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The financial crisis led to detailed scrutiny of OTC 
derivatives and resulted in a raft of new international 
regulations designed to make derivatives more transparent. 
SunGard outlines what you need to know and the steps 
you need to take to stay ahead of global derivatives 
trading and transparency requirements.
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Derivatives and regulation: complex  
and uncoordinated

The financial crisis of 2008 exposed a number of weaknesses 
in the global financial system. Two of the most conspicuous 
were the lack of coordination between different supervisory 
regimes and the complex and opaque nature of the $500 
trillion notional OTC derivatives market. The G20 summit in 
2009 introduced comprehensive regulation designed to fix 
these two frailties in the financial system.

A resolution was passed stating:

“All standardised OTC derivatives contracts should be traded 
on the exchanges or via electronic trading platforms, where 
appropriate, and cleared through Central Counterparties 
(CCPs) by end of 2012 at the latest”.

In line with this resolution, the US and Europe, the two biggest 
markets for OTC derivatives, passed the Dodd Frank Act 
and the European Markets Infrastructure Regulation (EMIR), 
respectively. And while the two regulations have the same 
general intent – to mitigate systemic risk and increase 
transparency – there are notable differences that firms active 
on both sides of the Atlantic must note to ensure compliance.

In October 2013, Singapore also approved regulation relating 
to trade repository reporting as part of the G20 derivatives 
reforms. As a result, banks and swaps dealers will now report 
derivatives trades to a central data registry. Australia and 
Japan had already implemented similar rules. Globally, the 
infrastructure required for OTC trading is becoming more 
harmonized, leading to increased transparency and 
reporting requirements.

The aim of this white paper is to highlight the main action 
points for EMIR-related regulatory compliance while outlining 
the core transparency directives embodied in the G20 reforms, 
in order to help derivatives markets participants to proactively 
employ long-term strategies that help them stay ahead  
of the evolving regulatory landscape.

One of the greatest derivatives challenges facing buy-side 
firms concerns the new demands for frequent and transparent 
valuations, especially for the more complex instruments. 
In order to enable asset managers and banks alike to review 
their current set-up, put in place reporting processes and 
implement robust approaches to pricing complex derivatives, 
the new derivatives valuation requirements will be outlined 
and possible approaches to rising to this challenge will 
be assessed.

EMIR rules

EMIR — What is it?
The European Market Infrastructure Regulation (EMIR) is an EU 
regulation covering OTC derivatives. It concerns all derivatives 
counterparties — financial companies (FC) and non-financial 
companies (NFC) — central clearing counterparties (CCPs) and 
trade repositories (TRs). EMIR stipulates in-depth reporting, 
clearing obligations for standard derivatives, and, for non-
cleared transactions, valuation, collateral, price reconciliation 
and dispute resolution.

EMIR — will it affect you?
EMIR affects all buy and sell-side firms involved in OTC 
derivatives trades, defined as any bilateral transaction 
between two parties. Geographically, EMIR applies to any 
entity established in the EU that has entered into a derivatives 
contract, and applies indirectly to non-EU counterparties 
trading with EU parties.

EMIR identifies 3 main categories of counterparty to a 
derivatives contract:

 › Financial counterparties (FC)

 ›Non-financial counterparties (NFC+) with nominal exposure 
above various thresholds

 ›Non-financial counterparties (NFC-) with nominal exposure 
below those thresholds

FCs like banks, asset managers, insurers, investment firms, 
funds and hedge funds, all buy-side and sell-side and NFC 
counterparties in an OTC derivatives transaction fall into 
the scope of EMIR.

EMIR RULE 1: ALL DERIVATIVES 
COUNTERPARTIES NEED TO COMPLY 
WITH EMIR’S REPORTING DUTIES.
Only FC and NFC+ have to comply with additional EMIR 
obligations. Consequently all derivatives counterparties 
will have to reassess the entire chain of post-trade 
activities. Non-financial counterparties with small notional 
positions (NFC-), pension scheme (until 2015 extendable 
to 2018) or intragroup OTC transactions will be 
exempted from clearing.
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EMIR checklist

Under EMIR, derivatives counterparties will need to completely 
review their derivatives investments process. They will need 
to map derivatives in all portfolios, review legal documentation 
with counterparties, conduct daily valuations in the reporting 
to the trade repository (TR), identify trades eligible for central 
clearing versus those outside of the scope, ensure sufficient 
levels of collateral available, and perform margin calls.

