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Morgan Stanley

November 17, 2010

David A, Stawick, Secretary
Cormnodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, N. W,
Washington, D, C, 20S81

Elizabetlt M, Murphy, Secretary
Securities and Exchange Commission
100 F Street, N, E.
Washington, D.C, 20549

Re; Proposed Rules for the Mitigation of Conflicts of Interest in the Ownership and

Governance of Swap Clearinghouses and Trading Platforms

(CI TC RIN 3038-AD01 SEC File No. S7-27-10)

Dear Mr. Stawick Blld Ms. Murphy:

We appreciate the opportunity to comment on the proposed rules (the
'Proposals"') of'thc Commodity Futures Trading Commission (the "CFTC") and the
Securities and I.xchange Con&mission (the "SEC"and together with the CFTC, the
"Commissions" ) with respect to the mitigation of conflicts of interest in the ownership
and operation of derivatives clearing organizations ("DCOs"), clearing agencies that clear
security-based swaps ("SBSCAs"), and other entities with respect to swaps and security-
based swaps (together, "swaps").

It is vital that the fina rules implemented by the Commissions aim to achieve
each of the four objectives set forth in Sections 726 and 765 of the Dodd-Frank Wall

Street Reform and Consumer Protection Act ('"'Dodd-Frank" ); to improve the governance

of, and to mitigate systemic risk, promote competition and mitigate conflicts of interest in

connection with, the subject entities, We generally agree with the regulatory framework

contemplated by the Proposals. IIowever, we believe that, without certain revisions, the

Proposals could inadvertently reduce market competitiveness and impair the ability of
these entities appropriately to manage their risks. In particular, we believe that the

proposed 40 percent aggregate equity ownership limitations on clearinghouses should be

eliminated in order to foster a vibrant and competitive market —or, at a minimum„an
exemption should be provided from the Proposals' equity ownership limitations for start-

up entities in order to enhance the ability of newly organized clearinghouses to raise



c lpiial, In addition, we recominend that the Commissions eliminate the requirement that
DCOs" and Si3 SCAs' risk management committees include public or independent
directors {which we refer to, together, as "independent directors"), and we believe that

ihe i»dependent director requirement for boards of directors as 8, whole should noi be
increased above 35 percent.

1. Eli»&i»t&tio» of, or Eve»&ptio»fro&n, 40 Pe&ee»tifggregute Li»titatio» o» Equity
Otv»e& ~'lli p of Clet&ri»~~~l&ounces

80th of'Lhc Proposals would impose limitations on the equity ov&ncrship of'

clclu'lllghoLIses. I hc CI""I"C's proposal provides foi* two alternative lin1itations applicable
Io D(.'Os, Launder the first alternative, no individual member of'a DCO would be

perniitted to own or vote more than 20 pci'cent of'any class of voting equity, «nd

cilull'icratcd entities in ihe ag&gregate would not be permitted to own or vote lnorc than 40
percent of''Iny class of'voting equity, f)nder the second alternative. no clearing n1ember

or enulnerated entity would be periniited to own over 5 percent of any class of'Ihc DCO's

votll1g& equity, Thc SL'C's pl'oposal would in1posc sil11llal' III11ltatlnils on SB SCAs, bllt

;lpplicltble only 1o participants and their related persons.

We understand the Cominissions' aim of mitigating conflicts ol interest by
limiting owli( 1 ship ol" contlol of voting& equity, but we believe that thc pl'(1posccl 40
percent aggregate ownership lin1itation under the "first alternative" would not be an

effective 1001 for acconlplishtng I.his goal atld would lilct'(*use systetlllc I'Isk, Therefore,
»vc I'ccolllnlcild that the Comn1issions eliminate this aspect of'the proposed rules. Due to

their cxposui'c ii1 the event of a default, men1bers and participants protect their investmenl
I'i om undue I'isk. Ciiven the coinplexii ics that 'crise in the def'ault lllanagcn3ci1L OI'

derivatives I31'odttcts, DCOs and SB SCAs require sound practices f'or n1itig lting risk

Lhl'ough 'Ippt'opt late I'nai'gill I'cqLlll'cn'(ellis and default I'und contributions, Clearillg
members with significant nwnership interests have the greatest incentive to dedicate thc

capital and personnel necessary' to address these highly technical issues, sn limitations on

thc ag&&reg&ate equity of clearinghouses held by clearing n1embers will increase risk.

