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Outline of the day
• Is a CCP right for our market?
• International standards for CCPs
• Break
• The key components of a CCP
• Lunch
• Indicative programme to build a CCP
2

Is a CCP right for our market
(what does a CCP do
anyway)?
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What is a CCP?
• Institution for managing risks in capital markets
• After trade is done, CCP takes on obligations of the
buyer and seller
• CCP’s relationship is with its clearing members
• CCP monitors its risk exposure and holds collateral
and capital against it…
• … and manages a default if it happens
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What are the post-trade
risks?
• Disagreement on the trade
• Failure of the counterparty
• Failure to deliver or pay
• Impact on clients from failure of an intermediary
• Operational failures from high volumes
• Conflict with market structure
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Addressing the risks:
1. Disagreement on the trade
CCP
• Definition of contracts
• Matching of trades
Alternatives
• Locked-in trades from trading platform
• Separate matching engine
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Addressing the risks:
2. Failure of the counterparty
CCP
• Standards for clearing members
• Risk modelling
• Holding collateral
• Other financial resources (capital, clearing fund)
Alternatives
• Pre-trade positioning
• Guarantee fund
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Addressing the risks:
3. Failure to deliver/pay
CCP
• DVP settlement through CSD for securities
• Manages acceptance of physical commodities and
payment
Alternatives
• DVP settlement through CSD for securities
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Addressing the risks:
4. Failure of the intermediary
CCP
• Account structure with segregation of client assets
Alternatives
• Account structure with segregation of client assets
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Addressing the risks:
5. Failure from high volumes
CCP
• Netting transactions > single settlement per asset
per settlement party
Alternatives
• ?

13

Addressing the risks:
6. Market structure conflict
CCP
• Post-trade anonymity protects pre-trade
anonymity
Alternatives
• ?
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International
standards
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International standards

• CPMI-IOSCO PFMIs
• International best practice and trends
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CPMI-IOSCO PMFIs
• Almost all have relevance for CCPs
• We will focus on just three:
•

6. Margin

•

14. Segregation and portability

•

22. Communication procedures and standards
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6. Margin
• A CCP should cover its credit exposures to its
participants for all products through an effective
margin system that is risk-based and regularly
reviewed.
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Margin - components
• Initial Margin
• Offsetting
• Variation Margin
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Margin - Initial Margin
• Initial Margin is a calculation of the cost to the
clearing house of closing out a position/portfolio
of a clearing member in the event of the clearing
member defaulting
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Initial Margin methodologies
• SPAN - analyses a portfolio against a set of numeric
values that indicate how a contract will gain or
lose value under various scenarios.
• Value at Risk (VaR) - is the maximum loss not
exceeded with a given probability defined as the
confidence level, over a given period of time.
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Initial Margin calculation parameters
• Parameters that go into an initial margin
calculation using VaR calculations are the
following:
•

Volatility - daily variation in closing prices

•

Confidence level - percentage of observations to
be covered

•

Close out (or holding) period - Days estimated to
close out a position
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Confidence intervals
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Initial Margin - worked
example

• An example of how an initial margin value could be
obtained for an Index future contract
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Margin - Offsetting

• Intra-commodity Spread Margin
• Inter-commodity Spread Margin
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Margin - Variation Margin
• Variation Margin is the is the realisation of daily
profit and losses on a position/portfolio.
• If value of a position moves against a member then
the member pays the value of the loss to the CCP
• If value of a position moves in a member’s favour
then the CCP pays the profit to the member
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Margin - Validation of
model
• Whatever margin model is chosen and whatever
parameter values are entered into it, it should be
subject to independent validation that the model
is secure
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Margin - Back testing
• Back testing (which will be a component of the
validation of a model) should also be carried out
routinely by a CCP
• Basically it is a review to determine whether the
losses sustained in each account over the
appropriate close-out period have been covered by
the initial margins posted at the beginning of such
period.
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14. Segregation and
portability
• A CCP should have rules and procedures that
enable the segregation and portability of positions
of a participant’s customers and the collateral
provided to the CCP with respect to those
positions.
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22. Communication
procedures and standards
• An FMI should use, or at a minimum
accommodate, internationally accepted
communication procedures and standards.
• ISINs
• FIX
• ISO15022/20022
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Best practice and trends
• Segregation of client accounts (discussed
previously)
• Recovery and resolution of the CCP
• Real time risk management
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Real time risk management
• Traditionally increased risk of a clearing account was
calculated after the event - i.e. change to IM for new
positions and the calculation of VM was carried out
overnight, and margin calls (if necessary) made the next day.
• In times of increased volatility, intra-day calculations could
be made and margin calls made
• Real time risk management calculates in real time the
changes in IM and any build up in VM and compares that to
collateral held. As long as collateral cover is adequate,
trading can continue.
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The key components
of a CCP
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What makes a CCP?
National law

