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Abstract

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

deal with the systemi coni($60d arilidnjaovesttecounfer t he 042
(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 derivag transaction and weaken the economic and legal rationale

behind their widespread use. On the policy side, commitments have been meazizlav&

to draft wuniform rules on a gl obal scale Ato |
however, tlt in practice, the EU and US proposals lay out divergent roads to meet common

objectives andthe authorwarns that such divergences may encourage regulatory and
supervisory arbitrageRolicy options currently under discussion may need further revision.

For instanceaccess tametwork clearinginfrastructures, such as CE&Ran only bemade

availableto a restricted group of eligiblderivative products Mechanisms of adverse

sekction and moral hazard, then, may at any time affect the efficient fumgioh 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 opublic sentimenandacknowledging tha@eedto overhaulfinancial markets
regulators on both sides of the Atlantare drafting new rules for derivativewhich are
financial instruments whose value (price of the contract) is derived from the value of an
underlying asset (e.g. equity, bond or commgdir market variable (e.g. interest rate, credit
risk, exchange ta or stock index).They are typically traded ovethecounter (OTC) i.e.
directly between two parties without going through arganised exchange or other
intermediary To date, the markétas largely been unregulatetike other innovative areas of
financial markets, although some market players have been recently affectedlétyoregnd
market initiativesthrough capital requirements and stronger market disciplixea result of
increased systemic riskand financial instability attributed toeont er parti esé ri sks
(andsec al | ed 6 c 3,havawrdorthedming regulatidraims toshapea newtrading

and postrading landscape fahe OTC derivativesmarketandrelatedbusiness modeksdopted

by firms.

However, despite some gpc issues (e.g. uncertaintywer real uncollateralised expares to
OTC derivatives after the collapse of Lehman Brothgrsthe trading and postading
infrastructure of the OTC derivatives market shovetigbng resilience in dealing with big
counterpar i e s 6 f ai Efinaneia turchail.ritiproaessedd lrillions of trades withinor
repercussion$or the safety of the global financial system, even thosigte interventiorwas
neededor some pivotal financial institutiondue tother inability to face soang counterparty
risks as a result of thefinancial crisis(e.g. AlG). Current proposals at EU and US level are
strenuosly trying to push derivativesonthe-countey questioning the future prospects for
trade execution and cleariagdsettement platformsOn the one handhere is strong pressure

" Diego Valiante (PhD) is researcher at the European Capital Markets Institute and the Centre for
European Policy Studies. Comnte from Cinzia Alcidi, Piero Cinquegrana, Godfried De Vidts, Toni
Freeman, Christian Heldarel Lannoo,Barbara Matthews, Richard Metcalfe, Donald Ricketts and
Ingrid Vogel are gratefully acknowledged.

! See European Commission A Der i vati ves FAQda r(availabeo , at
http://europa.eu/rapid/pressReleasesAction.do?reference=MEMO/09/314&format=HTML &aged=0&lang
uage=EN&qguiLanguagrer).

2 US Treasury Department (2009, p. 47).

% In particular, some playefssuchas banks fall under Basel Il agreements, which impose a large set of
rules concerning capital requirements, supervision and market discipline.

* An activity or financiali nst i t uti on may involve relevant risks fo
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 int@umtcther role in financial systems, network

externalities and the effect of poyclical behaviour fuelled by periods in which the measured risk is

particularly low. See Goodhart et al. (2008, ForeWwor&A (2009, p. 28

|1
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for standardisation and data reportiagd on the other, there is an underlying traxdewith
customgation and liquidity, which can keesource of instability in the long run.

This paperis dividedinto four parts.

The first part(sections 24) explores three major aspectstioe OTC derivatives market) the
economic reasons behintgetuse of derivative®) the systemic importance of this market with
a detailed analysis of the level ofki concentration and its impaand 3) the legal and
economic reasons behind the rapid and huge growth of this financial market.

The second palfsections 5) deals with the micro aspects ofetlderivativesmarket: 1) the
nature of the transactisiand legal and economic risks involve®) the value chain with focus
on the financial infrastructure behind derivative transastiand 3) issues currentlyunder
debatesuchas standardisatiotherisks 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 thefinal part(sections &), we describe the new legislative proposaider debat in the EU
andthe US andassesghe future prospects of this marké&n that basis, wehén draw some
policy conclusions.

2. Setting the scene

The originsof derivative financial instruments dabeck to ancient ting® Overthe-counter

derivativesare usally bilateral, privately negotiated contracthat can be settled in cash or

physically (Culp, 2009, p. 5). Therefore, they are customised arekdffange, in order to meet

specific needs of the involved counterparties (ECB, 20B9)some they might beeen as

deth However, investing in a safe German Bundalso equivalent to betting on the low
probability of a surge in the rate of inflati
another position in the market.

