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Frequently Asked Questions: TMPG Fails Charges

The following frequently asked questions referto the Treasury Market Practices Group (TMPG)
recommendations foracharge for U.S. Treasury, agency debt and agency mortgage-backed securities
(MBS) settlement fails. Please referto the respective fails charge trading practices for further details."
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General

Why does the TMPG recommend a financial charge on settlementfails?

Persistent elevated fail levels create market inefficiencies, increase credit risk for market participants
and heighten overall systemicrisk. In higherrate environments, the time value of money thatis lost
when deliveryis not made as contracted provides anincentiveto sellers to deliver bonds as agreed.
Giventhatthis incentiveis smallerinlow short-termrate environments, sellers are less sensitive to the
timeliness of delivery. The TMPG recommends a financial charge to provide anincentive to sellers to
deliversecuritiesinatimely fashion and to therefore reduce overallfail levels.

Do the settlement fails charges represent a significant burden for market participants' back offices,
particularly for agency MBS settlement fails?

While many market participants experienced an initial increase in operational resource requirements
followingthe respective effective dates of the fails charges, ongoing operational resource use eased as
fails declined afterthe fails charge practices were broadly adopted.

For the agency MBS fails charge trading practice, the TMPG initially included aresolution period as an
operational accommodation when the agency MBS trading practice was firstintroduced, recognizing
that clearingand settlementinthe agency MBS marketis operationally more intensivethan clearingand
settlementin the Treasury and agency debt markets. The resolution period consisted of the two
business days following contractual settlement date; afails charge was not applicable to afail that
settled on eitherof these two days. The TMPG subsequently removed the resolution period, effective on
July 1, 2013, whenthe Group assessed that the resolution period was no longer necessary given that
most market participants were managing the fails claim process effectively.

Won’tfails charges serve as an incentive for bad behavior?

Existing TMPG guidance advocates strongly against practices thatintentionally inhibit the efficient
clearing of the market. Moreover, engagingin manipulative or fraudulent activity may subjectafirmto
legal and regulatory liability.

! The “U.S. Treasury Securities Fails Charge TradingPractice” and the “Agency Debt and Agency Mortgage-Backed
Securities Fails Charge Trading Practice,” published by the TMPG and the Securities Industry and Financial Markets
Association (SIFMA) areavailableat: http://www.sifma.org/services/standard-forms-and-documentation/fails-
charge-trading-practices/.



http://www.newyorkfed.org/tmpg/03_01_2013_Fails_charges_press_release.pdf
http://www.sifma.org/services/standard-forms-and-documentation/fails-charge-trading-practices/
http://www.sifma.org/services/standard-forms-and-documentation/fails-charge-trading-practices/

What is the effective date of the recommended fails charges?

The TMPG recommends that the fails charges apply to transactionsin agency debt and agency MBS
enteredintoonor afterFebruary 1, 2012, as well asto transactions that were enteredinto priorto, but
remain unsettled as of, February 1, 2012. For agency debtand agency MBS transactions enteredinto
priorto, and unsettled as of, February 1, 2012, the TMPG recommends that the fails charge begin
accruing onthe later of February 1, 2012, or the contractual settlementdate. The TMPGrecommends
that Treasury security transactions entered into on or after May 1, 2009, be subjectto the fails charge
for U.S. Treasury securities.

Is adoption of the TMPG recommendations mandatory?

Althoughthe TMPG strongly recommends the adoption of the fails charge trading practices, the TMPG's
market practice recommendations are voluntary. Evenso, all failsin Treasury transactions executed
between Fixed Income Clearing Corporation (FICC) members are subject to a fails charge.” Fails in Fannie
Mae, Freddie Mac or Federal Home Loan Bank debtinstrumenttransactions executed between FICC
members are subject to a fails charge as of February 1, 2012.>

How are the fails charges treated for U.S. tax purposes?

Tax implications of the fails charges will undoubtedly vary across firms and institutions, and each
participantshould consult with its own tax advisors. The Internal Revenue Service (IRS) hasissued final
regulationsthat prescribe the source of income received on a qualified fails charge undersection 863 of
the Internal Revenue Code (see http://www.gpo.gov/fdsys/pkg/FR-2012-02-21/pdf/2012-3909. pdf).
The final regulations generally apply to qualified fails charges paid oraccrued on or after December§,
2010.

