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SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

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

Form 19b-4 Information The seif-regulatory organization must provide all required information, presented in a
clear and comprehensible manner, to enable the public to provide meaningful
comment en the proposal and for the Commission to determine whether the
proposal is consistent with the Act and applicable rules and regulations under the Act.

Exhibit 1 - Notice of Proposed Rule Change  1he Notice section of this Farm 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
(.9., 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)

Exhibit 2 - Notices, Written Comments Copies of notices, writtan comments, transcripts, other communications. If such
Transeripts, Other Communications ' documents cannot be filed electronically in accordance with Insteuction F, they shall
' be fited in accordance with Instruction G.

i

Exhibit Sent As Paper Document

Exhibit 3 - Form, Report, or Questionnaire 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.

Exhibit Sent As Paper Document

Exhibit 4 - Marked Copies The full text shall be marked, in any convenient manner, fo 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 chcose to attach as Exhibit 5 proposed
changes to rule text in place of providing it in Item | and which may otherwise be
more easily readable if provided separately from Form 19b-4. Exhibit 5 shall be
censidered part of the proposed rule change.

If the self-regulatory organization is amending cnly part of the text of a lengthy

proposed rule change, it may, with the Commission's permission, file anly 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.




1. Text of Proposed Rule Change
(a) The text of the proposed rule change is annexed hereto as Exhibit 5.
(b) Not applicable
(c) Not applicable

2. Procedures of the Self-Regulatory Organization

(a) The proposed rule change was approved by the Credit and Market Risk
Management Commiittee of Fixed Income Clearing Corporation (“FICC”) on December
19, 2007.

3. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change

(a) The purpose of the present rule filing is to introduce central counterparty
(“CCP”) and guaranteed settlement services for the Mortgage-Backed Securities Division
(the “MBSD”) of FICC. Establishment of these processes for the MBSD has necessitated
the drafting of a new MBSD rulebook. Therefore, the existing MBSD clearing rulebook
will be replaced, in its entirety, by a new rulebook attached hereto as Exhibit 5.! Current
MBSD rules provisions that reflect processes that will continue upon the introduction of
the CCP services have been retained where applicable. In order to promote uniformity
between FICC’s two Divisions and to create transparency for common members, the new
MBSD rulebook follows the structure of the rulebook of the Government Securities
Division (the “GSD™). In addition, where possible and/or applicable, the new MBSD
provisions mirror the equivalent GSD provisions.

I OVERVIEW

With the introduction of CCP services and guaranteed settlement for transactions
submitted to the MBSD, FICC will provide a trade guarantee for all “to be announced”’
(“TBA”) transactions and specified pool trades upon comparison of trade details
submitted by members. Additionally, a new pool netting system will perform a daily net
of pool allocations for eligible trades, at which point FICC will become central
counterparty to those obligations, and settlement will occur versus FICC. For all other
obligations, settlement will occur outside of FICC, with original settlement counterparties,
as is done today.

A. Current Processing

Under the current MBSD processing model, MBSD member firms submit
settlement balance order-destined transactions, trade-for-trade transactions, and specified

! The MBSD’s EPN rulebook will remain unchanged.




pool trades in eligible mortgage-backed securities for processing. These transactions are
compared by FICC’s RTTM™ system. While settlement obligations are established for
specified pool trades and trade-for-trade transactions at the point of comparison,
settlement balance order-destined transactions proceed to the MBSD’s settlement balance
order (“SBO”) engine for netting.

The SBO netting system produces settlement obligations between MBSD
members. Members use FICC’s electronic pool notification (“EPN”) system to inform
each other with respect to the specific pools that will be delivered for settlement purposes.
Thereafter, members transmit notifications of settlement to FICC when they have
ultimately settled their obligations with applicable counterparties. At no time during
MBSD processing does FICC guarantee settlement, or act as a CCP for submitted
transactions.

B. Proposed Processing

Under the proposed rules, each Clearing Member will be required to submit to the
MBSD for processing transactions in all netting-eligible securities with other Clearing
Members. Certain MBSD processes will continue to operate as they do today.
Specifically, eligible transactions will continue to be submitted to the RTTM M system for
matching purposes. The TBA/SBO netting process will also continue, generating
seftlement obligations between members. However, the MBSD will now provide a trade
guaranty at the point of comparison of all submitted transactions, as is currently done in
the GSD. In the event of a member default, FICC will settle the guaranteed trade.

The MBSD will introduce “pool comparison” and “pool netting,” and interpose
itself as settlement counterparty to certain settlement obligations. Specifically, after
TBA/SBO netting occurs, settlement obligations will be issued between members and
members will allocate pools for settlement via the EPN system (just as is done tOda¥Ri
Additionally however, members will be required to submit pool details via the RTTM
system for pool comparison and for consideration for pool netting. Pools allocated to
open TBA and trade-for-trade obligations will be eligible for pool netting.?

Compared pools will be evaluated for eligibility for pool netting. The MBSD’s
system will determine which pools will receive maximum benefit from pool netting by
considering such factors as trading velocity and projected netting factor. This will result in
the most actively traded pools being netted and settled versus FICC as CCP, while less
active pools will continue to settle as they do today, i.e., directly between members.® It is
important to note that not every compared pool will proceed to the pool netting system.

2 §pecified pool trades will not be considered an eligible transaction type for pool netting at this time.
FICC believes that this approach will avoid the imposition of additional settlement costs on members for
thinly traded pools.




Upon FICC’s issuance of pool netting results to members, “novation” will occur,
ie., settlement obligations between the parties will be cancelled and replaced with
obligations to settle with FICC. Any outstanding obligations that did not qualify for pool
netting must be settled directly between the settlement counterparties outside of FICC.
Notification of settlement procedures will still apply to these obligations. With respect to
any oz)ligations that fail to settle, these obligations will not be re-net, as they are in the
GSD.

II. PROPOSED MBSD RULEBOOK

As noted above, the current MBSD rulebook will be replaced in its entirety by a
new proposed rulebook attached as Exhibit 5. Set forth below is an overview of the
significant substantive and structural changes to the rules.

A. Definitions

The MBSD rules will have a revised Rule 1, “Definitions,” which will include
terminology applicable to new MBSD processing and procedures. For example, terms
relevant to pool netting have been included (such as “pool deliver obligation,”, “pool
receive obligation™). Where practical and/or applicable, the MBSD rulebook uses terms
from the current GSD rules, in order to harmonize language between the Divisions.

B. Membership

Rule 2, “Members”, Rule 2A, “Initial Membership Requirements,” Rule 3,
“Ongoing Membership Requirements,” and Rule 3A, “Cash Settling Bank Members,” will
govern membership types, member application requirements and ongoing reporting
requirements.

The new MBSD rules will provide for two membership types (as set forth in Rule
2): clearing members and cash settling bank members. Those entities qualifying for
clearing membership will be guaranteed service members of the MBSD — trades submitted
by these members will be guaranteed at the point of comparison, and eligible, as
applicable, for pool comparison, netting and settlement.  Categories of clearing
membership will follow current categories of MBSD membership, and will include:
banks; broker-dealers; government securities issuers/government sponsored enterprises;
insurance cornpz:mies;5 registered investment companies; and unregistered investment
pools. In addition, the MBSD will have the discretion to make its services available to
other entity types which it deems appropriate. Membership requirements for cash settling
bank members are set forth in Rule 3A, “Cash Settling Bank Members.” These

4 The MBSD will retain the discretion to re-net fails or to conduct pair-offs if it believes that such actions
are necessary to protect itself and its members due to market conditions or events.

S The MBSD does not currently have any insurance company clearing members. Financial and other
membership requirements for this category will be established in a future rule filing.




requirements remain unchanged from the current MBSD rulebook and they mirror the
requirements of the GSD-equivalent members, known as funds-only settling barks.

With respect to initial membership requirements as set forth in Rule 2A, “Initial
Membership Requirements,” the MBSD has mirrored the current requirements for the
GSD netting membership, where there is an existing membership type in the GSD rules.®
The two membership categories where there are no GSD equivalents are the unregistered
investment pools (the “UIPs”) and the registered investment companies. With respect to
the UIPs, recently adopted membership standards’ will be revised in the new MBSD
rulebook, in consideration of their new status as guaranteed service members. Revised
requirements will be as follows:

e The UIP applicant must have an investment advisor domiciled in the United
States.

e If the UIP’s investment advisor is registered with the SEC under the
Investment Advisors Act of 1940, the UIP must have (i) $250 million in net
assets, or (ii) have $100 million in net assets, and the UIP’s investment
advisor must advise an existing MBSD UIP clearing member that has assets
under management of $1.5 billion.

e If the UIP’s investment advisor is not registered with the SEC, the UIP
applicant must have $1 billion in net assets, and must be subject to a two year
lock-up period.

Additional requirements for UIPs will appear in Rule 3, “Ongoing Membership
Requirements,” discussed further below.

With respect to all MBSD clearing member categories, as is currently the case
under the MBSD rules, applicants whose financial statements are not prepared in
accordance with U.S. generally accepted accounting principals (“GAAP”) will be subject
to increased minimum financial requirements.

The MBSD will continue to require non-domestic membership applicants to
submit legal opinions on the laws of the applicants’ home jurisdictions. Any additional

§ With respect to the dealer category, the proposed rules adopt the Category 1 Dealer Netting Member
membership requirements.

7 See File No. SR-FICC-2006-10, Rel. No. 34-55037.

¥ These higher GAAP-based requirements remain unchanged from the current GSD and MBSD rules.
Specifically, firms whose financial statements are prepared in accordance with International Financial
Reporting Standards, Canadian GAAP or UK GAAP will have a minimum financial requircrent that is1.5
times the U.S. GAAP requirement, firms whose financial statements are prepared in accordance with the
GAAP principles of a European Union country other than the United Kingdom will have a minimum
financial requirement that is 5 times the U.S. GAAP requirement, and firms whose financial statements are
prepared in accordance with any other type of GAAP will have a minimum financial requirement that is 7
times the U.S. GAAP requirement.




legal risk® posed by such applicants due to their home country law may result in additional
risk mitigation measures, including, for example, the posting of letters of credit as
collateral.

Pursuant to Rule 3, “Ongoing Membership Requirements,” cutrent provisions
applicable to the GSD netting membership under the GSD rules have been carried over to
the MBSD rules to apply to certain member types. For example, the GSD currently
assesses a premium against any bank or broker-dealer whose Clearing Fund requirement
exceeds its specified regulatory capital figure.!® The MBSD will apply this premium to
members that are banks, broker-dealers and UIPs. Also, bank, broker-dealer and UIP
members of the MBSD will be rated by a credit risk rating matrix which will assess,
among other things, financial measures relevant to these types of entities. Any member
that receives a poor rating on the credit risk rating matrix may be monitored more closely
and/or placed on FICC’s internal watch list.

As set forth in Rule 3, the MBSD will take additional risk management measures
with respect to UIP members. Specifically, the “value at risk” (“VaR™) confidence level
for UIP members will be set at 99.5% (as compared to the 99% level set for other MBSD
clearing member categories).!! UIP members will also be required to achieve a qualitative
assessment rating of “above average.” Qualitative assessments will be based on such
factors as capital, strategy and profile, valuation procedures and internal controls. Any
UIP member rated less than “above average” may be subject to higher confidence levels
up to 99.8%, and may also become subject to revocation of membership. Also, the
minimum VaR charge for UIPs will be increased from the current $250,000 to $1 million
per account atgg,regate.12

% “Legal risk” is currently defined in the rules as the risk that, as a result of a law applicable to a member’s
insolvency or bankrupicy, FICC may be delayed or prohibited from: (i) accessing any portion of the
member’s Clearing Fund, (ii) netting, closing out or liquidating transactions, or setting off obligations, or
taking any other action contemplated by the rules regarding clearing fund, cease to act, insolvency of 2
member or (i) otherwise exercising its rights pursuant to the rules.

