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Abstract  

Now that the worst of the financial storm is over, regulators are setting new strategies to 

deal with the systemic importance of the ú427 trillion ($604 trillion) over-the-counter 

(OTC) derivatives market. This paper explores the three major sources of disruptive effects 

in OTC derivatives: liquidity, counterparty risk and legal uncertainty. These risks affect the 

value chain of a typical derivative transaction and weaken the economic and legal rationale 

behind their widespread use. On the policy side, commitments have been made at G-20 level 

to draft uniform rules on a global scale ñto build a safer financial systemò. This paper finds, 

however, that in practice, the EU and US proposals lay out divergent roads to meet common 

objectives and the author warns that such divergences may encourage regulatory and 

supervisory arbitrage. Policy options currently under discussion may need further revision. 

For instance, access to network clearing infrastructures, such as CCPs, can only be made 

available to a restricted group of eligible derivative products. Mechanisms of adverse 

selection and moral hazard, then, may at any time affect the efficient functioning of these 

crucial infrastructures for financial markets. 
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Shaping Reforms and Bu siness Models  
for the OTC Derivatives Market  

Quo v adis?  

ECMI Research Report No. 5/ April  2010  

Diego Valiante *  

1. Introduction 

Riding the wave of public sentiment and acknowledging the need to overhaul financial markets, 

regulators on both sides of the Atlantic are drafting new rules for derivatives, which are 

financial instruments whose value (price of the contract) is derived from the value of an 

underlying asset (e.g. equity, bond or commodity) or market variable (e.g. interest rate, credit 

risk, exchange rate or stock index).
1
 They are typically traded over-the-counter (OTC), i.e. 

directly between two parties without going through an organised exchange or other 

intermediary. To date, the market has largely been unregulated,
2
 like other innovative areas of 

financial markets, although some market players have been recently affected by regulation and 

market initiatives through capital requirements and stronger market discipline.
3
 As a result of 

increased systemic risks
4
 and financial instability attributed to counterpartiesô risks of failure 

(and so-called ócascade effectsô), however, forthcoming regulation aims to shape a new trading 

and post-trading landscape for the OTC derivatives market and related business models adopted 

by firms.  

However, despite some specific issues (e.g. uncertainty over real uncollateralised exposures to 

OTC derivatives after the collapse of Lehman Brothers), the trading and post-trading 

infrastructure of the OTC derivatives market showed strong resilience in dealing with big 

counterpartiesô failures during the financial turmoil. It processed trillions of trades with minor 

repercussions for the safety of the global financial system, even though state intervention was 

needed for some pivotal financial institutions, due to their inability to face soaring counterparty 

risks as a result of the financial crisis (e.g. AIG). Current proposals at EU and US level are 

strenuously trying to push derivatives óon-the-counterô, questioning the future prospects for 

trade execution and clearing and settlement platforms. On the one hand, there is strong pressure 

                                                      

*
 Diego Valiante (PhD) is researcher at the European Capital Markets Institute and the Centre for 

European Policy Studies. Comments from Cinzia Alcidi, Piero Cinquegrana, Godfried De Vidts, Toni 

Freeman, Christian Held, Karel Lannoo, Barbara Matthews, Richard Metcalfe, Donald Ricketts and 

Ingrid Vogel are gratefully acknowledged. 
1
 See European Commission, ñDerivatives Marketsò, FAQs (available at 

http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/09/314&format=HTML&aged=0&lang

uage=EN&guiLanguage=en). 
2
 US Treasury Department (2009, p. 47). 

3
 In particular, some players ï such as banks ï fall under Basel II agreements, which impose a large set of 

rules concerning capital requirements, supervision and market discipline. 
4
 An activity or financial institution may involve relevant risks for its ósystemicô size, degree of leverage 

and level of interconnection in the global financial system. In effect, failures to capture systemic risks can 

be caused by methodologies that do not take into account their role in financial systems, network 

externalities and the effect of pro-cyclical behaviour fuelled by periods in which the measured risk is 

particularly low. See Goodhart et al. (2008, Foreword); FSA (2009, p. 23).  

http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/09/314&format=HTML&aged=0&language=EN&guiLanguage=en
http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/09/314&format=HTML&aged=0&language=EN&guiLanguage=en


2 | DIEGO VALIANTE  

for standardisation and data reporting, and on the other, there is an underlying trade-off with 

customisation and liquidity, which can be a source of instability in the long run. 

This paper is divided into four parts. 

The first part (sections 2-4) explores three major aspects of the OTC derivatives market: 1) the 

economic reasons behind the use of derivatives, 2) the systemic importance of this market with 

a detailed analysis of the level of risk concentration and its impact and 3) the legal and 

economic reasons behind the rapid and huge growth of this financial market.  

The second part (sections 5-6) deals with the micro aspects of the derivatives market: 1) the 

nature of the transactions and legal and economic risks involved, 2) the value chain with a focus 

on the financial infrastructure behind derivative transactions and 3) issues currently under 

debate such as standardisation, the risks and benefits of CCPs and competitive data repositories.  

In the third part (section 7), we analyse the general impact of the recent financial crisis on the 

market for OTC derivatives, highlighting the major sources of concerns.  

In the final part (sections 8-9), we describe the new legislative proposals under debate in the EU 

and the US and assess the future prospects of this market. On that basis, we then draw some 

policy conclusions.  