With certain exceptions, the final regulations treat a fails charge received by anon-U.S. person as
foreign source income, which generally resultsin no U.S. withholding tax on the fails charge. The final
regulations apply to afails charge paid pursuant to a trading practice endorsed by the TMPG for U.S.
Treasuries, aswell asfordebenturesissued by Fannie Mae, Freddie Mac, and the Federal Home Loan
Banks, and also to agency pass-through mortgage-backed securities issued or guaranteed by Ginnie
Mae, Fannie Mae, and Freddie Mac.

Fails charge applicability

Do the fails charges apply to all Treasury securities, agency debt securities and agency MBS?

The TMPG has recommended that fails charges apply to all U.S. Treasury securities; all agency debt
instrumentsissued by Fannie Mae, Freddie Mac and the Federal Home Loan Banks, regardless of time to
maturity or structure; and agency pass-through MBS issued or guaranteed by Fannie Mae, Freddie Mac
and Ginnie Mae. The TMPG has notrecommended that a fails charge apply to collateralized mortgage
obligations or otherstructured mortgage securities.

® The applicablerulefiling SR-FICC-2009-03 is available on the FICC's website at
http://www.dtcc.com/legal/rule filings/ficc/2009.php.The SEC’s approval noticeis availableat
http://www.sec.gov/rules/sro/ficc/2009/34-59802.pdf.

* The applicablerulefiling SR-FICC-2011-08 is availableon FICC’s website at

http://www.dtcc.com/legal/rule_filings/ficc/2011.php. The SEC’s approval noticeis availableat
http://www.sec.gov/rules/sro/ficc/2011/34-65632.pdf.



http://www.gpo.gov/fdsys/pkg/FR-2012-02-21/pdf/2012-3909.pdf
http://www.dtcc.com/legal/rule_filings/ficc/2009.php
http://www.sec.gov/rules/sro/ficc/2009/34-59802.pdf
http://www.dtcc.com/legal/rule_filings/ficc/2011.php
http://www.sec.gov/rules/sro/ficc/2011/34-65632.pdf

Do the fails charges apply to cash and financing transactions?

A failscharge is applicable onfailing securities regardless of whetherthey are related to repo, securities
lending/dollarroll, option, forward or purchase transactions, including specified pool and to be
announced (TBA) transactions. Inshort, afails charge is recommended for all delivery-versus-payment
settlementobligationsinthe applicablesecuritytypes, regardless of the source of those settlement
obligations.

Does the TMPG fails charge practice recommendation contemplate cross honoring fails claims whena
free deliveryfail causes a settlementfail in another transaction?

No, the intent of the TMPG fails charge is to reproduce the economicconsequences of asettlement fail
ina highernominal rate environment. As such, fails on free deliveries are outside the scope of the TMPG
practice recommendation. Thatsaid, it was not the intent of the TMPG best practice recommendation
to preclude counterpartiesin such ascenario from separately agreeing to compensate afailed-to party if
they determine thatto be a desired element of theirtrading relationship.

Does the TMPG fails charge practice recommendation apply to round robins and pair-offs?

In general, fails charges should apply to all delivery-versus-payment (“DVP”) transactions. In the case of
two or more DVP transactions that (a) have the same original contractual settlement date and (b) are
ultimately settled via a pair off or round robin, parties need not apply the fails charge. This clarification
should remove the risk that some participants might delay settlementin the hope of ultimately pairing
off or settling through around robin, thus avoiding the application of the fails charge. The TMPG is not
recommending that market participants revisit or revise such scenarios where the fails charge has been
appliedinadifferent mannerinthe past.

The examples below are meantto clarify the recommended practice with respect to pair-offs:

Example 1 (settlement by pair-off):

Iftwo DVP transactionsthat have different original contractual settlement dates (with the two
transactionsfailingto settle fora different number of days), are settled through a pair-off, then two fails
charge claims are generated.

