OMB APPROVAL

OMB Number: 3235-0045
Estimated average burden

Required fields are shown with yellow backgrounds and asterisks. NOUIS per response.......... 8
Page 1 of * 112 SECURITIES AND EXCHANGE COMMISSION File No.* SR -/2017 |- * 005
WASHINGTON, D.C. 20549
Form 19b-4
Filing by Banque Centrale de Compensation
Pursuant to Rule 19b-4 under the Securities Exchange Act of 1934
Initial * Amendment * Withdrawal Section 19(b)(2) * Section 19(b)(3)(A) * Section 19(b)(3)(B) *

0 0 0 0

Pilot Extension of Time Period
D for Commission Action *
[
Notice of proposed change pursuant to the Payment, Clearing, and Settlement Act of 2010 Security-Based Swap Submission pursuant
to the Securities Exchange Act of 1934
Section 806(e)(1) * Section 806(e)(2) * Section 3C(b)(2) *

0 0 0

Description

Provide a brief description of the action (limit 250 characters, required when Initial is checked *).

LCH SA is proposing to amend its (i) CDS Margin Framework and (ii) CDSClear Default Fund Methodology to
incorporate terms and make conforming changes to provide for credit default swaps on the CDX.NA.HY index to be
cleared.

Contact Information

Provide the name, telephone number, and e-mail address of the person on the staff of the self-regulatory organization
prepared to respond to questions and comments on the action.

First Name *Mohamed Last Name * MEZIANE
Title * Senior Regulatory Advisor

E-mail * mohamed.meziane@Ich.com

Telephone * (000) 000-0000 EFax

Sighature

Pursuant to the requirements of the Securities Exchange Act of 1934,

has duly caused this filing to be signed on its behalf by the undersigned thereunto duly authorized.

(Title *)
Date 04/28/2017 Chief Compliance Officer
By Francois Faure
(Name *)
NOTE: Clicking the button at right will digitally sign and lock Francois FAURE, francois.faure@Ich.com

this form. A digital signature is as legally binding as a physical
signature, and once signed, this form cannot be changed.



Required fields are shown with yellow backgrounds and asterisks.

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

For complete Form 19b-4 instructions please refer to the EFFS website.

Form 19b-4 Information *

Add Remove = View

Exhibit 1 - Notice of Proposed Rule Change *

Add Remove = View

Exhibit 1A- Notice of Proposed Rule
Change, Security-Based Swap Submission,
or Advance Notice by Clearing Agencies *

Exhibit 2 - Notices, Written Comments,

Transcripts, Other Communications
Add Remove = View

Exhibit Sent As Paper Document

O

Exhibit 3 - Form, Report, or Questionnaire
Add Remove = View

Exhibit Sent As Paper Document

O

Exhibit 4 - Marked Copies

Add Remove = View

Exhibit 5 - Proposed Rule Text

Add Remove = View

Partial Amendment

The self-regulatory organization must provide all required information, presented in a
clear and comprehensible manner, to enable the public to provide meaningful
comment on the proposal and for the Commission to determine whether the proposal
is consistent with the Act and applicable rules and regulations under the Act.

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-xx-xx). A material failure to comply with these guidelines will result in the proposed
rule change being deemed not properly filed. See also Rule 0-3 under the Act (17
CFR 240.0-3)

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-xx-xx). A material failure to comply with these guidelines will result in the proposed
rule change, security-based swap submission, or advance notice being deemed not
properly filed. See also Rule 0-3 under the Act (17 CFR 240.0-3)

Copies of notices, written comments, transcripts, other communications. If such
documents cannot be filed electronically in accordance with Instruction F, they shall be
filed in accordance with Instruction G.

Copies of any form, report, or questionnaire that the self-regulatory organization
proposes to use to help implement or operate the proposed rule change, or that is
referred to by the proposed rule change.

The full text shall be marked, in any convenient manner, to indicate additions to and
deletions from the immediately preceding filing. The purpose of Exhibit 4 is to permit
the staff to identify immediately the changes made from the text of the rule with which
it has been working.

The self-regulatory organization may choose to attach as Exhibit 5 proposed changes
to rule text in place of providing it in Iltem | and which may otherwise be more easily
readable if provided separately from Form 19b-4. Exhibit 5 shall be considered part

of the proposed rule change.