2. Setting the scene 

The origins of derivative financial instruments date back to ancient times.
5
 Over-the-counter 

derivatives are usually bilateral, privately negotiated contracts that can be settled in cash or 

physically (Culp, 2009, p. 5). Therefore, they are customised and off-exchange, in order to meet 

specific needs of the involved counterparties (ECB, 2009). By some they might be seen as a 

óbetô. However, investing in a safe German Bund is also equivalent to betting on the low 

probability of a surge in the rate of inflation. ñIt is a bet on a betò, typically used to hedge 

another position in the market. 

OTC derivatives can be classified into four categories: futures (and forwards), options, swaps 

and exotic instruments.
6
 Transactions are generally ócustomisedô, i.e. tailored to a firmôs 

idiosyncratic risks.   

A derivatives transaction may be set up for any one of four different reasons: hedging, funding, 

speculation and arbitrage. 

Firstly, firms or financial institutions seek hedged positions in case they cannot directly bear 

that risk. An example is the protection, through currency options, against currency risk of a 

relevant investment in a foreign country and currency. Hence, the protection buyer transfers the 

economic risk related to a market variable (e.g. a possible surge in the price of oil or a currency 

trend) to other firms or financial institutions willing and effectively prepared to bear the risk 

(protection seller). In this way, the risk will not be eliminated but simply transferred to other 

firms that are better equipped to handle it. The possibility to transfer economic risk is linked to 

the presence of a resilient and safe market infrastructure, where players provide sufficient 

collateral and countercyclical requirements against the potential default of the counterparty. The 

use of derivatives in the regular activities of many financial and non-financial institutions has 

                                                      

5
 See Swan (2000) for a 4,000 year history of derivatives, dating back to the ancient Middle East. 

6
 Recently, the Committee of European Securities Regulators (CESR) has drawn up a classification of 

these instruments as: options, warrants, futures, contracts for difference and total return swaps, 

spreadbets, swaps, credit default swaps and complex derivatives. See, in general, CESR (2009). 
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also been widespread during the recent financial crisis, as they are essential tools allowing 

investors to hedge against a worldwide market.  

Secondly, derivatives can be a tool to redistribute funding between financial institutions or 

within non-financial institutions in a way that best suits the companyôs financial needs. For 

instance, a financial institution issues coupon bonds and decides to rearrange the payments of 

these periodic coupons with a specific trajectory in order to avoid risks or simply to redistribute 

risks in a certain way.  

Thirdly, derivatives may be also used to speculate on a specific market variable or company 

trend. As stated by Grossman & Stiglitz (1980), ñprices reflect the information of informed 

individuals (arbitrageurs) but only partially, so that those who expend resources to obtain 

information do receive compensationò. Speculative use of derivatives thus includes institutions 

or traders who invest in information in order to get higher returns from the market. Their trading 

activity increases the liquidity in the market and ï if the information proves to be wrong ï 

speculation may potentially favour ónoise tradingô,
7
 which can only affect prices for a short 

time.
8
 In effect, trading against fundamentals is costly, even though it is possible and in the 

short-run it can be even successful (De Long et al., 1990)! In the end, noise trading helps to 

create uncertainty on prices, but, at the same time, this leads more uninformed traders to search 

for information (as they will be compensated), pushing liquidity in the market and improving 

price discovery (the óequilibrium of disequilibriumô). Without speculation (or better called 

óinformed tradingô), there would be no counterparties for hedgers. Speculation or informed 

trading is frequently confused with the intent to manipulate market prices, as the border between 

investing to obtain and use outside and visible information has, from a regulatory point of view, 

a óthinô border with illegal actions intended to obtain inside and sensible information. Therefore, 

attention should be drawn to the way in which information circulates and how fast it changes in 

ways that can generate advantages for few participants. Regulators and policy-makers should be 

less concerned with the particular use of a product or technique as such. 

Last but not least, using derivatives as a tool for arbitrage facilitates the mechanism of price 

formation, aligning in a short interval of time bid/ask spreads. Arbitrageurs operate with a short 

horizon and are reasonably risk-averse. They aim at making profits without taking relevant 

risks. Their role is limited to making price formation more efficient, while their systemic impact 

is not relevant. Frequently, their behaviour can be seen as a response to noise trading rather than 

as trading on fundamentals (De Long et al., 1990). The joint action of arbitrageurs and 

speculators supports markets in reaching their óabsorptive capacityô (critical level of liquidity).
9
 

Derivatives instruments and their multiple uses may facilitate efficient market functioning and 

the revelation of critical information.
10

 In effect, CDS (credit default swap) spreads are widely 

used as a tool for risk management in order to price the credit risk of a specific counterparty.  

3. Size and shape of the OTC derivatives market  

In the last decade, the OTC derivatives market evolved into the biggest global market, in size 

and interconnection between financial institutions. This market showed an impressive rate of 

                                                      

7
 Uninformed investors buying and selling financial securities at irrational prices, thus creating noise 

(strange movements) in the price of securities. 
8
 Friedman (1953, p. 175 in De Long et al. [1990]) wrote: ñthat é speculation is é destabilizing é is 

largely equivalent to saying that speculators lose money, since speculation can be destabilizing in general 

only if speculators on é average sell é low é and buy é highò. 
9
 See, in general, Pagano (1989, pp. 255-274). 

