


The Law and Regulation of
Central Counterparties

Jiabin Huang

*HART-
PUBLISHING
OXFORD AND PORTLAND, OREGON
2010



Published in the United Kingdom by Hart Publishing Ltd
16C Worcester Place, Oxford, OX1 2JW
Telephone: +44 (0)1865 517530
Fax: +44 (0)1865 510710
E-mail: mail@hartpub.co.uk
Website: http://www.hartpub.co.uk

Published in North America (US and Canada) by
Hart Publishing
¢/o International Specialized Book Services
920 NE 58th Avenue, Suite 300
Portland, OR 97213-3786
USA
Tel: +1 503 287 3093 or toll-free: (1) 800 944 6190
Fax: +1 503 280 8832
E-mail: orders@isbs.com
Website: http://www.isbs.com

© Jiabin Huang 2010

Jiabin Huang has asserted his right under the Copyright, Designs and Patents Act 1988, to be
identified as the author of this work.

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system, or
transmitted, in any form or by any means, without the prior permission of Hart Publishing, or as
expressly permitted by law or under the terms agreed with the appropriate reprographic rights
organisation. Enquiries concerning reproduction which may not be covered by the above should be
addressed to Hart Publishing Ltd at the address above.

British Library Cataloguing in Publication Data

Data Available

ISBN: 978-1-84946-051-4

Typeset by Columns Design Ltd, Reading
Printed and bound in Great Britain by
CPI Antony Rowe Ltd, Chippenham, Wiltshire



Foreword

I am greatly privileged to write the foreword to this book. It is the updated and
published version of Dr Huang’s PhD thesis, which he presented at King’s College
London under my supervision.

This book discusses the operation of a modern Central Counterparty (CCP)
from a legal and regulatory perspective. Its central theme is the creation of a
single CCP or, in practical terms, a common platform for CCP clearing across
different markets, and how this can be achieved in view of the continuing
diversity in legal and regulatory policies still affecting them.

Before discussing these issues, the book first describes in detail the modern
post-trade infrastructure and moves from there to the role and functions of CCPs.
In doing so, it also provides an interesting account of how the CCP concept
evolved together with the markets and shows that CCP clearing is itself in fact a
market product.

In the meantime, the subject of CCP clearing has become highly topical and
has attracted and continues to attract headlines after the recent financial turmoil.
In particular, introducing CCP clearing to the Credit Default Swaps market to
manage counterparty risk, to limit liquidity risk, and to increase market transpar-
ency is considered as one of the main regulatory responses to the turmoil. A book
on this subject therefore could not have come at a better time with the regulatory
overhaul in financial markets currently under way. It will help answer the
question of what benefits a CCP can bring to the market, but it also highlights
some of the risks this poses.

As a result of the post-crisis regulatory focus on systemically important firms
or institutions, CCPs, being one of those institutions, are now themselves
brought within the discussions on a new regulatory framework. This raises the
question of how best they should be regulated. In the European Union, the
regulatory approach towards CCPs has been the subject of a much longer debate
that preceded the recent crisis. .

Dr Huang discusses a number of options in this regard and argues in
particular that the EU proposals to date do not go far enough to create a
sufficiently responsive and robust regulatory framework for a real single Euro-
pean market with a single CCP to operate in.

Professor Jan H Dalhuisen
London, March 2010
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Introduction

1.1 The Purpose and Scope

ODERN POST-TRADE infrastructure for securities markets has

been transformed by the immobilisation and dematerialisation of

conventional paper-form securities and the subsequent introduc-
tion of book-entry systems. The advance of information technology has also
contributed significantly to this transformation process. As a result, the role
and functions of each segment in the post-trade infrastructure for modern
markets have evolved considerably. In particular, the development of CCP
clearing in securities markets reflects such evolution by facilitating both
modern trading systems and payment and securities settlement systems. With
their fast expansion, Central Counterparties (CCPs) are now participating in
various different types of markets, including commodities markets, securities
markets, and OTC derivative markets. This book takes CCP clearing in
securities markets as a main example to give a historical account of the
development of CCP clearing and illustrate the mechanism of CCP clearing as
well as the modern role and functions of CCPs.

For historical reasons, common perceptions may continue to place CCPs and
other types of clearing houses within the same category.! Both of them do indeed
share some common roles, since CCPs were in fact built upon and grew out of
earlier forms of clearing houses. Traditional clearing houses, those in commodi-
ties markets in particular, were initially established to provide a guarantee and
help facilitate the trade settlement process. To some extent, this is also the case for
CCPs. Nevertheless, the differences between them have been slowly recognised
and comprehended, as will also be discussed in chapters two and three. Indeed,
CCPs and other types of clearing houses? have distinctively different features and
therefore should be distinguished from one another.