OTC derivatives can be clafsd into four categories: futures (and forwards), options, swaps
and exotic instrumenfs Transact n s ar e aueomse rd aé. tayoreddo a firmds
idiosyncratic risks.

A derivatives transaction may be set up famy one ofour different reasns: 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 protectiofydugh currency options, against currency risk of a
relevant inveshent in a foreign country and currency. Hence, the protebtigertransfers the
economic risk related to a market variable (e.g. a possible surgepridtef oil or a currency
trend) to other firms or financial institutions willing and effectivelgmared to beathe risk
(protection seller)In this way,the risk will not be eliminated busimply transferred to other
firms thatare betteequipped to handle it. The possibility to transfer economic risk is linked to
the presence of a resilient andfiesanarket infrastructure, where players provide sufficient
collateral and countercyclical requirements against the poteefi@litof the counterparty. The

use of derivatives in the regular activities of many financial andfinancial institutionshas

® See Swan (200Gr a 4,000 year histy of derivatives, dating back to the ancient Middle East

® Recently,the Committee of European Securities Regulaf@E&SR has drawn up a classification of
these instruments as: options, warrants, futures, cositfact difference and total return swap
spreadbets, swaps, credit default swaps and complex derivatives. See, in GE®R{2009).
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also beerwidespread during threcentfinancial crisis, aghey areessentialtools allowing
investorgo hedge againstwaorldwide market.

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

within nonfinanciali nsti tuti ons in a way that best sui ts
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 diomglgtistribute

risks in a certain way.

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

trend. As stated by Grossm& St i gl itz (1980), Aprices reflect
individuals (arbitrageurs) but onlpartially, so that those who expend resources to obtain
information do receive compensati ondadtuionSpecul at
or traders who invesh information in order to get higher returns from the market. Their trading

acivity increases the liquidity in the market aindf the informationproves to bewnrong i

speculation may potentially favodnoise trading’,which can only affect prices for a short

time? In effect, trading against fundamentals is costly, even thoughpbssible and in the

shortrun it can be even success{lle Long et al., 190)! 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 compsated), pushing liquidity in the market amaproving

price discovery (the 9 e\Nthoutlspedulationofmbeterfcalledli s equi |
0i nf or me)dtherte wauttlibe gobcounterparties for hedgers. Speculatianformed

tradingis frequetly confused withthe intento manipulate market pricess the border between

investing to obtain and use outside and visible information has,dn@gulatory point of view,

a 0 tbdrdernwih illegal actions intended to obtain inside and sensitdenation Therefore,

attention should be drawn the way in which information circulatesd how fast it changés

waysthat cangenerateadvantages for few participan®egulatorsand policymakersshould be

less concered withthe particularuse ofa product or techniquas such

Last but not least, using derivatives atool for arbirage facilitates the mechanisoh price
formation, aligning in a short interval of time bid/ask spreads. Arbitrageurs operate with a short
horizon and are reasonablsldaverse. They aim at making profits without taking relevant
risks. Their role is limited to makg price formation more efficient, while their systemic impact

is not relevant. Frequently, thdiehaviourcan be seen as a response to noise trading thtdrer

as trading on fundamentals (De Long et al.9Q9 The joint action of arbitrageurs and
speculatorssugpr t s mar k et s absorptir ee accahcatiogi lévghoe liquidity)
Derivatives instruments and their multiple uses ramyjlitate efficient market functioning and

the revelation of critical informatiolf In effect, CDS(credit default swap$preads are widely

used astool 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 decadehe OTC derivativesnarketevolved into the biggest global market,size
and interconnection between financial institutiofbis marketshowed an impressive rate of

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

(strange movements) in the price of securities.

! Friedman (1953, p. 175 i n De dperulagon st destdbilizingge 19 9 0] ) wr o
largely equivalent to saying that speculators lose money, since speculation can be destakijjiéziegain

only i f spawnadeaect daw® aodiuyé hi gho.

°See, in general, Pagano (1989, pp.-238).

9 See, in general, Duffie & Rahi (1995).
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growth in the last decadeeachingits peak in md-2 008 wi t h mdrillian ($680an G4 3 3
trillion) of gross notional valdé for outstanding contracts. In effect, the othee-counter

derivatives markegrew betweenJune 2001 and June 2008 by circa 535% at the annual
weighted average rate of 33.6&M $).