10
 See, in general, Duffie & Rahi (1995). 
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growth in the last decade, reaching its peak in mid-2008 with more than ú433 trillion  ($680 

trillion) of gross notional value
11

 for outstanding contracts. In effect, the over-the-counter 

derivatives market grew between June 2001 and June 2008 by circa 535% at the annual 

weighted average rate of 33.68% (in $).  

Figure 1. Notional value outstanding OTC contracts (ú billion) 

Source: BIS (2009) and ISDA. 

However, the notional value dropped by 20% to around ú393 trillion (around $600 trillion) in 

the second half of 2008, as an immediate result of the financial crisis and the reduced activity of 

financial institutions. The downward trend did not last long, however, and in the first half of 

2009 the market started to grow again by 10% to ú427 trillion ($604 trillion), confirming its 

systemic importance. In effect, the market has recently demonstrated its impressive ability to 

return to the same level it had reached at the end of 2007. 

The costs of replacement of these contracts (i.e. gross market value) have showed a different 

trend, though. From June to December 2008, it soared by 58.3% to ú23 trillion ($32 trillion), as 

consequence of the increased risk due to the financial crisis (risks of adverse selection after 

Lehmanôs default) and the consequent impact on liquidity and market value (see figure above). 

This acceleration shows the risk of high-volatility of the market value in derivatives (as a 

óleverage effectô), due to moves in the underlying markets. By contrast, in the first half of 2009, 

the gross market value dramatically bounced back by 21%, due to the recovery of the 

underlying markets and the improved global economic outlook. 

                                                      

11
 The notional value (or simply ónotionalô) consists of the face value of the OTC derivatives contracts, 

while the gross market value is the cost of replacing the contracts at current market prices. The latter is 

calculated by subtracting the market value and redundancies of the OTC contracts to the notional; see BIS 

(2009). In addition, ógross market valueô figures do not include netted value of positive and negative cost 

for replacement of contracts with the same counterparty.  



SHAPING REFORMS AND BUSINESS MODELS FOR THE OTC DERIVATIVES MARKET | 5 

Despite the fact that derivatives typically have a very large notional amount, the real market 

value of their exposure is much lower and, in some cases, it has much less systemic impact than 

expected. For instance, in the credit default swaps (CDSs) market, the bankruptcy of Lehman 

Brothers Holdings Inc. implied actual net fund transfers from protection sellers to protection 

buyers of only $5.2 billion (notional $72 billion) ï a much smaller sum than the huge losses 

posted when Lehman collapsed in September 2008 ï and $500 billion in market participantsô 

exposure from Lehman Brothers on CDSs was successfully closed out.
12

 Nevertheless, the rapid 

growth of credit and equity-linked derivatives ï in the last five years ï may plausibly reflect the 

need for improved market-based mechanisms of signalling risk and risk protection against more 

complex credit exposures (e.g. the use of credit default swaps) and for instruments less volatile 

than equities markets (e.g. equity-linked derivatives). 

Figure 2. OTC derivatives by products (June 2009) 

Foreign exchange 
contracts

8.02%

Interest rate contracts
71.87%

Equity-linked contracts
1.09%

Commodity contracts
1.23%

Credit default swaps
5.93%

Unallocated
11.88%

Source: BIS (2009). 

Statistics from the Bank for International Settlements (BIS) show that in the first half of 2009 ï 

the worst period of the recent financial crisis ï the use of interest rate derivatives increased 

significantly (protection to external factors), while the use of CDSs decreased by circa 14%
13

 

(around $36 trillion
14

 or ú25.5 trillion). This market did not drastically shrink, as centralisation 

of CDS clearing was gradually replacing the current infrastructure. In addition, the International 

Swaps and Derivatives Association (ISDA) estimated that the total market value of the circa 

ú425 trillion ($600 trillion) in gross notional outstanding OTC derivatives is around $4 trillion, 

after netting and eliminating redundancies.
15

 BIS statistics confirm as well that the gross credit 

                                                      

12
 See press releases of the Depository Trust in Clearing Corporation (DTCC), 22 October 2008 

(http://www.dtcc.com/news/newsletters/dtcc/2008/oct/lehman_credit_event.php) and 30 October 2008 

(http://www.dtcc.com/news/press/releases/2008/dtcc_closes_lehman_cds.php).  
13

 The increasing use of complementary services, such as portfolio compression services, may have given 

relevant support to reduce the notional value (see Duffie et al., 2010). 
14

 In February 2009, the DTCC reported that the gross notional value of outstanding CDS contracts in its 

data warehouse (collecting circa 90% of all CDS trades) was $25.5 trillion; see DTCC 

(http://www.dtcc.com/products/derivserv/data_table_i.php).  
15

 These estimates were published by IOSCO in its last report on unregulated financial markets; see 

IOSCO (2009). ISDA also releases data on derivatives on a semi-annual basis (see 

http://www.isda.org/statistics/pdf/ISDA-Market-Survey-historical-data.pdf). 

http://www.dtcc.com/news/newsletters/dtcc/2008/oct/lehman_credit_event.php
http://www.dtcc.com/news/press/releases/2008/dtcc_closes_lehman_cds.php
http://www.dtcc.com/products/derivserv/data_table_i.php
http://www.isda.org/statistics/pdf/ISDA-Market-Survey-historical-data.pdf
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exposure,
16

 by the end of June 2009, was around $4 trillion ($3.7 trillion), excluding CDSs 

traded outside the United States. 