If the self-regulatory organization is amending only part of the text of a lengthy
proposed rule change, it may, with the Commission's permission, file only those
portions of the text of the proposed rule change in which changes are being made if
the filing (i.e. partial amendment) is clearly understandable on its face. Such partial
amendment shall be clearly identified and marked to show deletions and additions.
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Form 19b-4 Information

Item 1. Text of Proposed Rule Change

(a) Banque Centrale de Compensation, which condwusimiess under the name
LCH SA (“LCH SA”), is proposing to amend its (i) GDMargin Framework and (ii)
CDSClear Default Fund Methodology to incorporateneand make conforming
changes to provide for credit default swaps (“CD&f)the CDX.NA.HY index to be
cleared by LCH SA. The text of the proposed rillange has been annexed as Exhibit 5.
LCH SA has requested confidential treatment ofntlagerial submitted as Exhibit 5.

(b) Not applicable.

(c) Not applicable.

Item 2. Procedure of the Self-Requlatory Organizatin

LCH SA has completed all of the required actiobédaken to approve the
proposed rule change. The proposed rule changapyasved by the Executive Risk
Committee of LCH on September 20, 2016. No furdpmprovals are necessary.

Questions should be addressed to Francois Fauref, Gdmpliance Officer, at

francois.faure@Ich.corar +33 1 70 37 65 96; or Mohamed Meziane, Seneguratory

Advisor, Compliance Department,;abhamed.meziane@I|ch.camn+33 1 70 37 65 62.

Item 3. Self-Reqgulatory Organization’s Statement oPurpose, and Statutory
Basis for, the Proposed Rule Change

€)) Purpose

The purpose of the proposed rule change is to madiH SA’'s CDS Margin
Framework and CDSClear Default Fund Methodologallmwv LCH SA to clear
additional CDS contracts on the CDX.NA.HY index s@ting of North America high-

yield reference entities. Specifically, LCH SA poses to amend Sections 3, 4, 5, 6, 8,
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10, and 11 of its CDS Margin Framework and SecZi@md 3 of the CDSClear Default
Fund Methodology. Each of these changes is destiibfurther detail below.

With respect to the CDS Margin Framework, the hegdt Section 3 and the
fourth column in the table in Section 3.1.1 willd@ended to clarify that the summary of
the margin framework also applies to CDX HY contsac

Section 4.1 of the CDS Margin Framework, settinghfohe short charge
component of LCH SA’s margin methodology, will bmended to describe the purpose
of the short charge component within LCH SA’s mangiethodology and to adjust the
calculation to account for CDX.NA.HY index contractThe purpose of the short charge
component is to address the probability of a cred#nt occurring during the period from
the default of a Clearing Member to liquidatiortloé defaulting Clearing Member’'s
portfolio, i.e., the so-called “jump to default” risk. Undeetproposed rule change, the
short charge component of the margin methodoloditake into account the risk of
clearing CDS contracts on high yield indices. Cuotlse with respect to a Clearing
Member’s portfolio, the short charge in the manmgiethodology considers the greater of
(x) a “Global Short Charge,” derived from the ClagrMember’s largest, or “top,” net
short exposure (in respect of any CDS contractd)itartop net short exposure amongst
the three “riskiest” reference entities (in respEcny entity type) that are most probable
to default in its portfolio and (y) the top two rektort exposures in respect of CDS
contracts on senior financial entities. Becaugé ield entities are riskier than senior
financial entities by nature and historically ddfawf high yield entities appeared more
clustered than investment grade or European estltiéH SA proposes to introduce a

“High Yield Short Charge” to replace the top twd sRort exposures in respect of CDS
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on senior financial entities in the short chardewdation. Based upon historical data and
the maximum number of defaults that have been gbden respect of reference entities
in all CDSClear eligible contracts within a 5 biess day period, LCH SA believes that
the “High Yield Short Charge” should consider notyoa Clearing member’s top net
short exposure in respect of the high yield CDSreats in its portfolio but also the top
two net short exposures among the three “riskiegifi yield reference entities to reflect
the possibility of defaults of multiple, or clustel; high yield entities. As a result, the
new short charge under the proposed rule chang®evihe greater of (x) the “Global
Short Charge,” as described above and (y) a “HighdYShort Charge,” derived from a
member’s top net short exposure (in respect of fiighd CDS) and its top two net short
exposures amongst the three “riskiest” referentiéesn(in the high yield category) in its
portfolio.