Figure 1. Notional \alueoutstanding OT@o n t r abidllibng ( U

Totale Notional Value —+—Foreign exchange contracts Equity-linked contracts —# Interest rate contracts
- Credit default swaps —>—Commodity contracts —@—Unallocated —Gross Value (right axis)

€25000 - €25,000.00

€472,500

€420,000 ™ \_ €20,000.00

€367 500 ]

€315,000 — ; \mf €15.000.00
_ 1

€262,500 - M %

€10,000 = // L €10,000.00

€157 500
€105,000 €5,000.00

€52 500

+535.49% (in §)
Jun '01 — Jun '08

Source BIS (2009)andISDA.

However, the notional v a | uriliondaroarp $edatilliob)yin 20 % t o
the second halbf 2008, aanimmediakt result of the financial crisend the reduced activity of

financial institutions The downward trend did not last lgritpwever and in the first half of

2009 the market st ar t ed trilioo ($6D4 trdlian), @apfaming itsby 10 % |
systamic importance. In effect, the market has recently demonstratégugtessive ability to

returnto the same levet had reachedtthe end of 2007.

The cost of repla@ment ofthese contractd.€. gross market valud)ave showed a different

trend thoudh. From June to December 2008s o ar ed by thlldn ($3trilion), ag 2 3
consequence of the increased risk due to the financial crisis (risks of adverse selection after
Lehmanoés dhefoasaduent)impachanh liquidity and market value (see figure above).
This acceleratin shows the risk of higholatility of the market vale in derivatives (as a
deverage effe@, due to moves in the underlying markets. By contrast, in the first half of 2009,
the gross market valudramatically bounced back by 21%, due to the recovefythe
underlying markets and the improved global economic outlook.

' The notional valu¢ or s i mp | yonsists oftthe tace avdlué pf the OTC derivatives contracts,

while the gross market value is the cost of replgd¢he contacts at current market prices. The latter is

calculated bysubtracting the market value and redundancies of the OTC contrélogsnotional; see BIS

(2009) . I n addition, O6gross mar ket valnegatidecdsi gur es d
for replacement of contracts with the same counterparty.
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Despitethe fact thatderivatives typically have a very large notional amotiné real market

value oftheir exposure is much lower and, in some cases, it has much less systemic impact tha
expected. For instance, in the credit default swaps §CB@rket, the bankruptcy of Lehman
Brothers Holdings Inc. implied actual net fund transfers from protection sellers to protection
buyers of only $5.illion (notional $72billion) i a much smallersumthan the huge losses
posed when Lehman collapsed in Sepbem2008i and$500billioni n mar k et parti ci
exposure from Lehman Brothers on GD¥@&s successfully closed ddtNevertheless, the rapid
growth of creditand equitylinked derivatived in the last five years may plausibly reflect the

need for improved markdtased 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 equitis markets (e.g. equitinked derivatives).

Figure 2. OTCderivatives by products (June @)

Interest rate contracts
71.87%

Foreign exchan
contracts

8.02% Equitylinked contracts

1.09%

Commodity contracts

Credit default swaps 1.23%

5.93% Source BIS (2009)

Statisticsfrom the Bankfor International Settlements (BIS) show that in the firdt 68200971

the worstperiod of the recent financial crisis the use of interest rate derivatives increased
significantly (protection to external factors), while the use of GD8creased by circa 148
(around $36 trillioi* o r  Gt@ll®N).5This marke did not drastically Isrink, as centralisation

of CDSclearingwasgraduallyrepladng thecurrent infrastructure. In addition, the International
Swaps and Derivatives Association (ISDA) estimated that the total market value of the circa
4425 t ra0frillion)anngrogs diddional outstanding OTC derivatives is around $4 trillion,
after netting and eliminating redundancieBIS statistics confirm as well that the gross credit

12 See press releasesof the Depository Trust in Clearing Corporati¢gpTCC), 22 October 2008
(http://www.dtcc.com/news/newsletters/dtcc/2008/oct/lehman_credit_eventgigp 30 October 2008
(http://www.dtcc.com/news/press/releases/2008/dtcc_closes_lehman_gds.php

3 The increasing use of complementary services, such as portfolio compression services, may have given
relevant support to reduce the notional vakeeDuffie et al., 2010).

*In February 2009%the DTCC reported that the gross notional value of tamiding 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

!> These esmateswere published by I0SCO in its last report on unregulated financial markets; see
IOSCO (2009). ISDA also releases data on derivatives a@ansemiannual basis (see
http://www.isda.org/statistics/pdf/ISDMarket Surveyhistoricatdata.pdf.
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exposure® by the end of June 2009as around $4trillion ($3.7 trillion), excluding CDS
traded outside thenited States

Concerning the market share of financial institutions and the overall concentration rate, US
insured commercial banks and financial holdings, which represent abmekalf of the total

global market for OT derivatives, slightly increased the total volume of transactions in the first
half of 2009 (also with more netting activiti€$)Almost all OTC derivatives transactions in the

US are subscribed by five financial services holdings (and commercial BAiksy aspect

does notnecessarilyimply action from the competition policy sidesince it needsdeeper
analysis andh breakdown of datéy products. However, the table below provides a valuable
overallpicture of the OTC derivativasarketsfor its potentl implications in terms of financial
stability.