19 By way of example, under the current GSD rules, if a member has a Clearing Fund requirement of $11.4 million
and excess net capital of $10 million, its “ratio” is 1.14 (or 114 percent), and the applicable collateral premium
would be 114 percent of $1.4 million (which is equal to the amount by which the member’s Clearing Fund
requirement exceeds its excess net capital), or $1,596,000. The current GSD rules provide that FICC has the right
to: (i) apply a lesser collateral premium (including no premium) based on specific circumstances (such as a
member being subject to an unexpected haircut or capital charge that does not fundamentally change its risk
profile), and (ii) return all or a portion of the collateral premium amount if it believes that the member’s risk profile
does not require the maintenance of that amount. These rights will be carried over to the proposed MBSD rules,

11 The MBSD rules will provide FICC with the discretion to increase the confidence level if it determines

that it is appropriate to do so with respect to a particular member or members generally. As an initial matter,

UIPs will begin the service with the higher confidence level of 99.5%.

12 The MBSD rules will provide FICC with the discretion to increase the minimum charge if it determines

that it is appropriate to do so with respect to a particular member or members generally. As an initial matter,

UIPs will begin the service with the higher minimum of $1 million.




C. Clearing Fund and Loss Allocation

MBSD Rule 4, “Clearing Fund and Loss Allocation” will set forth requirements
with respect to Clearing Fund" deposited by clearing members. Clearing Fund
requirements will be calculated in accordance with the VaR model, and these proposed
changes were the subject a previous FICC rule filing pending with the SEC."* The VaR
methodology that was submitted to the SEC by the MBSD will be implemented
independently, and in advance, of the implementation of the changes proposed by this rule
filing. The requirements are modified in the new rulebook to reflect risk management of
the new processes being introduced here. Requirements as to acceptable forms of
collateral will remain unchanged in the new MBSD rulebook.

With respect to loss allocation in the event of member default, pursuant to the new
Rule 4, MBSD clearing members will be placed in one of two tiers for loss allocation
purposes: Tier One members will be subject to loss mutualization, whereas Tier Two
members will not be subject to loss mutualization.'” Of the proposed initial MBSD
membership categories, only registered investment company members will be considered
Tier Two members.

In the event of a member default, and after application of a defaulting member’s
Clearing Fund to satisfy a loss, any remaining loss not covered by the defaulting
membet’s posted collateral (or from any payments from the cross-guaranty agreement)
will be covered via the loss allocation mechanism set forth in Rule 4. Specifically, the
remaining loss amount will be divided into a “Tier One loss amount” and a “Tier Two loss
amount” (based upon trading activity of the entire Tier One and Tier Two memberships,
respectively, with the defaulting member). The Tier One loss amount will be allocated
generally among the applicable Tier One members based upon the current GSD loss
allocation process,'® which allows for loss mutualization among its members. Applicable
Tier Two members will be assigned the Tier Two loss amount using a process similar to
the current MBSD loss allocation methodology which does not permit loss
mutualization.'”

D. TBA Trade Processing

13 The MBSD is adopting the term “Clearing Fund” to replace “Participants Fund.”

1 See File No. SR-FICC-2007-10.

15 Tier Two members will include those entities that are legally prohibited from participating in loss
mutualization,

16 gee GSD Rule 4, Section 8 (“Clearing Fund and Loss Allocation™).

17 with respect to brokered trades, in the MBSD such trades are done on a “give-up basis,” and brokers are
thus not considered parties to fully-matched trades. However, for purposes of loss allocation, broker
members will be subject to loss allocation for partially-matched trades that have been DK’ed. Brokers are
considered Tier One members, and as such will be subject to loss mmtualization.



Rule 5, “Trade Comparison” and Rule 6, “TBA Netting” of the proposed MBSD
rulebook mirror current MBSD rules as these processes will remain unchanged from an
operationa) perspective. Members will continue to submit TBA transactions and specified
pool trades to the MBSD through the RTTM™ system to bilaterally match their trade data
with trade data submitted by their counterparties. The significant change to the
comparison rule is the introduction of FICC’s guaranty. Transactions will be guaranteed
for settlement at the point of comparison.'® Settlement balance order-destined TBA trades
will proceed through the TBA/SBO netting process as they do today. After netting,
members will use the EPN system to allocate pools in satisfaction of open TBA
obligations (both trade-for-trade and SBO transactions). In addition, members will now
be required to submit pool allocation information to the MBSD’s RTTM™ system"® —
pool allocation processing will proceed as described below.

E. Pool Allocation Processing

Pool allocation processing will be governed by Rule 7, “Pool Comparison,” Rule
8, “Pool Netting,” and Rule 9, “Pool Settlement with the Corporation.” In order for pool
allocations to be compared pursuant to Rule 7, both sides to a transaction must submit
applicable data through RTTM™. A transaction will be eligible for pool netting if the
pool data submitted by both counterparties compares, is associated with an open TBA
obligation, and meets other criteria set forth by FICC from time to time.?® Once netting
eligible pools are defined by the MBSD, each allocation will be netted into a single net
position per pool CUSIP. Pool netting results will be novated, meaning that open TBA
obligations will be terminated and replaced with resultant pool receive, deliver and
associated payment obligations which will settle versus FICC as central counterparty.

F. Settlement

(1) Settlement with FICC as Counterparty

As stated above, obligations generated by the pool netting system will settle versus
FICC — this settlement process will be governed by Rule 9, “Pool Settlement with the
Corporation.” Members will be required to designate a clearing bank for purposes of
delivering securities to, and receiving securities from, the MBSD in satisfaction of
settlement obligations. All deliveries and receipts of securities in satisfaction of pool
deliver obligations and pool receive obligations will be required to be made against

'® While specified poo! trades will be guaranteed at the point of comparison, they will not be eligible for
processing through the pool comparison or pool netting systems. All specified pool trades will settle outside
of FICC with original counterparties.

1% Because clearing members will be required to allocate pools via EPN and RTTM™ in order for pool
allocations to proceed to pool comparison and netting, all MBSD clearing members will be required to be
EPN members.

%0 As noted above, not all pools that compare via RTTM™ will be eligible for pool netting. Eligibility will
also be based on such factors as pool trading velocity and netting factor potential, and therefore could
change from day to day. FICC will run an algorithm to make these determinations.



simultaneous payment. These securities settlement procedures mirror the current GSD
securities settlement rule.?!

(i)  Settlement Outside of FICC

For those allocated pools which are ineligible for processing through the pool
netting system, members will be required to settle such transactions bilaterally with
applicable settlement counterparties, outside of FICC. Pursuant to Rule 10, “Notification
of Settlement”, members must continue to submit to FICC notifications of settlement.
Notification will be required to be received on the applicable clearance date for each
transaction. When the MBSD receives notification of settlement from each counterside to
a transaction, the MBSD will report clearance of the applicable transaction back to each
member, as is done today. At this point, the MBSD will stop collecting margin on the
transaction, and will no longer be responsible for principal and interest payments.

(iii)  Cash Settlement

Rule 11, “Cash Settlement with the Corporation” provides that cash settlement
processing will continue to be done via the Federal Reserve’s National Settlement Service
and through the use of cash settling banks appointed by members. Several items have
been added to the calculation of each member’s cash settlement obligation, including: (a)
a “net pool transaction adjustment payment” (to reflect the difference between the pool net
price” and a settlement price established at the TBA level); (b) principal and interest
payment amounts related to fails, and (c) a “clearance difference amount,  (to take into
account the delivery to FICC of mispriced securities by a member).

G. Ceasing to Act, Wind-Down Members and Insolvency

Rule 13, “Restrictions on Access to Services”, Rule 14, “Wind Down of a
Member,” Rule 15, “Insolvency of a Member,” and Rule 16, “Procedures for When the
Corporation Ceases to Act,” mirror the current GSD rules, but have been conformed to
apply to the specifics of MBSD processing as applicable. For example, upon MBSD
ceasing to act for a member, members will be required to submit immediate notifications
of settlement so that the MBSD has all necessary settlement information with respect to a
defaulting member to effect a close-out of such member. In addition, the MBSD will have
the right, with respect to specified pool trades, to substitute alternate pools as necessary.>*

2! See GSD Rule 12, “Securities Settlement.”

22 «pool Net Price” is defined in the proposed rules as the uniform price for a pool (expressed in dollars per
unit of par value), not including accrued interest, established by the Corporation on each business day, based
on current market information for each eligible security.

B «(learance Difference Amount” is defined in the proposed rules as the absolute value of the dollar
difference between the settlement value of a pool deliver obligation or a pool receive obligation and the
actual value at which such pool deliver obligation or pool receive obligation was settled.

2* As is the case under Rule 4, “Clearing Fund and Loss Allocation”, in the event of a close out of 2
defaulting member, broker members will be responsible for partially-matched trades that have been DK’ed.
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H. Other Rule Provisions

The remainder of the proposed MBSD rulebook includes “boilerplate” provisions
dealing with, among other items, “Release of Clearing Data” (Rule 22), “Hearing
Procedures” (Rule 29) and “Limitations of Liability” (Rule 31). Where possible, these
provisions have been harmonized with the similar provisions in the GSD rules. The
MBSD’s fine schedule will remain unchanged.

(b) By establishing guaranteed settlement and CCP services for the MBSD, FICC
is promoting efficiencies in the mortgage-backed securities marketplace, and for its
membership. The MBSD guarantee of settlement upon comparison of submitted trades
will reduce risks associated with defaults among counterparties. The introduction of pool
comparison, netting and settlement services will reduce for MBSD clearing members the
number of pool settlements and the associated risks and costs. In addition, providing CCP
services will protect clearing members from undue risks by allowing FICC to “step in” as
settlement counterparty on eligible trades. The proposed changes are therefore consistent
with the Securities and Exchange Act of 1934 and the rules and regulations promulgated
there under, in that it will further the abilities of FICC to support the prompt and accurate
clearance and settlement of securities transactions.

4. Self-Regulatory Organization’s Statement on Burden on Competition

FICC does not believe that the proposed rule change will impose a burden on
competition not necessary or appropriate in furtherance of the purposes of the Act.

5. Self-Regulatory Organization’s Statement on Comments on the Proposed Rule
Change Received from Members, Participants, or Others.

No written comments relating to the proposed rule change have been solicited or
received. FICC will notify the Securities and Exchange Commission of any written
comments received by FICC.

6. Extension of Time Period for Commission Action.

FICC does not consent to an extension of the time period specified in Section
19(b)(2) of the Act for Commission action.

7. Basis for Summary Effectiveness Pursuant to Sectiont 19(b)(3) or for Accelerated

Effectiveness Pursuant to Section 19(b}2)

(a) Not applicable
(b) Not applicable
(¢) Not applicable
(d) Not applicable




8. Proposed Rule Change Based on Rules of Another Self-Regulatory Organization
or of the Commission

To establish gnaranteed settlement and central counterparty services, the MBSD
has, in order to promote uniformity among the rules of the Divisions of FICC, used the
GSD rules as a model where possible and/or applicable. However, the proposed rules are
not based on the rules of any other self-regulatory organization or the Commission.

9, Exhibits

Exhibit 1 — Notice of the proposed rule change for publication the Federal Register.
Exhibit 5 — Proposed Rule Text.
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EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION

(Release No. 34- : File No. SR-FICC-2008-01)

SELF-REGULATORY ORGANIZATIONS

Proposed Rule Change by THE FIXED INCOME CLEARING CORPORATION (“FICC”)
relating to modifications to the rules of the Mortgage-Backed Securities Division to
establish guaranteed settlement and central counterparty services.

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (the “Act”), 15
U.S.C. 78s(b)(1), notice is hereby given that on , FICC filed with the
Securities and Exchange Commission ("Commission”) the proposed rule change as
described in Items I, II, and III below, which Items have been prepared by FICC. The
Commission is publishing this notice to solicit comments on the proposed rule change from
interested persons.

I Self-Regulatory Organization's Statement of the Terms of Substance of the
Proposed Rule Change

The text of the proposed rule change is attached hereto as Exhibit 5.