Conforming changes will be made throughout Seatidnl, which describes the
“net short exposure” calculation, to accommodateXQA.HY contracts and to clarify
that to obtain margin in Euros all USD denominatadables are converted to Euros
utilizing the current USD/Euro foreign exchangeerand calibrated haircut based upon
historical data. Similarly, conforming changeslWw# made in Section 4.1.2 of the CDS
Margin Framework, which describes the “top exposacenponent of the short charge
and Section 4.1.3 of the CDS Margin Framework, Witdescribes the process by which
LCH SA identifies the “riskiest” entities in deteimng the short charge, to incorporate
terms for CDX.NA.HY index contracts and to clarihe calculation as it applies to high
yield indices. Clarification changes will be madeéSection 4.1.4 of the CDS Margin

Framework to summarize the calculation for the sbloarge amount.
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Section 4.3 of the CDS Margin Framework will beadedl in its entirety because
the substance of that section will be containeSaantion 4.1, as described above.

In addition, LCH SA also proposes to amend Sedidrof the CDS Margin
Framework, which sets forth the wrong way risk (“VR¥Y component of LCH SA’s
methodology. Currently, LCH SA considers the catien between the default of a
Clearing Member and the default(s) of one or mdéherfinancial institutions as part of
its WWR management. Specifically, the current apph leverages on the Short Charge
framework by calculating the top two net short esyres of financial entities in a
Clearing Member’s portfolio following the algorithdescribed above for the Short
Charge margin. LCH SA then compares these tomitshort exposures of financial
entities to the short charge margin and imposegrtbater of those two as the adjusted
jump-to-default charge, to address the WWR arisiogn the correlation between a
Clearing Member default and the default(s) of onmore financial entities in the
Clearing Member’s portfolio. The proposed ruleraadoes not substantively change
this approach but amends Section 5.1 of the CDSjiM&rameworko clarify that,
when the top two net short exposures in respefthancial entities exceeds the short
charge margin, as described above, LCH SA will isga charge equal to such excess to
address the jump-to-default WWR.

Other conforming changes in the CDS Margin Framé&woll be made in
Sections 5, 6, 8, 10, and 11 to clarify that theséhsections also apply to high yield
indices.

With respect to the CDSClear Default Fund Methodgl&ection 2.3 will be

amended to facilitate clearing of CDS contractshenCDX High Yield index and to
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modify the existing stressed short charge compooitite CDSClear Default Fund
Methodology. Currently, the stressed short chaoyers the greater of (x) the top net
short exposure plus the top two net short exposamesgst the three entities most likely
to default in the Clearing Member’s portfolio anydl the top two net short exposures
which are senior financial entities plus the topstert exposures amongst the three
senior financial entities most likely to defaulttire Clearing Member’s portfolio. The
proposed rule change will take the default of highd entities into account and add a
third prong to the stressed short charge calculatdich will take the greater of (x) and
(y), each as described above, and (z) the top at/short exposure which are high yield
entities plus the top two net short exposures astahg three high yield entities most
likely to default in the Clearing Member’s portioli

Finally, Section 3.8 of the CDSClear Default Fundtvbdology, which describes
the correlation between index families and sexial be updated to reflect additional
data.

(b)  Statutory Basis

LCH SA believes that the proposed rule change hadlearing of CDX.NA.HY
contracts is consistent with the requirements @tiSe 17A of the Securities Exchange
Act of 1934 (the “Act”) and the regulations thereunder, indhgdthe standards under
Rule 17Ad-22 Section 17(A)(b)(3)(F) of the Attrequires, among other things, that
the rules of a clearing agency be designed to ptethe prompt and accurate clearance

and settlement of securities transactions and a@rer agreements, contracts, and

! 15U.S.C. 7809-1.
2 17 CFR 240.17Ad-22.
¥ 15U.S.C. 780-1(b)(3)(F).
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transactions and to assure the safeguarding ofisesuand funds which are in the
custody or control of the clearing agency or foiakiht is responsible. As noted above,
the proposed rule change is designed to providetHer clearing of CDX.NA.HY
contracts. CDX.NA.HY contracts are similar to gwntracts currently cleared by LCH
SA and will be cleared in the same manner as atidax contracts, consistent with
LCH SA'’s existing operational arrangements. Clegof the additional contracts will
allow market participants to manage additional r@sid ensure the safeguarding of
margin and assets pursuant to LCH SA’s rules. &fbes, LCH SA believes that the
clearing of CDX.NA.HY and the related changes désct herein are consistent with
the prompt and accurate clearance and settlemenseofrities transactions and
derivative agreements, contracts and transactioregcordance with 17(A)(b)(3)(F) of
the Act?