Tablel. Overviav of the OTC derivatives markgiS, EU and global)

Shares of global OTC Shares of global OTC
Financial institutions derivatives market derivatives market
(31 Dec 2008¢ mil) (30 June 200911 mil) ®
JPMorgan Chase Notional | 161, 04| 1435% | u54, 05| 12.64% | -11.45%
Bank of America Corp. Notional | U26, 39| 6.21% 0450, 23| 11.74% | +90.3%
US | Goldman Sachs Group Inc® | Notional | 121, 36| 502% | 32, 47| 7.59% +51.98%
Morgan Stanley Notional | 040,777,669 | 9.44% 0627, 18| 6.36% -33.33%
Citigroup Inc. Notional | u21, 74| 511% ut21, 89| 512% +0.7%
Top 5 institutions Notional | 0171,331,574| 40.13% | 0185,847,515| 43.44% | +8.47%
Tot. US OTC derivatives Notional | U179, 8§ 4214% | 4194, 4] 4545% | +8.08%
Notional | 449, 138 al,500
Deutsche Bank Group Gross (notional) 11.56% (gross) 8.36% | -37.429%6
Barclays Group Notional | 136, 91| 868% | u37, 08 8.66% +0.39%
RBS Group Gross a1, 98%| 804% | a1, 22% 6.8% -37.71%
EUlUBs Notional | G431, 09| 7.31% | (29,820,878 | 6.97% | -4.1%
Credit Suisse Notional | 425, 95| 6.10% 028, 88| 6.75% | +11.07%
HSBC Group Gross 197993 402% | 46799 7 379% | -30.6%
BNP Paribas Group Notional | 022,536,650 | 5.30% n/a - -
Top 6 EU institutions - - 51.02% - 41.33% -
Tot. top US-EU institutions® - - 91.15% - 84.77% -
Tot. global OTC derivatives’ Gross 24, 35| 100% 017,951,003 | 100% -
Tot. global OTC derivatives’ | Notional | 0425,352,376| 100% 0427,778,185( 100% -

*Bytheend of 2008, Gol dman Sachsdé data include only the bank
whol e Groupds exposure to OTC derivatives. Mo r g astlos€tharn | ey
exposure at the end of 2008.

® The percentage per institution is a result of the comparison between the values at the date of 31 Dec 2008 for thenpalayng co
with the notional and gross amount at 31 Dec 2008, as calculated by BIS in [&#2y\28 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.

‘Aut hor s estimation based on the fair value of OTC derivatives

'8 Gross cedit exposure can be definedths figross value of contracts that have a positive market value
after taking account of legally enforceable bilateral netting agreeén@ets Cecchetti et al., 2009, p. 57).

" See Office of the Comptroller of the Currency (OQGCAd mi ni strator of Nati o

http://www.occ.treas.gov/ftp/release/20094a. pdj.
'8 See bid. andFitch Ratings (2009).
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9Aut hor & ®n okthet QT 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.

SourcesOCC (2009) BI'S (2009) and authorés own estimations.

As show in Table 1, the market faDTC derivatives is still highly concentrated and far bigger
than the exchangeaded side of the markEtwith relevant implications in terms of systemic
risk and financial stability (seleelow). The concentration of the US OTC derivatives market is
still increasing, due to the completion of winding up and acquisitions of relevant financial
institutions 6uchas Lehman Brothers, Bear Stearns and Merrill Lynchhé&EU, conversely

the fragmentation oflerivatives exposures is increasingnd big playerssuchas Deutsche
Bank, HSBC and RBS, are drastically reducing their positions in OTC derivativieir
attemps to deal with the huge losseshey have sufferedand state interventionthrough
refocusng their activitiesaroundtheir coreretail business

4. Legal and economic views of growth and concentration

The growth per categphas been steady and in lindéth the background trend (see Figure 2).
For instance, CDshave increased at a slightly faster pace in theftastyears,but at a lower

level than that perceived by the public opinion. This implies that the distribution of derivatives
transactions between the different instrumentsrbagined constargnd there is1o evidence

that a particular use of derivativesu€¢has speculationhasincreasd in comparison to other
uses guchas hedging). Legal and economic explanations caiddmified asthe rationale
behind thegrowth andconcentratiorof the OTC derivatives markét

