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Liquidity in any market is fundamental. 
Since the global financial crisis, which 
commenced in late 2007 and which reached 
its critical phase in 2008, we have seen 
with absolute clarity the catastrophes that 
can ensue when liquidity diminishes in 
markets and even disappears. 

In recent years, quality collateral 
has become more difficult to find. The 
inevitable consequence of this has been 
the widespread acceptance of lower quality 
collateral in order to meet the demands of 
increasing margin requirements and the 
effects of a bear market. 

Stock borrowing and lending, together 
with repos, have become seriously 
impaired. As a mixture of political 
interference, regulatory focus, market 
structures and market conditions have 
hindered these important facilities, the 
liquidity that is vital to the listed and 
unlisted markets has been constrained. 

This is at a time when the world’s 
economies have been floundering, needing 
highly liquid markets that will attract 
investors and investment.

Investors require a solid market, where 
over time the incline is steady and sustained 
by sound investments, providing an end 
SURˋW��0DUNHWV�WKDW�DUH�YRODWLOH�WHQG�WR�
DWWUDFW�WUDGHUV�ORRNLQJ�IRU�TXLFN�SURˋWV��6XFK�
SURˋWV�KDYH�OLWWOH�WR�GR�ZLWK�SHUIRUPDQFH��
either in the company that has been invested 
in, or the general economy.

Since MiFID I, we have witnessed a 
market structure that has been competitive 
in narrowing spreads and increasing 
transaction volume: these trends have 
EHQHˋWHG�LQYHVWRUV��%XW��WKLV�KDV�DOVR�
produced a market that is very volatile 
and loaded with a massive percentage of 
smaller sized, professional trader-to-trader 
transactions, causing the long term investor 
to be driven into almost inert action.

It can be argued that the enormous 
rise in the number of transactions has 
increased market liquidity. To counter this 
argument, it could also be said that mass 
trades between fewer players actually 
increases the volatility and in a way, an 
ebb and flow of liquidity within the trading 
day. This can have a detrimental knock-on 
effect on all forms of liquidity that shape 
the overall market. 

We must not forget that financial 
markets are made up of many types of 
financial products that are traded by all 
the major investment banks. Increasingly, 
banks have a problem in assimilating data, 
across their businesses. They need to do 
this, in order to manage risks, provide 
regulatory reports and manage their 
financial condition. This is a tough task 
for any bank, but virtually impossible for 
global banks, with their many  
branch networks. 
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Settlement cycles shorten across the 
world’s markets. However, market rules and 
structures frustratingly remain bespoke, 
varying widely from centre to centre. The 
needs of global investment banks and 
the requirements of their customers have 
become difficult, if not impossible, to be 
managed efficiently.

In 2014 and through future years, the 
ˋQDQFLDO�PDUNHWV�ZLOO�KDYH�WR�FRSH�ZLWK�RYHU�
the-counter (OTC) trades being introduced 
into central clearing houses (CCHs), on the 
face of it a sound choice. This decision was 
forged out of the experience of the Lehman 
crisis, where central counterparties (CCPs) 
proved their worth and had a golden period. 
However, the resolution to move all OTC 
products into central clearing based on the 
example of Lehman Bros is actually fraught 
with danger.

The fall of Lehman was a unique 
situation at a unique time within the global 

ˋQDQFH�LQGXVWU\��,W�UHTXLUHG�H[WUDRUGLQDU\�
measures, undertaken in the most testing 
of circumstances. The risks that executives 
within investment banks took, along 
with central banks, were outrageous, 
but necessary at the time. However, that 
situation has very little relationship to the 
ongoing operation of global OTC markets. 

The move of OTC to central clearing 
will put untold pressure on the CCPs 
and central bank, to manage their 
risks through a greater reliance on 
margin calls. Positions will need to be 
effectively managed intra-day. Even if 
the organisations that provide the market 
infrastructure are able to step up to the 
task, can the banks and the range of 
general clearing members? 