Concerning the market share of financial institutions and the overall concentration rate, US 

insured commercial banks and financial holdings, which represent almost one-half of the total 

global market for OTC derivatives, slightly increased the total volume of transactions in the first 

half of 2009 (also with more netting activities).
17

 Almost all OTC derivatives transactions in the 

US are subscribed by five financial services holdings (and commercial banks).
18

 This aspect 

does not necessarily imply action from the competition policy side, since it needs deeper 

analysis and a breakdown of data by products. However, the table below provides a valuable 

overall picture of the OTC derivatives markets for its potential implications in terms of financial 

stability. 

Table 1. Overview of the OTC derivatives market (US, EU and global) 

 

Financial institutions 

 

Shares of global OTC 

derivatives market 

(31 Dec 2008; ú mil) 

Shares of global OTC 

derivatives market 

(30 June 2009; ú mil) ȹ 

US 

JPMorgan Chase Notional ú61,049,613 14.35% ú54,058,888 12.64% -11.45% 

Bank of America Corp. Notional ú26,396,816 6.21% ú50,234,425 11.74% +90.3% 

Goldman Sachs Group Inc.
a
 Notional ú21,366,658 5.02% ú32,472,198 7.59% +51.98% 

Morgan Stanley Notional ú40,777,669 
c
 9.44% ú27,188,353 6.36% -33.33% 

Citigroup Inc.  Notional ú21,740,817 5.11% ú21,893,652 5.12% +0.7% 

 Top 5 institutions Notional ú171,331,574 40.13% ú185,847,515 43.44% +8.47% 

 Tot. US OTC derivatives Notional ú179,886,265 42.14% ú194,419,086 45.45% +8.08% 

EU 

Deutsche Bank Group 

Notional 

Gross 

ú49,189,619 

(notional) 11.56% 
ú1,500,211 

(gross) 8.36% -37.42%
 c
 

Barclays Group Notional ú36,917,079 8.68% ú37,059,196
 d
 8.66% +0.39% 

RBS Group Gross ú1,958,768
 d
 8.04% ú1,220,081

 d
 6.8% -37.71% 

UBS Notional ú31,096,296 7.31% ú29,820,875
 d
 6.97% -4.1% 

Credit Suisse Notional ú25,957,778 6.10% ú28,882,280 6.75% +11.07% 

HSBC Group Gross ú979,359
 d
 4.02% ú679,719

 d
 3.79% -30.6% 

BNP Paribas Group Notional ú22,536,650 5.30% n/a - - 

 Top 6 EU institutions - - 51.02% - 41.33% - 

Tot. top US-EU institutions
b
 - - 91.15% - 84.77% - 

Tot. global OTC derivatives
b
 Gross ú24,350,752 100% ú17,951,003 100% - 

Tot. global OTC derivatives
b
 Notional ú425,352,376 100% ú427,778,185 100% - 

a By the end of 2008, Goldman Sachsô data include only the bank division, not the whole Group. By June 2009, data include the 
whole Groupôs exposure to OTC derivatives. Morgan Stanley was not included in the OCC report, as they did not disclose their 

exposure at the end of 2008. 
b The percentage per institution is a result of the comparison between the values at the date of 31 Dec 2008 for the holding company 

with the notional and gross amount at 31 Dec 2008, as calculated by BIS in May 2009. We did not use the data updated to 

November 2009, as also the single exposure should be updated to November 2009 for the positions held at the end of 2008.  
c Authorôs estimation based on the fair value of OTC derivatives contracts. 

                                                      

16
 Gross credit exposure can be defined as the ñgross value of contracts that have a positive market value 

after taking account of legally enforceable bilateral netting agreementsò (see Cecchetti et al., 2009, p. 57). 
17

 See Office of the Comptroller of the Currency (OCC) ï Administrator of National Banks, ñOCCôs 

Quarterly Report on Bank Trading and Derivatives Activities ï Second Quarter 2009ò (available at 

http://www.occ.treas.gov/ftp/release/2009-114a.pdf).  
18

 See ibid. and Fitch Ratings (2009). 

http://www.occ.treas.gov/ftp/release/2009-114a.pdf
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d Authorôs estimation of the OTC part from available data. Looking at past data, for RBS and HSBC, we assume that the OTC 

derivatives exposure is the 95% of the total exposure. 

Sources: OCC (2009), BIS (2009) and authorôs own estimations. 

As shown in Table 1, the market for OTC derivatives is still highly concentrated and far bigger 

than the exchange-traded side of the market,
19

 with relevant implications in terms of systemic 

risk and financial stability (see below). The concentration of the US OTC derivatives market is 

still increasing, due to the completion of winding up and acquisitions of relevant financial 

institutions (such as Lehman Brothers, Bear Stearns and Merrill Lynch). In the EU, conversely, 

the fragmentation of derivatives exposures is increasing, and big players, such as Deutsche 

Bank, HSBC and RBS, are drastically reducing their positions in OTC derivatives in their 

attempts to deal with the huge losses they have suffered and state intervention through 

refocusing their activities around their core retail business. 

4. Legal and economic views of growth and concentration 

The growth per category has been steady and in line with the background trend (see Figure 2). 

For instance, CDSs have increased at a slightly faster pace in the last four years, but at a lower 

level than that perceived by the public opinion. This implies that the distribution of derivatives 

transactions between the different instruments has remained constant and there is no evidence 

that a particular use of derivatives (such as speculation) has increased in comparison to other 

uses (such as hedging). Legal and economic explanations can be identified as the rationale 

behind the growth and concentration of the OTC derivatives market.
20

 

On the one hand, a legal explanation for the growth of derivatives, arduously defended by Prof. 