Ontheone hand, &gal explanationfor the growth of derivativesardwusly defended by Prof.
Lyn Stout (2009), is the gradual dismantingot he common | aw rul e knowr
di f f e whech staeghat the use of derivatives is legal only if parties hold the underlying
asset TheFinancial Services Act of 1986 the UK and the Commodity Futures Modernization
Act of 2000 inthe US repealed this binding rule declaring all financial derivatives legally
enforceable, boosting the uncontrolled growthtlué derivatives markefStout 2009). This
explanation does nateem weHfounded asarbitrage between the UK and W&arkets due to
this legal discrepanady suchalong timeframe(19862000)did not occur Instead, those legal
acts assured legal certainty and enforceability of contracts to the miaekghg partiesto
hedg againstcounterparty risk and to provide efficient anfnation to the market through
dnformed tradin@ (information revelation)For instancethe most liquidCDS spreads usually

on Syear CDS'i are commonly known as efficient risk managentents. In effect, hey are
widely used to evaluate and price credit riskpeciallyin the banking ector Derivatives
transactions executed without holding the underly@isgetsare crucial to guarantiewy the
liquidity of these products and ttissemimte material information in the market through the
impact on spreads of nakédformedtransactions.

On the other hand, current capital requirements allowed many financial institutions to
purposefullyaccumulate huge positions on some derivatives insintsnasa way to reduce

their overall regulatory capital (through the extensive use of VaR measures for regulatory
purposes; see Goodhart, 2008; F&#& HM Treasury2009). These measurdsavestimulated
further growth and @ncentratiorin this market

Y The White Paper drafted by Deutsche Borse Group (2009) estimates the notional outstanding for
exchangdraded derivativebeing around 10% of the global derivatives market. Our calculations confirm
this size (9.9%); see ECMI (2009).

20 0n the evolution of OTC markets in the last years, seeYaiop (2008)
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The economic justification of this dramatic expansion fiden the surge of the underlying
markets and thémproved mechanismdor dealing with risks and netting (e.g. CCP). The
growth ofthe OTC derivatives markes widely recognised as a sign of market weton i
which helped tdfree resources orderto supporteconomic growthi and a tooklosely related

to specificareas of financial market$-or instance, the uncontrolled growth of lending and
securitisation markets increased the exposure of finamgtdutions in the market (sdggure

3), inducing linked marketsuchas derivatives to increase as well in order to efficiently handle
risks of these hugeositions The importantgrowth of exposures induced financial firms to
increase protection thrgh customised derivatigdransactionssuchas for instance interest rate
swaps to hedge interest rate fluctuations or credit default swaps to buy insurance in order to
protect their exposure on CD@xllateralised debt obligations)

Figure 3. EU v. US pvate andpublic debtover GDP
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Source: ECBandFED databases

In the last decade, the growth of the private and public debt (see figure above) involved an
inevitable increase of the exposure tom@rparty riskandcash flow management risk (e.g. risk

of temporary insolvency on their own expos)jrderivatives arean effective tool to manage
those risksFor instance, a big lending institution may hedge its relevant exposure (e.g. CDOs,
bond issance) with a specific counterpartlso another financial institutior)y buying
protection through a CDS on the debt or on the reference entity, etledm a kversiot A
financial institution orgovernment agency wouldlso be willing to purchase derivative in

order to smooth in the short run tliancialimpact on the income statemaerita bond issuance

and tohave more liquidityfor immediate investments. Therefore, the impact of public and
private debt plus the growth of other underlying megKe.g. commaodities) increased the need

to transfer certain financial risks through instrumethiat are mainly designated and traded
overthe-counter. The use of these instruments amplified interconnections between financial
institutions, which are freauntly transactions involvingerivative instruments.

In conclusion, the increasing use of advanced netting and other compression deagices
reducel the size of thenotionalvalueand i ts i mpact on financi al

n
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(Duffie et al., D10)* So these servicehiave madet feasibleto creae huge order books in

terms of notional value, while th&eab exposure is much less than that. Dealers thus can
accumulate collateral against the nettatug (not the gross valyewith a greater pesibility 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 99f4r products a-exchanges). Thusf the amount of the
notional value is 100, netting can reduce this value to 15 or tevén These sizereduction
services generateconomies of scale and lead amskrs to deal with one amnly a few
counterpartiesnjaking themarket become more concentratéad the procesghrough fever

dealers) redugng their burdens in the transaction (collateral, capital requirement$, aett

reapng the benefits of centralised solutions (see Bextior).

5.