Example 2 (settlement by pair-off):

If two DVP transactions that have the same original contractual settlement dates (with both transactions
failingto settle forthe same number of days) are settled through a pair-off, then no fails charge claims
are generated.

The examples below are meant to clarify the recommended practice with respect to round robins:
Note: For each transaction withinaround robin settlement chain, we assign anumberwhich
correspondsto the length of the fail for each transaction. For example, 3-3-3-3would indicate thatall
fourtransactions had failed for 3 days after the original contractual settlement date.

Example 3 (settlement by round robin):

If a chain of DVP transactions that have the same contractual settlement date is settled by round robin
and all transactionsin the chain have been failing forthe same number of days, no fails charge claims
are generated. Forinstance the followingchainssettled by round robin would not be subject tofails
charge claims:

3a. 2-2-2-2

3b. 5-5-5-5



3c¢.7-7-7

Example 4 (settlement by round robin):

If a chain of DVP transactionsis settled by round robin and any transactioninthe chain has a different
original contractual settlement date, all transactionsinthe chain should generateafails claim charge.
Below are some examplesto clarify this treatment. Forinstance, the followingtransaction lengths post
original contractual settlement dates are examples where all transactions would be subject to fails
charge claims:

4a. 5-5-5-7

4b. 5-7-5-7

4c. 4-8-6

Fails charge calculation

What is the recommended rate charged on fails?

For failsin Treasury and agency debt securities, the TMPGrecommends that a settlement fails charge be
calculated each day based on the greaterof (a) 3 percent perannum minus the TMPG reference rate* at
5:00 p.m. New York time on the preceding business day, and (b) zero. When the TMPG reference rate is
greaterthan or equal to 3 percentunderthe currentformula, there will be no explicit financial charge
for failing, and under this formulation the fails charge will be capped at 3 percent perannum.

For failsinagency MBS, the TMPG recommends that a settlement fails charge be calculated each day
based on the greaterof (a) 2 percent perannum minus the TMPG reference rate* at 5:00 p.m. New York
time onthe precedingbusiness day, and (b) zero. When the TMPG reference rate is greaterthan or
equal to 2 percentunderthe currentformula, there will be no explicit financial charge for failing, and
underthis formulation the fails charge will be capped at 2 percent perannum.

* Note:The current TMPG reference rate is the target federal funds rate specified by the Federal Open
Market Committee (FOMC) orthe lowerlimit of the target band specified by the FOMCif the Committee
specifiesatargetband inlieu of a target rate (see:
http://www.newyorkfed.org/markets/omo/dmm/fedfundsdata.cfm).

How is the recommended fails-related payment calculated?
The amount charged for a failure toreceive securities on agiven day will be computed according to the
followingformula:

1 max (B - R
C= * 0.01 * 'o*xop
360 0)
where: C = fails charge amount, in dollars
B = 2, when calculating the fails charge for an agency MBS

transaction, and 3, when calculating the fails charge for a
U.S. Treasury or agency debt transaction

R = TMPG reference rate at 5:00 p.m. New York time on the
preceding business day, in percent per annum, and
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P = total trade proceeds due from buyer, in dollars

Why is the recommended fails charge formulabased on one rate level for Treasuries and agency debt
and another rate level for agency MBS?

The TMPG recommendationis designed to give sellers an economicincentiveto deliver securities even
whenthe federal funds rate islow. Experience shows that Treasury and agency debt fails have rarely
become widespread and chronicif the fed funds rate isabove about 3 percent. This suggests that
market participants generally act to cure settlement fails reasonably promptly aslong as the economic
cost of a fail isnotlessthan about 3 percent. Itis possible thata future practice recommendation would
suggest a rate higherorlowerthan 3 percentif future market dynamics differ materially from the
historical experience.

The TMPG has recommended alower charge level forthe agency MBS market, given structural
differencesinthis market comparedtothe agency debtand Treasury markets. These differences include
monthly settlement conventions that make fails more persistentand more challenging to resolve
quickly. The TMPG believes that alower charge can be effective inreducing agency MBS fails, while at
the same time supportingliquidity in the market. If fail levels do not decline satisfactorily within afew
months afterthe charge takes effect, the TMPG will considerraising the charge level.

