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Insights on...
REGULATION

Foreword
Sweeping new regulation of over-the-counter (OTC) derivatives across Europe and the 
United States will transform the practices of the fund managers and institutional investors who 
use these instruments. While these measures are aimed at reducing counterparty risk and 
improving transparency globally, they will also introduce additional complexity and costs.

CeNTrAL CLeArING IS CoMING
Under the Dodd-Frank Wall Street Reform and Consumer Protection Act in the United States 
and the European Commission’s proposals for European Markets Infrastructure Regulation 
(EMIR), clearing houses will act as central counterparties to every trade for certain types of 
transactions – replacing bilateral trades, where contracts are directly agreed between investor 
and counterparty. The regulations will have the effect of: 
■■ Requiring certain types of OTC derivative contracts (initially credit default swaps and interest 

rate swaps) to be cleared by a central counterparty, which will require daily margin payments
■■ Standardising appropriate types of OTC derivatives and requiring them to be executed on 

exchanges or electronic trading platforms
■■ Imposing higher capital requirements on the use of OTC derivatives in order to mitigate 

risk in the remaining bilateral market 
■■ Requiring that OTC derivative contracts be reported to trade repositories

rATIoNALe: MANAGING rISK, CreATING TrANSPAreNCY
These regulations are being introduced to reduce the risk of a counterparty failure that could 
have systemic implications in the OTC derivatives market. Clearing houses will take on the 
counterparty credit risk of trades and ensure sufficient collateral always remains on hand to 
‘guarantee’ their completion. In addition, the new reporting requirements will allow regulators 
to track and audit these trades centrally and provide a new level of transparency in a market 
sometimes blamed for exacerbating the 2008 financial crisis. 

Key market participants
As well as taking on the counterparty risk of each transaction, clearing houses will take 
responsibility for the mark-to-market valuation of trades and calculate appropriate daily 
margin calls. ‘Clearing members’ will act as intermediaries between managers and clearing 
houses, take on clearing risk and be responsible for ensuring the validity of trades and limits, 
undertaking liaison between both parties and managing the day-to-day margin process. 

INVeSTor IMPACTS: CoST ANd CoMPLeXITY
While detailed rules are yet to be finalised, all investors using OTC derivatives will eventually 
be subject to those rules. However, some exemptions are anticipated for a period; pension funds, 
for example, have been given a three-year exemption from the clearing requirements outlined 
in the EMIR regulations. 
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PeNSIoN FuNd eXeMPTIoNS FroM CeNTrAL CouNTerPArTY CLeArING

eMIr: While pension funds prepare for central clearing, EMIR provides them 
a temporary three-year exemption (until the end of 2015) to continue 
trading derivatives on an OTC basis under existing bilateral agreements 
with counterparties.

dodd-Frank: This has a more complex set of eligibility rules than for Europe. However, 
managers running separately managed accounts on behalf of pension 
schemes will be granted a further 270 days to prepare for clearing after 
the initial mandatory clearing date.

Please note: at time of publication, regulations continue to be written and are not yet in final form.

Northern Trust expects mandatory central clearing to affect investors in several ways, all with 
the potential to drag on performance. These include: 
■■ Higher margin requirements – managers will need to deposit more capital and/or collateral 

to cover their trades. Further, there will be more restrictions on the collateral they can use 
to do so. 

Clearing houses will dictate how initial margin will need to be covered, with most 
requiring either cash, high-grade government or – in some cases – high-quality corporate 
debt. Variation margin will have to be met on a daily basis and can currently only be covered 
by cash. Liquidity and the availability of such assets may, therefore, be a challenge at certain 
times; for example in an uncertain, ‘shock’ market environment similar to the 2008 crisis. 

Depending on the individual strategy of each fund, access to cash and eligible assets 
may introduce an increased reliance on financing markets or providers of collateral 
transformation services. 

■■ Additional collateral management complexity – investors will need to manage collateral 
closely to ensure sufficient eligible assets or cash are available to meet margin call demands. 
Managing eligibility criteria for each clearing house and clearing member combination will 
add an additional layer of complexity to collateral management, while the ‘transformation’ 
of collateral into cash or eligible assets will become increasingly necessary. 