In addition, the proposed amendments to LCH SB3S Margin Framework
and CDSClear Default Fund Methodology also satiséyrelevant requirements of Rule
17Ad-22, including Rule 17Ad-22(b)(2), (b)(3), @)@nd (e)(6}. Rule 17Ad-22(b)(2)
requires a clearing agency to use margin requiré&rnenlimit its credit exposures to
participants under normal market conditions andrigdebased models and parameters
to set margin requiremenrtsRule 17Ad-22(e)(4)(i) requires a covered cleaggncy
to maintain sufficient financial resources to coitercredit exposure to each participant

fully with a high degree of confidenédeand Rule 17Ad-22(e)(6)(i) requires a covered

4 15U.S.C. 780-1(b)(3)(F).

® 17 CFR 240.17Ad-22.

® 17 CFR 240.17Ad-22(b)(22).
’ 17 CFR 240.17Ad-22(e)(4)(i).
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clearing agency that provides central counterpsetyices to cover its credit exposures
to its participants by establishing a risk-basedrgimasystem that, at a minimum,
considers and produces margin levels commensuréte tive risks and particular
attributes of each relevant product, portfolio, amarket? The proposed rule change to
LCH SA’s CDS Margin Framework will take into account theksigarticular to clearing
CDS on high yield entities as part of LCH SA’s jutopdefault risk management and
wrong way risk management and produce margin les@ismensurate with the risks
and attributes of CDS on high yield entities andnt@an margin sufficient to cover its
credit exposure to its participants fully in normrmahrket conditions, consistent with
requirements of Rule 17Ad-22(b)(2), (e)(4)(i) arg)(6)(i)° Moreover, Rule 17Ad-
22(b)(3) requires a clearing agency acting as @ralecounterparty for security-based
swaps to establish policies and procedures reaBodabkigned to maintain sufficient
financial resources to withstand, at a minimumetadilt by the two participant families
to which it has the largest exposures in extrenmteptausible market conditions (the
“cover two standard”}® Similarly, Rule 17Ad-22(e)(4)(ii) requires a coed clearing
agency that provides central counterparty serMicesecurity-based swaps to maintain
financial resources additional to margin to enafle cover a wide range of foreseeable
stress scenarios that include, but are not limitedmeeting the cover two standard.
LCH SA believes that its CDSClear Default Fund Melblogy, with the modifications

described herein, will provide a stress short ahagpropriately incorporating the risk

8 17 CFR 240.17Ad-22(e)(6)(i).

® 17 CFR 240.17Ad-22(b)(2), (e)(4)(i) and (e)(6)(i)
1017 CFR 240.17Ad-22(b)(3).

17 CFR 240.17Ad-22)(4)(ii).
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of clearing CDS on high yield entities, which, ttgg with its margin methodology,
will ensure that LCH SA maintains sufficient findalcresources to meet the cover two
standard, in accordance with Rule 17Ad-22(b)(3) @)¢4)(ii).** LCH SA also believes
that the clearing of CDX.NA.HY contracts is conerdt with Rule 17Ad-22(d)(4) and
(e)(17)2in that clearing the additional contracts will hévstantially the same from an
operational perspective as clearing existing cotdrand LCH SA believes that its
existing systems are adequately scalable to faiglihe clearing of additional contracts.

Item 4. Self-Requlatory Organization’s Statement on Burderon Competition

Section 17A(b)(3)(I) of the Act requires that ties of a clearing agency not
impose any burden on competition not necessargmogriate in furtherance of the
purposes of the A¢t. LCH SA does not believe that its clearing of CRIX.HY
contracts will adversely affect the trading marieetthose contracts or CDS generally.
By allowing LCH SA to clear CDX.NA.HY contracts, mk@t participants will have
additional choices on where to clear CDX.NA.HY caats, which, in turn, will promote
competition and further the development of CDX.NX.Ebntracts for risk management.
Further, LCH SA will apply its existing fair and ep access criteria to the clearing of
CDX.NA.HY contracts. Accordingly LCH SA does nalieve that the proposed rule
change will impose any burden on competition thattdt necessary or appropriate in

furtherance of the purposes of the Act.

1217 CFR 240.17Ad-22(b)(3) and (e)(4)(ii).
1317 CFR 240.17Ad-22(d)(4) and (e)(17).
1415 U.S.C. 78g-1(b)(3)(1).
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Item 5. Self-Regulatory Organization’s Statement olComments on the
Proposed Rule Change Received from Members, Partigants or
Others

Written comments relating to the proposed rule gedmave not been solicited or
received. LCH SA will notify the Commission of anyitten comments received by
LCH SA.