Lyn Stout (2009), is the gradual dismantling of the common law rule known as órule against 

differenceô, which states that the use of derivatives is legal only if parties hold the underlying 

asset. The Financial Services Act of 1986 in the UK and the Commodity Futures Modernization 

Act of 2000 in the US repealed this binding rule declaring all financial derivatives legally 

enforceable, boosting the uncontrolled growth of the derivatives market (Stout, 2009). This 

explanation does not seem well-founded as arbitrage between the UK and US markets due to 

this legal discrepancy in such a long time frame (1986-2000) did not occur. Instead, those legal 

acts assured legal certainty and enforceability of contracts to the market, helping parties to 

hedge against counterparty risk and to provide efficient information to the market through 

óinformed tradingô (information revelation). For instance, the most liquid CDS spreads ï usually 

on 5-year CDSs ï are commonly known as efficient risk management tools. In effect, they are 

widely used to evaluate and price credit risk, especially in the banking sector. Derivatives 

transactions executed without holding the underlying assets are crucial to guaranteeing the 

liquidity of these products and to disseminate material information in the market through the 

impact on spreads of naked óinformedô transactions. 

On the other hand, current capital requirements allowed many financial institutions to 

purposefully accumulate huge positions on some derivatives instruments as a way to reduce 

their overall regulatory capital (through the extensive use of VaR measures for regulatory 

purposes; see Goodhart, 2008; FSA and HM Treasury, 2009). These measures have stimulated 

further growth and concentration in this market. 

                                                      

19
 The White Paper drafted by Deutsche Borse Group (2009) estimates the notional outstanding for 

exchange-traded derivatives being around 10% of the global derivatives market. Our calculations confirm 

this size (9.9%); see ECMI (2009). 
20

 On the evolution of OTC markets in the last years, see also Yallop (2008). 
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The economic justification of this dramatic expansion lies in the surge of the underlying 

markets and the improved mechanisms for dealing with risks and netting (e.g. CCP). The 

growth of the OTC derivatives market is widely recognised as a sign of market innovation ï 

which helped to free resources in order to support economic growth ï and a tool closely related 

to specific areas of financial markets. For instance, the uncontrolled growth of lending and 

securitisation markets increased the exposure of financial institutions in the market (see Figure 

3), inducing linked markets such as derivatives to increase as well in order to efficiently handle 

risks of these huge positions. The important growth of exposures induced financial firms to 

increase protection through customised derivatives transactions, such as for instance interest rate 

swaps to hedge interest rate fluctuations or credit default swaps to buy insurance in order to 

protect their exposure on CDOs (collateralised debt obligations).  

Figure 3. EU v. US private and public debt over GDP 
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Sources: ECB and FED databases. 

In the last decade, the growth of the private and public debt (see figure above) involved an 

inevitable increase of the exposure to counterparty risk and cash flow management risk (e.g. risk 

of temporary insolvency on their own exposures). Derivatives are an effective tool to manage 

those risks. For instance, a big lending institution may hedge its relevant exposure (e.g. CDOs, 

bond issuance) with a specific counterparty (also another financial institution) by buying 

protection through a CDS on the debt or on the reference entity, even in the ónakedô version. A 

financial institution or government agency would also be willing to purchase a derivative in 

order to smooth in the short run the financial impact on the income statement of a bond issuance 

and to have more liquidity for immediate investments. Therefore, the impact of public and 

private debt plus the growth of other underlying markets (e.g. commodities) increased the need 

to transfer certain financial risks through instruments that are mainly designated and traded 

over-the-counter. The use of these instruments amplified interconnections between financial 

institutions, which are frequently transactions involving derivative instruments.  

In conclusion, the increasing use of advanced netting and other compression services has 

reduced the size of the notional value and its impact on financial institutionsô balance sheets 
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(Duffie et al., 2010).
21

 So these services have made it feasible to create huge order books in 

terms of notional value, while the órealô exposure is much less than that. Dealers thus can 

accumulate collateral against the netted value (not the gross value), with a greater possibility to 

increase their share of the market and its concentration. Deutsche Borse Group (2009) estimated 

the impact of netting (excluding cash collateral) on bilateral OTC derivatives exposures at 85% 

and, through the use of CCP, at 99% (for products on-exchanges). Thus, if the amount of the 

notional value is 100, netting can reduce this value to 15 or even to 1. These size-reduction 

services generate economies of scale and lead end-users to deal with one or only a few 

counterparties (making the market become more concentrated in the process through fewer 

dealers), reducing their burdens in the transaction (collateral, capital requirements, etc.) and 

reaping the benefits of centralised solutions (see next section).  

5. The nature of OTC derivatives transactions  

OTC derivatives transactions typically involve dealers and other financial institutions. Non-

financial institutions represent almost 10% of the market (see figure below), although many of 

them regularly make use of customised derivatives transactions to hedge their core business 

risks (especially with FX derivatives). However, non-financial institutions are a much higher 

percentage of users of derivatives products centrally cleared (around 20%).
22

 

Figure 4. Dealers, financial institutions and non-financial institutions 
($ billion, notional outstanding ï June 2009) 
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21
 ICAP ï TriOptima data show that the gross notional value of OTC derivatives terminated between 

2007 and 2009 is $54.7 trillion for credit derivatives and $47 trillion for products based on interest rates. 