According to John Wilson, Global Head 
of OTC Clearing, Newedge, the impact 
of moving OTC derivatives into CCHs is: 
ȤFOHDULQJ�ZLOO�KDYH�D�QXPEHU�RI�SURIRXQG�

LPSDFWV�RQ�WKH�PDUNHW�LQFOXGLQJ�DFWLQJ�DV�D�
FUHGLW�ULVN�OHYHOOHU��DOORZLQJ�ILUPV�RI�GLIIHUHQW�
standing/rating to trade with each other 

ZLWKRXW�KDYLQJ�DQ�RQ�JRLQJ�H[SRVXUH�WR�HDFK�
RWKHU��+HQFH�RQH�VKRXOG�EH�DEOH�WR�WUDGH�ZLWK�
D�ZLGHU�UDQJH�RI�FRXQWHUSDUWLHV�DQG�SRWHQWLDO�
HQDEOH�PRUH��OLTXLGLW\�SURYLGHUV��WR�HPHUJH��
,W�ZLOO�IUHH�XS�FUHGLW�OLPLWV�DV�WUDGHV�ZLWK�
FRXQWHUSDUWLHV�ZLOO�TXLFNO\�IDFH�WKH�&&3��,W�
ZLOO�DGG�QHZ�H[SOLFLW�GLUHFW�DQG�LQGLUHFW�FRVWV�
ZLWK�FOHDULQJ�FKDUJHV�DQG�FROODWHUDO�FRVWV�
DQG�FRQFHQWUDWH�FUHGLW�ULVN�LQWR�V\VWHPLFDOO\�
LPSRUWDQW�HQWLWLHV��&&3V��,W�ZLOO�UHPRYH�FUHGLW�
risk management from firms in respect of 

PDQGDWRU\�FOHDUHG�SURGXFWV��OHDYLQJ�WKHP�WR�
KDQGOH�WKH�UHVW��EXW�ZKLFK�PD\�DFWXDOO\�OHDYH�
WKHP�ZLWK�KLJKHU�FUHGLW�H[SRVXUHV�GXH�WR�WKH�
ORVV�RI�QHWWLQJ�EHQHILWV��,W�ZLOO�FRQVLGHUDEO\�
VLPSOLI\�DGPLQLVWUDWLRQ�DQG�FROODWHUDO�
PDQDJHPHQW�LI�RQH�RQO\�XVHV�FOHDUHG�
SURGXFWV��,W�ZLOO�LQWURGXFH�VLJQLILFDQW�QHZ�
OLTXLGLW\�ULVNV�DV�ILUPV�QHHG�WR�PHHW�GDLO\�
FDVK�PDUJLQ�FDOOV�DQG�LQFUHDVLQJO\�SUHIXQG�
DFWLYLW\��WKHUHE\�GUDLQLQJ�WKHLU�OLTXLGLW\�RQ�
WRS�RI�LQLWLDO�PDUJLQ�UHTXLUHPHQW�ȥ

Bill Hodgson from the OTC Space 
comments: Ȥ)RU�PRVW�ILUPV�FOHDULQJ�ZLOO�
increase direct and indirect costs of carrying 

27&�EXVLQHVV�RQ�WKHLU�ERRNV��)RU�DOO�ILUPV�
WKLV�ZLOO�UHTXLUH�VLJQLILFDQW�EDFN�RIILFH�
SURFHVV�FKDQJHV��EXW�DOVR�PRUH�FHUWDLQW\�RQ�
WKH�YDOXH�DQG�VHWWOHPHQWV�IRU�FRQWUDFWV�ȥ

As we have seen with the current 
problems in collateral liquidity, the 
application of an increased demand 
for collateral appears to be perverse. If 
something in a community is clearly in 
short supply, it does not make sense to ask 
community members to provide more of it. 

