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Background and Mission
Several years ago FIA-Japan prepared a survey and study of the clearinghouse function for the commodity industry.  This study resulted in a white paper with recommendations for the establishment of a clearinghouse along with other related recommendations.   Following the issuance of that Report, Tocom formed a clearinghouse department and later this unit was spun off and became JCCH, a common clearinghouse for the commodities industry owned by each of the commodity exchanges.

The Board of Directors of FIA-Japan has been discussing the clearing function requirements in recognition of its importance to the future growth and success of the futures markets in Japan.  We recognize that there are serious shortfalls in the current system.  In December, 2007 we formed a special Clearinghouse Task Force to examine this situation and to develop recommendations for improvements.

The mission of the Task Force is to provide recommendations leading to improvement of the Clearinghouse Function for the Japan commodity market.  The Task Force has considered the function and methods used by clearinghouses in the US and Europe, and is evaluating its application to the Japan commodity markets.  FIA-Japan Board of Directors will review the work of the Task Force including its recommendations.  The final recommendations approved by the FIA-J Board will be summarized for submission to the various constituents including the Regulators and Exchanges as well as to JCCH.  This Interim Report summarizes the current views of the Task Force and the Board.
Focus Areas Identified
During the period from December through February, the Task Force held meetings and discussed a number of areas where there are serious shortfalls in the current system with respect to the clearing function.  Following is a list of the high priority areas.
High Priority Areas
1.  Financial Requirements and Capital Adequacy 

Clearinghouse Corporation net capital, clearing members’ minimum net capital requirements and structure of financial guarantee (including the current “silo structure” by Exchange)
2.  Corporate Governance 

 Corporate governance structure of the clearinghouse, its Board of Directors and committees, and management (including conflict of interest considerations)
3.  Risk Management 

Pre-trade and post-trade risk management system
4. Margining Methodology 

Requirement for risk based margining system with real-time information

5. Information and Service for Clearing Members 

Data, information, timeliness for clearing members
Other Strategic Business Considerations
In addition to the above high priority areas, there are several strategic business considerations that should also be addressed.  In the following sections of this report, we have also summarized examples of such strategic business considerations that were identified by the Task Force.
Discussion and Interim Recommendations
Following is a discussion of the above listed High Priority areas and the related interim recommendations made by the Task Force.

1. Financial Requirements and Capital Adequacy 
The fundamental purpose of the clearinghouse is to settle all trades and to guarantee the creditworthiness of every transaction that takes place on the futures markets.  The clearinghouse serves as the counterparty to every trade.  This means that each clearinghouse member looks to the clearinghouse for performance rather than to the individual member executing the trade.  This substitution facilitates performance and helps to assure the financial guarantee.  The risk of default is greatly reduced and can almost be eliminated if there is adequate financial backing as well as risk controls in place.  Adequate financial backing means that it is essential to have adequate capital funds available both at the clearinghouse as well as at the level of each clearing member.  

Confidence in the clearinghouse guarantee is dependent upon the capital funds supporting the clearinghouse.  From both a domestic and an international perspective, it is commonly viewed that the current capital supporting the clearing guarantee is inadequate.  For the success of the Japanese commodity market, it is essential to increase the amount of these capital funds to provide this support.

There are two aspects of this support.  (Note that margining practices are 

discussed separately in this paper):


-  Clearinghouse Corporation capital funds


-  Clearing members' required net capital 
Clearinghouse Corporation capital funds refers to the “net equity” including the total of its paid in capital and retained earnings.  At the end of the prior year it totaled Yen 1.3 billion, which is negligible compared to the nature and purpose of the organization.  In terms of operating a business, which is financial in nature and which serves as the financial backbone of the commodity business, this is inadequate.  Further, when considering the technology requirements of the clearing business based on global standards, it is basically inoperable.
Currently, as further support to the clearinghouse, there are clearing deposits held by the clearing house on behalf of members totaling 23 billion Yen.  In addition there are reserves held by the exchanges, including the security reserve fund against default, which can be called upon by the clearinghouse in case of default of a member.  However, the structure of JCCH is based on a “silo system” whereby each exchange guarantee only supports transactions on its own exchange and does not guarantee the transactions on other exchanges which are cleared by the clearinghouse.  In evaluating the credit risk inherent in the clearinghouse, a potential user of the market finds this complex structure to be less than transparent, as well as insufficient.  See further comments below regarding the “silo system” of exchange guarantee.
Clearing Members’ Required Net Capital is primarily determined by the law and the Regulators.  These minimum capital requirements have given special consideration to the nature of many small exchange member firms.  Therefore, it is clear that in order to establish the financial integrity of the clearinghouse function it will be necessary to require substantially greater capital requirements for clearing members.  This means it must be recognized that there must be two classes of members of the exchanges – clearing members and non-clearing members.