Item 6. Extension of Time Period for Commission Adbn

LCH SA does not consent to the extension of the f@riod listed in Section
19(b)(2) of the Securities Exchange Act of 1934Gommission action.

Item 7. Basis for Summary Effectiveness Pursuant t8ection 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(B) or Section

19(b)(7)(D)

(a) Not applicable.

(b) Not applicable.
(c) Not applicable.
(d) Not applicable.

Item 8. Proposed Rule Change Based on Rules of Ahetr Self-Requlatory
Organization or the Commission

The proposed rule change is not based on the ofisother self-regulatory
organization or the Commission.

Item 9. Security-Based Swap Submissions Filed Purant to Section 3C of the
Act

Not applicable.

Item 10. Advance Notices Filed Pursuant to SectioB06(e) of the Payment,
Clearing and Settlement Supervision Act

Not applicable
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Item 11. Exhibits

Exhibit 1A — Notice of proposed rule change for publicatiothie Federal
Reqgister

Exhibit 5— Text of proposed rule chang@®mitted and filed separately
with the Commission. Confidential treatment of thisExhibit 5 pursuant to 17 CFR

240.24Db-2 being requested.

SIGNATURES
Pursuant to the requirements of the Securitieh&nxge Act of 1934, Banque
Centrale de Compensation has caused this filitge teigned on its behalf by the undersigned

hereunto duly authorized.

BANQUE CENTRALE DE COMPENSATION

By:

Francois Faure
Chief Compliance Officer
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EXHIBIT 1A
SECURITIES AND EXCHANGE COMMISSION
(Release No. 34- ; File No. SR-LCH SA-2017-005)

April 28" 2017

Self-Regulatory Organizations; LCH SA; ProposedeRbhange Relating to Add Rules
Related to the Clearing @DX.NA.HY CDS

Pursuant to Section 19(b)(1) of the Securities Brge Act of 1934 (“Act’j and
Rule 19b-4 thereund&notice is hereby given that on April28017, Banque Centrale
de Compensation, which conducts business undanghe LCH SA (“LCH SA”),
filed with the Securities and Exchange Commissi@ofmission”) the proposed rule
change described in Items |, 1l and 11l below, whitems have been prepared primarily
by LCH SA. The Commission is publishing this netto solicit comments on the
proposed rule change from interested persons.

l. Clearing Agency’s Statement of the Terms of Substae of the Proposed Rule
Change

LCH SA is proposing to amend its (i) CDS Marginfework and (i) CDSClear
Default Fund Methodology to incorporate terms arakenconforming changes to
provide for credit default swaps (“CDS”) on the CIDIA.HY index to be cleared by

LCH SA.

1 15U.S.C. 78s(b)(1).
2 17 CFR 240.19b-4.
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I1. Clearing Agency’s Statement of the Purpose of, anfitatutory Basis for, the
Proposed Rule Change

In its filing with the Commission, LCH SA includeslatements concerning the
purpose of and basis for the proposed rule change&i@cussed any comments it
received on the proposed rule change. The tetkiese statements may be examined at
the places specified in Item IV below. LCH SA Ipagspared summaries, set forth in
sections A, B, and C below, of the most significaspects of these statements.

A. Clearing Agency’s Statement of the Purpose of, StadlutoryBasis for,
the Proposed Rule Change

1. Purpose

The purpose of the proposed rule change is to madiH SA’'s CDS Margin
Framework and CDSClear Default Fund Methodologallmwv LCH SA to clear
additional CDS contracts on the CDX.NA.HY index s@ting of North America high-
yield reference entities. Specifically, LCH SA poses to amend Sections 3, 4, 5, 6, 8,
10, and 11 of its CDS Margin Framework and SecZi@md 3 of the CDSClear Default
Fund Methodology. Each of these changes is destiibfurther detail below.

With respect to the CDS Margin Framework, the hegdt Section 3 and the
fourth column in the table in Section 3.1.1 willd@ended to clarify that the summary of
the margin framework also applies to CDX HY contsac

Section 4.1 of the CDS Margin Framework, settingiféhe short charge
component of LCH SA’s margin methodology, will bmended to describe the purpose
of the short charge component within LCH SA’s mangiethodology and to adjust the
calculation to account for CDX.NA.HY index contractThe purpose of the short charge

component is to address the probability of a cred#nt occurring during the period from