In 2009 alone, triReduce has terminated $14.5 trillion of credit derivatives and $25.8 trillion of rates 

derivatives. 
22

 See Simon Grenstedôs presentation (LCH.Clearnet) at ECMI seminar, ñOTC Derivatives: Catching the 

train to centralizationò, 20 November 2009 

(http://www.eurocapitalmarkets.org/system/files/ECMI_Grensted_20nov09.pdf).  

http://www.eurocapitalmarkets.org/system/files/ECMI_Grensted_20nov09.pdf
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Nearly two-thirds of OTC derivatives have a simple contract structure with individual 

customisation (Nystedt, 2004). Several risks are embedded in these transactions, with 

potentially disruptive systemic effects due to the interconnectedness of global financial markets 

and linkages between counterparties (so-called ócascade effectsô). However, these financial 

instruments allow the shifting of risks to entities that are better equipped to bear them. 

We identify several economic risks and group them into two categories: idiosyncratic and 

external (see table below).
23

 Idiosyncratic risks derive from the nature of counterparties and the 

specific market risk of the underlying variable or financial instrument. All other risks should be 

seen as external to the ópureô transaction, even though they may affect the transaction itself. 

Table 2. Economic risks 

Idiosyncratic r isks External r isks 

1. Size and complexity of exposures 

2. Counterparty credit risk 

3. Market risks 

4. Long-term funding 

1. Collateralisation and transparency of 

transactions and market infrastructures 

2. Market liquidity 

3. Legal risks 

4. Network externalities and cascade effects 

5. Number of dealers and/or CCPs 

6. Clearing and settlement risks (confirmation 

backlogs, etc.) 

7. Custodial risks (e.g. Lehman Brothers) 

 

On the one side, the group of idiosyncratic risks includes those fuelled by the characteristics of 

the transaction and market participants, as well as their market risk.  

 Lack of transparency on the overall transaction or on real counterpartyôs financial exposures 

(not only to derivatives) may increase the overall risk, as strategic decisions in the 

companyôs business activity may affect the resiliency of the derivative transaction (i.e. 

counterparty credit risk). More attention, then, should be given to the use of derivatives 

instruments to speculate on specific firms through inside information (IOSCO, 2009).  

 The derivative transaction typically involves a long-term contractual relationship where the 

buyerôs benefits (which represent liability for the derivativeôs seller) are immediate, while 

the remuneration for the seller of the product is often diluted over a long-term period.
24

 In 

the long run, the counterparty risk is higher, only because there is a higher probability that 

things may deteriorate for a currently healthy firm.  

 Counterparty default may involve huge systemic risks, due to the high concentration of 

bilateral exposures (knock-on effects), information asymmetries, the cost of replacing 

contracts or strong bilateral interconnections (Bliss & Papathanassiou, 2006). In addition, if 

a big financial institution defaults, residual derivatives transactions should be re-priced to 

replace current trades. As described below, this replacement cost is very high, so 

opportunistic behaviour should be taken into account, as the healthy party will be led to 

terminate in-the-money contracts and keep alive out-of-money contracts during bankruptcy 

procedures (Singh & Aitken, 2009). The solvent party thus may hold up the insolvent party 

                                                      

23
 See Darby (1994) and Gonzalez-Hermosillo (1994). 

24
 Interest rate swaps can be liquid for maturities up to 30 years; see BIS (2007). 
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in order to obtain more favourable terms from re-pricing contracts. In this respect, the 

creation of efficient crisis management and default procedures is paramount.  

 The mismatch between long-term funding and short-term liabilities has put derivatives 

dealers in a potentially risky situation when the financial crisis impacted on counterparties 

and indirectly on the mechanisms of margins and collateral used to seal the system from 

counterparty default.  

 Market risks, then, include risks related to the underlying assets, such as price movements, 

volatility, leverage, rate of discount and liquidity (Gonzalez-Hermosillo, 1994).  

On the other side, the external risks belong to the broader set of the legal framework of rules 

and market infrastructure. For instance, a gap in transparency rules or confirmation backlogs 

can create uncertainty on the exact terms of the trade and increase costs and length of litigation 

in case of disagreement.  

 The low number of dealers and/or central counterparty (CCP) clearing, then, may affect the 

transaction as long as it determines a scarcely competitive and concentrated environment 

that impacts on the quality and resilience of the transaction.  

 As these large exposures are shared between a reduced number of interdependent financial 

institutions, a more pervasive control of the cascade effects (or knock-on effects; ECB, 

2009) is paramount in case the operations of one or a few players are disrupted. In effect, 

derivative transactions may involve systemic risks through cascade effects and network 

externalities ï as they are backed by an intricate web of financial links and transactions ï 

which can hamper seemingly resilient transactions.   

 Due to its high customisation and complexity, the market for OTC derivatives is constantly 

under the threat of market illiquidity or an insufficiently deep market (so-called 

óreplacement cost riskô).  

 Only a resilient market infrastructure and clearing services can deal with the mismatch 

between exposure and counterparty risk (European Commission, 2009b). Counterparty risk 

needs, therefore, to be monitored on a daily basis, through the direct management of 

margins requirements and if necessary requesting daily or every few days the injection of 

collateral. In general, the long maturity of some derivatives transactions further exposes 

counterparties to their own credit risk. The use of margins requirements and/or capital 

requirements is crucial to reduce the impact of this category of risk. 

 Other external risks are related to the process of clearing, settlement and custody. 