1L Self-Regulatory Organization's Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

In its filing with the Commission, FICC included statements concerning the purpose
of and basis for the proposed rule change and discussed any comments it received on the
proposed rule change. The text of these statements may be examined at the places specified
in Ttem IV below. FICC has prepared summaries, set forth in sections (A), (B) and (C)
below, of the most significant aspects of such statements.

A, Self-Regulatory Organization's Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change.

(1) The purpose of the present rule filing is to introduce central counterparty (“CCP”)
and guaranteed settlement services for the Mortgage-Backed Securities Division (the
“MBSD”) of FICC. Establishment of these processes for the MBSD has necessitated the
drafting of a new MBSD rulebook. Therefore, the existing MBSD clearing rulebook will
be replaced, in its entirety, by a new rulebook attached hercto as Exhibit 5.! Current

' The MBSD’s EPN rulebook will remain unchanged.
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MBSD rules provisions that reflect processes that will continue upon the introduction of
the CCP services have been retained where applicable. In order to promote uniformity
between FICC’s two Divisions and to create transparency for common members, the new
MBSD rulebook follows the structure of the rulebook of the Government Securities
Division (the “GSD”). In addition, where possible and/or applicable, the new MBSD
provisions mirror the equivalent GSD provisions.

L OVERVIEW

With the introduction of CCP services and guaranteed settlement for transactions
submitted to the MBSD, FICC will provide a trade guarantee for all “to be announced”
(“TBA”) transactions and specified pool trades upon comparison of trade details
submitted by members. Additionally, a new pool netting system will perform a daily net
of pool allocations for eligible trades, at which point FICC will become central
counterparty to those obligations, and settlement will occur versus FICC. For all other
obligations, settiement will occur outside of FICC, with original settlement
counterparties, as is done today.

A. Current Processing

Under the current MBSD processing model, MBSD member firms submit
settlement balance order-destined transactions, trade-for-trade transactions, and specified
pool trades in eligible mortgage-backed securities for processing. These transactions are
compared by FICC’s RTTM™ system, While settlement obligations are established for
specified pool trades and trade-for-trade transactions at the point of comparison,
settlement balance order-destined transactions proceed to the MBSD’s settlement balance
order (“SBO”) engine for netting.

The SBO netting system produces settlement obligations between MBSD
members, Members use FICC’s electronic pool notification (“EPN”) system to inform
each other with respect to the specific pools that will be delivered for settlement
purposes. Thereafter, members transmit notifications of settlement to FICC when they
have ultimately settled their obligations with applicable counterparties. At no time
during MBSD processing does FICC guarantee settlement, or act as a CCP for submitted
transactions.

B. Proposed Processing

Under the proposed rules, each Clearing Member will be required to submit to the
MBSD for processing transactions in all netting-eligible securities with other Clearing
Members. Certain MBSD processes will continue to operate as they do today.
Specifically, eligible transactions will continue to be submitted to the RTTM™ system
for matching purposes. The TBA/SBO netting process will also continue, generating
settlement obligations between members. However, the MBSD will now provide a trade
guaranty at the point of comparison of all submitted transactions, as is currently done in
the GSD. In the event of a member default, FICC will settle the guaranteed trade.




The MBSD will introduce “pool comparison” and “pool netting,” and interpose
itself as settlement counterparty to certain settlement obligations. Specifically, after
TBA/SBO netting occurs, settlement obligations will be issued between members and
members will allocate pools for scttlement via the EPN system (just as is done toda 2/1
Additionally however, members will be required to submit pool details via the RTTM
system for pool comparison and for consideration for pool netting. Pools allocated to
open TBA and trade-for-trade obligations will be eligible for pool netting.*

Compared pools will be evaluated for eligibility for pool netting. The MBSD’s
system will determine which pools will receive maximum benefit from pool netting by
considering such factors as trading velocity and projected netting factor, This will result
in the most actively traded pools being netted and settled versus FICC as CCP, wh1le less
active pools will continue to settle as they do today, i.€., directly between members.® It is
important to note that not every compared pool will proceed to the pool netting system.

Upon FICC’s issuance of pool netting results to members, “novation” will occur,
i.e., settlement obligations between the parties will be cancelled and replaced with
obligations to settle with FICC. Any outstanding obligations that did not qualify for pool
netting must be settled directly between the settlement counterparties outside of FICC.
Notification of settlement procedures will still apply to these obligations. With respect to
any obhgatlons that fail to seitle, these obligations will not be re-net, as they are in the
GSD.*

IL. PROPOSED MBSD RULEBOOK

As noted above, the current MBSD rulebook will be replaced in its entirety by a
new proposed rulebook attached as Exhibit 5. Set forth below is an overview of the
significant substantive and structural changes to the rules.

A. Definitions

The MBSD rules will have a revised Rule 1, “Definitions,” which will include
terminology applicable to new MBSD processing and procedures. For example, terms
relevant to pool netting have been included (such as “pool deliver obligation,”, “pool
receive obligation™). Where practical and/or applicable, the MBSD rulebook uses terms
from the current GSD rules, in order to harmonize language between the Divisions.

B. Membership

2 Specified pool trades will not be considered an eligible transaction type for pool netting at this time.
FICC belicves that this approach will avoid the imposition of additional settlement costs on members for
thinly traded pools.

4 The MBSD will retain the discretion to re-net fails or to conduct pair-offs if it believes that such actions
are necessary to protect itself and its members due fo market conditions or events.

-15-



Rule 2, “Members”, Rule 2A, “Initial Membership Requirements,” Rule 3,
“Ongoing Membership Requirements,” and Rule 3A, “Cash Settling Bank Members,”
will govern membership types, member application requirements and ongoing reporting
requirements,

The new MBSD rules will provide for two membership types (as set forth in Rule
2): clearing members and cash settling bank members. Those entities qualifying for
clearing membership will be guaranteed service members of the MBSD - trades
submitted by these members will be guaranteed at the point of comparison, and eligible,
as applicable, for pool comparison, netting and settlement. Categories of clearing
membership will follow current categories of MBSD membership, and will include:
banks; broker-dealers; government securities issuers/government sponsored enterprises;
insurance companies;® registered investment companies; and unregistered investment
pools. In addition, the MBSD will have the discretion to make its services available to
other entity types which it deems appropriate. Membership requirements for cash settling
bank members are set forth in Rule 3A, “Cash Settling Bank Members.” These
requirements remain unchanged from the current MBSD rulebook and they mirror the
requirements of the GSD-equivalent members, known as funds-only settling banks.

With respect to initial membership requirements as set forth in Rule 2A, “Initial
Membership Requirements,” the MBSD has mirrored the current requirements for the
GSD netting membership, where there is an existing membership type in the GSD rules.®
The two membership categories where there are no GSD equivalents are the unregistered
investment pools (the “UIPs”) and the registered 1nvestment companies. With respect to
the UIPs, recently adopted membership standards’ will be revised in the new MBSD
rulebook, in consideration of their new status as guaranteed service members. Revised
requirements will be as follows:

e The UIP applicant must have an investment advisor domiciled in the United
States.

o If the UIP’s investment advisor is registered with the SEC under the
Investment Advisors Act of 1940, the UIP must have (i) $250 million in net
assets, or (ii) have $100 million in net assets, and the UIP’s investment
advisor must advise an existing MBSD UIP clearing member that has assets
under management of $1.5 billion.

e If the UIP’s investment advisor is not registered with the SEC, the UIP
applicant must have $1 billion in net assets, and must be subject to a two year
lock-up period.

5 The MBSD does not currently have any insurance company clearing members. Financial and other
membership requirements for this category will be established in a future rule filing.

8 With respect to the dealer category, the proposed rules adopt the Category 1 Dealer Netting Member
membership requirements.

7 See File No. SR-FICC-2006-10, Rel. No. 34-55037.
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Additional requirements for UIPs will appear in Rule 3, “Ongoing Membership
Requirements,” discussed further below.

With respect to all MBSD clearing member categories, as is currently the case
under the MBSD rules, applicants whose financial statements are not prepared in
accordance with U.S. generally accepted accounting principals (“GAAP”) will be subject
to increased minimum financial requirements.

The MBSD will continue to require non-domestic membership applicants to
submit legal opinions on the laws of the applicants’ home jurisdictions. Any additional
legal risk® posed by such applicants due to their home country law may result in
additional risk mitigation measures, including, for example, the posting of letters of credit
as collateral.

Pursuant to Rule 3, “Ongoing Membership Requirements,” current provisions
applicable to the GSD netting membership under the GSD rules have been carried over to
the MBSD rules to apply to certain member types. For example, the GSD currently
assesses a premium against any bank or broker-dealer whose Clearing Fund requirement
exceeds its specified regulatory capital ﬁgure.w The MBSD will apply this premium to
members that are banks, broker-dealers and UIPs. Also, bank, broker-dealer and UIP
members of the MBSD will be rated by a credit risk rating matrix which will assess,
among other things, financial measures relevant to these types of entities. Any member
that receives a poor rating on the credit risk rating matrix may be monitored more closely
and/or placed on FICC’s internal watch list.

¥ These higher GAAP-based requirements remain unchanged from the current GSD and MBSD rules.
Specifically, firms whose financial statements are prepared in accordance with International Financial
Reporting Standards, Canadian GAAP or UK GAAP will have a minimum financial requirement that is 1.5
times the U.S. GAAP requirement, firms whose financial statements are prepared in accordance with the
GAAP principles of a European Union country other than the United Kingdom will have a minimum
financial requirement that is 5 times the U.S. GAAP requirement, and firms whose financial statements are
prepared in accordance with any other type of GAAP will have a minimum financial requirement that is 7
times the U.S. GAAP requirement.

%« egal risk” is currently defined in the rules as the risk that, as a result of a law applicable to a member’s
insolvency or bankruptcy, FICC may be delayed or prohibited from: (i} accessing any portion of the
member’s Clearing Fund, (i) netting, closing out or liquidating transactions, or setting off obligations, or
taking any other action contemplated by the rules regarding clearing fund, cease to act, insolvency of a
member or (iii) otherwise exercising its rights pursuant to the rules.

1 By way of example, under the current GSD rules, if a member has a Clearing Fund requirement of $11.4 million
and excess net capital of $10 million, its “ratio” is 1.14 (or 114 percent), and the applicable collateral premium
would be 114 percent of $1.4 million (which is equal to the amount by which the member’s Clearing Fund
requirement exceeds its excess net capital), or $1,596,000. The current GSD rules provide that FICC has the right
to: (i) apply a lesser collateral premium (including no premium) based on specific circumstances (such as a
member being subject to an unexpected haircut or capital charge that does not fundamentally change its risk
profile), and (ii) return all or a portion of the collateral premium amount if it believes that the member’s risk
profile does not require the maintenance of that amount. These rights will be carried over to the proposed MBSD

rules,
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As set forth in Rule 3, the MBSD will take additional risk management measures
with respect to UIP members. Specifically, the “value at risk” (“VaR”) confidence level
for UIP members will be set at 99.5% (as compared to the 99% level set for other MBSD
clearing member categories).!! UIP members will also be required to achieve a
qualitative assessment rating of “above average.” Qualitative assessments will be based
on such factors as capital, strategy and profile, valuation procedures and internal controls.
Any UIP member rated less than “above average” may be subject to higher confidence
levels up to 99.8%, and may also become subject to revocation of membership. Also, the
minimum VaR charge for UIPs will be increased from the current $250,000 to $1 million
per account aggregate.12

C. Clearing Fund and Loss Allocation

MBSD Rule 4, “Clearing Fund and Loss Allocation” will set forth requirements
with respect to Clearing Fund" deposited by clearing members. Clearing Fund
requirements will be calculated in accordance with the VaR model, and these proposed
changes were the subject a previous FICC rule filing pending with the SEC.'* The VaR
methodology that was submitted to the SEC by the MBSD will be implemented
independently, and in advance, of the implementation of the changes proposed by this
rule filing. The requirements are modified in the new rulebook to reflect risk
management of the new processes being introduced here. Requirements as to acceptable
forms of collateral will remain unchanged in the new MBSD rulebook.