Wc note that during thc Dodd-I&rank lcgislativc process, an explicit ownership

lin1itaiinn on clearinghouses {the so-called 'Lynch at3tendment') was considered but

lllilntall'lv lciccicd, Ills1ead& Dodd-I'runic pl'ovlclcs foi' Lhc lnlplcnlclltatinll of owilcl ship

I I lll ilailoils nilly upon detcrtlllnatlolls 13y ihc ( onl 01lsslnlls th&lf. such I l all tat lolls lire

access(u'y ol' appt'Opl'laic to pt'onlnic cotllpcLI'Iloll or n1li lgatc cotlf1 lets ol II1lci'cst. Wc

subiilit th 11 there is no evidence inclicatiilg thai ui1iestricted (3wnership Of these lypcs of

('nlitics has harmed ihe marketplace in any way. We note f'ui'ther Lhat l)odd-I'I"II1k

contelllplatcs ihe inlposltioil of Owllership lilllitalioils only wilh respect Lo individlllil

cniilies {such lts
' a bank holdil1&& cnmpany„a swap de'ilcr ' or a security-based sw'tp

dealer') and requires that the Commissions consider "conflicts of'interest arising I'min the

We note that tile SEC s pl'oposal would require the pal'tlclpllllon of Indcpenclent dh'ectot's on a I'isk

managelnent committee only if the committee is delegated the authority to act on behalf of the board of'

directors, and our comments relate to the Ine&nbership requirenlents that would apply to an SI3 SCA's
I'&sk nlanagcnlenl. conlnllttee h1 tltal ch'can&stance.
I-i. R. I I 73, I I I th Cong. ss 3306 {as passed by I-louse of Represenialives, Dcc. I I, 2009).



nmount of equity owned by a siIIgie inveii(?I"" (en?phnsis added). These statutory
nminclntcs do not cxtcnd to rulemalcings imposing categorical ownership limitations on
entire classes of'equi tyholclei s„ai?d Ive belier e the Commissions" rules shoulcl not extend
I?cy o I1d t h e }?

' u'' u11e IcI's o f' D od d -
I
' va n k,

II'the Coinmissions cletevininc to iinpose nuinerical aggi'egnte ownership
Iiil? itlltions. Ave I?el Ieve that, ol o 111inllllulll, thc I'ules should pf'ovicle a lai'geled exeiil]?lion
fc?I' I111y sl'll't-LII? DCO or SB SCA during a period of' ot leost live years I'ol lowing its
coininencernent of'operations. 1VIany successful marl&et infrastructure initiatives, such as
Ice Trust, Trndeweb. CrecfitEx and Markit„vvere founded with significant capitol
inf'usions f'rom major clealers. Our proposed exemption would foster a market in v hich
newly lovn1ecl ventuies cal? tl'Il'lve, Reducing market barriers to entry will enhance
capitol-rnisiiig. increase competition. decvensc transaction costs, and pvomote liquidity hy
Iilci'eiislllg, lhe IILlnlhel' of il?11l'kel options, I'oLinclillg 111elllbers of'n clearinghouse have n

nun? lier (il'povvcrl'ul incenlives to increase innrkel competition. implement appi'opriotc
policics. 'In(i contribute the necessary financial Ll!1cl tecilnlcnI resources I'ov the entity
successf'ully lo address risk managcmcnt issues. By definition. , sponsors of'n new venture
seek lo enhance the marlcet by expanding the competitive lnndscnpe, increasing liquidity
ond generallllg new busi iless.

Withotit nn exemption fiom the aggregate oivnership limitations for newly

organized clearinghouses, these entities' ability to raise sufficient ctlpilal to co111nlellce

operations will be severely impnirecl, If'clearing members' aggregate equity ownership is

limited. we believe theie mny bc insufficient capitol to form and finance clcai'ii1ghouscs
stvucturccl iis innrkct utilities, I'ewer net ventures will be formed, and, in turn, the

doi?1il?illice of existing clenvinghouscs will he rein forced,

A tcn?poI"u'$', five-yecir exei?lptloil I'I'(?Iin the (?wi1ei'ship lill?ilillloils vvoLIlcl still

pci'nlll ll?e limilntions proposed by the Commissions to become ef'f'ective and ulliinntcly

lo serve their intcndecl purpose of mitigating potential conflicts of'interest, A lnrgcted

exeinpti(?n froin these liinitations will significantly improve mai'ket competitiveness ond

deci c'isc systeinic risk while avoiding a inntcriol increase in conflicts of'interest.