The nature of OTC derivatives transactions

OTC derivatives transactiortgpically involve dealers and other financial institutions. Non
financial institutions represemaimost10% of the market (see figure below), although many of
them regularly make use of customised derivatives transadtiohedge their core business
risks (especially with FX derivativesHowever, noffinancial institutions are a much higher
percentage of users of derivatives products centrally cleared (around*20%)

Figure 4. Dealers, financialinstitutionsand nonfinancial institutions
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Source BIS (2009)
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2L |ICAP i TriOptima data show that the gross notional value of O€6vatives terminated between
2007 and 2009 is $54.7 trillion for credit derivatives and $47 trillion for products based on interest rates.
In 2009aloneg triReduce has terminated $14.5 trillion of credit derivatives and $25.8 trillion of rates
derivatives

2g5ee
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(http://www.eurocapitalmarkets.org/system/files/ECMI_Grensted 20nov09.pdf
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Nearly twothirds of OTC derivatives have a simple contract structwith individual
customigition (Nystedt, 2004) Several risks are embedded in these transactions, with
potentialy disruptive systemic effects due to the interconegioesf global financial markets
and linkages between counterpartiss-dalled Gcascade effeofls However, these financial
instrumens allowthe shifting ofrisks to entities that are better equipped to bear them.

We identify several economic risks and group themo iwo categories: idiosyncratic and
external (see table beloW)ldiosyncraticrisks derivefrom the nature of counterpasand the
specificmarketrisk of the underlyingzariable or financial instrumenAll other risks should be
seen as external to tlhep utrameséctioneven though they may affect the transaction itself

Table2. Economic risks

Idiosyncratic risks External risks
1. Size and complexity of exposures 1. Collateralisation and transparency of
2. Counterparty credit risk transactions and market infrastructures
3. Market risks 2. Market liquidity
4. Longterm funding 3. Legal risks
4. Network externalitiegandcascade effects
5. Number of dealers and/or CCPs
6. Clearing andettlement risks (confirmation
backlogs, etg
7. Custodial risks (e.g. Lehman Brothers)

On the one sidehe group ofdiosyncratic risks includes those fuelled by the characteristics of
the tranaction and market participants, as well as their market risk.

— Lack of transparency on tlawerallt r ansacti on or on real count er |
(not only to derivatives) may increase the overall risk, as strategic decisions in the
c 0 mp a ngingss achbivity may affect the resiliency of the derivative transaction (i.e.
counterparty credit risk). More attention, then, shouldglven tothe use of derivatives
instruments to speculate on specific firms through inside information (IQ3@O).

— The derivative transaction typically involves a letegm contractual relationship whettee
buyerds benefits (which repr asimmediatd, whdebi | i ty 1
the remuneration for the seller of the product is often dilotest a long-term period* In
the long run, the counterparty risk is higher, only because iherdighemprobability that
things maydeterioratdor a currenly healthy firm.

— Counterparty default may involve huge systemic risks, due to the high concentfation
bilateral exposures (knoain effect), information asymmetri& the cost of replacing
contractsor strong bilateral interconnections (Bli&sPapathanassiou, 2006). In addition, if
a big financial institution defaudt residual derivatives transactioslould be reoriced to
replace current tradesAs described below,hts replacement cost is veryigh, so
opportunistic behavioushould be taken into account, as the healthy party will be led to
terminate inthe-money contracts and keep alive -@fdmoney contracts during bankruptcy
procedures (Sing& Aitken, 2009). The solvent party thus may haig the insolvent party

% See Darby (1994) and Gonzaldermosillo (1994).
% Interest rate swaps can be liquid for maturities up to 30 years; see BIS (2007).
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in order toobtain more favourable terms from H@icing contracts. In this respect, the
creation of efficient crisis management andadétfprocedures paramount

— The mismatch between losigrm funding and shoterm liabilities has put derivatives
dealers in a potentially risky situation when the financial crisis impacted on counterparties
and indirectly on the mechanisms of marginsl @ollateral used to seal the system from
counterparty default.

— Market risks, then, include risks related to the underlgisgets, suchs price movements,
volatility, leverage, rate of discount and liquidity (Gonzatermosillg 1994).

On the otheride, he external risks belong to the broader set of the legal framework of rules
and market infrastructure. For instancegagp intransparencyulesor confirmation backlogs
can create uncertainty on the exact terms of the trade and increase costgjtindf litigation

in case of disagreement.

— Thelow number of dealers and/oentralcounterpart( CCP clearing,then,may affect the
transaction as long ds determinesa scarcelycompetitiveand concentratednvironment
thatimpacts on the quality anésilience of théransaction

— As these large exposures are shared betwesduced number of interdependent financial
institutions a more pervasivecontrol of the cascade effects (or kneck effects ECB,
2009) is paramountn casethe operationsof one ora few playersare disruptedin effect,
derivative transactions may involve systemic risks through cascade effects and network
externalitiesi as they are backed by an intricate web of financial links and transattions
which canhamper seemingly sdient transactions

— Due to its high customisation and complexity, the market for OTC derivatives is constantly
under the threat of market illiquidity omn irsufficiently deep market (so-called
Geplacement cost rigk

— Only a resilient market infragicture and clearing services can deal with the mismatch
between exposure and counterparty riskropean Commissior2009). Counterparty risk
needs, therefore, to be monitored on a daily basis, through the direct management of
margins requirements andrifcessary requesting daily or every few déngsinjection 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
requirementss crucial to reduce the impact of this category of risk.