Operational and legal risks (e.g. the Herstatt risk), which are typically limited, may 

undermine the whole transaction (see below for more details).  

Finally, on the legal side, OTC derivatives transactions involve a consistent framework of legal 

rules. In effect, the trade is based on a contractual agreement, which requires a well-drafted text 

in order to avoid confirmation delays or lengthy and costly litigations, thereby reducing 

transaction costs (and increasing standardisation). The ISDA master agreement, novation 

protocol, close-out procedures and small or big bang protocols are examples of widely 

recognised practices and contractual models adopted by the industry to improve operations and 

better manage procedures in OTC transactions. In effect, legal uncertainty can undermine the 

transaction through óunforeseenô margins and collateral calls that may threaten companiesô 

balance sheets. Legal risks can hamper the orderly functioning of the markets.  

Two legal instruments are widely adopted in OTC contracts to reduce transaction costs and 

indirectly mitigate operational, infrastructure and counterparty risk: novation and the master 

agreements (standard contract). Their use increases the standardisation of the transaction and 
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improves the process of offsetting a specific transaction with an equivalent one (netting), as well 

as increasing the transparency of the real exposure of a specific counterparty. For instance, 

novation allows the substitution of a contract with a new one or two new contracts.
25

 This legal 

tool is used to move contracts on a Central Counterparty Clearing (CCP) for OTC or óexchange-

traded derivativesô (same legal step as explained below). Thus, through novation, the CCP or in 

general the new obligor can proceed with several other activities, which potentially reduce 

counterparty and operational risks (multilateral netting, portfolio reconciliation services, close-

out procedures etc.). In effect, the new contract between the counterparty and the platform will 

define a new set of rules, which include CCP membership rules.  

Other concerns come from the uncertainty on the legal rules applied to these contracts, which 

are drafted and executed in diverse jurisdictions. In specific cases of litigation or a failure of the 

CCP or other relevant circumstances, a uniform application of global standards across countries 

that clearly define the regulatory regime applied to contracts would be a welcome and efficient 

solution. The High Court of England and Wales recently rejected a plea from Morgan Stanley 

that the dispute over a derivatives transaction should be heard only in the jurisdiction 

established in the Master Agreement (in this case, England).
26

 As a consequence, the 

counterparty sued Morgan Stanley also in its own country of origin, in this case for mis-selling 

practices, although the contract defines England as an established jurisdiction. This is a typical 

example of legal risk posed by derivatives transactions. In conclusion, a strengthened 

supranational supervision and global regulatory standards to be implemented by main 

jurisdictions should at least partially compensate the potential risk of a órace to the bottomô 

between national regulators. 

6. Shedding light on the OTC derivativesô chain value: A cost-
benefit analysis 

A derivatives transaction involves several steps and a long-time horizon, starting from the 

contractual agreement and moving to the final settlement and transaction termination (see figure 

below). In effect, the aim of bargaining over derivatives is often to spread out the payments to 

complete the transaction on a long-term basis for the purposes mentioned above, increasing 

particularly the clearing, settlement and counterparty risks. 

Under the four categories mentioned in the figure (i.e. trading, clearing, settlement and custody), 

it is possible to identify six different phases: 

1. Pre-trade (collection of documentation, and contractual agreement on terms) 

2. Trade execution 

3. Pre-clearing (verification/matching, confirmation, and novation) 

4. Clearing (netting, collateral/margin management, cash flow matching, termination services) 

5. Settlement (cash or physical delivery)  

6. Custody (trade registration, assets segregation, and in some cases collateral management) 

 

                                                      

25
 For a more accurate description, see Bliss & Papathanassiou (2006). 

26
 See Financial Times, ñMorgan Stanley battles over China derivativesò, 28 October 2009 

(http://www.ft.com/cms/s/0/e222bd1a-c3f7-11de-8de6-00144feab49a.html). 

http://www.ft.com/cms/s/0/e222bd1a-c3f7-11de-8de6-00144feab49a.html
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Figure 5. OTC derivatives transaction 

 

Source: Authorôs elaboration. 

These trade-related activities, then, can be supported by complementary services, such as prime 

brokerage or portfolio services, or supporting institutions, e.g. a data repository (or trade 

information warehouse), in order to increase market transparency and resilience. For instance, 

prime brokerage services are offered to buy-side investors (e.g. hedge funds) in order to create a 

single point of access to the market for OTC derivatives (but using multiple dealers) and 

facilitating clearing and settlement arrangements (CPSS, 2007). The prime broker intermediates 

between dealer and investor, and if the transaction is accepted and confirmed, it will become 

counterparty to two trades, being simultaneously buyer and seller of the trade. This 

supplementary service aims at reducing operational costs and increasing efficiency.  

6.1 Pre-trade 

The pre-trade phase ï after preliminary talks ï includes the drafting and compilation of several 

documents such as the master agreement form, the schedule with modifications and 

confirmation forms with details of the trade. Then, parties collect all these documents plus, if 

requested, annexes with guarantees and pledge agreements. This phase thus consists of 1) 

designing the transactions around partiesô needs and risks and 2) drafting a master agreement 

that minimises legal uncertainty and transaction costs. However, this phase may also take place 

orally. Bespoke (highly customised) transactions increase legal uncertainty and the risk of 

litigation, as the pre-trade is limited to preliminary talks and less to designing an efficient and 

accurate master agreement (it is only a verbal agreement). The risk concerns the 

unenforceability of bespoke transactions in specific countries. Benefits, instead, rely on the 

speed of execution and the possibility to handle in a highly customised way the modification of 

transaction details or to hedge an outstanding position in a short time frame. 
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6.2 Trade execution 

This phase is not particularly crucial in the value chain, as OTC derivatives are bilateral 

agreements. Thus, parties have already defined the terms and conditions when the trade needs to 

be executed along the details set in the agreed documentation. When the broker-dealer 

intermediates for other parties, the execution of the trade may take longer and be more complex. 