■■ Increased costs – moving from bilateral trades to centrally cleared trades will incur costs 
including those associated with clearing house and clearing member fees, margining, collateral 
management and collateral transformation, as well as reporting, administration and system 
set-up costs.

The ChANGING LANdSCAPe For bILATerAL TrAdeS
Bilateral trades will continue but will be subject to additional rules, including the imposition 
of higher margin requirements than those for cleared trades. In the United States, these will 
be significantly higher than existing requirements, even for non-financial organisations1. In 
Europe, a consultation paper from the European Securities and Markets Authority (ESMA) 
on bilateral margin is not due until 2013. However, it is widely expected that European 
regulation will significantly increase margin requirements.

We expect investors will move gradually away from bilateral trades towards central clearing – 
even when not mandated to do so – as a result of increased costs associated with regulatory 
mandated bilateral trades, and the need to protect themselves against counterparty risk.

 1 Source: Dodd-Frank Wall Street Reform and Consumer Protection Act, Title VII
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TIMeLINeS To IMPLeMeNTATIoN 

Europe
EMIR entered into force on 16 August 2012. The Level 22 technical standards underpinning 
this regulation are scheduled to be finalised by 30 September 2012 – some standards will meet 
this deadline whilst others will be delayed. Consultation by the ESMA on the proposed rules 
has taken place and responses published online3.

While it is possible that mandatory European implementation of central clearing could 
begin in the first quarter of 2013, we believe the following quarter is a more likely enactment 
date, with phase-in dates by product type thereafter. 

The United States
Regarding Dodd-Frank, US futures regulators have repeatedly extended the enactment date 
for central clearing. In the United States, the first quarter of 2013 is thought to the date when 
clearing will become mandatory. There are three categories of swap participants, each with 
staggered clearing start dates throughout 2013.

We continue to closely monitor the situation in all regions and will keep clients informed 
of developments.

NorTherN TruST: Your INdePeNdeNT derIVATIVeS SerVICING AGeNT
While the details of these regulations are still being finalised, Northern Trust is continuing 
development work to prepare for mandatory OTC derivatives central clearing, and will be able 
to support your needs ahead of regulatory timelines. 

We are unaffiliated with particular clearing members or clearing houses. Therefore, at every 
point in the central counterparty clearing process, we can act as your independent derivatives 
servicing agent to help you execute trades efficiently and pursue your organisation’s 
investment strategies. 

We have developed and continue to develop solutions building on our expertise in 
core custody and collateral management to provide transparent reporting, processing and 
margin solutions, helping investors manage the greater complexity of the central clearing 
environment. Key services will include:

establishing clearing systems and processes 
■■ Providing guidance on clearing partners, systems and technologies 
■■ Creating connections with clearing members
■■ Managing trade workflow, submitting trades into clearing

Collateral management and optimisation 
■■ Monitoring collateral holdings status in real-time through highly automated collateral 

management processes
■■ Overseeing the collateral process from beginning to end, from capturing credit agreement 

terms, settlement and substitutions to transparency reporting
■■ Providing guidance to help maximise liquidity and make optimum use of collateral; also 

providing support for collateral re-hypothecation

2 Level 2 refers to the stage at which the substantive content of new legislation is developed under ESMA
3 Available at: http://esma.europa.eu

At every stage in 
the clearing process, 
Northern Trust can 
help you execute 
trades efficiently 
and pursue your 
investment strategy.



© northern trust 2012     the northern trust company

northerntrust.com  |  Insights on Regulation  |  4 of 4

Q52185 (09/12)

Northern Trust Corporation, Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A., incorporated with limited liability in the U.S.

The Northern Trust Company, London Branch (reg. no. BR001960), Northern Trust Global Investments Limited (reg. no. 03929218) and Northern Trust Global Services 
Limited (reg. no. 04795756) are authorised and regulated by the Financial Services Authority.

The material within and any linked material accessed via this communication is directed to eligible counterparties and professional clients only and should not be distributed 
to or relied upon by retail investors. For Asia Pacific markets, it is directed to institutional investors, expert investors and professional investors only and should not be 
relied upon by retail investors.

