
Clearing in the air
Kathleen Tyson looks at the threat to the City from new EU proposals  
to force euro clearing into the eurozone and warns that the plan could 
backfire on Brussels

A threat to London’s dominance of global clearing 
has hung over the City ever since the 2016 vote for 
Brexit.  Two proposals for new legislation from the 
European Commission and ECB could now clear the 
air, but they offer little comfort to the City.

On 13 June, the European Commission proposed a new 
“CCP Executive Session” within the European Securities 
and Markets Authority (Esma), the regulator responsible for 
central counterparty clearers. The proposal sensibly builds 
on the existing framework to enhance recognition and 
supervision procedures for non-EU CCPs and it creates 
a two-tier system. Non-systemic CCPs outside the EU 
(tier 1 CCPs) can operate under the existing equivalence 
framework, while those “systemically important” to EU 
markets and financial stability (tier 2 CCPs) can face stricter 
requirements.

In practice, the tier 2 requirements can include: compliance 
with prudential requirements imposed on EU CCPs as 
adjusted for third-country regulation; confirmation from EU 
central banks that the tier 2 CCP meets additional central 
bank requirements on, for example, margin assets and 
collateral; agreement to provide Esma with all relevant 
information and allow on-site inspections; and confirmation 
that this will be upheld in the third-country jurisdiction. All 
of that could reassure London’s largest CCPs, except that it 
does not end there. There is a third category of non-EU CCP 
– the really, super-systemic. If a CCP’s activities are deemed of 
such scale that enhanced supervision does not fully resolve 
the potential threat to EU financial stability, Esma – and any 
EU central bank in agreement with it – can require the CCP 
to relocate to the EU, or to shut up shop.

You might say, the ECB cannot do that. After all, the 
European Court of Justice ruled in 2015 that the ECB lacks 
authority to force clearing in euro-denominated instruments 
to move to the eurozone. That could change. The ECB has 
proposed an amendment to its enabling statute that would 
give it the powers it lacked in 2015. It wants the statute 
to provide “clear legal competence in the area of central 
clearing” and “a significantly enhanced role for central banks 
of issue in the supervisory system of central counterparties, 
in particular with regard to the recognition and supervision 

of systemically important third-country CCPs clearing 
significant amounts of euro-denominated transactions”. 

If the ECB prevails, and interprets the new remit as 
broadly as it has its role in euro securities clearing, 
the continued presence of major CCPs in London is 
precarious. The top target for a relocation demand must 
be LCH.Clearnet’s SwapClear platform. The existing CCP 
portfolio of SwapClear embraces 18 currencies and 55 
jurisdictions. It nets positions on more than 90 per cent 
of cleared interest rate swaps globally and on more than 
98 per cent of all cleared swaps denominated in euros. 
In theory, European regulators would cleanly excise the 
euro-denominated swaps. In practice, euro-denominated 
clearing cannot be easily isolated. Derivative instruments 
often hedge the euro against another currency, or provide 
for multi-currency transactions. Netting for just the euro 
component of any instrument is not practical.

A fragmented clearing system also would not be efficient. A 
euro-denominated CCP for euro-denominated instruments, 
or transactions based within the EU, and a global service 
for all other currencies in London would mean higher costs 
and many work-arounds, even if both were still owned by 
one group. All CCPs need to be over-collateralised with initial 
margin for net exposures at all times. Fragmentation implies 
higher initial margin demands overall than a single net 
clearing achieves. Moving euro-denominated instruments 
into the eurozone could also undermine the very stability 
the supervisors aim to achieve. This is because the eurozone 
is less liquid and has many more weak banks and financial 
institutions, which rely on efficient clearing of instruments in 
their base currency. 

The EU and ECB should be careful what they wish for. 
The ECB may succeed in forcing euro clearing into the 
eurozone, but it may then find the costs and risks of dealing 
with eurozone banks and euro-denominated instruments 
impair liquidity in a eurozone isolated from global markets.  
If so, that will make ECB prudential supervision and market 
stability mandates even more difficult to deliver. 
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