In effect, the interdealer broker may need to find one or more counterparties in order to execute 

the order. On the operational side, more should be done to implement straight-through 

processing of transactions. However, even if electronic systems and automation are more widely 

adopted, voice services are still in use and play an important role for customised positions, as 

they mix advice and a highly-customised execution service in one place in real time.  

6.3 Pre-clearing  

Once counterparties have agreed on the terms of a transaction, before clearing it, these details 

are captured, verified and confirmed, in order to avoid as much uncertainty as possible and thus 

reduce the probability of future costly disputes. In effect, unconfirmed trades (or verbally 

confirmed ones) reduce the likelihood of enforceability for the transaction and do not allow 

multilateral netting by CCPs, increasing therefore counterparty and operational risks (ECB, 

2009).  

In the pre-clearing phase, the trade is verified and confirmed. This phase ensures that trading 

parties are in agreement about essential trade details, such as the deal price, trade date, 

settlement details, etc. (Oxera, 2008). It can be executed electronically or manually. The 

verification is actually done after the execution note, in order to verify that the details of the 

trade between parties are the same as the ones originally set by them. Parties thus exchange the 

details of the transaction, as they have been registered in their systems. Once exchanged, the 

confirmation of the details may follow one of two models: trade matching or trade affirmation 

(CPSS, 2007).  

Trade matching is used when both parties prepare a confirmation form that they are going to 

match in order to eliminate errors and discrepancies in the details set by parties.  

Trade affirmation consists of one party giving the trade details to the other, who is finally going 

to verify the information and proceed with the agreed trade. 

Although the market has been working to reduce the number of unconfirmed outstanding trades, 

more should be done to push the percentage of confirmed trades within the trading day plus one 

business day (T+1) close to 100%,
27

 through the support of automated and interoperable 

systems (CPSS-IOSCO, 2001 and ESCB-CESR, 2009). In 2009, the level of unconfirmed trades 

went down for all categories, except for currency derivatives, which experienced a slight 

increase. The monthly average of business days for outstanding confirmations is roughly 5.5-6 

days for all OTC derivatives in 2009, while in 2008 it was more or less 9 days (ISDA, 2009). 

OTC credit derivatives have reached a high level of electronic confirmation (92%) with almost 

96% confirmed within T+2 and T+5. For all categories, electronic confirmation is mainly 

completed within T+2 and T+5 (except for equity derivatives), while for manual confirmations 

the time for completion ranges between T+6 and T+30 (see Table 3 below). In addition, some 

0.1% to 0.7% of trades still remain unconfirmed after 180 days.  

                                                      

27
 Electronic platforms run by external players can ensure high percentages of confirmed trades. For 

instance, Markit Wire has succeeded in confirming 95% of interest rate swaps on the same day, and it 

aims at replicating or increasing this percentage for all OTC derivatives through a joint venture with 

DTCC, so-called óMarkitSERVô; see Markit, ñComments on ESCB/CESR Draft Recommendations for 

Central Counterparties for OTC derivativesò, 16 April 2009. 
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Table 3. Confirmation times 

Confirmed trades 

(circa %) within  Same day T+1 T+2 T+5 

T+6 

T+10 

T+16 

T+30 

T+30 or 

more 

Electronic   

Credit (92%) 62% 92% 96% 100% - - 

Commodities (46%) 60% 97% 97% 100% - - 

Currency (51%) 88% 100% - - - - 

Interest rate (48%) 68% 100% - - - - 

Equity (23%) 39% 81% 92% 100% - - 

Non-electronic or manual 

Credit (8%) 15% 50% 60% 95% 97% 99% 100% 

Commodities (54%) 14% 68% 80% 94% 95% 99% 100% 

Currency (49%) 27% 77% 83% 88% 96% 99% 100% 

Interest rate (52%) 8% 48% 72% 92% 98% 98% 100% 

Equity (77%) 8% 27% 40% 75% 92% 96% 100% 

Source: ISDA Operations Benchmarking Survey (2009). 

Automated trade verification and confirmation, especially on the same day of the trade (T+0), 

may concretely generate direct and indirect benefits, increasing the overall efficiency of the 

OTC derivatives marketôs back office and reducing settlement failures (Oxera, 2008). More 

market initiatives should be encouraged in order to invest more in electronic mechanisms of 

verification and confirmation, as well as in a straight-through processing (STP) of transactions. 

The time of confirmation should not be strategically defined by the firm but it should be 

monitored and guided by regulators or international self-regulated bodies, through guidelines 

and/or incentives, in order to reduce the time of outstanding confirmation for the vast majority 

of these trades to T+1. The pre-clearing phase, therefore, plays a pivotal role in the OTC 

derivatives market, since ï without confirmation ï trades may be unenforceable, with 

destabilising effects on the viability of one or both counterparties. For instance, the transaction 

(in this case, without confirmation) may not be shielded from creditorsô claims in insolvency 

procedures. 




















































































