMA believes that the limit for any one account or group of
commonly controlled accounts should be raised.

> If FINRA requires the charge to be only a portion of the uncollected deficiency or marked to market

loss below the threshold amount, SIFMA suggests that such percentage be uniform across exempt and
non-exempt accounts for operational ease. The percentage should take into account the remaining time to
settlement (for example, a 10% charge for uncollected margin below the threshold on transactions in
Covered Agency Securities maturing in 120 days, a 25% charge for uncollected margin below the
threshold on those settling 121 days to 1.5 years, and a 100% charge for uncollected margin below the
threshold for those settling over 1.5 years).

% We believe (e)(2)(H) was inadvertently omitted from proposed (e)(2)(1)(i) and (ii). We think that the

addition of (e)(2)(H) after (€)(2)(G) in the last clause of proposed (e)(2)(I) would only make sense if the
same addition is made in two other places as well.
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VII. Further Clarifications
A. Setoff of Profits and Losses

Proposed Rule 4210(e)(2)(H)(ii)(g) provides that unrealized profits in one Covered
Agency Security position may offset losses from other Covered Agency Security positions of the
same counterparty account and the amount of net unrealized profits may be used to reduce
margin requirements. The proposed section then says “[o]nly profits (in-the-money amounts), if
any on ‘long’ standbys are recognized.” SIFMA notes that the second sentence of proposed Rule
4210(e)(2)(H)(ii)(g) might be read to limit the entire provision to profits on long standbys, rather
than clarifying that for long standbys only profits (not losses) may be factored into the setoff
permitted by the first sentence. SIFMA believes the final sentence should be reworded to clarify
its meaning.

B. Cured Deficiencies

Proposed Supplementary Material .03 specifies that, to the extent a deficiency is cured by
subsequent market movements prior to the time the margin call must be met, the margin call
need not be met and the member need not take liquidating action with respect to the position;
provided, however, the deduction from net capital shall be applied on the date following the
creation of the deficit. SIFMA recommends that FINRA clarify whether a member firm would
be required to take a capital charge on deficiencies on the day such deficiencies are cured or
whether such cure only affects the member firm on the business day following the cure.

C. Eligible Collateral

In RN 14-02, FINRA states that it believes that “all margin eligible securities, with the
appropriate margin requirement, should be permitted as collateral to satisfy required margin.”
While SIFMA supports giving member firms the flexibility to allow any margin eligible
securities as collateral for Covered Agency Securities transactions, we would like FINRA to
clarify that it is making no recommendation as to what type of eligible collateral a FINRA
member should accept. In particular, SIFMA believes that each member firm should make its
own decision as to the types of eligible collateral that it would accept to satisfy the required
margin, based on its own credit determination and operational capabilities. While certain
FINRA members might accept corporate bonds and equity securities as collateral, other FINRA
members might determine that limiting collateral to cash or U.S. Treasuries best serves such
member’s business objectives and operational capabilities.

D. Risk Limits
Proposed Rule 4210(e)(2)(H)(ii)(B) would require member firms that engage in Covered

Agency Securities transactions with any counterparty to make a determination in writing of a risk
limit to be applied to each such counterparty. SIFMA would like confirmation that member
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firms may set limits for customers across all product lines, rather than a specific limit only for
Covered Agency Securities transactions.”’

VIII. Impact on Smaller Member Firms

SIFMA would like to stress that many of the points made in this letter are of particular
concern to smaller member firms. For one thing, smaller member firms are not primary dealers
and many of them have not applied the TMPG Best Practices to all their client relationships.
Thus, negotiations with clients concerning margin collection with respect to Covered Agency
Transactions will be new to many such firms and the costs and time required to implement the
Proposed Amendments might very well be proportionally higher. Combined with the fact that
smaller member firms have smaller compliance and operational staff with which to implement
and comply with the Proposed Amendments, the impact of the Proposed Amendments is
particularly acute with respect to such firms. Smaller firms are an important segment of the
market in Covered Agency Securities, especially as regards retail investor participation in the
CMO market and services to smaller banks and buy-side firms. SIFMA recommends that
FINRA consider the acute effects of the Proposed Amendments on the smaller member firms.