1. Derivatives Identification
Firms must go through their portfolio to determine the 
complete list of derivatives:

 › ones listed on an exchange

 ›OTCs to be centrally cleared

 ›OTCs to be traded bilaterally

All derivative contracts deemed ‘clearing eligible’ by the 
European Securities and Markets Authority (ESMA) will need 
to be centrally cleared by a CCP in 2014. Because central 
clearing necessitates a level of standardisation, this process 
initially focused on the more vanilla products (such as CDS 
or vanilla Interest Rate Swaps) before moving onto the more 
complex end of the spectrum. However, while regulators 
would like to see as many instruments as possible cleared 
via CCPs, there will always be a portion of the derivatives 
market that will remain too bespoke and non-clearable.

2. Derivatives Confirmation: Timing
In order to mitigate risk, all uncleared OTC trades require 
confirmation within a short period of time: Maximum t+7, 
depending on the counterparty and on the derivative type. 
This maximum confirmation period will decrease in the run 
up to August 2014, as illustrated below:

Derivative 
type

Phasing Final 
Confirmation 
deadline

Credit and 
Interest rate

T+2 until February 2014 T+1

All others T+3 until 
August 2013

T+2 until 
August 2014

T+1

 
Derivative 
type

Phasing until 
August 2013

Phasing until 
August 2014

Final 
Confirmation 
deadline 
(end of X 
business day)

Credit and 
Interest rate

T+5 T+3 T+2

All others T+7 T+4 T+2

Source : UK Financial Conduct Authority (FCA)

3. Reporting to Trade Repositories
Under EMIR, both exchange-traded and OTC-traded derivatives 
must be reported to TR. Regulators then use the reported 
data to identify any excessive concentrations and potential 
threats to systemic risk. For all counterparties, the information 
to be reported to the TR includes:

 › the parties to the contract (or the beneficiary)

 › type of contract

 ›maturity

 › notional value

 ›price

 › settlement date

Only FC and NFC+ are required to report exposures  
(max. 6 months after 1st reporting), including:

 ›Mark-to-market or mark-to-model valuations

 ›Collateral value
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4. Daily Valuation
While non-vanilla derivative contracts will remain outside the 
scope of central clearing, FC and NFC+ will need to comply 
with new credit risk mitigation techniques which require 
daily valuation of derivatives. When the market is inactive, 
mark-to-market or mark-to-model valuations can produce 
a range of fair value estimates, which means the probabilities 
of the various estimates cannot be properly assessed.

5. Clearing
FC and NFC+ are required to clear standard derivatives 
contracts through CCPs. The European Securities and Markets 
Authority (ESMA) will determine the list of standard OTC 
contracts subject to a mandatory clearing obligation.

6. Collateral
For contracts not cleared through a CCP, EMIR imposes 
margin and bilateral collateral standards. FC and NFC+ which 
are engaged in derivatives activity must therefore be prepared 
to meet the collateral requirements, ensure sufficient levels 
of collateral are available, and perform margin calls.

7. Reporting Disputes
All derivatives counterparties are required to agree on 
procedures to identify, monitor and resolve disputes over 
an OTC contract’s valuation in a timely manner.

FC must report disputes relating to the valuation or to the 
collateral exchange amount of an OTC contract if the amount 
or value is greater than €15m and outstanding for at least 
15 business days.

8. Portfolio Reconciliation
FC and NFCs must have formalized, robust and auditable 
processes to reconcile portfolios.

Prior to entering into an OTC contract, FC and NFC must 
agree with their counterparty on the terms and conditions 
on which portfolios will be reconciled.