We note thol. I,hc Cl'TC's proposal woulcl permit a DCO to requesl n waiver of the

Liwncrshii? limitations in certain cnunierated circumstances. We believe that lhe ability ol

lhe Cl I'C io grani these waivers shoulcl bc relained in the rule, hut we do not believe that

o systcin of case-specific woivevs will provide the market with sufficient certainty Lillcl

transparency to resolve the concerns described above, nor is it likely that the CI"I'C

ivoulcl he able to gr;Int case-by-ense waivers within the time periods needed lor newly

organized enlities to begin operoting,

2, lndepen&leni Direct(?rs

I 11c pi'opos11ls I?Ote the in1poI'tai?t balance betweeii minin?izing conflicts of interest

ni?LI ensiiriiig lh;it ihe boards of directors of DCOs ancl SB SCAs have the necessary skills



io perl'orin their functions,
' Given the systemic iinpovtnnce of'DCOs nnd SB SCAs in thc

post-Dodd-Frank world, it is cri1ical tha1 DCOs nnd SH SCAS inanage risk ef'I'cctively,

klcmhcrs of a risk n1anagcmcni corllmittee in parliculnr i11ust have extensive and up-io-
rl«ic pix&duel-specific knowledge of'risk n1anugement models nnd solutions, liquidity und

inuvgiir requirements, market practices, crisis nianageinent nnd clearing systcll1s. A

futrcfutncntul purpose of the expanded cleaving of derivatives ts the reduction of systemic
risk, 'lild the decisions made hy risk management committees on these nratters will, in

lnvg&c pnrt. determine whether this goal is accomplished. Because of their ccnlvnl role in

analyzing and managing risk, we believe it is vital that thc I11clllbcl's of u I'isk

I11itiliIgcl'nc111, collln1itlee be the indivicluals hesl suited to this position, In many cases,
these I ildivtdtlill s wi I I hc tlf fi I inlccl with crlciti'trig l11cnlhci's, wl1osc capital Is ill f Isl& ii11d

who ti'c deeply involved in the markets at issue, 1'hcrcfore, wc stroiiglv I'ccor1II11cild th'It

1hc ( ol11IIllsstolls elinrinnic thc pt'oposccl 3 & pcrccill lt1dcpcncfctlt director requitcmeirts

1&, ith respect to clearinghoiises& risk illui1iigcl'ncllt coi'llrllitiees under the I'roposuls und

also the SE.C's inore severe requirement that n n1njority of SB SCA comn1ittee incmbcrs

he independent directors under the 'second alternative" ownership limitation.

Fov several reasons, we believe that representatives of clearing menrbers will, in

many cases, be the candiclates niost likely to have the product-specific expertise and the

illcclltlvcs Ilcccssnry 'to I11nr1ugc n DCO&s risk. First„we believe that relatively few

indivicfttnls who have the requisite risk management cxpet*tisc will qualify ns inclepender11

directors„so clearinghouses will hc Utlnbfc to stUff1hcli" I'isk coilli1li1lccs with indcpendcnt

directors who have the appropriate level of expertise. Because these individuals will not„
hy dclinition, bc affiliated with iny of'thc DCO s or SH SCA's cleavillg illci11hcI's, lhci'c

Is rl grcritci' chuilcc thi11 they wi I I ilol have cxtcilsivc ki1owlcclgc of' ctrl'i&crit prod I let"

specific nrurket practices, Wc cxpecl thaI. Bs lhc n1ai'I&et f'or clcBI'ccl swiips cxp'ulds, 1hc

types oi instruments trudecl v ill grow in complexity. Because of'thc rnpid puce of change

in derivniives markels, the lack of'current involvement in the markets with;1 clearing finn

wl I I E1C;1 sigili fle;till 1lnlitutiorl oli n coi11illitlcc I11cr11hcl' s ability to assist ill nlaklrlg& lhc

l1cccssnl'y difficult decisions. We do not believe that the broad requirement included in

thc CI TC"s proposal that members of the risk management coi11I11iltcc nlust where

uppiic;tblc, have suf'ficicnt expertise in financial services, risk nlanngctnctrt, nnd clearing
sct'vices stlfllclcilily addi'esses ibis illlpoitnt11 isscic.

Fttrthcr„vvc believe lh«l representatives ol clearing tncnihers have the grcatcsl
incentive lo ensure appropriate risk m'tnagement by the DCO or SB SCA. 'I hc exposure
lh'll clcili trig l11c111lrci's bcilr in lhe event of'a default hy other clearing, members provides

consiclcv;ihlc motivation carefully to manage the clearinghouse's risks Bllcl to institute

policies reflecting the best interests of the clearinghouse. We believe cleaving members

will be. at u significant disadvantage il'they nl'c exposed to default risk fron1 u DCO ov SH