IX. Implementation Period

In RN 14-02, FINRA seeks comment on the appropriate amount of time needed to
implement the changes provided for in the Proposed Amendments. SIFMA believes that an
implementation period of eighteen months after approval would be appropriate. The Proposed
Amendments would require member firms and their clients to make numerous operational
changes. The process to make such changes will be burdensome and costly, especially for
member firms that are not primary dealers and have not applied the TMPG Best Practices to all
of their client relationships. Member firms that are not already margining positions in Covered
Agency Securities will face operational hurdles to beginning such margining. In addition, all
member firms will have to adopt written risk policies and procedures and make written credit
risk limit determinations for each counterparty pursuant to such policies and procedures.
Further, member firms will have to make determinations for each counterparty about whether
such counterparty is an exempt account. And even member firms that have implemented the
TMPG Best Practices will have to amend a significant proportion of the MSFTAS or other
agreements already in place, if the proposed amendments regarding the timing of margin
collection and liquidation are adopted. In addition, many member firms will be complying with
documentation and margining requirements for the first time. These burdens and costs are
heightened when combined with the fact that member firms are simultaneously responding to
regulatory changes in many other aspects of their business affecting their relationship and
documentation with the same clients.

5 As mentioned in footnote 54 above, SIFMA also recommends that FINRA confirm that member

firms may continue to follow general industry practice in setting low, but reasonable, generic limits based
on the risk of the transactions and member firm’s own capital and liquidity, without an individualized
credit analysis of the counterparty.
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Moving to shortened time periods for collection of margin and liquidation would be very
disruptive to current practices. Many member firms spent a significant part of the past year
negotiating agreements to margin their Covered Agency Securities transactions. Part of those
negotiations was negotiation of the grace periods for the provision of margin. Member firms
generally took into account the standard periods in Regulation T, FINRA Rule 4210(f)(6) and
Exchange Act Rule 15¢3-1(c)(2)(xii), but many of those agreements would need to be
renegotiated if member firms needed to collect margin on the day after the deficiency is created
(which generally would mean margin must be posted on the same day as the margin call is
made). The renegotiation would be very costly and time consuming.

Given the extensive and complex operational changes necessitated by the Proposed
Amendments, SIFMA believes that eighteen months would be an appropriate period before
implementation. SIFMA notes that the TMPG, which initially recommended six months for
implementation of its Best Practices, extended that period to twelve months, and even then only
for substantial completion. In fact, at the end of January 2014, primary dealers had, on average,
executed margining agreements with roughly 55% of their counterparties, which covered roughly
75% of the notional amount of their Covered Agency Security transactions.”® Given that FINRA
would require complete implementation by all member firms, the number of member firms
affected will be more numerous and they will vary in size and ability to make necessary
operational changes, a period longer than the twelve months recommended by the TMPG is
advisable.

Further, SIFMA notes that the recommendation for an eighteen month implementation
period assumes that the Securities and Exchange Commission will have issued interpretations or
other guidance with respect to the SEC’s net capital and customer protection rules’ treatment of
customer (and PAB) margin collected for transactions in Covered Agency Securities. The
following are just a few of the areas that would need to be clarified before firms could implement
the Proposed Amendments:

e The rights of a dealer to use cash or securities received as mark-to-market or other
margin on Covered Agency Securities transactions in a customer (or PAB) account
(including for the delivery of margin for the dealer’s related transactions with bilateral
counterparties or cleared by the MBSD);

e The effects of such use on the customer (and PAB) reserve formula; and

e The manner in which a non-clearing firm exempt from Rule 15¢3-3 under Rule 15c3-
3(k)(2)(ii) can collect and maintain margin required by Rule 4210 (especially in
circumstances where the clearing firm acts solely as settlement agent, without
responsibility for the Covered Agency Securities transactions).

®  Federal Reserve Bank of New York, “TMPG Meeting Minutes” (Feb. 11, 2014), available at
http://www.newyorkfed.org/tmpg/february_minutes_2014.pdf.
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To the extent that such interpretations are not issued by the time the amendments to Rule 4210
are published, SIFMA believes that a longer implementation period would be appropriate.

* * *

SIFMA appreciates the opportunity to comment on the Proposed Amendments. Should
you have any questions regarding our comments, please do not hesitate to contact the
undersigned at the numbers below.

Sincerely,

%/M ChontraB A

Mary Kay Scucm PhD, CPA Christopher B. Killian
Managing Director, SIFMA Managing Director, SIFMA
Head SIFMA Regulatory Capital and Margin Head of Securitization
I I
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