Why are the fails charges calculated on trade proceeds, instead of current face?

Calculation of the fails charges based on current face would require significant systems changes across
market participants, as existing fail claim processes typically take data from settlement systems, which
typically capture fail data based on settlement proceeds. Because the use of current face would be
complex and costly, the TMPG is recommending that the calculation be based on trade proceeds.

What happensif there is a change in the TMPG reference rate during the period of a deliveryfail?

It isrecommended thatfails charges be calculated each day, based on the TMPG reference rate onthe
precedingbusiness day. Therefore, if thereis achange in the TMPG reference rate inthe middle of the
term of a delivery failure, the rate will be that new rate for subsequent days of the fail (assuming that
the TMPG reference rate does not again change duringthe remainingterm of the delivery failure).

Can you provide an example of the charge for a failure to deliver a Treasury security? In addition, how
would a claim be calculated if a fail extends over month end?

Assume thata buyerpurchases a 2-year Treasury note for settlement on a Friday, October 28, 2011, and
that the price plus accrued interest equals $100,000,000. Also assume thatthe sellerdoes notdeliver
the securities tothe buyer until Wednesday, November 2, 2011. The sellerwould be charged basedona
settlement failure for 5 days. Underthis scenario, the buyer would submitaclaimfora fails charge
cumulated over5 days—Friday, October 28 through Tuesday, November 1—by the 10" business day of
December, and the seller would then pay orreject the claim by the last business day of December.

Assume thatthe TMPG reference rate for the duration of the fail is 1 percent. The fails charge for each
of the 5 days would be calculated as follows:

= 1, 001 * max (3 - 1,

*
360 0) $100,000,000



1
¢ * 001 * 2 *

$100,000,000

C = $5,555.56
The claim amount would be the sum of these charges over the 5 days, or $27,777.78.

Can you provide an example of the charge for a failure to deliver an agency MBS?

A failing party delivers 4 $1 million pools to a given account on the 3™ business day (Friday) following
contractual settlement date (Tuesday). Assuming areferencerate of 0, the fails charge for each of the 3
daysfor each of the pools would be calculated as follows:

B 1, « MmMax(2-0,
C= 360 0.01 0) $1,000,000
1
C= * 0.01 * 2 * $1,000,000
360
C = $55.56

The claimamount would be the sum of the chargesfor all fails between 2legal entities thatare
counterpartiestoone anotherina transaction overthe course of a month. Assumingthe 3pools
referenced above were the only fails for the month, the claim amount would be $666.67 ($55.56 * 3
days * 4 pools). (See below for further detail on aggregation of fails charges at the accountlevel.)

Fails charge claims and payment

Is there a minimum threshold for fails charges?

The TMPG currently recommends an exemption for accrued fails charges of less than or equal to $500
on failsin U.S. Treasury securities and agency debentures, on a pertrade basis.* The TMPG also
recommends an exemption for aggregated cumulativefails charges of less than orequal to $500 on
agency MBS fails between 2legal entities that are counterparties to one anotherin atransactionfor a
given calendarmonth.

When a transaction is executed by aninvestment manageron behalf of multiple principals and the
allocation of the transaction to the principalsis disclosed to their counterparty, each principal is a
distinct party for purposes of calculating afails charge. If a principal utilizes more than one investment
manager, each investment manager’s transaction executed on behalf of the principal constitutes a
transaction by a distinct party for purposes of calculating a fails charge (i.e., one investment manager’s
transactionis not aggregated with otherinvestment managers’ transactions executed on behalf of the
same principal).

* Based on allocated tradeamounts, thatis,ifan S8 milliontradeis allocated into $5 million and $3 million tickets,
then the relevant trade sizes become $5 and $3 million. This allocation mustbe known by both counterparts
before the original settlement date.



Althoughthe TMPG believes that the ideal threshold for fails chargesis zero forall market participants,
the TMPG believes that these minimum thresholds facilitate adoption of the fails charge trading
practices and minimize operational burden associated with adoption of the trading practices. The TMPG
will revisit the threshold recommendations if needed.