They need to agree on a detailed procedure for:

 › the identification, recording and monitoring of disputes 
relating to the recognition or valuation of the contract 
and exchange of collateral

 › the resolution of disputes in a timely manner, with a 
specific process for disputes outstanding for more than 
five business days

FC and NFC+

500 or more OTC derivatives contracts outstanding: daily

51-499 OTC derivative contracts outstanding: weekly

50 or less OTC derivative contracts outstanding: quarterly

NFC-

More than 100 OTC derivative contracts outstanding: 
quarterly

100 or less OTC derivative contracts outstanding: annually 

9. Compression
All counterparties, FC and NFCs, with 500 or more non-
cleared OTC derivative contracts outstanding with a single 
counterparty are required to analyse the possibility of 
portfolio compression to reduce counterparty risk at least 
twice a year and they must be able to explain if they have 
concluded it is not appropriate.
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EMIR timeline 

EMIR has been in place since August 2012. It has been enforced 
in stages in 2013 and its implementation is expected to be 
completed in 2015. For buy-side firms that fall under these 
regulations, the time to act is — now.

Since March 2013, EMIR requires confirmation of legal 
and contractual terms of OTC derivative trades to be 
agreed between counterparties and confirmed within 
specified timelines.

NFCs that enter into positions in OTC derivatives contracts 
that exceed the clearing thresholds specified by ESMA must 
notify their regulatory authority of that threshold breach.

Since 15 September 2013, all counterparties have also been 
required to apply the following risk management techniques 
to OTC derivatives that are not cleared through a CCP:

Portfolio reconciliation − counterparties must agree on 
arrangements for portfolio reconciliation before trading 
OTC contracts.

Dispute resolution — processes and procedures must be in 
place for the recording, monitoring and resolution of disputes. 
Disputes valued at over 15 million euros, and outstanding 
for 15 business days or more, must be reported.

Portfolio compression — Counterparties with over 500 
non-cleared contracts, with a single counterparty, must 
analyze the possibility of reducing counterparty risk through 
portfolio compression. This analysis should be undertaken 
at least twice per year.

Next Steps
 ›Reporting to Trade Repository (TR) requirements: 
beginning of 2014. The reporting start date for asset classes 
where there is a registered TR will begin 5 working days 
plus 90 calendar days after a TR has been registered for 
these asset classes. ESMA is responsible for registering TRs. 
Its earliest estimate for TR registration decisions to be 
made is currently 7th November 2013. If a registration 
decision is made on this date, reporting will begin 
on 12th February 2014.

 › First clearing obligations: second half of 2014 subject 
to CCP authorization by local authorities

 ›Margin for non-cleared trades: 2015 to 2019

The requirement for exchange variation margin, between 
covered entities, will apply to non-centrally cleared contracts 
entered into after 1 December 2015. The requirement to 
exchange two-way initial margin, on non-centrally cleared 
contracts, will be phased in between December 2015 
and December 2019.

EMIR TIMELINE FOR DERIVATIVES (LISTED, VANILLA TO CLEAR, NON-CLEARABLE)

Confirmation and valuation

Portfolio reconciliation, compression and dispute resolution

TR reporting

Collateral exchange

CoMPLEX
Not to be  
cleared  
derivatives

VAnILLA
To be cleared  
derivatives

LIsTED
derivatives

Margin calls through CCP

TR reporting

15/3/2013 15/9/2013 12/2/2014 2nd half 2014 2015

TR reporting

Source: AMF

12/8/2014 

TRADE VALUATION AND COLLATERAL IN TR

Margin calls already in place with exchange markets
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The deep impact of EMIR  
on derivatives valuations

Derivatives position transparency and counterparty risk 
mitigation are the two major changes that EMIR is inflicting 
on the derivatives business. More reporting is required 
for all trades including daily valuation on one side, and 
collateralization through margin calls on exchanges or CCPs 
and collateral exchange on uncleared trades on the other 
side. For both, the trade’s valuation is key.