! See Section 3.1, ch 3 below.

2 Typically, they include cheque clearing houses and traditional commaodities clearing houses.
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Introduction

At present, the fact that these two have acquired two different definitions has
shown the trend.* As such, CCPs, as the name suggests, are the central counter-
party to the transactions concerned while other types of clearing houses are, at
best, acting as calculation agents in preparation for settlement. The differences
extend beyond the techniques of processing and are also present in law. Legally
speaking, the techniques that are used in clearing houses differ quite significantly
from those used in CCPs. For example, in these other types of clearing houses,
clearing members remain contractually bound to each other in relation to the
underlying transactions to which they are a party. However, the intended result of
CCP clearing is to replace the contractual relationships between member partici-
pants of a CCP with those of a member and the CCP exclusively.

This book sets out first to clarify not only the existing common misperceptions
about modern post-trade arrangements, but also those concerning the role and
functions of CCPs in the post-trade cycle. This is particularly relevant to the
analysis of legal issues, where fundamental concepts such as set-off and netting
have been used extensively. Furthermore, the results are important for developing
an adequate regulatory regime for CCPs, especially in the case that the risk-based
functional approach is adopted.*

The book examines legal and regulatory aspects of the role and functions of
CCPs. 1t endeavours to identify and examine legal and regulatory issues relating
to modern CCP clearing and help to construct an adequate legal and regulatory
framework, which is required to continuously support the proper functioning of
CCP clearing and foster its future development. Nonetheless, it does not set out
to observe any particular positive law, ie any specific jurisdiction, or put itself
within the context of any particular regulatory regime. Where a particular
approach or solution is adopted by a jurisdiction and is discussed in the text of
this book, it is only intended to serve as an example of how a relevant legal or
regulatory issue is dealt with in practice.

It is submitted that over the past few decades a number of market develop-
ments, especially in time of the recent 200708 financial crisis, have highlighted
the importance of CCP clearing for the future development of a modern robust
and efficient post-trade infrastructure. Despite its importance, the current debate
on CCP clearing in this sector remains unfocussed. In this respect, the purpose of
this book is to establish a foundation for future research on CCP clearing, for
example, by identifying the potential legal and regulatory issues, providing
examples of the complications and, as the case may be, how they may be resolved
by reference to the approach adopted by a particular jurisdiction.

' Also see Section 2.1.2, ch 2 below.
* According to this approach, the same activities are treated in the same way providing the risk is
the same. For the discussion on the approach, see Section 5.2.2, ch 5 below.
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Chapters in Outline
1.2 The Chapters in Outline

The six main chapters of this book present the following areas: (1) the modern
post-trade infrastructure, (2) the role and functions of CCPs and the main
features of CCP clearing, (3) the key relationships concerning CCP clearing, (4)
default procedures and default by a CCP, (5) regulatory issues concerning CCPs,
and (6) the case for a single multi-market CCP. Finally, conclusions are drawn.

Chapter Two

Chapter two begins the analysis by explaining the general features of different
segments in the post-trade infrastructure for the completion of each trade cycle
in securities markets. The markets are constantly evolving with innovated prod-
ucts and the advance of information technology, as is post-trade processing,
which is an indispensable part for the trade cycle. The main objective of this
chapter is to provide an overview of the development of the modern post-trade
infrastructure. It also intends to further distinguish and define various functions
in the value chain of the modern post-trade arrangements.

This is followed by an examination of modern payment and securities settle-
ment systems. To that effect, different types of payment settlement and securities
settlement systems are distinguished. The chapter then moves on to discuss the
developments of modern book-entry securities and the indirect-holding struc-
ture. The significant development behind these is the immobilisation and dema-
terialisation of paper-form securities, which was first initiated in the US after the
paper-work crisis in 1970s. The resulting indirect-holding structure based on
book-entry accounts helps to further facilitate the development of modern
post-trade processing and increased intermediation in the markets. The last two
sections of chapter two discuss two main concepts, ie Delivery Versus Payment
{DVP) and Straight-Through-Processing (STP). They have developed along with
the transformation of the modern post-trade infrastructure and are particularly
relevant to the CCP clearing processes.