— Other external risks are related to the process of cleadetiiement and custody.
Operational and legal risks (e.the Herstatt risk) which aretypically limited, may
undermine thevhole transaon (seebelowfor more details).

Finally, on the legal side, OTC derivatis&ransactions involve a consistent framework of legal
rules. In effect, the trade is based on a contractual agreement, which requiredrafieslitext

in order to avoid confimation delays or lengthy and costly litigations, thereby reducing
transaction costs (and increasing standardisatibhy ISDA master agreement, novation
protocol, closeout procedures and small or big bang protocols are examples of widely
recognised prdices and contractual models adopted by the industry to immeeeationsand
bettermanageprocedures in OTC transactiona effect, legal uncertainty can wrhine the
transact i unforeséed maoging dnd abllateral calls that may threaten @ompg e s 6
balance sheets. Legal riskan hampethe orderly functioning of the markets.

Two legal instruments areidely adoptedin OTC contracts to reduce transaction costs and
indirectly mitigate operational, infrastructure and counterparty risk: novamohthe master
agreements (standard contradipeir 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
asincreasing theransparency fothe real eposure of a specific counterparty. For instance,
novation allows the substitution of a contract vdthew one or two new contractsThis legal

tool is usedto move contracts on a Central Counterparty Clearing (CCP) for O@&&xarange

traded derivativeysame legal steps explained belowThus, through novation, the CCP or in
general the new obligor can proceed with several other activities, which potentiallye reduc
counterparty and operational risks (multilateral netting, portfolio reconciliatimcesr close

out procedurestc). In effect, the new contract between the counterparty and the platform will
define a new set of rules, which include CCP membership rules.

Otherconcerns comé&om theuncertainty on théegal rulesapplied tothesecontracts which
are drafted and executed in diverse jurisdictitmspecific caseof litigation ora failureof the
CCPor other relevant circumstancesiiniform application ofjlobal standardacross countries
that clearlydefinethe regulatory regime aped to contractsvould be a welcomand efficient
solution The High Court of England and Wale=scentlyrejecteda pleafrom Morgan Stanley
that the dispute over a derivativéransaction should be heard only in the jurisdiction
established in the MasteAgreement (in this case, Englafl)As a consequencethe
counterpartysued Morgan Stanley also in its own country of origin, in this case fesetliag
practices, although the contrat#fines England aan established jurisdictianThis is a typical
example of legal riskposed by derivatives transactions.In conclusion a strengthened
supranational supervision and globadgulatory standardsto be implemented by main
jurisdictionsshould at least partially compn s at e t he potentei adotrtiosnkd o f
between national regulators.

6. Shedding | ight on the OTCAast+ i vati v
benefit analysis

A derivatives transaction involves several steps andongtime horizon starting from the
contractual agreemeand movingo the final sétement and transaction termination (see figure
below). In effect, thaim of bargaining over derivativas oftento spreacut thepayments to
conplete the transaction on a lotegrm basisfor the purposesnentionedabove increasing
particularlytheclearing, settlement and counterparty risks.

Under the four categories mentioned in the figure tfiagling, clearing, settlement and custody),
it is possible to identify six different phases:

1. Pretrade (collection of documentation, atwhtractual agreement terms)

Trade execution

Preclearing (verification/matchig, confirmation, and novation)

Clearing (netting, collateral/margin management, cash fil@tching, termination services)

Settlement (cash or physical delivery)

IR O

Custody (trade registration, asseegregation, and in some cases collamaslagement)

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

% See Financial Times Mér gan Stanl ey battl es over Chi na der
(http://www.ft.com/cms/s/0/e222bdi8f7-11de8de600144feab49a.htrl