Valuation Robustness
In exchange markets, the prices quoted by the exchange are 
usually simple and liquid. Valuations given by the exchange 
market are based on trade prices. For options, when the 
exchange trade volume is low, (for example in the case of an 
out-of-the-money equity option), the price is then estimated 
by the exchange using a market standard pricing model 
and a simple interpolation model from the liquid data.

With CCPs, quoting vanilla trades might be less simple then 
it may seem. The ESMA classification of OTC derivatives and 
their hypothetical suitability for the clearing obligation is 
based on specific criteria:

 ›Volume and liquidity

 › Level of standardisation

 ›Availability of data

But even for a CDS whose terms and characteristics are 
relatively standardised, the valuation of a CDS trade on a 
single name corporate entity with low trade volumes may not 
be unique. What if settlement prices are different from one 
CCP to another? Consequently, derivatives investors may 
wish to have an independent check of the margin calls faced.

Trading of non-cleared OTC derivatives will compel 
institutions to put in place a robust valuation process that is 
suited to the complexity and the transparency requirements 
of the instruments in question. The daily value must be based 
on mark- to-market price, or where there is no mark-to-market 
available, there must be a validated and reliable mark-to-model 
price instead.

In addition to the call for more regular, reliable and verifiable 
valuations, EMIR also introduces a procedure to be followed 
in the event of a significant difference in valuation between 
two counterparties. If the valuations are substantially 
different, EMIR imposes a process for both counterparties 
to reconcile the difference within five days.

Keeping Up With Derivatives Best Practice
Sell side firms are typically more familiar with the advanced 
pricing methodologies and associated technology due to 
having a greater experience of derivatives trading over the 
last two decades as well as a larger IT budget. For the buy-
side, there is a certain amount of catching up to do. In order 
to ensure the robust pricing approach required by regulators, 
asset managers will have to draw on alternative pricing 
sources to challenge their counterparties: in-house or 
independent third party valuations.

Most institutional investors have developed internal valuation 
resources for simple OTC derivatives, CDS, vanilla IRS or plain 
vanilla options, as these still represent the vast majority of the 
traded exposure and the characteristics of these instruments 
are relatively standard. Similarly, their valuation models are 
rather straightforward to implement and market data can be 
easily obtained from data providers. Finally, these products 
are centrally cleared by CCPs.

It is the more complex derivatives which will not be 
cleared through CCPs that pose four technical issues:
1. OTC Pricing Models Library: The modelling challenge 

created by these complex instruments requires an 
experienced quantitative team. In addition, time needs  
to be dedicated to keeping up to date with the latest 
developments in market standards for derivatives 
pricing. This is necessary to develop and update the 
modelling library and to document and validate 
the modelling choices.

2. Technology Infrastructure: Technology investments need 
to be made. Once the expenditure has been incurred, 
the systems then need to be integrated into the trade 
workflow in order to achieve a high degree of automation, 
auditability and scalability throughout the OTC derivatives 
valuation chain.

3. Market Database: The data challenge is to assess the 
relevance, validity and availability or the engineering 
of the data necessary for the valuation of vanilla or less 
standardised derivatives.

4. Reconciliation Process: This process demands a 
dedicated and technically skilled team to investigate the 
differences in valuations supplied by each counterparty 
within a short time.

These four issues represent a real challenge for the buy-side 
and external providers will often be the most effective 
solution for firms looking to keep overheads low 
and operations lean.
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CONS:

 ›Expertise externalisation

CONS:

 ›Scarce or non-observable data such as 
correlations, volatility surfaces or exotic 
currency prices can be complicated 
to obtain

 ›High overheads, difficulty dealing 
with increases in trading volumes

PROS:

 ›Experienced quantitative team dedicated 
to dispute resolution, ready to challenge the 
counterparty’s pricing methodologies and 
market data

 › Scalability, to fit both the portfolio size 
and the number of dispute resolutions 
to perform

PROS:

 › Internal pricing and risk expertise  
can be useful in structured  
portfolio management

Requires a service with:

 ›Transparency – no black box

 ›Complete data disclosure

 ›Comprehensive technical documentation

 ›Broad asset class coverage

 ›Effective dispute resolution processes

Requires people for:

 ›Modeling expertise

 ›Data management

 › IT support

 ›Quantitative team to handle 
dispute resolution

TWO APPROACHES TO THE VALUATION OF DERIVATIVES

IN-HOUSE THIRD PARTY
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Conclusion: derivatives regulation —  
time is of the essence

Regulatory provision for OTC derivatives and their pricing is 
not new, but the regulatory impact is now reaching a critical 
point. With multi-asset class trading now the norm, derivatives 
regulation is affecting more firms than ever. This is particularly 
true in Europe, which is adding layers of provisions and 
requirements at both the European and national levels. 
While EU legislation seems to be taking the lead, the impact 
is already felt globally, especially by asset managers. 
Converging regulations are pushing institutional investors to 
value their assets, in particular OTC derivatives, independently 
from their counterparties and in a more sophisticated and 
frequent fashion. The question that derivatives investors 
must ask themselves is whether they are adequately prepared 
to meet this challenge: With new requirements gradually 
being enforced, time is short. It is vital that firms act now.

If EMIR impacts your business, you may wish to find out 
more about the following SunGard solutions:

Solutions for Trading, Reconciliations, Reporting 
and Valuations
Independent Derivatives Valuation
SunGard’s FastVal can help you meet the daily OTC portfolio 
valuation requirements. It is a product that has existed for 
more than 12 years and has continued to add new models 
and methodologies in this time. It is available on a Software 
as a Service (SaaS) basis so that users only pay for what they 
use rather than face fixed costs, thereby making it suitable 
for the unfolding regulatory requirements of EMIR. FastVal 
is available as an ASP so that no installation is required and 
the valuations reports specific to EMIR can be produced by 
the FastVal team. Find out more at www.sungard.com/fastval

Planning and Implementation
SunGard’s Global Services team of expert consultants 
possess market and industry knowledge and can draw on 
the experience of regulatory implementation to help your 
firm prepare and follow a detailed roadmap of the 
various differing local and global rules and their technical 
implications. SunGard’s information network, industry 
expertise structured implementation framework help 
bring about efficient and fast compliance. Find out more 
at www.sungard.com/consultingservices

Reconciliations
SunGard’s IntelliMatch Operational Control provides financial 
institutions with a comprehensive reconciliation solution 
for data collection, rules processing, automated matching, 
exception management and reporting, helping them manage 
derivatives market change. The suite of solutions enables firms 
to ensure connectivity to a fast-changing market infrastructure, 
increase efficiency for lower operational costs, and reduce 
risk to manage regulation and market volatility. Find out more 
at www.sungard.com/intellimatch

Reporting
SunGard’s Asset Arena can help you meet the EMIR reporting 
requirements. Asset Arena 360 (a front-and middle office 
investment management system) offers investment infrastructure 
for order management, investment compliance, trade 
processing, risk management and capabilities for regulatory 
reporting such as EMIR, UCITS and AIFMD. Additional templates 
are being developed according to customers’ requirements. 
Find out more at www.sungard.com/assetarena360

Trading
SunGard’s Front Arena is an OTC derivatives trading and 
clearing platform which helps enable electronic market 
making in swaps and derivatives and also provides bilateral 
clearing capability. With direct connections for electronic swap 
and derivatives transactions and effective workflows for both 
bilateral and central clearing, Front Arena supports efficient 
and compliant OTC derivatives trading and clearing.  
Find out more at www.sungard.com/frontarena

Accounting
SunGard’s InvestOne is a comprehensive investment 
accounting platform which processes a variety of funds 
and portfolios. The system has a comprehensive asset range 
and caters for a variety of derivatives and swaps. The latest 
version of the application now supports both OTC and 
cleared swaps with automatic calculation of variation 
margin and interest receipts / payments for reconciliation 
with the clearing houses. The various features have been 
built to support both Dodd Frank and EMIR regulations  
for our global customer base. Find out more at  
www.sungard.com/assetarenainvestone
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