The concept of DVP may, at first glance, seem to be simple and straightfor-
ward. Its objective is to eliminate counterparty credit risk by, for example, linking
payment systems with securities settlement systems in securities markets so that
both legs of a securities transaction settle simultaneously. However, its imple-
mentation in practice is complicated by the differences between the settlement
systems involved. As identified by the Committee on Payment and Settlement
Systems (CPSS),5 there are three main mechanisms for achieving DVP, depending

* Committee on Payment and Settlement Systems (CPSS), Delivery Versus Payment in Securities
Settlement Systems. CPSS Publications No 6. (September 1992), at: www.bis.org/publ/cpss06.htm.
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Introduction

on the types of settlement systems involved, ie gross or batch-processing and
whether or not it is a real-time system. Here, the implications of this develop-
ment to CCPs are examined.

Another recent development in the post-trade processing is STP. It is an
industry-wide initiative that requires the effort of all market participants in the
value chain. Technically speaking, it is a process that standardises the message
protocol so that different systems can process the transaction data in the most
efficient and speedy way possible. It is a prerequisite for both a shorter trading
cycle and bringing about real-time settlement. This section also tries to explore
the potential role that CCPs may play in this development, the standardisation
process in particular.

Chapter Three

This chapter first presents a historical account of the development of clearing
houses. The discussion distinguishes three main types of clearing in the markets,
namely, cheque clearing, commodity clearing and CCP clearing.

Looking back, cheque clearing as one of the earliest forms of clearing provided
a centralised physical place to facilitate the centralised processing of cheques
collected from different places. In commodities markets, clearing houses were
first established by a ‘ring’ of participants in order to provide a form of guarantee
to the performance of contracts for members of the ring.® Modern CCP clearing
combines the features of cheque clearing with those of commodities clearing.

By distinguishing three different types of clearing, this chapter then moves on
to focus on CCP clearing and explains their functional and operational aspects. It
is also observed that from functional aspects CCPs play several different roles
simultaneously: they act as risk manager, fund manager, payment and settlement
system operator, and post-trade market facilitator” By looking at CCPs from
these different perspectives, the evolving role of CCPs in modern markets
becomes clear.

In terms of CCP clearing operations, there are three main areas. They are, risk
operations, treasury operations, and settlement operations. As part of trade
cycles, the processing of transactions has evolved in a manner that is not easy to
comprehend. It is for this very reason that the analysis in this chapter can at best
serve as a snapshot. At its best, it is intended to provide a flavour of the way in
which the operations of CCP clearing are arranged, bearing in mind that the
arrangements may vary from market to market.

¢ See Section 3.1.2, ch 3 below.
7 These roles are explained respectively in Section 3.2, ch 3. In addition, recognised CCPs also act
as self-regulatory organisations. This is discussed in Section 6.3.2, ch 6 below instead.
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Chapters in Outline

Chapter Four

Chapter four mainly focuses on the rules and regulations of CCPs that are set out
to govern the contractual relationship between CCPs and their members. The
contractual relationship between CCPs and their members are examined as well
as its implications for the relationships down the chain, ie the relationship
between clearing members and their clients.

In modern markets, the flow of trades from trading to CCP clearing, and to
settlement means that trades are governed by the rules and regulations of each
respective system at different stages. The relevant issues here are how the rules
and regulations of these different systems interact with each other and the rules
clarifying the appropriate time for the application of particular rules and
regulations of each system, those of CCP clearing in particular, should be clearly
stated.®

The contractual relationships between CCPs and their members, the members
and their clients, and CCPs and the clients of their members, form a tripartite
relationship which may suggest that it falls within the scope of agency law.
Nevertheless, agency law principles in these relationships, as will be argued, may
have to be substantially modified in their application to facilitate the proper
functioning of CCP clearing, ie managing counterparty risk. This is one of the
major issues to be discussed in this section. Specifically, this section intends to
identify the implications of the typical requirement of a principal-to-principal
contractual relationship between a CCP and its members, and its exclusivity.

To non-members accessing CCP clearing services indirectly through clearing
members, the primary implication of the principal-to-principal relationship
between CCPs and their members is that non-members by doing so give implied
consent to be bound by market rules, ie, the contractual agreement between the
CCP and the clearing member as well as the rules and regulations of the CCP. In
other words, they agreed to the CCP’s rules and regulations, to which their
agents, ie clearing members are subject, despite the fact that they are not direct
participants of the CCP clearing system. However, as will be observed, it is not
immediately clear whether non-members would be able to invoke the rules and
regulations of a CCP against the clearing members. Finally, it will also be argued
that non-members cannot claim directly against a CCP in respect of the
underlying contracts clearing members has processed through CCP clearing for
them.

Chapter Five

Chapter five discusses the issues in relation to CCP clearing default procedures. It
is to be observed that collateralisation, and netting and set-off are the main

® See Section 4.1.1, ch 4 below.