Does the securities market today 
have more or less liquidity within the 
trading day? How does this impact 
collateral? Wilson comments: Ȥ5HDO�
WLPH�FOHDULQJ�DV�RSSRVHG�WR�LQWUDGD\�
EDWFK�FOHDULQJ�PHDQV�WKHUH�DUH�QR�QHWWLQJ�
EHQHILWV��+HQFH��WKH�ODUJHVW�LQWUDGD\�
VSLNHV�LQ�PDUJLQ�UHTXLUHPHQWV�KDYH�WR�EH�
funded notwithstanding offsetting trades 

PD\�EH�VHFRQGV�EHKLQG�LQ�WKH�FOHDULQJ�
TXHXH�VHTXHQFH��7KLV�ZLOO�GHPDQG�VL]DEOH�
SUHIXQGLQJ�DQG�LPPRELOLVDWLRQ�RI�FROODWHUDO��
ZKLFK�VHHPV�XQGHVLUDEOH�DQG�PD\�KDUP�
WUDGLQJ�OLTXLGLW\�DV�ILUPV�HQGHDYRXU�WR�
UHPDLQ�ZLWKLQ�WKHLU�FROODWHUDO�WKUHVKROGV�ȥ

The widespread concern with banks, or 
at least some of them, has been that they 
are too big to fail. However, in the case of 
CCPs small is the real risk. The Bank of 
England at various times has raised the 

John Wilson, 
*OREDO�+HDG�RI�27&�&OHDULQJ��1HZHGJH�
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concern about a CCP being brought down. 
Such an outcome would make the fall of 
Lehman pale into insignificance, as masses 
of market players, both large and small, 
would be exposed to crippling losses.

In Europe, the CCP space is massively 
fragmented, with far more than are 
actually needed. The thinking has been to 
avoid creating monopolies: the assumption 
has been that increasing competition will 
improve services and keep costs low. There 
is even a view that fragmentation reduces 
risks by spreading the business across 
multiple domains. 

So are there too many CCPs? Wilson 
says: Ȥ8QGRXEWHGO\��EXW�QDWLRQDO�UHJLRQDO�
UHJXODWRU\�EDUULHUV�DUH�SDUWO\�WR�EODPH�IRU�
impeding the operation of cross border 

&&3V��WKHUHE\�FUHDWLQJ�VSDFH�IRU�ORFDO�RQHV��
$GGLWLRQDOO\��WKHUH�LV�D�ZDULQHVV�LQ�VRPH�
TXDUWHUV�DERXW�ȡIRUHLJQȢ�LQVROYHQF\�UHJLPHV�
ZKLFK�LV�HQFRXUDJLQJ�VRPH�WR�ORRN�QHDUHU�
KRPH��+RZHYHU��LW�LV�TXHVWLRQDEOH�ZKHWKHU�
WKHUH�LV�VXIILFLHQW�EXVLQHVV�IRU�DOO�RI�WKHP�WR�

VXUYLYH�PLQGIXO�WKDW�RSHQ�LQWHUHVW�QDWXUDOO\�
WHQGV�WR�FOXVWHU�DURXQG�D�IHZ�ELJ�&&3V�ȥ

Hodgson adds: Ȥ,I�FOHDULQJ�LV�D�FRPSHWLWLYH�
business, then so far the competitors within 

HDFK�DVVHWV�FODVV�DUH�KLJKO\�VNHZHG�WRZDUGV�
incumbents, such as ICE for CDS, and 

6ZDS&OHDU�IRU�,QWHUHVW�5DWHV��VR�SHUKDSV�\RX�
FRXOG�DUJXH�WKDW�WKHUH�QHHGV�WR�EH�VWURQJHU�
FRPSHWLWLRQ��b2Q�WKH�RWKHU�KDQG�VSOLWWLQJ�ULVN�
DFURVV�PXOWLSOH�&&3V�ZLOO�GULYH�XS�PDUJLQ�
FRVWV��DQG�ZLOO�OHDG�WR�HTXLOLEULXP�ZKHUH�WKH�
EHQHˋWV�DQG�FRVWV�RI�PXOWLSOH�&&3V�HYHQV�ȥ�

Most CCPs are naturally undercapitalised, 
due to their construction and business 
operations. This is because they are 
based on their general clearing members 
collectively supporting the CCP and their 
clients. However, with OTC entering central 
clearing, the risk of failure is heightened: 
indeed it is far more likely that we will see 
a CCP under stress or, worse still, fail. 