With respect to loss allocation in the event of member default, pursuant to the
new Rule 4, MBSD clearing members will be placed in one of two tiers for loss
allocation purposes: Tier One members will be subject to loss mutualization, whereas
Tier Two members will not be subject to loss mutualization, 15 Of the proposed initial
MBSD membership categories, only registered investment company members will be
considered Tier Two members.

In the event of a member default, and after application of a defaulting member’s
Clearing Fund to satisfy a loss, any remaining loss not covered by the defaulting
member’s posted collateral (or from any payments from the cross-guaranty agreement)
will be covered via the loss allocation mechanism set forth in Rule 4. Specifically, the
remaining loss amount will be divided into a “Tier One loss amount” and a “Tier Two
loss amount” (based upon trading activity of the entire Tier One and Tier Two
memberships, respectively, with the defaulting member). The Tier One loss amount will

1 The MBSD rules will provide FICC with the discretion to increase the confidence level if it determines
that it is appropriate to do so with respect to a particular member or members generally. As an initial
matter, UTPs will begin the service with the higher confidence level of 99.5%.

12 The MBSD rules will provide FICC with the discretion to increase the minimum charge if it determines
that it is appropriate to do so with respect to a particular member or members generally. As an initial
matter, UTPs will begin the service with the higher minimum of $1 million,

13 The MBSD is adopting the term “Clearing Fund” to replace “Participants Fund.”

# See File No. SR-FICC-2007-10.

1 Tier Two members will include those entities that are legally prohibited from participating in loss
mutualization.



be allocated generally among the applicable Tier One members based upon the current
GSD loss allocation process, ® which allows for loss mutualization among its members.
Applicable Tier Two members will be assigned the Tier Two loss amount using a process
similar to the current MBSD loss allocation methodology which does not permit loss
mutualization.'?

D. TBA Trade Processing

Rule 5, “Trade Comparison” and Rule 6, “TBA Netting” of the proposed MBSD
rulebook mirror current MBSD rules as these processes will remain unchanged from an
operational perspective. Members will continue to subm1t TBA transactions and
specified pool trades to the MBSD through the RTTM™ system to bilaterally match their
trade data with trade data submitted by their counterparties. The significant change to the
comparison rule is the introduction of FICC’s guaranty., Transactions will be guaranteed
for settlement at the point of comparison.' 8 Settlement balance order-destined TBA
trades will proceed through the TBA/SBO netting process as they do today. After
netting, members will use the EPN system to allocate pools in satisfaction of open TBA
obligations (both trade-for-trade and SBO transactions). In addition, members will now
be required to submit pool allocation information to the MBSD’s RTTM™ system'® —
pool allocation processing will proceed as described below.

E. Pool Allocation Processing

Pool allocation processing will be governed by Rule 7, “Pool Comparison,” Rule

8, “Pool Netting,” and Rule 9, “Pool Settlement with the Corporation.” In order for pool
allocatmns to be compared pursuant to Rule 7, both sides to a transaction must submit
applicable data through RTTM™. A transaction will be eligible for pool netting if the
pool data submitted by both counterpartles compares, is associated with an open TBA
obligation, and meets other criteria set forth by FICC from time to time.?® Once netting
eligible pools are defined by the MBSD, each allocation will be netted into a single net
position per pool CUSIP. Pool netting results will be novated, meaning that open TBA
obligations will be terminated and replaced with resultant pool receive, deliver and
associated payment obligations which will settle versus FICC as central counterparty.

15 See GSD Rule 4, Section 8 (“Clearing Fund and Loss Allocation™).

7 With respect to brokered trades, in the MBSD such trades are done on a “give-up basis,” and brokers are
thus not considered parties to fally-matched trades. However, for purposes of loss allocation, broker
members will be subject to loss allocation for partially-matched trades that have been DK’ed. Brokers are
considered Tier One members, and as such will be subject to loss mutualization.

'8 While specified pool trades will be guaranteed at the point of comparison, they will not be eligible for
processing through the pool comparison or pool netting systems. All specified pool trades will settle
outside of FICC with original counterparties.

¥ Because clearing members will be required to allocate pools via EPN and RTTM™ in order for pool
allocations to proceed to pool comparison and netting, all MBSD clearing members will be required to be
EPN miembers.

2 As noted above, not all pools that compare via RTTM™ will be eligible for pool netting. Eligibility will
also be based on such factors as pool trading velocity and netting factor potential, and therefore could
change from day to day. FICC will run an algorithm to make these determinations.

-19-




F. Settlement

® Settlement with FICC as Counterparty

As stated above, obligations generated by the pool netting system will settle
versus FICC — this settlement process will be governed by Rule 9, “Pool Settlement with
the Corporation.” Members will be required to designate a clearing bank for purposes of
delivering securities to, and receiving securities from, the MBSD in satisfaction of
settlement obligations. All deliveries and receipts of securities in satisfaction of pool
deliver obligations and pool receive obligations will be required to be made against
simultaneous payment. These securities settlement procedures mirror the current GSD
securities settlement rule.!

(ii))  Settlement Qutside of FICC

For those allocated pools which are ineligible for processing through the pool
netting system, members will be required to settle such transactions bilaterally with
applicable settlement counterparties, outside of FICC. Pursuant to Rule 10, “Notification
of Settlement”, members must continue to submit to FICC notifications of settlement.
Notification will be required to be received on the applicable clearance date for each
transaction. When the MBSD receives notification of settlement from each counterside to
a transaction, the MBSD will report clearance of the applicable transaction back to each
member, as is done today. At this point, the MBSD will stop collecting margin on the
transaction, and will no longer be responsible for principal and interest payments.

(iii)  Cash Settlement

Rule 11, “Cash Settlement with the Corporation” provides that cash settlement
processing will continue to be done via the Federal Reserve’s National Settlement
Service and through the use of cash settling banks appointed by members. Several items
have been added to the calculation of each member’s cash scttlement obligation,
including: (a) a “net pool transaction adjustment payment” (to reflect the difference
between the pool net price22 and a settlement price established at the TBA level); (b)
principal and interest payment amounts related to fails, and (c) a “clearance difference
amount,”* (to take into account the delivery to FICC of mispriced securities by a
member).

2 See GSD Rule 12, “Securities Settlement.”

22 «poo] Net Price” is defined in the proposed rules as the uniform price for a pool (expressed in dollars per
unit of par value), not including accrued interest, established by the Corporation on each business day,
based on current market information for each eligible security,

B «Clearance Difference Amount” is defined in the proposed rules as the absolute value of the dollar
difference between the settlement value of a pool deliver obligation or a pool receive obligation and the
actual value at which such pool deliver obligation or pool receive obligation was settled.
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G, Ceasing to Act, Wind-Down Members and Insolvency

Rule 13, “Restrictions on Access to Services”, Rule 14, “Wind Down of a
Member,” Rule 15, “Insolvency of a Member,” and Rule 16, “Procedures for When the
Corporation Ceases to Act,” mirror the current GSD rules, but have been conformed to
apply to the specifics of MBSD processing as applicable. For example, upon MBSD
ceasing to act for a member, members will be required to submit immediate notifications
of settlement so that the MBSD has all necessary settlement information with respect to a
defaulting member to effect a close-out of such member. In addition, the MBSD will
have the right, with respect to specified pool trades, to substitute alternate pools as
necessary.

H. Other Rule Provisions

The remainder of the proposed MBSD rulebook includes “boilerplate” provisions
dealing with, among other items, “Release of Clearing Data” (Rule 22), “Hearing
Procedures” (Rule 29) and “Limitations of Liability” (Rule 31). Where possible, these
provisions have been harmonized with the similar provisions in the GSD rules. The
MBSD’s fine schedule will remain unchanged.

(ii) By establishing guaranteed settlement and CCP services for the MBSD, FICC
is promoting efficiencies in the mortgage-backed securities marketplace, and for its
membership. The MBSD guarantee of settlement upon comparison of submitted trades
will reduce risks associated with defaults among counterparties. The introduction of pool
comparison, netting and settlement services will reduce for MBSD clearing members the
number of pool settlements and the associated risks and costs. In addition, providing
CCP services will protect clearing members from undue risks by allowing FICC to “step
in” as settlement counterparty on eligible trades. The proposed changes are therefore
consistent with the Securities and Exchange Act of 1934 and the rules and regulations
promulgated there under, in that it will further the abilities of FICC to support the prompt
and accurate clearance and settlement of securities transactions.

B. Self-Regulatory Organization's Staternent on Burden on Competition.

FICC does not believe that the proposed rule change will have any impact, or
impose any burden, on competition.

C. Self-Regulatory Organization’s Statement on Comments on the Proposed Rule
Change Received from Members, Participants, or Others.

Written comments relating to the proposed rule change have not yet been solicited
or received. FICC will notify the Commission of any written comments received by
FICC.

# As is the case under Rule 4, “Clearing Fund and Loss Allocation”, in the event of a close out of a
defaulting member, broker members will be responsible for partially-matched trades that have been DK’ed.
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111 Date of Effectiveness of the Proposed Rule Change and Timing for Commission
Action

The foregoing rule change has become effective pursuant to Section 19(b)(3)(A) of
the Act and paragraph (f) of Rule 19b-4 thereunder. At any time within 60 days of the filing
of the proposed rule change, the Commission may summarily abrogate such rule change if it
appears to the Commission that such action is necessary or appropriate in the public interest,
for the protection of investors, or otherwise in furtherance of the purposes of the Act.

IV. Solicitation of Comments

Interested persons are invited to submit written data, views and arguments
concerning the foregoing, including whether the proposed rule change is consistent with the
Act. Comments may be submitted by any of the following methods:

¢ Electronic comments may be submitted by using the Commission’s Internet
comment form (htip:/www.sec.gov/rules/sro.shtml), or send an e-mail to rule-
comment(@sec.gov. Please include File No. [XX] on the subject line.

e Paper comments should be sent in triplicate to Nancy M. Morris, Secretary,
Securities and Exchange Commission, 100 F Street, NE, Washington DC 20549-
1090.

All submissions should refer to File Number [XX]. This file number should be
included on the subject line if e-mail is used. To help the Commission process and review
your comments more efficiently, please use only one method. The Commission will post all
comments on the Commission’s Internet Web site (hitp://www.sec.gov/rules/sro.shtml).
Copies of the submission, all subsequent amendments, all written statements with respect to
the proposed rule change that are filed with the Commission, and all written
communications relating to the proposed rule change between the Commission and any
person, other than those that may be withheld from the public in accordance with the
provisions of 5 U.S.C 552, will be available for inspection and copying in the Commission’s
Public Reference Room Section 100 F Street, NE, Washington DC 20549-1090. Copies of
such filing also will be available for inspection and copying at the principal office of FICC.
All comments received will be posted without change; the Commission does not edit
personal identifying information from submissions. You should submit only information
that you wish to make available publicly. All submission should refer to the file number
above and should be submitted within days after the date of publication.

For the Commission, by the Division of Market Regulation, pursuant to delegated
authority.

Nancy M. Morris
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RULE 1 - DEFINITIONS

Unless the context requires otherwise, the terms defined in this Rule shall, for all purposes of these
Rules, have the meanings herein specified.

Account

The term "Account” means any account maintained by the Corporation on behalf of a Clearing
Member. An Account maintained for a Member acting as a Dealer is referred to as a "Dealer
Account,” and an Account maintained for a Member acting as a Broker is referred to as a

"Broker Account,”

Affiliate

The term "Affiliate" shall have the meaning given that word in SEC Rule 405, promulgated under
the authority of the Securities Act of 1933.

Aggregated Account

The term "Aggregated Account” means either a single Account linked to an aggregate ID or a set
of Accounts linked to an aggregate ID for the processing of Transactions in the Clearing System.
Pursuant to these Rules, Members’ Cash Settlement obligations and Mark-to-Market
requirements are calculated on a net basis at the aggregate ID level.

Applicant Questionnaire

The term "Applicant Questionnaire” means the questionnaire required in Rule 2A to be completed
and delivered to the Corporation by each applicant to become a Clearing Member.