SCA but are not uble to prevent the clenringhotlsc&s risk inanagen1ent practices from

uncluly jcopavclizing the nrembers' capital. At a minimum, we believe this scenario

woiild result in incvcnsecl systemicrisk ns n result of risk mnnng&en1cnt commi1tccs inlaying

less conscrv'tlive positions with respect to issues ot'fundamental importance to

clcnvinghouses. 'I'his iincontvollecl risk exposure could also provide «hnrn1f'ul incentive

CFT(.' pt'oposul, 7S Fed. Reg. Bt 637.&8, SEC proposal, 75 Fed. l&eg. Bt 65887.



to avoid bccomiilg B clearing member altogether. The increasing complexity of the
dci ivativcs markets and of swaps will 1'urther heighten these risks. Decisions as to
pt'ocluct eligibility. margin requirements, I&nc111bersflip Bild thc del'BLIfi nl'tllBgc111CI1t

pi occs» should bc nlade by those directly;tffcctcd by these judgments bccausc they arc
most tnotiv;tied —-and thus Inost likely — to;tpplv their resources in a m inner th lt

Intiig«itcs systcinic I isk.

Wc bcl icvc Itoll-clcttrtng lllctllbcrs of risk 111«nagclTtctlt colntl1tttccs BILC lnot'c

likely to «iclopt practices that. eithei' Bl'c overly conservative (resulting from their lack of
expel'tisc) or excessively risky (arising from a goal of expanding the cfearillgllousc s

pi ocluct of'fcrings without a thorou&&h understanding of the inherent risks in a given
pt'oduct or of thc Irtlpact On thc org«ulization s I'Isl& pt'of lie), Thc results cotild I'Bilge ft'onl

Ilt«itgii1s being sct at Lnlsttstailtablc Icvcls to thc Bdrllissiotl foi* cleat'Ing of pt'Odttcts that

pose unacceptable systemic risk, Even if'B I11ajoriiy of a risk management cotnnlittee is

cot11poscd of cleat'Iilg Illcillbci's, B sttbstalltiaf minority of independent directors could
nl tkc it difficult or iinpossible for ihc committee to take appropriate action,

Illdepcil&fcllt dil'cctol' participation ln thc I'isk InanagcII1cnt coillnlittee is not

I1cccss«ry to achi&, vc the ComtTtissions' g&oals of'mitigating conflicts of'interest. In the

context. Of product eli &ibi lily detcl minaii&tns„we do not believe that meinbcrs will seel& to

prohibit the clearing of particular products, because a competitive market will favor

clcartilghoLIscs whet'c ihei'c al'c fcvvcl' stich limitations, Market forces should siniilarly

pl"cvcilt «ttlticontpetitivc bchaviol' witll I'cspcct to n)al'gill I'cqtili cillcilts at'td standards loi'

Incmbership eligibility. With I'espcct to decisions on matters associatecl with tlic coi'e

responsibilities of'thc risk Illatlagcincnt comnlittcc, if clearing members act unfairly an&1

in accordance with their own interest rather than in the interest of the DCO or SH SCA„
cle;tring traiisactions will shift to another clearinghouse whose policies are consistent
vvlth it coltlpetl tive ill«i'kct, Moi'cover, wc believe ihlli thc active ov&:I'sight. Of I'Isk

trtatl'tgclltent conti&nittees by cleat'inghouses' boards of directoi's„and of'the

cle;iriiighouses' boards of directors by the Commissions, constitute additional layers of
monitoriilg lor compliance with applicablc governance standards and provide

opportunities to discover, investigate and remedy any inappropriate courses of action by a

p'll'tictllai' I'isk 111"tilagcillcllt coilli11ittee.

I'or the saine r.easons as we have outlined above, we strongly recommend that the

Comnlissioiis not increase the indepenclent director t'equirement for boards ol dit*ectol's as

a whole above 35 percent. We recognize the Coinmissions' intention to mitigai. e

potenti«l conf ficts of interest. by requit*ing that. independent directors comprise a inateri«l

portitln ot'the board, but we believe this goal will be adequately selved «t the 35 percent

level generally contemplated by the Proposals. We believe that any higher requirement

would threaten the ability of clearing members appropriately to provide the organization

with vital technical and financial suppoi*t. , I urther limiting clearing members"

participaiioii on the board would not serve the Do&id-l. rani& purposes of& improvit1g
&Ltvct'Ilaltcl„pl'OI110titlg coillpct. if ion Ltnd 111itigatitlg systct ilic I'Isk.



We appreciate the opportunity to comment on the Proposals and would be pleased

to discuss any questions thc Commissions may have with respect to the coinments above,

Anv questions may be directed to the undersigned at 212 761 2514,

Ja s 1 ill*/,
Mz(imaging Director