File No. SR-LCH SA-2017-005
Page 15 of 112

the default of a Clearing Member to liquidationtloé defaulting Clearing Member’s
portfolio, i.e., the so-called “jump to default” risk. Undeetproposed rule change, the
short charge component of the margin methodolodjytake into account the risk of
clearing CDS contracts on high yield indices. Cuotlse with respect to a Clearing
Member’s portfolio, the short charge in the mangiethodology considers the greater of
(x) a “Global Short Charge,” derived from the ClagrMember’s largest, or “top,” net
short exposure (in respect of any CDS contractd)itartop net short exposure amongst
the three “riskiest” reference entities (in respEciny entity type) that are most probable
to default in its portfolio and (y) the top two rettort exposures in respect of CDS
contracts on senior financial entities. Becaugé lyield entities are riskier than senior
financial entities by nature and historically ddfawf high yield entities appeared more
clustered than investment grade or European es)tltiiéH SA proposes to introduce a
“High Yield Short Charge” to replace the top twd skort exposures in respect of CDS
on senior financial entities in the short chardewation. Based upon historical data and
the maximum number of defaults that have been gbden respect of reference entities
in all CDSClear eligible contracts within a 5 buess day period, LCH SA believes that
the “High Yield Short Charge” should consider notyoa Clearing member’s top net
short exposure in respect of the high yield CDSreats in its portfolio but also the top
two net short exposures among the three “riskiegfi yield reference entities to reflect
the possibility of defaults of multiple, or clustel; high yield entities. As a result, the
new short charge under the proposed rule chandgbevine greater of (x) the “Global
Short Charge,” as described above and (y) a “HigidYShort Charge,” derived from a

member’s top net short exposure (in respect of figld CDS) and its top two net short



File No. SR-LCH SA-2017-005
Page 16 of 112

exposures amongst the three “riskiest” referentiéesn(in the high yield category) in its
portfolio.

Conforming changes will be made throughout Seatidnl, which describes the
“net short exposure” calculation, to accommodateX@IA.HY contracts and to clarify
that to obtain margin in Euros all USD denominatadables are converted to Euros
utilizing the current USD/Euro foreign exchangeerahd calibrated haircut based upon
historical data. Similarly, conforming changeslWw# made in Section 4.1.2 of the CDS
Margin Framework, which describes the “top exposSooenponent of the short charge
and Section 4.1.3 of the CDS Margin Framework, Widescribes the process by which
LCH SA identifies the “riskiest” entities in deteimmg the short charge, to incorporate
terms for CDX.NA.HY index contracts and to clarihe calculation as it applies to high
yield indices. Clarification changes will be madeéSection 4.1.4 of the CDS Margin
Framework to summarize the calculation for the sbloarge amount.

Section 4.3 of the CDS Margin Framework will beededl in its entirety because
the substance of that section will be containefiention 4.1, as described above.

In addition, LCH SA also proposes to amend Sedidrof the CDS Margin
Framework, which sets forth the wrong way risk (“VR¥Y component of LCH SA’s
methodology. Currently, LCH SA considers the dattien between the default of a
Clearing Member and the default(s) of one or mdéherfinancial institutions as part of
its WWR management. Specifically, the current apph leverages on the Short Charge
framework by calculating the top two net short esqges of financial entities in a
Clearing Member’s portfolio following the algorithdescribed above for the Short

Charge margin. LCH SA then compares these tomitshort exposures of financial
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entities to the short charge margin and imposegtbater of those two as the adjusted
jump-to-default charge, to address the WWR arisiogn the correlation between a
Clearing Member default and the default(s) of onmore financial entities in the
Clearing Member’s portfolio. The proposed rulergp@does not substantively change
this approach but amends Section 5.1 of the CDSjiM&rameworko clarify that,

when the top two net short exposures in respefthancial entities exceeds the short
charge margin, as described above, LCH SA will isga charge equal to such excess to
address the jump-to-default WWR.

Other conforming changes in the CDS Margin Framé&wall be made in
Sections 5, 6, 8, 10, and 11 to clarify that thesthsections also apply to high yield
indices.

With respect to the CDSClear Default Fund Methodggl&Gection 2.3 will be
amended to facilitate clearing of CDS contractshenCDX High Yield index and to
modify the existing stressed short charge compooietite CDSClear Default Fund
Methodology. Currently, the stressed short chaoyers the greater of (x) the top net
short exposure plus the top two net short exposamesgst the three entities most likely
to default in the Clearing Member’s portfolio anydl the top two net short exposures
which are senior financial entities plus the topsiert exposures amongst the three
senior financial entities most likely to defaulttire Clearing Member’s portfolio. The
proposed rule change will take the default of highd entities into account and add a
third prong to the stressed short charge calculatitnich will take the greater of (x) and

(y), each as described above, and (z) the top avshort exposure which are high yield



File No. SR-LCH SA-2017-005
Page 18 of 112

entities plus the top two net short exposures astahg three high yield entities most
likely to default in the Clearing Member’s portioli

Finally, Section 3.8 of the CDSClear Default FundtMbdology, which describes
the correlation between index families and sexigl be updated to reflect additional
data.