Introduction

elements in the CCP clearing processes in so far as default arrangements are
concerned. Hence, this chapter begins by first discussing collateralisation, ie the
techniques of collateralisation, its use in financial markets, its various types of
assets used for collateral, its limitations, and the relevant legal issues. In addition,
the issues regarding the realisation or enforcement of collateral will also be
discussed briefly.

The chapter then moves on to examine netting and set-off. The definition of
netting and that of set-off are then discussed with an attempt to distinguish the
two. This is followed by considering different types of netting that are used in
practice, namely, settlement netting, novation netting and close-out netting.

In the final section, the focus is on default rules concerning both member
default and CCP default. It is a common perception that for a CCP, being in
default is a highly unlikely event since CCPs are structured by robust financial
backing. Furthermore, the consequences would be unimaginably damaging. In
this section, the default rules of CCPs are found only to cover the default of
members. The possible implications of the absence of rules regarding CCP
default have also been examined.

Chapter Six

In chapter six, the regulatory issues related to CCPs are examined. This chapter
begins by explaining the complexities in market structure and financial regula-
tion, which are regarded as important features of modern markets. Three
relevant regulatory objectives of financial regulation are identified and potential
conflicts that may arise between these objectives will be discussed. The interac-
tion between financial regulation and the markets is further explained. The case
of whether there is a need for separated treatment for CCPs is then examined. As
to CCPs, the risks involved and the functions carried out are to be distinguished
not only from other types of clearing houses but also from other segments of the
post-trade infrastructure, ie, trading and settlement. The examination has been
carried out in the light of the adoption of the risk-based functional approach to
regulation that is widely accepted by the markets and regulators.

The second section begins with a discussion of the modern regulatory
approach. A combination of self-regulation and governmental regulation now
increasingly characterises regulation, especially for CCPs. This is the modern
co-regulation approach whereby each mode of regulation shares separate regula-
tory roles. The typical membership structure of CCPs essentially requires an
element of self-regulation. The modern co-regulation approach typically has a
statutory framework that gives the authority of rule-making to recognised CCPs.
In order to illustrate this modern approach to regulation, the third section takes
the UK regulatory regime for CCPs as an example. In the United Kingdom, CCPs



Chapters in Outline

are subject to a separate recognition regime under the Financial Services and
Markets Act 2000. The regime sets out relevant recognition requirements and
puts CCPs under competition scrutiny.

This chapter then moves on to discuss current situations in the European
Union (EU) and examines the regulatory initiatives and public policies adopted
by the EU in achieving its goal of the creation of a single pan-European market.
Although the EU has adopted a regulatory framework for financial markets as a
whole that promotes competition between Member States’ regulatory regimes
with minimum common standards, an agreed common regulatory framework in
the post-trade sector in the EU is yet to exist. As such, complications that arise in
the development of CCP clearing within the EU are examined.

This chapter concludes by looking forward and considering the future chal-
lenges that regulators and supervisors, especially those in the EU, are likely to be
faced with. It is to be observed that the supervision model of co-operation
between regulators and supervisors from different EU Member States, which is
based on the *home country control’ principle,® is mainly derived from the
regulatory regimes in Member States and relies heavily on co-operation between
Member States’ authorities. This chapter finally examines whether or not such
regulatory approach is suitable for the further consolidation of the markets
across border within the EU and if it is instead likely to hinder the development
of a single pan-European Market.

Chapter Seven

In this chapter, the advantages and disadvantages of CCP clearing in general are
first discussed. This is followed by the argument for a single multi-market CCP
with the exploration of the risks and benefits of a single multi-market CCP. In the
third section, the developments in the EU toward a single CCP are specifically
discussed. To evaluate the advantages and disadvantages of CCPs, this chapter
first examines them from different perspectives, ie, the markets’ perspective, the
members’ perspective, and non-members’ perspective. Indeed, there are pros and
cons of introducing a CCP into a market, which in turn requires a proper
assessment of risks and benefits to the market. This chapter goes further to
examine whether or not a market with two or more CCPs will provide the same
benefits as those with a single CCP. As its name suggests, a central counterparty
means that there is only a single counterparty to participants in a specific market.
At first glance, having two or more CCPs in a market may make no difference to
market participants as long as they are members of one of the CCPs. However,
the picture is different at the market level, as argued, since the fact that there are
two or more CCPs in the market may suggest otherwise. To make the case for a

° See Section 6.5.2, ch 6 below.
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single multi-market CCP, this chapter also draws from the analysis of the role and
functions of CCPs as well as the legal and regulatory aspects, as discussed in the
previous chapters.