Northern Trust (Guernsey) Limited, Northern Trust Fiduciary Services (Guernsey) Limited, and Northern Trust International Fund Administration Services (Guernsey) Limited 
are licensed by the Guernsey Financial Services Commission. Northern Trust International Fund Administrators (Jersey) Limited and Northern Trust Fiduciary Services 
(Jersey) Limited are regulated by the Jersey Financial Services Commission. Northern Trust International Fund Administration Services (Ireland) Limited, Northern Trust 
Securities Services (Ireland) Limited and Northern Trust Fiduciary Services (Ireland) Limited are regulated by the Central Bank of Ireland. Northern Trust Global Services 
Limited has a Luxembourg Branch, which is authorised and regulated by the Commission de Surveillance du Secteur Financier (CSSF). Northern Trust Luxembourg 
Management Company S.A. is regulated by the Commission de Surveillance du Secteur Financier (CSSF). Northern Trust Global Investments Limited has a Netherlands 
branch, which is authorised by the Financial Services Authority and subject to regulation in the Netherlands by the Autoriteit Financiële Markten. Northern Trust Global 
Services Limited has a Netherlands Branch, which is authorised and regulated in the Netherlands by De Nederlandsche Bank. Northern Trust Global Investments Limited has 
a Sweden branch, which is authorised by the Financial Services Authority and subject to regulation in Sweden by the Finansinspektionen. Northern Trust Global Services Ltd 
(UK) Sweden Filial is authorised by the Financial Services Authority and subject to regulation by the Finansinspektionen. Northern Trust Global Services Limited operates 
in Abu Dhabi as a Representative Office. Our registered office is authorised and regulated by the Central Bank of the United Arab Emirates. The Northern Trust Company 
operates in Australia as a foreign authorised deposit-taking institution (foreign ADI) and is regulated by the Australian Prudential Regulation Authority. The Northern Trust 
Company has a branch in China regulated by the China Banking Regulatory Commission. The Northern Trust Company of Hong Kong Limited is regulated by the Hong Kong 
Securities and Futures Commission. Northern Trust Global Investments Japan, K.K. is regulated by the Japan Financial Services Agency. The Northern Trust Company has a 
Singapore Branch, which is a foreign wholesale bank regulated by the Monetary Authority of Singapore. The Northern Trust Company operates in Canada as The Northern 
Trust Company, Canada Branch, which is an authorised foreign bank branch under the Bank Act (Canada). Trustee related services in Canada are provided by the wholly 
owned subsidiary The Northern Trust Company, Canada, an authorised trust company under the Trust & Loans Companies Act (Canada). Deposits with The Northern Trust 
Company and its affiliates and subsidiaries are not insured by the Canada Deposit Insurance Corporation. NT Global Advisors Inc. is registered as an Exempt Market Dealer 
and an Adviser with the Ontario Securities Commission.

IRS CIRCULAR 230 NOTICE: To the extent that this message or any attachment concerns 
tax matters, it is not intended to be used and cannot be used by a taxpayer for the purpose 
of avoiding penalties that may be imposed by law. For more information about this notice, 
see http://www.northerntrust.com/circular230

Margin processing 
■■ Managing daily margin processes with each clearing member, including daily 

movements, reconciliation of margin calls and resolving any discrepancies
■■ Using Northern Trust accounts as third-party custodian for margin processing, providing 

safekeeping and security for your assets

real-time monitoring of central clearing 
■■ Tracking every aspect of centrally-cleared trades across all clearing houses globally and 

in real-time 
■■ Delivering data on one screen through Northern Trust Passport®, our client reporting portal
■■ Provision on commingled reporting across both cleared and bilateral positions

whAT The FuTure hoLdS 
In addition to the US and European Commission legislation discussed above, several other 
countries are preparing their own legislation relating to clearing of OTC derivatives. The G20 
countries comprising the world’s major economies all made commitments in 2009 to adopt central 
clearing of standardised derivatives, and Canada, Hong Kong and Singapore are amongst the financial 
centres that are consulting stakeholders and continuing to draw up local clearing legislation. 

Although ongoing changes in regulations are yet to be finalised, Northern Trust strongly 
encourages institutional investors and fund managers to think now about their central clearing 
requirements if they have not already done so. Now is the time to begin formulating your systems 
and processes well in advance of the regulations’ anticipated 2013 introduction. Doing so will 
help reduce the risk of central counterparty clearing becoming an unnecessary drag on 
investment performance.
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