Appropriate Regulatory Agency

The term "Appropriate Regulatory Agency” shall have the meaning given that term in Section
3(a)(34)(C) of the Exchange Act,

Bank Clearing Member

The term "Bank Clearing Member" shall have the meaning given that term in Section 1 of Rule
2A.
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Board or Board of Directors

The terms "Board" or "Board of Directors” mean the Board of Directors of the Fixed Income
Clearing Corporation or a committee thereof acting under delegated authority.

Broker

The term "Broker" means a Member that is in the business of buying and selling securities as
agent on behalf of Dealers.

Broker Give-Up Date

The term "Broker Give-Up Date" means the date on which Dealers for which a Broker has acted
in a Broker Give-Up Trade are substituted for the Broker.

Broker Give-Up Trade

The term "Broker Give-Up Trade" means an SBO-Destined Trade or Trade-for-Trade
Transaction in which a Broker acting on behalf of selling and purchasing Dealers temporarily is
identified in the applicable Reports initially made available by the Corporation as the Original
Contra-Side Member with respect to each Dealer, with the Dealers to be substituted on the
Broker Give-Up Date.

Brokered Transaction

The term "Brokered Transaction" means any “give-up” transaction calling for the delivery of an
Eligible Security the data on which has been submitted to the Corporation by Members, to which
transaction a Broker is a party.

Business Day

The term "Business Day" means any day on which the Corporation is open for business.

Cash Adjustment

The term "Cash Adjustment,” when used with respect to any SBO transaction, means the post-
settlement adjustment of SBO Market Differential computed by the Corporation pursuant to

Section 2 of Rule 11 to reflect delivery at clearance of Eligible Securities having an outstanding
principal amount (amortized value) different from the current face of the SBON Trade.
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Cash Balance

The term "Cash Balance" means the net amount computed by the Corporation each Business Day
with respect to each Aggregated Account pursuant to Rule 11.

Cash Settlement

The term "Cash Settlement" refers to the payment each Business Day by the Corporation to a
Member or by a Member to the Corporation pursuant to Rule 11.

Cash Settling Bank Member

The term “Cash Settling Bank Member” means a bank, trust company or other entity specified in
these Rules that has qualified pursuant to the provisions of these Rules and which is a party to an
effective “Appointment of Cash Settling Bank and Cash Settling Bank Agreement” whereby the
Cash Settling Bank undertakes to perform cash settlement services for the Member which also is
a party thereto. The term “Cash Settling Bank Member” shall be used interchangeably with the
term “Cash Settling Bank”.

CFTC

The term "CFTC" means the Commodity Futures Trading Commission.

CFTC-Recognized Clearing Organization

The term “CFTC-Recognized Clearing Organization” means a clearing organization that is
affiliated with, or designated by, a contracts market or markets trading specific futures products,
and is under the oversight of the CFTC.

Clearance Date

The term "Clearance Date" means the date on which the parties to a Transaction actually deliver
and pay for Eligible Securities as reported to the Corporation, which may be a date other than the
Contractual Settlement Date.

Clearance Difference Amount

The term "Clearance Difference Amount" means the dollar difference between the Settlement

Value of a Pool Deliver Obligation or a Pool Receive Obligation and the actual value at which
such Pool Deliver Obligation or Pool Receive Obligation was settled.



Page 29 of 171 EXHIBIT 5

Clearing Agency

The term "Clearing Agency" shall have the meaning given it in Section 3(a)(23) of the Exchange
Act.

Clearing Fund

The term "Clearing Fund" means the Clearing Fund established by the Corporation pursuant to
these Rules, which shall be comprised of the aggregate of all Total Required Fund Deposits and
all other deposits, including Cross-Guaranty Repayment Deposits.

Clearing Members

The term "Clearing Member” means any entity admitted into membership pursuant to Rule 2A.

Clearing Organization

The term “Clearing Organization” means a Clearing Agency, Derivatives Clearing Organization,
CFTC-Recognized Clearing Organization, and/or Self-Regulatory Organization, and any other
organization performing a similar function, whether or not regulated by the SEC or the CFTC, in
which a Member is a member or participant.

Clearing System
The term "Clearing System" means the (i) System of services provided by the Corporation to
Persons that are Members thereof, including Trade Comparison, TBA Netting, Pool Comparison

Pool Netting, and settlement, as applicable, and (ii) operations carried out by the Corporation in
the course of providing such services, as provided in these Rules.

Commodity Exchange Act

The term “Commodity Exchange Act” means the Commodity Exchange Act, as amended.

Compared Trade

The term "Compared Trade" means a trade the data on which has been compared or deemed
compared pursuant to these Rules including trades that the Corporation, in exercising authority
under Rule 16 in the case of a Member for whom the Corporation has ceased to act, has deemed
compared based on data submitted by a single Member.
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Contractual Settlement Date

The term "Contractual Settlement Date" means, in the case of a Trade-for-Trade Transaction,
Specified Pool Trade, SBO-Destined Trade, SBO Trade and Pool Net Settlement Position, the
settlement date mutually agreed to by the parties to the Transaction.

Controlling Management

The term “Controlling Management” shall mean the Chief Executive Officer, the Chief Financial
Officer, and the Chief Operations Officer, or their equivalents, of an applicant or Member.

Corporation

The term "Corporation" means the Fixed Income Clearing Corporation, the owner of the
Mortgage-Backed Securities Division. Where these Rules refer to action taken by “the
Corporation,” the term should be understood to mean the management of the Fixed Income
Clearing Corporation, unless otherwise specified.

Coverage Component

The term “Coverage Component” means with respect to each Member’s Total Required Fund
Deposit, an additional charge to bring the Member’s coverage to a targeted confidence level.

Credit Risk Rating Matrix

The term “Credit Risk Rating Matrix” refers to a matrix developed by the Corporation to rate a
Member’s potential risk to the Corporation based on the Member’s financial condition, as
determined by financial information required to be submitted by that Member and other relevant
information.

Cross-Guaranty Agreement

The term “Cross-Guaranty Agreement” shall mean any netting contract, limited cross-guaranty,
or similar agreement between the Corporation and (i) any Clearing Organization, or (ii) any other
domestic or foreign clearinghouse, clearing association, clearing corporation or similar
organization.
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Cross-Guaranty Beneficiary Member

The term “Cross-Guaranty Beneficiary Member” shall have the meaning given to such term in
Rule 31.

Cross-Guaranty Counterparty

The term “Cross-Guaranty Counterparty” shall mean any party, other than the Corporation, to a
Cross-Guaranty Agreement.

Cross-Guaranty Defaulting Member

The term “Cross-Guaranty Defaulting Member” shall mean a Defaulting Member on account of
which the Corporation makes or receives a Cross-Guaranty Payment.

Cross-Guaranty Payment

The term “Cross-Guaranty Payment” shall mean any payment, other than a Cross-Guaranty
Repayment, that the Corporation makes or receives pursuant to a Cross-Guaranty Agreement.

Cross-Guaranty Repayment

The term “Cross-Guaranty Repayment” shall mean (i) any amount of a Cross-Guaranty Payment
received by the Corporation that the Corporation (A) repays to a Cross-Guaranty Counterparty
pursuant to a Cross-Guaranty Agreement or (B) pays over to a Defaulting Member or its legal
representative pursuant to a court order or judgment or (ii) any amount of a Cross-Guaranty
Payment made by the Corporation that the Corporation receives back from a Cross-Guaranty
Counterparty pursuant to a Cross-Guaranty Agreement.

Cross-Guaranty Repayment Deposit

The term “Cross-Guaranty Repayment Deposit” shall mean the deposit to the Clearing Fund
required to be made by a Cross-Guaranty Beneficiary Member pursuant to Section 4 of Rule 31.

CUSIP Average Price

The term "CUSIP Average Price” or "CAP" means, in the case of any SBON Trade, the average
contract price as computed by the Corporation of all SBO-Destined Trades in the CUSIP
number, as the case may be, that have been netted to produce the SBON Trade.
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CUSIP Number

The term "CUSIP Number" means the Committee on Uniform Securities Identification
Procedures identifying number for an Eligible Security.

Dealer

The term "Dealer” means a Member that is in the business of buying and selling Securities as
principal, either directly or through a Broker.

Dealer Clearing Member
The term “Dealer Clearing Member” shall have the meaning set forth in Section 1 of Rule 2A.
Defaulting Member

The term “Defaulting Member”” means a Member that is treated by the Corporation as insolvent
and/or for which the Corporation has ceased to act pursuant to these Rules.

Delivery Date

The term “Delivery Date” means the earliest date on which pools can be delivered in satisfaction
of a trade, as per mutual agreement between buyer and seller.

Derivatives Clearing Oxrganization

The term “Derivatives Clearing Organization” shall have the meaning given such term in Section
1a(9) of the Commodity Exchange Act.

Designated Examining Authority

The term "Designated Examining Authority” shall mean (1) in the case of a broker or dealer
registered pursuant to Section 15 or 15C of the Exchange Act that belongs to only one Self-
Regulatory Organization, such Self-Regulatory Organization, and (2) in the case of a broker or
dealer registered pursuant to Section 15 or 15C of the Exchange Act that belongs to more than
one Self-Regulatory Organization, the Self-Regulatory Organization designated by the SEC
pursuant to Section 17(d) of the Exchange Act as the entity with responsibility for examining
such broker or dealer.
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Designee

The term “Designee” means a service provider designated by a Member either orally or in
writing to provide the Corporation with instructions on behalf of the Member.

Direct Transaction

The term "Direct Transaction" means any Transaction calling for the delivery of an Eligible
Security the data on which has been submitted to the Corporation by Members, that is not a
Brokered Transaction.

DK

The term "DK" means a statement submitted to the Corporation by a Member that the Member
"does not know" (i.e., denies the existence of) a Transaction reported to the Member by the
Corporation.

DTC
The term “DTC” means The Depository Trust Company.
DTC Settling Bank

The term “DTC Settling Barnk” means an entity that qualifies as a settling bank under DTC’s
rules and has been approved as such by DTC.

Eligible Clearing Fund Agency Security

The term “Eligible Clearing Fund Agency Security” means a direct obligation of those U.S.
agencies or government sponsored enterprises as the Corporation may designate from time to
time, and that satisfies such criteria set forth in notices issued by the Corporation from time to
time,

Eligible Clearing Fund Mortgage-Backed Security

The term “Eligible Clearing Fund Mortgage-Backed Security” means a mortgage-backed pass
through obligation issued by those U.S. agencies or Government Sponsored Enterprises as the
Corporation may designate from time to time, and that satisfies such criteria set forth in notices
issued by the Corporation from time to time.
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Eligible Clearing Fund Security

The term “Eligible Clearing Fund Security” means an unmatured bond which is either an
Eligible Clearing Fund Agency Security, an Eligible Clearing Fund Mortgage-Backed Security
or an Eligible Clearing Fund Treasury Security.

Eligible Clearing Fund Treasury Security

The term “Eligible Clearing Fund Treasury Security” means a direct obligation of the U.S.
government that satisfics the criteria set forth in notices issued by the Corporation from time to
time.

Eligible Letter of Credit

The term "Eligible Letter of Credit" means a letter of credit that:

6] contains the unqualified commitment of such issuer to pay a specified sum of money
upon demand (properly drawn under the letter of credit);

(ii)  is irrevocable; and

(iii)  is in a form, and contains such other terms and conditions, as may be required by the
Corporation.

Eligible Security

The term "Eligible Security” means a Security that the Corporation has determined to be eligible
for services provided by the Corporation in any System pursuant to these Rules. A security of an
issuer that is listed on the Office of Foreign Assets Control (“OFAC”) list of specially designated
nationals distributed by the U.S. Department of the Treasury, or of an issuer that is incorporated
in a country that is on the OFAC list of countries subject to comprehensive sanctions, shall not
be an “Eligible Security”.