Liquid Capital Focus 

The focus of capital rules and minimum requirements should be to determine the amount of “liquid capital funds” required. Considering the risk of volatility of markets and the need to convert assets into cash quickly, the capital requirement for clearinghouse members should be based entirely upon liquid capital rather than book capital. Non-liquid assets held by the clearing members should not be considered a part of the assets available for this purpose. For example, real estate, long-term receivables, and other investments not easily convertible into cash should be excluded from this calculation.  In addition, the volatility of market value of securities and other investments should be recognized by applying “haircuts” as a part of the capital requirements.  There are existing examples of “best practices” in determining capital requirements for members of trading markets and exchanges. In Japan, the securities industry has adopted many of these methods. They can be reviewed as having potential implication for the Japan commodities markets.

Other Guarantees / Financial Backing

Many clearinghouses have considered use of 3rd party guarantees such as insurance company credit supports or other financial guarantee or credit default arrangements.  Such “synthetic capital” should also be considered by the clearinghouse in developing an appropriate and credible guarantee function in Japan.  TOCOM has used such insurance arrangement, but the primary responsibility for this should be at the clearinghouse as a guarantee of its ability to serve as a secure counterparty. 
“Silo System” of Exchange Guarantee

As noted above, the JCCH current structure provides for certain exchange guarantee using a “silo system”.  We note that there are important historical reasons for setting up this structure in this way.  Although this structure needs to be changed, it is not practical to simply require the exchanges to guarantee all other exchanges’ business without restructuring the clearinghouse and its capital base, and making many of the financial changes described in this report.  For example it is necessary to increase the capital of the clearinghouse and increase the required minimum capital of the clearing members as a part of any change.  One approach could be to eliminate the Security Reserve Fund Against Default and permit the exchanges to return this reserve to their own corporate retained earnings, but at the same time the exchanges may need to contribute capital to the clearinghouse (i.e.  purchase stock shares).  Perhaps offering stock in the clearinghouse to other investors may be appropriate, etc.  Of course this then requires other related strategic changes in the clearinghouse, including the issues noted in the final section of this report under Strategic Business Considerations (ex. for-profit structure).  These and other changes are all interrelated.
2.  Corporate Governance
The clearinghouse function is fundamental to the successful growth of the futures markets.  In addition to serving the futures exchanges, FCM’s and other users of the market, in Japan it is also part of the foundation for protecting the public interest.  As a legal custodian for customer funds, it has certain functions similar to a bank or trust company.  In order to protect these interests, it operates as an “SRO” (Self-regulatory organization) with responsibilities for oversight and audit of its members.  As a corporate entity it must be organized and structured appropriately and operate with management, board of directors and committees that recognize conflict of interest requirements.
Currently, the clearinghouse is owned by the exchanges and shares certain board members.  However, in order to discharge its own responsibilities and to protect itself and achieve its purposes, the clearinghouse must have the power to act independently from both FCMs and from the Exchanges.  Important matters concerning its own finances, member rule making, surveillance and compliance have inherent conflict of interest issues that require consideration.  Such considerations have been addressed by regulators and by international clearinghouses operating globally.  The CFTC has also studied these issues extensively.
Considerations for the Japan clearing function must include the development of a strong Board of Directors and management with appropriate background and experience related to the purpose and function of the organization.  The use of independent directors is essential.  Committees overseeing the compliance and audit functions should have this independence.  As an SRO, the development of a “regulatory oversight committee” (“ROC”) of the Board has been adopted by several international organizations and should be considered.  
In order to take actions that are consistent with the purposes and protection of the clearinghouse, it must have strong and capable management.  It must be able to take strong action including in areas that may be sensitive.  For example, taking action by requiring significantly greater corporate capital and increasing the required minimum capital for clearing members and raising clearing fees charged to members.  Management and the Board must be empowered to act strongly for the interest of the clearinghouse.
3.  Risk Management
Pre-Trade, Post Trade and Clearing Member Risk Management

The Clearinghouse must rely upon its members and their clients for pre and post trade risk management.  The health of the Clearing member represents the health of the Clearinghouse.  A single failure of a Clearing member can adversely affect the Clearinghouse, its other members and the exchanges and the products traded on the exchange.  It is therefore important that the Clearinghouse provides clear guidelines and sets requirements for its Clearing members on how pre-trade and post-trade risks are to be handled.  
It must also be recognized that as the growth of non-clearing remote membership becomes adopted in Japan, the role of risk management system to monitor the trades that do not go through the clearing member’s trading system will become critical.  The Clearinghouse needs to provide and require that proper guidelines and technical tools be applied so that all participants in the market can be protected.
It is important for the clearinghouse to work closely with the exchanges and with the clearing members as well as with ISVs to develop the appropriate risk controls and tools collectively.  The clearinghouse must be deeply involved in this process for its own protection.
Some areas for consideration are as follows:

Pre-Trade

Pre-Trade risk management is the first line of defense.  Pre-Trade risk management’s considerations should include:
Electronic order errors

Prevention of program errors/conditions
Order limit management


Quantity per order


Capital per order


Number of daily messages


Limits based on SPAN or equivalent calculation


Aggregate unrealized and realized P&L
Post Trade

Since clients may trade through multiple trading systems and access various brokers on multiple instruments and markets, post trade risk management systems become critical in understanding the risks taken on by the participants.  Both real time and periodic risk management systems must be put in place.  Concentration risk monitoring is one of the key areas in detecting exposures and impact on markets.  This monitoring needs to be based on information about contract open interest and volume as well client positions and volumes on an intra-day basis.  Concerns relate to not only the financial safety of members but also the consideration of the potential influence over future price movements in the contract.
Risk management tools are required which relate to front office, middle office and back office requirements.  Examples of these tools and processes are available but must be based upon information and systems used at each exchange and ISV if applicable.