Contracts, rules

Other FMIs, CMs, clients
Risk management
Financial resources
Skilled people
IT systems and operations
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CCP as an institution
• Corporate status of the CCP
• How to ring-fence risks and assets of CCP?
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Governance arrangements
“… clear and transparent, promote the safety and efficiency of the
FMI, and support the stability of the broader financial system, other
relevant public interest considerations, and the objectives of
relevant stakeholders.”
(PFMI 2)
• Define responsibilities of directors
• Special responsibility for overall risk management framework
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Legal support: national law
“…well-founded, clear, transparent, and enforceable legal basis for each
material aspect of its activities”
(PFMI 1)

National legal framework must support
• Novation
• Netting
• Default rules for members
• Default of the CCP (resolution and recovery)
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Legal support:
rulebook and contracts
CCP rules and contracts must support
• Membership criteria
• Clearing relationship with CMs and clients
• Obligation to provide collateral
• Ability to take collateral
• Circumstances of default
• Management of default
• Obligations in event of default
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Regulatory position

• What is regulatory status of a CCP?
• What are the requirements for authorisation?
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Relations with other
market infrastructures
• Exchanges
• CSDs
• Clearing Members
• Settlement banks
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Other infrastructures
Exchanges
• Development of products for trading and clearing
• Choice of site of master data
• Two way interface
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Other infrastructures
CSDs
CCPs are users of CSDs
• To settle cash and derivatives securities trades
• To manage the impact of corporate actions on
securities positions
• To take securities as collateral
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Other infrastructures
Clearing Members
• Membership criteria first line of defence against
default…
• …but not so high that there are too few CMs
• Involvement in product design
• Involvement in rules development
• STP
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Other infrastructures
Settlement banks
• Receive daily margin payments from CMs on behalf
of the CCP
• Ideally central bank
• Risk management design
• Efficient interfaces
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Risk management
• Lines of defence:
• Membership criteria for CMs
• Margin methodology
• Other financial resources
• Default management procedures
• Don’t forget other business risks - cyber security etc
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Financial Resources - 1
CCP as risk manager has waterfall of financial resources:
• Margin
•

Clearing fund contribution of defaulter
•

CCP contribution to clearing fund
•

Default fund contributions of non-defaulters
•

Ability to call for additional contributions
•

Capital of CCP (including synthetic capital)
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Financial Resources - 2
CCP is also a business:
• Requires capital to develop and support its
business
• Income to cover its costs
• Capital to allow for orderly run-down
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Skilled people
• Modern CCP can be run with relatively few staff as
modern systems can provide critical information in
highly usable
• High Quality and experienced risk management
team is essential
• Risk management team should be supported by
Independent, board level risk committee
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Technology and how
to acquire it
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Technology and how to
acquire it
• Trends
• Vendors
• Process of choosing among vendors
• Delivery mechanism
• Contracts
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Technology - Trends
• Open source components
• Delivery of interfaces over the Internet
• Delivery of whole system via Software as a Service (SaaS)
• Adoption of international communication standards
• Real time risk management
• Support for segregated accounts
• Blockchain
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Technology - Vendors
• Atos

• Avenir Technology

• Cinnober

• Deutsche Börse

• Millennium IT

• Murex

• NASDAQ

• Patsystems

• STT

• TCS
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Technology - Choosing
• Independently develop own requirements
• Develop Request for Proposal
• Employ quantitative and qualitative selection
criteria
• Keep control of the process
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Technology - Contracts
• Typical model:
•

Design study

•

Changes to standard system

•

Project implementation fee

•

License fee

•

Support arrangements
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Indicative timing and
costing to build a CCP
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Typical programme to build
a CCP
• Typical programme
• Timing
• Costings
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Building a CCP is
NOT
an IT project!
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Typical program
Determination

Planning
Implementation
Engagement with stakeholders
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Ideal programme Determination
• Determine need or opportunities for CCP
• Identify legal and regulatory issues
• Identify other road blocks
• Identify and engage with key stakeholders
• Confirm level of support
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Ideal programme - Planning
• Appoint dedicated team
• Develop market model
• Determine and obtain commitment of financing
• Identify staffing needs
• Develop requirements
• Develop RFP for necessary system
• Engage with stakeholders
62

Ideal programme Implementation
• Confirm financing
• Choose system supplier
• Develop rules, regulations, agreements
• Find Clearing Members
• Engage with and educate stakeholders
• Install systems
• Internal and market testing
• Training
• Obtaining regulatory approval
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Timing

• Factors that have largest impact on timing
• Realistic timings
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Factors that have largest
impact on timing
• Legislative changes
• Rules, regulations and regulatory approval
• Systems implementation and testing
• Obtaining Clearing Members
• Member readiness
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Realistic timings
• Determination - 3 - 6 months
• Planning - 6 months
• Implementation - 9 - 18 months
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Costings - major
components
Up front costs

Recurring costs

Legal and regulatory
- law changes
- developing rules and regulations
- obtaining regulator approval

$0.5 -1.0 mn

<$0.5 mn

Systems

$1.0 - 5.0 mn

20 - 25%

Staffing (risk management,
operations, member relations,
marketing)

$0.5 -1.0 mn
(depending on

$0.5 -1.0 mn
(depending on

local market)

local market)

Initial financing of clearing fund

?

?

Capital of the CCP

?

?
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The end
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The End
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