End of Day Charge

The term “End of Day Charge” means with respect to each Clearing Member, the calculation
equaling: (i) the VaR Component; plus (ii) the Mark-to-Market Debit; minus (jii) the Mark-to-
Market Credit; plus (iv) a cash obligation item debit; minus (v} a cash obligation item credit; plus
or minus (vi) accrued principal and interest.
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EPN System

The term “EPN System” means the Corporation's electronic pool notification service that enables
EPN Users to electronically communicate pool information to other EPN Users, as described in
the Corporation's EPN Rules and EPN procedures.

Excess Capital

The term “Excess Capital” means Excess Net Capital or equity capital as applicable to a Clearing
Member based on its type of regulation.

Excess Capital Differential

The term “Excess Capital Differential” means the amount by which a Member’s Total Required
Fund Deposit exceeds its Excess Capital.

Excess Capital Ratio

The term “Excess Capital Ratio” means the quotient, rounded to the nearest single, whole
percentage, resulting from a Member’s Total Required Fund Deposit divided by the amount of
Excess Capital that it maintains.

Excess Net Capital

The term "Excess Net Capital" means, as of a particular date, the amount equal to the difference
between the Net Capital of a broker or dealer and the minimum Net Capital such broker or dealer
must have to comply with the requirements of SEC Rule 15¢3-1(a), or any successor rule or
regulation thereto.

Exchange Act

The term "Exchange Act" means the Securities Exchange Act of 1934, as amended.

Fail

The term "Fail" means a Transaction the clearance of which has not occurred or has not been
reported to the Corporation as having occurred on the Contractual Settlement Date, or expiration
date, as applicable.
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Federal Funds Rate

The term "Federal Funds Rate" means, for each Business Day, the rate reported as such in a
publicly available source. If there is a dispute as to the Federal Funds Rate for a particular
Business Day, it shall be settled by reference to the rate set forth in H. 15(519) for such Business
Day opposite the caption "Federal Funds (Effective)." For this purpose, "H. 15(519)" means the
weekly statistical release designated as such, or any successor publication, published by the
Board of Governors of the Federal Reserve System.

FHLMC

The term "FHLMC" means the Federal Home Loan Mortgage Corporation.

FedWire

The term "FedWire" means the Federal Reserve Wire Transfer System for securities movements
or for funds-only movements, as the context requires.

Financial Statements

The term "Financial Statements" means a balance sheet, statement of income and statement of
changes in financial position and statement of changes in owner’s equity, in each case with
accompanying notes.

Firm CUSIP Average Price (FCAP)

The term "Firm CUSIP Average Price” or "FCAP" means the average purchase or sale contract
price of a Member's SBO-Destined Trades with a particular Original Contra-Side Member in a
particular CUSIP number,

FNMA

The term “FNMA” means Fannie Mae.

Foreign Member

The term “Foreign Member” means a Foreign Person that is a Member.
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Foreign Person

The term “Foreign Person” means a Person that is organized or established under the laws of a
country other than the United States.

¥RB

The term “FRB” means the Board of Governors of the Federal Reserve System and each Federal
Reserve Bank, as appropriate.

Fully Compared

The term "Fully Compared” means that trade input submitted by a Broker matches trade input
submitted by each Dealer on whose behalf the Broker is acting in accordance with the Match
Mode elected by each Dealer.

Government Securities Division Funds-Only Settling Bank Member

The term “Government Securities Division Funds-Only Settling Bank Member” means an entity
that qualifies as a funds-only settling bank member under the rules of the Government Securities
Division and has been approved as such by the Corporation,

Government Securities Division

The term “Government Securities Division” means the division of the Fixed Income Clearing
Corporation that provides clearing and other services related to transactions in U.S. Government
securities and certain mortgage-backed securities.

Government Securities Division Member

The term “Government Securities Division Member” means a member who utilizes the services
of the Government Securities Division.

Government Securities Issuer

The term “Government Securities Issuer” means an entity that issues “government securities”, as
that term is defined in subparagraphs (A), (B) and (C) of Section 3(a)(42) of the Exchange Act.




Page 38 of 171 EXHIBIT 5

Government Sponsored Enterprise

The term “Government Sponsored Enterprise” shall mean FNMA, GNMA, Federal Home Loan
Banks, or the FHLMC.

Government Securities Issuer Clearing Member

The term "Government Securities Issuer Clearing Member" shall have the meaning given that
term in Section 1 of Rule 2A.

Insurance Company

The term "Insurance Company” shall have the meaning given that term in Section 2(a)(17) of the
Investment Company Act of 1940, as amended.

Insurance Company Clearing Member

The term "Insurance Company Clearing Member" shall have the meaning given that term in
Section 1 of Rule 2A.

Interactive Submission Method

The term “Interactive Submission Method” means a trade submission method that is used to
submit data on individual trades to the Corporation immediately after trade execution pursuant to
communications links, formats, timeframes, and deadlines established by the Corporation for
such purpose.

Inter-Dealer Broker

The term “Inter-Dealer Broker” means a Person which is in the business of buying and selling
securities as agent on behalf of dealers and is registered under Section 15 or Section 15C of the
Exchange Act.

Inter-Dealer Broker Clearing Member

The term “Inter-Dealer Broker Clearing Member” shall have the meaning given that term in
Section 1 of Rule 2A.
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Interested Person

The term "Interested Person" means a Member or an applicant for membership.
Legal Risk

The term “Legal Risk” shall have the meaning given that term in Section 2 of Rule 4.
Long Position

The term "Long Position" means a Member’s obligations with respect to the purchase of an
Eligible Security or an Option Contract, as determined pursuant to these Rules.

Mark-to-Market

The term “Mark-to-Market” means the aggregate amount of a Member’s profits and losses
calculated by the Corporation pursuant to Rule 4.

Mark-to-Market Credit

The term “Mark-to-Market Credit” means the amount of a Clearing Member’s Mark-to-Market if
such amount represents a net profit.

Mark-to-Market Debit

The term “Mark-to-Market Debit” means the amount of a Clearing Member’s Mark-to-Market if
such amount represents a net loss.

Match Mode

The term "Match Mode" refers to a method elected by a Dealer pursuant to these Rules
establishing parameters for the comparison of Transactions involving a Broker.

Member

The term "Member" means any entity accepted into membership in the Mortgage-Backed
Securities Division.
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Minimum Charge

The term “Minimum Charge” means the minimum amount of each Clearing Member’s Total
Required Fund Deposit, as applicable to the Member category.

Mortgage-Backed Securities Division

The term “Mortgage-Backed Securities Division” means the division of the Fixed Income
Clearing Corporation that provides services related to mortgage-backed securities Transactions.

Multiple Batch Submission Method

The term “Multiple Batch Submission Method” means a trade submission method that is used to
submit multiple batches of trade data to the Corporation throughout the day pursuant to
communications links, formats, timeframes, and deadlines established by the Corporation for
such purpose.

Net Assets

The term “Net Assets” shall mean the difference between the total assets and the total liabilities
of a Clearing Member.

Net Capital

The term "Net Capital” means, as of a particular date, the amount equal to the net capital of a
broker or dealer as defined in SEC Rule 15¢3-1(¢)(2), or any successor rule or regulation thereto.

Net Worth

The term "Net Worth" means, as of a particular date, the amount equal to the excess of the assets
of a Person over the liabilities of such Person, computed in accordance with generally accepted
accounting principles, including liabilities that are subordinated to the claims of creditors
pursuant to a satisfactory subordination agreement, as defined in Appendix D of 17 C.F.R.
Section 240.15¢3-1d or in 17 C.F.R. Section 402.2(d), as applicable.

Non-Member

The term "Non-Member" means any Person that is not a Member.
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Notification of Settlement

The term "Notification of Settlement” means an instruction submitted to the Corporation by a
purchasing or selling Clearing Member pursuant to these Rules reflecting settlement of an SBO
Trade, Trade-for-Trade Transaction or Specified Pool Trade.

Novation
The term "Novation" means the action by the Corporation, taken pursuant to these Rules, to
terminate deliver, receive, and related payment obligations between Members and replace them
with similar obligations to and from the Corporation.
NSS
The term “NSS” means the National Settlement Service of the FRB.
Off-the Market Transaction
The term “Off-the-Market Transaction” means any of the following:
1) A single Transaction that is:

(i) greater than $1 million in Par Amount; and

(ii) executed at a contract price that is either higher or lower (by a
percentage amount determined by the Corporation based on factors such as market conditions)
than the System Price for the underlying Eligible Security on the day of the submission of data

on the Transaction to the Corporation;

(2) A pattern of Transactions that, if looked at as a single transaction, would be encompassed
by subsection (1) of this definition.

Officer of the Corporation

The term "Officer of the Corporation” means the Chairman of the Board, President, Managing
Director, Vice President, Secretary, Assistant Secretary, Treasurer, or Assistant Treasurer of the
Corporation.
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Open Commitment Report

The term "Open Commitment Report" means the Report furnished by the Corporation to
Members reflecting Members® open commitments in the Clearing System.

Option Contract

The term "Option Contract” means an option to sell or buy a specified amount of Eligible
Securities by or on a specified date to or from the other party to the contract against payment of
the Strike Price. Upon exercise, a "Call Option Contract” entitles the purchaser to buy, and
obligates the seller (writer) to sell, Eligible Securities for the Strike Price, whereas a "Put Option
Contract" entitles the purchaser to sell, and obligates the seller (writer) to buy, Eligible Securities
for the Strike Price.

Original Contra-Side Member

The term "Original Contra-Side Member" means a Member with whom a Member has entered
into a contract for the purchase or sale of an Eligible Security or an Option Contract.

Par Amount
The term "Par Amount” means for Trade-for-Trade and SBO Transactions, Option Contracts and
Pool Deliver and Pool Receive Obligations, the current face value of a Security to be delivered

on the Contractual Settlement Date. With respect to Specified Pool Trades, “Par Amount” shall
mean the original face value of a Security to be delivered on the Contractual Settlement Date.

Partially Compared

The term "Partially Compared" means that trade input submitted by a Broker matches trade input
submitted by one but not both of the Dealers on whose behalf the Broker is acting in accordance
with the Match Mode elected by such Dealer.

Person

The term "Person" means a partnership, corporation, limited liability corporation or other
organization, entity, or individual.
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Pool Comparison

The term “Pool Comparison” means the service provided to Clearing Members, as applicable,
and the operations carried out by the Corporation in the course of providing such service, in
accordance with Rule 7.

Pool Deliver Obligation

The term "Pool Deliver Obligation" means a Clearing Member's obligation to deliver Eligible
Securities to the Corporation at the appropriate Settlement Value either in satisfaction of all or
part of a Pool Net Short Position.

Pool Net Long Position

The term “Pool Net Long Position” means, with respect to each type of Eligible Security, the
amount of Eligible Securities that a Clearing Member is obligated, pursuant to Rules 8 and 9, to
receive from the Corporation.

Pool Net Price

The term “Pool Net Price” means the Settlement Price, not including accrued interest,
established by the Corporation during the Pool Netting process for each Eligible Security.

Pool Net Settlement Position

The term “Pool Net Settlement Position” means either a Pool Net Short Position or a Pool Net
Long Position, as the context requires.

Pool Net Short Position

The term “Pool Net Short Position” means, with respect to each type of Eligible Security, the
amount of Eligible Securities that a Clearing Member is obligated, pursuant to Rules 8 and 9, to
deliver to the Corporation.

Pool Netting

The term “Pool Netting” means the service provided to Clearing Members, as applicable, and the
operations carried out by the Corporation in the course of providing such service in accordance
with Rule 8.
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Pool Receive Obligation

The term "Pool Receive Obligation” means a Clearing Member's obligation to receive Eligible
Securities from the Corporation at the appropriate Settlement Value either in satisfaction of all or
part of a Pool Net Long Position.

Purchase and Sale Report

The term "Purchase and Sale Report" means the Report furnished by the Corporation reflecting a
Member’s Compared Trades in Eligible Securities.

Registered Clearing Agency

The term "Registered Clearing Agency" means a Clearing Agency that is registered as such with
the SEC.

Registered Investment Company

The term "Registered Investment Company" means an investment company as such term is
defined in Section 3 of the Investment Company Act of 1940, as amended.