The FICC has no minimum threshold foraccrued fails charges due to the nature of FICC nettingand
novation.

What is the $500 minimum account-level claim threshold for the agency MBS fails charge?
A failing party is not subject to a fails charge if the sum of the cumulative fails charges forall delivery
failures fromthe failing party to a separate legal entity foragiven monthislessthan or equal to $500.

Can you provide examples of how the $500 minimum account-level claim threshold for the agency
MBS fails charge works?

Example 1

Overthe course of a calendar month, Firm A accrued $200 in Fails Charges for Delivery Failures to Firm
B, while Firm Baccrued $600 in Fails Chargesforfailingto deliveragency MBS to Firm A. Priorto the
end of such calendar month, all outstanding Delivery Failures between the two firms are resolved. Firm
A would submitaclaimto Firm B for $600, while Firm Bwould notsubmita claimto Firm A, since the
Fails Chargesfor Delivery Failures by Firm A in that calendar month were less than $500.

Example 2

An investment manager (Asset Manager 1) executes Agency MBS transactions on behalf of three
investmentfunds (Fund A, Fund B, and Fund C). The counterparty onthe transactionsisa broker-dealer
(Securities Trading LLC). Fund A, Fund B, and Fund C each have accrued $200 in aggregate Fail Charges
for Delivery Failures to Securities Trading LLC for the month of June.

Fund A, Fund B, and Fund C would each be considered to be a distinct Failing Party. Securities Trading
LLC, as the Non-Failing Party, would not be entitled to collect any of the Fail Charges from Fund A, Fund
B, or Fund C because the amount of each of theiraggregate Fails Charges forthe calendarmonthisless
than or equal to $500.

Example 3

An investment fund (Fund D) utilizes three investment managers (Asset Manager 2, Asset Manager 3,
and Asset Manager4). Asset Manager 2, Asset Manager 3, and Asset Manager 4 each execute Agency
MBS transactions on Fund D’s behalf. The counterparty on the transactionsis a broker-dealer
(Securities Transactions LLC). Fund D has accrued $100 in aggregate Fail Charges for Delivery Failures to
Securities Transactions LLC for the month of June on transactions executed on Fund D’s behalf by Asset
Manager 2. Fund D has accrued $200 in aggregate Fail Chargesfor Delivery Failures to Securities
Transactions LLC for the month of June on transactions executed on Fund D’s behalf by Asset Manager
3. Fund D has accrued $300 in aggregate Fail Charges for Delivery Failures to Securities Transactions LLC
for the month of June ontransactions executed on Fund D’s behalf by Asset Manager 4.

Fund D’s transactions executed onits behalf by Asset Manager 2, Asset Manager 3, and Asset Manager4
would each be considered to be transactions by a distinct Failing Party. Securities Transactions LLC, as
the Non-Failing Party, would not be entitled to collect any of the Fail Charges from Fund D because the
amount of the aggregate Fails Charges on transactions executed on Fund D’s behalf by each of Fund D’s
investment managers forthe calendarmonthislessthan or equal to $500.
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Example 4

An investment fund (Fund E) utilizes three investment managers (Asset Manager 5, Asset Manager 6,
and Asset Manager7). Asset Manager 5, Asset Manager 6, and Asset Manager 7 each execute Agency
MBS transactions on Fund E’s behalf. The counterparty on the transactionsis a broker-dealer (Securities
DealerLLC). Securities DealerLLC has accrued $100 in aggregate Fail Charges for Delivery Failures to
Fund E forthe month of June on transactions executed on Fund E’s behalf by Asset Manager 5.
Securities Dealer LLC has accrued $200 in aggregate Fail Charges for Delivery Failures to Fund Efor the
month of June on transactions executed on Fund E’s behalf by Asset Manager 6. Securities Dealer LLC
has accrued $300 in aggregate Fail Chargesfor Delivery Failuresto Fund Efor the month of June on
transactions executed on Fund E’s behalf by Asset Manager7.