Exchange Level

With the technologies allowing non-clearing members to directly access the market, clearing brokers must rely on technology solutions provided by either the non-clearing member or the exchange.  Exchanges need to analyze and consider procedures and tools used by global exchanges in this important area.
SRO Audit Responsibility
The clearinghouse must have a strong and capable team of examiners to ensure that the clearing members’ risk management procedures as well as their financial and operational management controls are adequate and working.  This requires periodic visits by the clearinghouse examiners to each of the members using professionally trained staff and an appropriate audit program.
4.  Margining Methodology
It is commonly recognized by exchanges and clearing organizations that margining methodology should be based upon statistical analysis of current and historical price movements covering various time periods.  Such risk based margin requirements should vary by product and be adjusted to reflect changes in price volatility as well as current and anticipated market conditions.  This means it requires “real-time” information.   In addition to regular maintenance margin calculations, the clearinghouse needs to have a “concentration margin program” which permits it to call for greater margin from members when their market exposures are deemed to be large.
A system which was implemented by CME 20 years ago is “SPAN” which is used to determine overall portfolio risk.  This system has since been adopted by over 50 markets and some would say is an “industry standard”.  This, or something comparable, should be adopted in Japan by the commodities industry.
The clearinghouse has the financial responsibility for safeguarding the performance and creditworthiness of transactions.  In order to protect its risk, the clearinghouse should take the leadership to determine the minimum margin requirements using an appropriate risk based methodology and setting the risk parameters.  This responsibility should not be solely delegated to the exchange nor to the regulators (however within the minimum guidelines of the regulations).    

The initial margin and maintenance margin requirements discussed above should apply to all clearing members.  However, the actual margin deposits to be required from customers by the FCMs may be greater than the amounts determined as discussed above.  Such higher requirements can be set by the exchange and/ or the FCMs based on their judgment.

5.  Information and Service for Clearing Members
The clearinghouse must invest in technology to provide adequate information and data to its members.  Access to this information must be timely and have flexibility.  Much of the information will need to be “real time” with direct access.
Some of the types of information required are summarized below as example:

Position information – real-time – with interface with trading matching system
Margin estimate and settlement variation estimate (cash requirements)

Interactive as needed:


Position change and correction submission (offset)


Payments and collects


Options Exercise 


Account balance (MTM)


Delivery related information including delivery tender electronic

Fee information

The relationship between the exchanges and the clearinghouse as to who will provide information and take responsibility must be worked out between the parties.  But it is essential that in order to control the risks by both the member and the clearinghouse, the timeliness and adequacy of the information must be assured by the clearinghouse considering its financial responsibilities.

Information and service to members is currently inadequate today.  In order to develop the systems and procedures within the current framework to be able to adequately control these risks will require significant investments in technology and human resources.  
Other Strategic Business Considerations


There are several significant strategic business considerations that should be addressed in studying the clearinghouse function for the commodity industry in Japan.  These issues need to be examined as a part of developing solutions to the deficiencies noted above.  Following is a list of such strategic issues:

“For-Profit” model versus “not for profit” utility



This issue has important implication to the ability of the clearinghouse to set appropriate levels of fees (revenue) for clearing, and it affects the question of ownership of the clearinghouse.  The very large capital requirements for technology and the ability to continually advance to stay competitive with international standards is affected by this decision. 

Interest on Margin and Member deposits

The ability to pay interest to members as well as the question of interest payment to customers is a fundamental question that should be explored.  Although current interest rates in Japan are extremely low, at some time in the future when a normal interest rate structure evolves, this will become more critical.  

Clearing OTC business

Exchanges and clearinghouses internationally are looking toward this area as potential sources of business and service.  If this area is not sought out by the clearinghouse then it may be captured by others.
Role of Clearinghouse as Customer Money Custodian

For practical reasons including the bankruptcy laws considerations, the clearinghouse was established to be the total custodian of customer margin money deposits.  The legal situation should be re-examined and revisions to the bankruptcy laws should be considered to permit segregated banking and trust accounts to be established outside of the clearinghouse to meet those objectives.  
Relationship and Support from International Clearinghouses


Alternative approaches to developing an adequate clearing function should be explored.  This would include considering technology transfers or some sort of outsourcing of clearing functions to an existing global organizations.  Several new markets in the world are looking at and selecting these alternatives.
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FIA-Japan Board members representing the futures Exchanges as well as JCCH have been invited to provide input and advice to the Task Force and they have attended meetings for this purpose.
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