Registered Investment Company Clearing Member

The term "Registered Investment Company Clearing Member" shall have the meaning given that
term in Section 1of Rule 2A.

Registered Securities Dealer

The “Registered Securities Dealer” means a dealer registered with the SEC under Section 135 or
15 C of the Exchange Act.

Report

The term "Report" means any document, record, or other output prepared by the Corporation and
made available to a Member in any format (including, but not limited to, machine-readable and
print-image formats) or medium (including, but not limited to, print copy, magnetic tape, video
display terminal, and interactive message formats) that provides information to such Member
with regard to the services provided by, or the operations of, the Corporation.
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Reportable Event

The term “Reportable Event” means an event that would effect a change in control of a Clearing
Member or could have a substantial impact on such Member’s business and/or financial
condition, including, but not limited to: (a) material organizational changes including mergers,
acquisitions, changes in corporate form, name changes, changes in the ownership of a Member
or its Affiliates, and material changes in management, (b) material changes in business lines,
including new business lines undertaken, and (c) status as a defendant in litigation which could
reasonably impact the Member’s financial condition or ability to conduct business,

RTTM Compare Report

The term “RTTM Compare Report” means the Report furnished by the Corporation as a result of
real-time trade matching processing, reflecting a Clearing Member’s Compared Trades in
Eligible Securities.

RTTM Purchase and Sale Report

The term “RTTM Purchase and Sale Report™ means the Report furnished by the Corporation to
Clearing Members reflecting Clearing Members’ Compared Trades that are Specified Pool
Trades.

Rules
The term “Rules” means these Rules of the Mortgage-Backed Securities Division.
SBO Contra-Side Member

The term "SBO Contra-Side Member" means the Member with whom a Member is directed by
the Corporation to effect an SBO Trade. An "SBON Contra-Side Member" is an SBO Contra-
Side Member that is not an Original Contra-Side Member with respect to such SBO Trade. An
"SBOO Contra-Side Member" is an SBO Contra-Side Member that is also an Original Contra-
Side Member with respect to such SBO Trade.

SBO-Destined Trade

The term "SBO-Destined Trade" means a TBA transaction in the Clearing System intended for
TBA Netting in accordance with the provisions of these Rules.
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SBO Market Differential

The term "SBO Market Differential” means the amount computed pursuant to these Rules,
reflecting the difference between Firm CUSIP Average Prices (in the case of an SBO Netted or
SBO Net-Out Position) or between the CUSIP Average Price and the Firm CUSIP Average Price
(in the case of an SBON Trade).

SBO Net Open Position

The term "SBO Net Open Position" means any SBO-Destined Trade that cannot be offset
pursuant to these Rules.

SBO Net-Out Position

The term "SBO Net-Out Position" means the result of offsetting purchase and sale SBO-
Destined Trades among different Original Contra-Side Members pursuant to these Rules.

SBO Net-Out Unit

The term "SBO Net-Out Unit" means an SBO-Destined purchase transaction and an SBO-
Destined sale transaction that have been offset through TBA Netting between non-original
countersides in accordance with the provisions of these Rules.

SBO Netted Position

The term "SBO Netted Position" means the result of offsetting purchase and sale SBO-Destined
Trades between the same Original Contra-Side Members pursuant to these Rules.

SBO Trade

The term "SBO Trade" means a settlement balance order that offsets an SBO Net Open Position
pursuant to these Rules. A Member which has one or more "Long SBO Trades" in a particular
CUSIP number is a net purchaser with respect to that CUSIP number, as the case may be; a
Member which has one or more "Short SBO Trades" is a net seller. An SBO Trade may be either
an SBON Trade or an SBOO Trade.
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SBON Trade

The term "SBON Trade" means an SBO Trade which a Member is directed by the Corporation to
effect with an SBON Contra-Side Member.

SBOO Trade

The term "SBOO Trade" means an SBO Trade which a Member is directed by the Corporation to
effect with an SBOO Contra-Side Member.

SEC
The term "SEC" means the Securities and Exchange Commission.

The Securities Industry and Financial Markets Association

The term “The Securities Industry and Financial Markets Association”(“SIFMA”) means the
Securities Industry and Financial Markets Association or any successor organization.

Security

The term "Security” shall have the meaning given that term in the Exchange Act and the rules
and regulations thereunder. The term "Securities" shall mean more than one Security.

Self-Regulatory Organization
The term "Self-Regulatory Organization" shall have the meaning given that term in Section

3(a)(26) of the Exchange Act. For purposes of these Rules, the term “Self-Regulatory
Organization” shall also include foreign equivalents of those entities listed in Section 3(a)(206).

Settlement Agent

The term “Settlement Agent” means the bank or trust company that the Corporation may, from
time to time, designate to act as its agent for purposes of interfacing with NSS for Cash
Settlement pursuant to these Rules.
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Settlement Price

The term "Settlement Price" means (a) in the case of a Trade-for-Trade Transaction, Specified
Pool Trade or SBO-Destined Trade, the contractual settlement price agreed to by the parties; (b)
in the case of an SBON Trade, the CUSIP Average Price; (c) in the case of an SBOO Trade, the
Firm CUSIP Average Price, and (d) in the case of a Pool Deliver or Pool Receive Obligation, the
Pool Net Price.

Settlement Value

The term "Settlement Value" means the amount in dollars equal to the Par Amount of each
Eligible Security that comprises a Trade-for-Trade Transaction, a Specified Pool Trade, an SBO-
Destined Trade, an SBOO Trade, an SBON Trade, a Pool Deliver Obligation, a Pool Receive
Obligation, multiplied by the Settlement Price plus interest that has accrued with regard to each
such Eligible Security up to the Business Day for which such dollar amount is calculated.

Short Position

The term "Short Position" means a Member's obligations with respect to the sale of an Eligible
Security or an Option Contract, as determined pursuant to these Rules.

SIFMA Guidelines

The term "SIFMA Guidelines" means the guidelines for good delivery of Mortgage-Backed
Securities as promulgated from time to time by The Securities Industry and Financial Markets
Association.

Single Batch Submission Method

The term “Single Batch Submission Method” means a trade submission method that is used to
submit a single batch of trade data to the Corporation at end of day pursuant to communications
links, formats, timeframes, and deadlines established by the Corporation for such purpose.

Specified Pool Trade

The term “Specified Pool Trade” means a trade in which all required pool data, including the
pool number to be delivered on the Contractual Settlement Date, are agreed upon by Members at
the time of execution.
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Statutory Disqualification

The term "Statutory Disqualification” shall have the meaning given that term in Section 3(a)(39)
of the Exchange Act.

Strike Price

The term "Strike Price” means the price at which an option granted pursuant to an Option
Contract may be exercised.

System

The term "System" means a set of specific services provided by the Corporation to Members
which elect and are qualified to avail themselves of such services. The term encompasses the
Clearing System, and any other System established from time to time.

System Price

The term “System Price” means the price for any trade or any Pool Deliver or Pool Receive
Obligation not including accrued interest, established by the Corporation on each Business Day,
based on current market information, for cach Eligible Security.

System Value

The term “System Value” means the amount in dollars equal to the current face of each Eligible
Security that comprises any trade or any Pool Deliver or Pool Receive Obligation multiplied by
the System Price, plus, when applicable, interest that has accrued with regard to each such
Eligible Security up to the Business Day for which such dollar amount is calculated.

TBA Comparison

The term “TBA Comparison” means the service provided to Clearing Members, as applicable,
and the operations carried out by the Corporation in the course of providing such service in
accordance with Rule 5.

TBA Netting

The term “TBA Netting” means the service provided to Clearing Members, as applicable, and
the operations carried out by the Corporation in the course of providing such service in
accordance with Rule 6.
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TBA Obligations

The term “TBA Obligations” means SBO-Destined obligations and, with respect to Trade-for-
Trade Transactions, settlement obligations generated by the Trade Comparison system.

Tier One Member

The term “Tier One Member” means a Clearing Member whose membership category has been
designated as such by the Corporation pursuant to Rule 2A for loss allocation purposes.

Tier Two Member

The term “Tier Two Member” means a Clearing Member whose membership category has been
designated as such by the Corporation pursuant to Rule 2A for loss allocation purposes.

Total Credit Cash Balance Figures

The term *“Total Credit Cash Balance Figure” means the sum of the Cash Balances which are
credits of the Members for which a Cash Settling Bank Member is acting,

Total Debit Cash Balance Figure

The term “Total Debit Cash Balance Figure” means the sum of the Cash Balances which are
debits of the Members for which a Cash Settling Bank Member is acting.

Total Required Fund Deposit

The term "Total Required Fund Deposit” means the amount a Clearing Member is required to
deposit to the Clearing Fund pursuant to Rule 4.

Total Required Fund Deposit Deadline
The term "Total Required Fund Deposit Deadline" means the deadline set forth by the

Corporation for such purpose in its procedures, .unless the Corporation has issued a notice
extending such deadline pursuant to these Rules.
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Trade Comparison

The term “Trade Comparison” means the service provided to Clearing Members and the

operations carried out by the Corporation in the course of providing such service, in accordance
with Rule 5.

Trade-for-Trade Transaction

The term "Trade-for-Trade Transaction" means a TBA Transaction submitted to the Corporation
not intended for TBA Netting in accordance with the provisions of these Rules.

Transaction

The term "Transaction" means a trade that is eligible for processing by the Corporation in
accordance with these Rules.

Unmatched Margin Report

The term "Unmatched Margin Report" means the Report furnished by the Corporation to Dealers
listing Transactions involving Brokers that have not compared and that will be included in the
calculation of the Dealer’s Total Required Fund Deposit.

Unregistered Investment Pool

The term “Unregistered Investment Pool” means an entity primarily engaged in the business of
investing, reinvesting, or trading securities that holds a pool of securities and/or other assets that
meets the following criteria: (i) it is not registered as an investment company under the
Investment Company Act of 1940, (ii) it does not register its securities offerings under the
Securities Act of 1933, and (iii) it has an investment advisor that is domiciled in the U.S. and that
is registered with the Securities and Exchange Commission under the Investment Advisers Act
of 1940, or if the investment adviser is not registered, the entity has as lock-up period of two (2)
years or greater.

Unregistered Investment Pool Clearing Member

The term “Unregistered Investment Pool Clearing Member” shall have the meaning given that
term in Section 1 of Rule 2A.
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VaR Component

The term “VaR Component” means a calculation of the volatility of specified positions of a
Member. Such volatility calculations shall be made in accordance with any generally accepted
portfolio volatility model, including, but not limited to, any margining formula employed by any
other clearing agency registered under Section 17A of the Exchange Act. Such calculation shall
be made utilizing such assumptions (including confidence levels) and based on such historical
data as the Corporation deems reasonable and shall cover such range of historical volatility as the
Corporation from time to time deems appropriate.

Watch List

The term “Watch List” refers to the list of Members being more closely monitored by the
Corporation for any reason deemed necessary by the Corporation.
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RULE 2 - MEMBERS

(a)  The Corporation may make its services, or certain of its services, available to Persons
which (i) apply for membership to the Corporation for the use of its services, (ii) meet the
qualifications specified in these Rules, (iii) are approved by the Board, as applicable, and (iv) if
required, have contributed to the Clearing Fund as provided in Rule 4.

(b)  The Corporation shall have the following membership types:

(i) Clearing Members

(ii) Cash Settling Bank Members
With respect to item (ii) above, Cash Settling Bank Members shall be governed by Rule 3A.

(¢)  Only Members shall be entitled to settle contracts or other Transactions through the
Corporation. Except for Brokers effecting Broker Give-Up Trades which have Fully Compared,
a Member which processes, compares, settles or carries out through the Clearing System any
contract or other Transaction for another Member, or a partnership, corporation or other
organization, entity or person who is not a Member (hereinafter a non-Member), shall, so far as
the rights of the Corporation and of other Members are concerned, be liable as principal. A non-
Member who processes, compates, settles or carries out contracts or Transactions through a
Member shall not possess any of the rights or benefits of a Member.
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RULE 2A — INITIAL MEMBERSHIP REQUIREMENTS

Section 1 - Eligibility for Membership: Clearing Members

Eligibility for Clearing Membership shall be as follows:

(a) A Person shall be eligible to apply to become a Bank Clearing Member if
it is a bank or trust company chartered as such under the laws of the United States, or a State
thereof. A bank or trust company that is admitted to membership in the Clearing System
pursuant to these Rules, and whose membership in the Clearing System has not been terminated,
shall be a Bank Clearing Member.

