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Paper”)

Ladies and Gentlemen:

I am writing in response to the Margin Paper. Thank you for the opportunity to submit these
comments in support of this important work.

CLS Bank International (“CLS”) is an Edge Act corporation located in New York, with an
affiliate, CLS Services Ltd., located in London. CLS’s payment-versus-payment settlement
service (the “CLS System”) is the predominant multi-currency settlement system for foreign
exchange (“FX’) transactions globally. CLS was created as the result of the collaborative
efforts of foreign exchange market participants and various central banks, including the
Board of Governors of the Federal Reserve System in the United States, the European
Central Bank, and the Bank of England, in response to regulatory concerns regarding
systemic risk arising from the arrangements then used to settle FX transactions. CLS has a
demonstrated history of reducing settlement risk in foreign exchange markets, including
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during the 2008 financial crisis, when the CLS System and the foreign exchange markets
functioned effectively.

Our comments are in response to Q1 in the Margin Paper’. As discussed below, settlement
risk (loss of principal) is generally understood to be the primary risk associated with the
settlement of payments relating to FX swaps and forwards and that effective mitigation of
settlement risk already largely occurs through the use of the CLS System® CLS is
committed to extending coverage of its settlement system through the addition of new
currencies and new same-day settlement sessions in order to achieve our key strategic
objective of providing further settlement risk mitigation in the global FX market. CLS
believes that the imposition of mandatory initial or variation margin requirements on FX
swaps and forwards—whether based on transaction tenor or otherwise—would not be
appropriate and, in fact, could lead to the unintended consequence of increasing settlement
risk in this market. The key distinguishing feature of FX swaps and forwards is that they
require the exchange of the full principal amount of two currencies, rather than, in the case
of payment obligations for most other types of derivatives, the net gain or loss of the
transaction in a single currency’. As a result, the primary risk associated with payments
relating to FX swaps and forwards is settlement risk, which is the risk that one party delivers
the full principal amount in one currency but the other party fails to deliver the full principal
amount of the other currency. In contrast, margin is generally understood to address
replacement cost risk, which represents the market risk that a non-defaulting party is
exposed to during the period that the non-defaulting party replaces its original FX
transaction. Replacement cost risk is generally considered low relative to settlement risk.

As noted above, settlement risk is predominantly addressed in the FX market through the
CLS System, which was specifically designed by the international financial and regulatory
community to address this risk. CLS notes, however, that participation in the CLS System
is not mandatory, albeit prudent from a risk management perspective. Imposing mandatory
margin requirements, even if only variation margin requirements, on FX swaps and forwards
could have a significant financial impact on the deep, liquid, and highly competitive FX
market. If market participants were required to post margin in respect of their FX swaps and
forwards, the sum of the additional cost of that requirement and the cost of settling
payments relating to those swaps and forwards through the CLS System could exceed the
currency risk mitigation benefit of entering into those transactions. Given a choice between
compliance with a mandatory margin requirement to reduce replacement cost risk, and the
reduction of settlement risk on a voluntary basis using the CLS System, market participants
may choose to reduce their usage of the CLS System. If that were the result, mandatory
margin requirements would have the unintended effect of prioritizing a lower risk category
(i.e., replacement cost risk) over the more significant, well recognized settlement risk
potentially leading to an increase in systemic risk. This would be contrary to the important

Q1 poses the following questions: "Given the particular characteristics of physically-settled FX forwards and
swaps, should they be exempted from initial margin requirements with variation margin required as a result of
either supervisory guidance or national regulation? Should physically settled FX forwards and swaps with
different maturities be subject to different treatments?”

? Other forms of settlement risk mitigation include internally settled affiliate FX swaps and forwards, and
transactions settled via book-entry by a bank for its clients.

® Another distinguishing characteristic is that parties’ payment obligations for most FX transactions are fixed at
the initiation of the transaction and are thus known to the parties from the outset.
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policy expressed in Key Consideration 1 of Guideline 2 of the BCBS paper “Supervisory
guidance for managing risks associated with the settlement of foreign exchange
transactions,” which provides that “[a] bank should eliminate principal risk by using FMIs that
provide PVP settlement, where practicable.” It seems inconsistent with, and even in direct
conflict with, the strategy agreed and implemented by central banks, with supervisors, in
addressing and reducing risk in the FX market -- efforts which began in the mid-1990s and
continue today. The result would also undermine CLS’ continued efforts to achieve further
systemic risk mitigation.

While CLS emphasizes the potential negative impact of mandatory margin requirements, if
variation margin is required, supervisory guidance would be the more appropriate means of
establishing such a requirement. Variation margin requirements established via supervisory
guidance would provide supervisors with the opportunity to tailor and prioritize those
requirements with a view to local risks, and would provide supervisors with discretion as to
the timing of implementation.

Please do not hesitate to contact me if you have any questions regarding this submission.
Sincerely,

David Puth W

cc: Alan Marquard, Chief Legal Officer, CLS Bank International

Dino Kos, Head of Global Regulatory Affairs, CLS Bank International
CLS Bank International Board of Directors