2. Statutory Basis.

LCH SA believes that the proposed rule change hedlearing of CDX.NA.HY
contracts is consistent with the requirements afiSe 17A of the Actand the
regulations thereunder, including the standardeuRdile 17Ad-22. Section
17(A)(b)(3)(F) of the Actrequires, among other things, that the rulesaéaring
agency be designed to promote the prompt and dectissmrance and settlement of
securities transactions and derivative agreemeatdracts, and transactions and to
assure the safeguarding of securities and fundshadre in the custody or control of the
clearing agency or for which it is responsible. risted above, the proposed rule change
is designed to provide for the clearing of CDX.NA.ldontracts. CDX.NA.HY
contracts are similar to the contracts currenthactd by LCH SA and will be cleared in
the same manner as other index contracts, consigitnLCH SA'’s existing
operational arrangements. Clearing of the additiocontracts will allow market
participants to manage additional risk and ensweesafeguarding of margin and assets
pursuant to LCH SA’s rules. Therefore, LCH SA beés that the clearing of

CDX.NA.HY and the related changes described hexsrconsistent with the prompt

¥ 15U.S.C.780-1.
4 17 CFR 240.17Ad-22.
® 15U.S.C. 789-1(b)(3)(F).
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and accurate clearance and settlement of securgiesactions and derivative
agreements, contracts and transactions, in acazedaith 17(A)(b)(3)(F) of the Act.

In addition, the proposed amendments to LCH SBBS Margin Framework
and CDSClear Default Fund Methodology also satiséyrelevant requirements of Rule
17Ad-22, including Rule 17Ad-22(b)(2), (b)(3), @)@nd (e)(6). Rule 17Ad-22(b)(2)
requires a clearing agency to use margin requirégrnenlimit its credit exposures to
participants under normal market conditions andrisgebased models and parameters
to set margin requiremerftsRule 17Ad-22(e)(4)(i) requires a covered clearmgncy
to maintain sufficient financial resources to coitsrcredit exposure to each participant
fully with a high degree of confidenéeand Rule 17Ad-22(e)(6)(i) requires a covered
clearing agency that provides central counterpsetyices to cover its credit exposures
to its participants by establishing a risk-basedgmasystem that, at a minimum,
considers and produces margin levels commensuréte the risks and particular
attributes of each relevant product, portfolio, amarket'® The proposed rule change to
LCH SA’s CDS Margin Framework will take into account theknarticular to clearing
CDS on high yield entities as part of LCH SA’s jutopdefault risk management and
wrong way risk management and produce margin les@ismensurate with the risks

and attributes of CDS on high yield entities andntan margin sufficient to cover its

credit exposure to its participants fully in nornmabrket conditions, consistent with

®  15U.S.C. 78g-1(b)(3)(F).

" 17 CFR 240.17Ad-22.

8 17 CFR 240.17Ad-22(b)(22).
® 17 CFR 240.17Ad-22(e)(4)(i).
1017 CFR 240.17Ad-22(e)(6)(i).
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requirements of Rule 17Ad-22(b)(2), (e)(4)(i) ar)(6)()** Moreover, Rule 17Ad-
22(b)(3) requires a clearing agency acting as @&raecounterparty for security-based
swaps to establish policies and procedures reaBodabigned to maintain sufficient
financial resources to withstand, at a minimumetadlt by the two participant families
to which it has the largest exposures in extrenteptausible market conditions (the
“cover two standard’j?> Similarly, Rule 17Ad-22(e)(4)(ii) requires a coed clearing
agency that provides central counterparty serMicesecurity-based swaps to maintain
financial resources additional to margin to enaile cover a wide range of foreseeable
stress scenarios that include, but are not limitedmeeting the cover two standard.
LCH SA believes that its CDSClear Default Fund Melblogy, with the modifications
described herein, will provide a stress short chagpropriately incorporating the risk
of clearing CDS on high yield entities, which, tdggr with its margin methodology,
will ensure that LCH SA maintains sufficient findacresources to meet the cover two
standard, in accordance with Rule 17Ad-22(b)(3) @))(ii).** LCH SA also believes
that the clearing of CDX.NA.HY contracts is considt with Rule 17Ad-22(d)(4) and
(e)(17)% in that clearing the additional contracts will hebstantially the same from an
operational perspective as clearing existing cotdrand LCH SA believes that its
existing systems are adequately scalable to faiglihe clearing of additional contracts.