http://www.ft.com/cms/s/0/e222bd1a-c3f7-11de-8de6-00144feab49a.html
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Figure 5. OTCderivatives transaction
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These tradeelated activities, then, can be supported by complementary sestcesas prime
brokeraye or portfolio services, or supporting institutioresg. a data repository (or trade
information warehouse), in order to increase market transparency and resilience. For instance,
prime brokerage services are offered to-bigle investors (e.g. hedge fig) 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 (CR837). The prime broker intermediates
between dealer and investor, and if the tratisa 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 pretrade phasé afterpreliminary talksi includes the drafting and compilatiof several
documentssuch as the master agreement form, the schedule with modifications and
confirmation forms with details of the trade. Then, parties collect all these document§ plus
requested annexeswith guarantees and pledge agreements. This phase thus cofisigts
designing the transact i oand2) dgraftinguanhstep agredmerd s 6
that minimises legal uncertainty and transaction costs. However, this phasesmtgkalplace
orally. Bespoke(highly customised)}ransactions increase legal uncertainty #ne risk of
litigation, as the prérade is limited to preliminary talks anessto desigmg an efficient and
accurate master agreement (it is only a verbaleaagent). The risk concerns the
unenforceability of bespoke transactions in specific countries. Benefits, instead, rely on the
speed of execution and the possibility to handle highly customised wathe modification of
transaction details or to hedge @utstanding position in a short time frame.
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6.2 Trade execution

This phase is not particularly crucial the value chainas OTC derivatives are bilateral
agreementsThus,parties have already defindteterms and conditions when the trade needs to

be exeated along the details set in the agreed documentation. When the -theakar
intermediates for other parties, the execution of the trade may take longer and be more. complex
In effect, the interdealer broker may need to fam& or more counterpartiesander to execute

the order. On the operational side, more should be donamplement straightthrough
processing of transactions. However, even if electronic systems and autcematimre widely
adopted, voice services are stilluseand play an impaant role for customised positignas

they mix advice and highly-customised execution serviceane placen real time

6.3 Pre-clearing

Once counterparties have agreed ontéms of atransaction, before clearing it, these details
are captured, verdd and confirmed, in order to avoid as muritertaintyas possible and thus
reduce theprobability of futurecostly disputes. In effect, unconfirmed trades (@rbally
confirmed ones) reduce the likelihood of enforceability for the transaction andtdudlow
multilateral netting by CCPs, increasing therefore counterparty and operational risks (ECB,
2009).

In the preclearing phase, the trade verified and confirmed. This phase ensures that trading
parties are in agreement about essential tradelsjetaich asthe deal price,trade date,
settlement details, et¢Oxerg 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 diee samesthe ones originally set by therRartiesthusexchange the
details of the transaction, as they hdemnregistered in their systems. Once exchanged, the
confirmation of the details may folloane oftwo modelsirade matchingr trade affirmaton
(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 consistsf one party giing the trade deiils to the other, who is finally going
to verify the information and proceed with the agreed trade.

Althoughthe market has been working to reduce the number of unconfirmed outstanding trades,
more should be done to push the percentage of confirmed w#testhe trading day plus one
business day (1) close to 1009’ through the support of automated and interoperable
systems (CPS8SCQ 2001 and ESCECESR 2009). In 2009, the level of unconfirmed trades
went down for all categories, except for curnerderivatives which experienced a slight
increase. The monthly average of business days for outstanding confirmations is roughly 5.5
days for all OTC derivatives in 2009, while in 20@8vas more or less 9 days (ISDA, 2009).
OTC credit derivatives haweached 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 timefor completionranges betweenT+6 and T+30 (seeable 3 below). In additionsome
0.1% to 0.7% of trades still remain unconfirmed after 180 days.

%" 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 ndpe same day, and it
aims at replicating or increasing this percentage for all OTGraterés through a joint venture with
DTCC,sec al | ed O6Mar kit SERVO; see Markit, AComment s
Centr al Counterparties for OTC derivativeso, 16

on
Apr |
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Table3. Confirmation times

Confirmed trades T+6 T+16 T+30 or

(circa %) within Sameday | T+1 T+2 | T+5 T+10 T+30 more
Electronic
Credit (92%) 62% 92% 96% 100% - -
Commodities (46%) 60% 97% 97% 100% - -
Currency (51%) 88% 100% - - - -
Interestrate (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%
Interestrate (52%) 8% 48% | 72% | 92% 98% 98% 100%
Equity (77%) 8% 27% | 40% | 75% 92% 96% 100%

Source ISDA Operation8enchmarkng Survey (2009)

Automated trade verificatitoand confirmation, especiallynahe same daof the tradg(T+0),

may concretely generate direct and indirect benefits, increasing the overall efficiency of the
ma r k ed setiemdn@afailires ¢Cixdra0@8e Moege n d
market initiatives should be encouragedn orderto investmorein electronic mechanisms of
verification and confirmation, as well as in a straitiitough processing (STP) of transactions.
The time of confirmationshould not be strategically defined by the firm but it should be
monitored and guided bregulators or international sekgulated bodiesthrough guidelines
andor incentives, in order to reduce the time of outstanding confirmation for the vast majority
of these trades to T+1. The pokearing phase, therefore, plays a pivotal roleha OTC
derivatives market nce i without confirmationi trades may be unenforceable, with
destabilising effects on the viability of one or both counterparties. Fonggstthe transaction
confirmation)
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