(b) A Person shall be eligible to apply to become a Dealer Clearing Member if
it is a Registered Securities Dealer and is not a bank or trust company. A Registered Securities
Dealer that is admitted to membership in the Clearing System pursuant to these Rules, and whose
membership in the Clearing System has not been terminated, shall be a Dealer Clearing Member.

() A Person shall be eligible to apply to become an Inter-Dealer Broker
Clearing Member if it is an Inter-Dealer Broker. An Inter-Dealer Broker that is admitted to
membership in the Clearing System pursuant to these Rules, and whose membership in the
Clearing System has not been terminated, shall be an Inter-Dealer Broker Clearing Member.

(d) A Person shall be eligible to become an Unregistered Investment Pool
Clearing Member if it is an Unregistered Investment Pool. An Unregistered Investment Pool that
has been admitted into membership in the Clearing System pursuant to these rules and whose
membership has not been terminated, shall be an Unregistered Investment Pool Clearing
Member.

(¢) A Person shall be eligible to apply to become a Government Securities
Issuer Clearing Member if it is a Government Securities Issuer or a Government Sponsored
Enterprise. A Government Securities Issuer or a Government Sponsored Enterprise that is
admitted to membership in the Clearing System pursuant to these Rules and whose membership
in the Clearing System has not been terminated, shall be a Government Securities Issuer Clearing
Member.

(® A Person shal! be eligible to become an Insurance Company Clearing
Member if it is an Insurance Company in good standing with its primary regulator. An Insurance
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Company that is admitted to membership in the Clearing System pursuant to these Rules, and
whose membership in the Clearing System has not been terminated, shall be an Insurance
Company Clearing Member.

(g) A Person shall be eligible to apply to become a Registered Investment
Company Clearing Member if it is a Registered Investment Company. A Registered Investment
Company that is admitted to membership in the Clearing System pursuant to these Rules, and
whose membership in the Clearing System has not been terminated, shall be a Registered
Investment Company Clearing Member.

(h)  The Corporation shall make its services available to Persons in such other
categories as the Corporation may from time to time determine.

Applicants in categories (a) through (f) above that are admitted into membership in the
Clearing System shall be Tier One Members. Applicants in category (g) above that are admitted
into membership in the Clearing System shall be Tier Two Members. With respect to applicants
in category (h), the Corporation shall make a determination as to whether such applicant shall be
a Tier One or Tier Two Member.

If any Person in categories (a) through (h) above is a Foreign Person, then it shall be
eligible to become a Clearing Member if the Corporation, in its sole discretion, has determined
that such Person maintains a presence in the United States, either directly or through a suitable
agent, that both has available individuals fluent in English who are knowledgeable in the Foreign
Person’s business and can assist the Corporation’s representatives as necessary, and ensures that
the Foreign Person will be able to meet its data submission, settlement, and other obligations to
the Corporation as a Member in a timely manner. The Person applying to become a Foreign
Member must represent and certify to the Corporation that it is in compliance with the financial
reporting and responsibility standards of its home country and, if it is a regulated entity, that it is
regulated in its home country by a financial regulatory authority in the areas of maintenance of
relevant books and records, regular inspections and examinations, and minimum capital
standards, and make such other representations as the Corporation deems necessary. The
Corporation shall determine, in its sole discretion, which category of membership set forth above
the Foreign Person shall be for purposes of these Rules.

Section 2 - Membership Qualifications and Standards for Clearing Members

The Board may approve an application to become a Clearing Member by a Person that is
eligible to apply to become a Clearing Member pursuant to this Rule upon a determination that
such applicant meets the following requirements:
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(@)

(b)

(©)

(d)

Operational Capability - The applicant must be able to satisfactorily communicate
with the Corporation, fuifill anticipated commitments to and meet the operational
requirements of the Corporation with necessary promptness and accuracy, and
conform to any condition and requirement that the Corporation reasonably deems
necessary for its protection or that of its Members. The applicant agrees that it must
fulfill, within the timeframes established by the Corporation, operational testing
requirements (the scope of such testing to be determined by the Corporation in its
sole discretion) and related reporting requirements (such as reporting test results to
the Corporation in a manner specified by the Corporation) that may be imposed by
the Corporation to ensure the continuing operational capability of the applicant.

Fees - The applicant agrees to make, and has sufficient financial ability to make, all

anticipated fee payments required to be made to the Corporation that may be set
forth in these Rules.

Required Capital - If a regulated entity, the applicant represents and warrants to the
Corporation that it is in compliance (as an applicant) with the capital requirements
imposed by its Designated Examining Authority, Appropriate Regulatory Agency,
or other examining authority or regulator, and any other Self-Regulatory
Organizations to which it is subject by statute, regulation or agreement.

Disqualification Criteria - The Corporation has received no substantial information
which would reasonably and adversely reflect on the applicant or its Controlling
Management to such an extent that the applicant should be denied access to the
services of the Corporation. The Corporation shall determine whether any of the
following criteria should be the basis for denial of the membership application:

(i) the applicant is subject to Statutory Disqualification as defined in
Section 3(a)(39) of the Securities Exchange Act of 1934, or an order of similar
effect issued by a Federal or State banking authority, or other examining authority
or regulator, including a non-U.S, examining authority or regulator;

(ii) the applicant or its Controlling Management has been responsible for:
(A) making a misstatement of a material fact or has omitted to state a material fact
to the Corporation in connection with its application to become a Member or
thereafter, or (B) fraudulent acts or a violation of the Securities Act of 1933, the
Exchange Act, the Government Securities Act of 1986, the Investment Company
Act, the Investment Advisers Act or any rule or regulation promulgated thereunder;
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(iii) the applicant or its Controlling Management has been convicted
within the ten years preceding the filing of the application or at any time thereafter
of (A) any criminal offense involving the purchase, sale or delivery of any security,
or bribery, or burglary, or conspiracy to commit any offense referred to in this
subparagraph (iii), (B) the larceny, theft, robbery, embezzlement, extortion,
fraudulent conversion, fraudulent concealment, forgery or misappropriation of
funds, securities or other property, (C) any violation of Sections 1341, 1342 or
1343 of Title 18, United States Code, or (D) any other criminal offense involving
breach of fiduciary obligation, or arising out of the conduct of business as a broker,
dealer, investment company, adviser or underwriter, bank, trust company, fiduciary,
insurance company or other financial institution;

(iv)  the applicant or its Controlling Management has been permanently
or temporarily enjoined or prohibited by order, judgment or decree of any court or
other governmental authority of competent jurisdiction from acting as, or as a
Person associated with or as an affiliated Person or employee of, a broker, dealer,
investment company, advisor or underwriter, bank, trust company, fiduciary,
insurance company, or other financial institution, or from engaging in or continuing
any conduct or practice in connection with any such activity, or in connection with
the purchase, sale or delivery of any security, and the enforcement of such
injunction or prohibition has not been stayed; or

) the applicant has been expelled or suspended from or had its
participation terminated by a national securities association or exchange registered
under the Exchange Act, a self-regulatory organization as defined in Section
3(a)(26) of the Exchange Act, or a corporation that engages in clearance and
settlement activities or a securities depository, or has been barred or suspended
from being associated with any member of such an exchange, association,
organization, corporation, or securities depository.

In addition to items (a) through (d) above, the Corporation shall retain the right to deny
membership to an applicant if the Corporation becomes aware of any factor or circumstance
about the applicant or its Controlling Management which may impact the suitability of that
particular applicant as a Member of the Corporation. Further, applicants are required to inform
the Corporation as to any member of its Controlling Management that becomes subject to
Statutory Disqualification (as defined in Section 3(a)(39) of the Exchange Act).

(e) Financial Responsibility - The applicant shall:
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(i)  have sufficient financial ability to make anticipated required deposits to the
Clearing Fund as provided for in Rule 4 and anticipated Cash Settlement
amounts as provided for in Rule 11, and to meet all of its other obligations
to the Corporation in a timely manner; and

(ii) satisfy the following minimum financial requirements:

(A) for applicants whose Financial Statements are prepared in
accordance with U.S. generally accepted accounting principles:

(1) if the applicant is applying to become a Bank Clearing Member, it
must have a level of equity capital as of the end of the month prior to the
effective date of its membership of at least $100 million, and its capital
levels and ratios must meet the applicable minimum levels for such as
required by its Appropriate Regulatory Agency (or, if the applicant's
Appropriate Regulatory Agency does not specify any such minimum
levels, such minimum levels as would be required if the Member were a
member bank of the Federal Reserve System and the Member's
Appropriate Regulatory Agency were the Board of Governors of the
Federal Reserve System);

(2) if the applicant is registered with the SEC pursuant to Section 15 or
Section 15C of the Exchange Act and is applying to become a Dealer
Clearing Member, it must have, as of the end of the calendar month prior
to the effective date of its membership, (1) Net Worth of at least $25
million and (2) Excess Net Capital of at least $10 million;

(3) if the applicant is registered with the SEC pursuant to Section 15 or
Section 15C of the Exchange Act and is applying to become an Inter-
Dealer Broker Clearing Member, it must have, as of the end of the
calendar month prior to the effective date of its membership, Excess Net
Capital of at least $10 million;

(4) if the applicant is applying to become an Unregistered Investment Pool
Clearing Member, it must have an investment advisor domiciled in the
United States. The Unregistered Investment Pool applicant must have
$250 million in Net Assets. An Unregistered Investment Pool that does not
meet the $250 million Net Asset requirement, but has Net Assets of $100
million or greater, shall be eligible for membership if the Unregistered
Investment Pool’s investment advisor advises an existing Member and has
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assets under management of $1.5 billion. An Unregistered Investment
Pool that does not have an investment advisor registered with the SEC
must have $1 billion in Net Assets and such Unregistered Investment Pool
must maintain a two-year lock-up period;

(5) if the applicant is applying to become a Government Securities Issuer
Clearing Member, it must have $100 million in equity capital;

(6) if the applicant is applying to become a Registered Investment
Company Clearing Member, it must have minimum Net Assets of $100
million,

(7) For all other applicants, sufficient net worth, liquid capital, regulatory
capital, or Net Assets, as applicable to the particular type of entity as
determined by the Corporation.

If the applicant in sections (1) through (7) above is a Foreign Person that is applying to become a
Foreign Clearing Member, it must satisfy the minimum financial requirements: (i) defined by
reference to regulatory capital as defined by the applicant’s home country regulator, or (ii) in the
case of unregulated entities, as defined by the Corporation in its discretion, that are applicable to
the Clearing System membership category that the Corporation determines, in its sole discretion,
would be applicable to the Foreign Person if it were organized or established under the laws of
the United States ot a State or other political subdivision thereof, subject to subsections (B), (C)
and (D) below if the entity’s financial statements are not prepared in accordance with U.S.
generally accepted accounting principles. For Unregistered Investment Pools, subsections (B),
(C) and (D) shall apply to the following figures cited in subsection (A)(4) above: the $250
million in Net Assets, the $100 million in Net Assets and the $1 billion in Net Assets.

(B) for applicants whose Financial Statements are prepared in accordance
with International Financial Reporting Standards, the Companies Act of
1985 (UK generally accepted accounting principles), or Canadian
generally accepted accounting principles, the minimum financial
requirements shall be one and one-half times the applicable requirements
set forth in subsection (A) above.

(C) for applicants whose Financial Statements are prepared in accordance
with the generally accepted accounting principles of a European Union
country other than the United Kingdom, the minimum financial
requirements shall be five times the applicable requirements set forth in
subsection (A) above. .