B. Clearing Agency’s Statement on Burden on Competitio

17 CFR 240.17Ad-22(b)(2), (€)(4)(i) and (e)(6)(i)
1217 CFR 240.17Ad-22(b)(3).

1317 CFR 240.17Ad-22)(4)(ii).

1417 CFR 240.17Ad-22(b)(3) and (e)(4)(ii).

1517 CFR 240.17Ad-22(d)(4) and (e)(17).
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Section 17A(b)(3)(l) of the Act requires that thdes of a clearing agency not
impose any burden on competition not necessarpogriate in furtherance of the
purposes of the A¢€ LCH SA does not believe that its clearing of CRIX.HY
contracts will adversely affect the trading marketthose contracts or CDS generally.
By allowing LCH SA to clear CDX.NA.HY contracts, mk&t participants will have
additional choices on where to clear CDX.NA.HY caats, which, in turn, will promote
competition and further the development of CDX.NX.Ebntracts for risk management.
Further, LCH SA will apply its existing fair and ep access criteria to the clearing of
CDX.NA.HY contracts. Accordingly LCH SA does nalieve that the proposed rule
change will impose any burden on competition thatdt necessary or appropriate in
furtherance of the purposes of the Act.

C. Clearing Agency’s Statement on Comments on thed3egh Rule Change
Received from Members, Patrticipants or Others

Written comments relating to the proposed rule geamve not been solicited or
received. LCH SA will notify the Commission of anyitten comments received by

LCH SA.

II. Date of Effectiveness of the Proposed Rule ChangedTiming for
Commission Action

Within 45 days of the date of publication of thigtine in the Federal Register

within such longer period up to 90 days (i) as@mnmission may designate if it finds
such longer period to be appropriate and publigeesasons for so finding or (ii) as to
which the self-regulatory organization consents,@tmmmission will:

(A) by order approve or disapprove such proposeiaiiange, or

1615 U.S.C. 78g-1(b)(3)(1).
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(B) institute proceedings to determine whethergtagosed rule change should be

disapproved.

V. Solicitation of Comments

Interested persons are invited to submit writteta,ddaews, and arguments
concerning the foregoing, including whether thepmseed rule change is consistent with
the Act. Comments may be submitted by any of tlewing methods:

Electronic Comments

* Use the Commission’s Internet comment form

(http://www.sec.gov/rules/sro.shimor

* Send an e-mail to rule-comments@sec.gov. PleabamFile Number SR-LCH

SA-2017-005 on the subiject line.

Paper Comments

» Send paper comments in triplicate to Secretaryi@exs and Exchange
Commission, 100 F Street, NE, Washington, DC 205390.
All submissions should refer to File Number SR-LSA-2017-005. This file number
should be included on the subject line if e-mausged. To help the Commission process
and review your comments more efficiently, please anly one method. The
Commission will post all comments on the Commissidmnternet website

(http://www.sec.gov/rules/sro.shtiniCopies of the submission, all subsequent

amendments, all written statements with respettteégproposed rule change that are filed
with the Commission, and all written communicatioekting to the proposed rule
change between the Commission and any person, thidrethose that may be withheld

from the public in accordance with the provisioh® &.S.C. 552, will be available for



File No. SR-LCH SA-2017-005
Page 23 of 112

website viewing and printing in the Commission’dRuReference Room, 100 F Street,
NE, Washington, DC 20549 on official business dagtsveen the hours of 10:00 am and
3:00 pm. Copies of the filing also will be avaikalfor inspection and copying at the
principal office of LCH SA and on LCH SA’s websdé http://www.lch.com/asset-
classes/cdsclear. All comments received will b&tgab without change; the Commission
does not edit personal identifying information freombmissions. You should submit only
information that you wish to make available pulylidll submissions should refer to File
Number SR-LCH SA-2017-005 and should be submittedrdoefore [Commission to

insert date 21 days from publication in the FedBediste}.

For the Commission, by the Division of Trading andrkets, pursuant to

delegated authorit}/

Secretary

1717 CFR 200.30-3(a)(12).
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EXHIBIT 5
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