The transactions executed on Fund E’s behalf by Asset Manager 5, Asset Manager 6, and Asset Manager
7 would each be considered to be transactions entered into by Securities Dealer LLC with a distinct
Failing Party. FundE, as the Non-Failing Party in each set of transactions, would not be entitled to
collectany of the Fail Charges from Securities Dealer LLC because the amount of Securities Dealer LLC’s
aggregate Fails Charges on each set of transactions executed on Fund E’s behalf by Fund E’s investment
managers for the calendar monthis less than or equal to $500.

If a seller attempts to make a partial delivery of securities to a buyer and the buyerrejects the partial
delivery, does the buyer have the ability to submita claim for a fails charge on the full amount of
securities underlying the transaction?

A buyerisentitledtoreceivefromthe sellerthe fullamount of securities underlying a transaction. As
such, a buyerwho failstoreceive the full amount of securities on the originally scheduled settlement
date of a transaction would be entitled to submita claim for a fails charge on the full amount of
securities, notwithstanding the attempt by the sellerto make a partial delivery. The economic
consequence of this practice is no different than the economicconsequence of rejection of a partial
delivery under higher nominal interest rate regimes, where the recommended fails charge would not

apply.

If a seller of a security is being claimed for a failure to deliver, and the reason for failure is that the
sellerisfailing to receive securities, is it possible forthe sellerto assign the buyer’s claim and in effect
step out of the claim process?

No, not underthe TMPG trading practice. It eventually may be possible to do thisin the context of an
industry utility, when the claims and ex ante acceptances could be netted across different parties.
However, inwhatis currently a bilateral system, the TMPG believes that assignments of fails charges will
onlyleadto prolonged deferrals of payments and increased implementation costs.

What does my firm need to do to submitor be owed a claim?

The TMPG and the Securities Industry and Financial Markets Association (SIFMA) have published a
suggested framework of legal documents and market conventions in respect of the fails charge. This
frameworkincludes (1) trading practices providing precise detail regarding the fails charge, (2)
suggested language,referring to the trading practices, to be includedin transaction confirmations and
(3) asuggested form of notice, to be sent by dealers to counterparts, that transactions will be conducted
inaccordance withthe trading practices. These documents have been published and will be maintained
by SIFMA on its website. The foregoing are suggestions developed by the TMPG, but market participants
should consult with theirown counsel and advisors to determine the appropriate approach that they
wish to take with regard to these matters.



How often will fails charge claims be assessed?

The TMPG recommends that fails charges accrue overthe life of adelivery failure, but that claims for
such charges be issued monthly, by the 10" business day of the month following the month in which the
delivery failureis resolved. A delivery failure spanning more than one calendar month wouldresultina
single claim, based on the fails charge overthe entire duration of the fail.

Whenis a claim due to the counterparty and when does the claim have to be paid?

It is recommended that claims for all fails charges accrued over the life of a fail be issued by the 10"
business day of the month followingthe monthinwhichthe delivery failure is resolved, and either paid
or rejected by the lastbusiness day of the monthin which they are submitted.

Why does the TMPG recommend that fails charges be paid after a transaction settles, rather than on a
monthly accrual basis over the life of a fail?

Giventhat most asset managerand custodian systems are based on trade settlement, payment of fails
charges on a monthly accrual cycle would be overly burdensometoimplement becausethe existing
systems could not be used for tracking and reconciliation. This finding is based upon guidance froma
SIFMA working group comprised of the largest buy-side and custodian participantsin the Treasury
market, as well asa TMPG working group comprised of buy-side, custodian, dealerand clearing bank
participantsinthe agency MBS market.

What if a claim is submitted afterthe 10" business day of the month following the resolution of a
deliveryfailure?

The timeframe setforthinthe trading practices for claim submissionis notintended to providea basis
to rejecta claimsubmittedin areasonably timelymanner, butinstead sets aconvenientadministrative
default which all market participants should endeavorto meet. Thus, the TMPG recommends that
claims submittedin areasonably timely manner, but afterthe recommended timeframe, nonetheless
be paid or rejected inatimely manner. Counterparties should resolve any disputes as to the reasonable
timeliness of any claim submission bilaterallyand in good faith.

What happensif claims are not paid on time? Are there any guidelines on how to handle disputed
claims?
The TMPG expects that market participants will handle claim disputes bilaterally and in good faith.