Is there a greater risk of a CCP failure 
after OTC enters central clearing? “OTC 

SURGXFWV�GRQ
W�PDNH�D�&&3�PRUH�OLNHO\�WR�

Diana Chan, 
&(2��(XUR&&3�

IDLO��RQO\�SRRU�ULVN�PDQDJHPHQW�DQG�D�ZHDN�
PDUJLQLQJ�UHJLPH�ZLOO�GR�WKDW�Ƞ�RXWVLGH�
RI�KXJH�XSKHDYDOV�LQ�ILQDQFLDO�PDUNHWV��LQ�
ZKLFK�WKHUH�FRXOG�EH�VLPXOWDQHRXV��PXOWLSOH�
IDLOXUHV�RI�WKH�ODUJHVW�LQVWLWXWLRQV��ZKLFK�
OHDYH�WKH�VXUYLYLQJ�FOHDULQJ�PHPEHUV�XQDEOH�
WR�FDUU\�WKH�EXUGHQ�RI�VXSSRUWLQJ�WKH�&&3��
&OHDUO\��VRPH�SURGXFWV�FDUU\�PRUH�ULVN��EXW�LI�
D�&&3�DQG�LWV
�5LVN�&RPPLWWHH�GRQ
W�EHOLHYH�
LW�FDQ�KDQGOH�DQ�RUGHUO\�OLTXLGDWLRQ�RI�VXFK�
SURGXFWV��ZLWKLQ�UHDVRQDEO\�IRUHVHHDEOH�ORVV�
SDUDPHWHUV�DQG�WKHQ�VXFK�SURGXFWV�VKRXOG�
QRW�EH�FOHDUHG��,W�ZRXOG�EH�PDGQHVV�WR�
LPSUHJQDWH�&&3V�ZLWK�SURGXFWV�WKH\�FDQQRW�
KDQGOH�ȥ states Wilson.

Hodgson adds Ȥ7KHUH�LV�QR�TXDQWLILDEOH�
LQFUHDVH�LQ�WKH�SUREDELOLW\�RI�IDLOXUH��EXW�
PRVW�UHJXODWRUV�DUH�WKLQNLQJ�KDUG�DERXW�WKH�
W\SLFDO�OLQHV�RI�GHIHQFH��RU�GHIDXOW�ZDWHUIDOO��
WR�SURWHFW�DJDLQVW�D�&&3�IDLOXUH��JLYHQ�WKDW�
WKH�VL]H�RI�WKH�27&�EXVLQHVV�EHLQJ�FOHDUHG�
LV�PXFK�ELJJHU�WKDQ�D�W\SLFDO�([FKDQJH�
EXVLQHVV��5HJXODWRUV�KDYH�VXJJHVWHG�
LQFOXGLQJ�D�KDLUFXW�RQ�,QLWLDO�0DUJLQ�IRU�QRQ�
GHIDXOWLQJ�PHPEHUV��WKH�%DQN�RI�(QJODQG�KDV�
SXEOLVKHG�D�SDSHU�RQ�KDLUFXWWLQJ�9DULDWLRQ�
0DUJLQ��ERWK�DGGLQJ�DVVHWV�WR�WKH�OD\HUV�RI�
SURWHFWLRQ�ȥ�

To cover the increased risks of OTC and 
to ensure adequate margin requirements, 
a demand for high quality collateral is a 
very likely result. When the demands of 
collateral to cover massively increased 
margin requirements occur, there will be 
an impact on the secondary listed markets, 
where prices and spreads could increase. 
This is a natural outcome when liquidity 
becomes tight.

There is also a problem of collateral 
quality. Once all the best collateral has 
been assigned, the obvious next step is 
to accept lesser quality collateral. It then 
becomes apparent that we need  
to have an industry-wide standard 
recognition of what is acceptable quality. 
As is not the case with ratings agencies, 
there must be an industry-wide recognised 
quality rating that is applied to collateral.

Would a standard rating of collateral 
quality be of value? How could this be 
achieved? Wilson thinks that Ȥ&ROODWHUDO�
DVVHVVPHQW�QHHGV�WR�EH�OHIW�ZLWK�&&3V�DQG�5LVN�
&RPPLWWHHV�DV�WKH\�EHDU�WKH�ULVNV�RI�VKRUWIDOOV�ȥ

Meanwhile, Hodgson states: “The CDS 

PDUNHW�H[SUHVVHV�WKH�TXDOLW\�RI�DQ�LVVXHU�DQG�
D�ERQG�QRZ�Ƞ�DV�GRHV�ERQG�GXUDWLRQ�DQG�
UDWLQJV�IURP�DJHQFLHV��,W�ZRXOG�VHHP�WKDW�WKH�
securities market has enough information to 

NQRZ�WKH�
YDOXH
�RI�D�ERQG�Ƞ�ZKDW�LV�KDUG�WR�
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PHDVXUH�LV�WKH�SRVVLEOH�LQWUDGD\�YRODWLOLW\�RI�
D�ERQG�OHDGLQJ�WR�LQWUDGD\�VKRUWIDOOV�ȥ

Can the financial markets efficiently 
manage intraday collateral liquidity? 
Ȥ7KLV�LV�RQH�RI�WKH�ODUJHVW�LVVXHV�WR�EH�
DGGUHVVHG��7KH�PRYH�WR�UHDO�WLPH�FOHDULQJ�
at the behest of the CFTC has profound 

LPSOLFDWLRQV�LQ�OLJKW�RI�VRPH�&&3V�
GHPDQGLQJ�FROODWHUDO�FRYHU�DW�WKH�SRLQW�
RI�FOHDULQJ��WRJHWKHU�ZLWK�LQWUD�GD\�3	/�
FRYHU��7KLV�FUHDWHV�FRQVLGHUDEOH�YRODWLOLW\�
LQ�WKH�FROODWHUDO�UHTXLUHPHQW�IRU�FOLHQWV�
DQG�FOHDULQJ�ILUPV�DOLNH��$V�D�FRQVHTXHQFH��
PDQ\�FOLHQWV�ZLOO�QHHG�WR�RYHU�PDUJLQ�
SUHIXQG�WKHLU�DQWLFLSDWHG�FOHDULQJ�QHHGV��
ZLWK�FRQVHTXHQFHV�IRU�LPPRELOLVLQJ�OLTXLGLW\��
IDLOLQJ�ZKLFK��VXFK�OLTXLGLW\�ZLOO�QHHG�WR�EH�
SURYLGHG�E\�FOHDULQJ�ILUPV��ZKLFK�LV�DUJXDEO\��
QRW�WKHLU�IXQFWLRQȥ� comments Wilson.

In Europe, the fragmentation of CCPs 
could seriously impair the capability of 
ensuring that collateral reaches the areas 
where it is needed. Increased volatility in 
the market and shortened settlement cycles 

could provide a spinning roundabout of 
collateral movements between CCPs and all 
the various clearing members: this would in 
due course massively increase the costs to 
the investors. 

Diana Chan, CEO, EuroCCP comments: 
“The demand for more efficient intraday 

FROODWHUDO�PDQDJHPHQW�ZLOO�JURZ�b�7KHUH�
LV�FHUWDLQO\�URRP�IRU�QHZ�VHUYLFHV�WR�EH�
GHYHORSHG�LQ�WKLV�VHFWRU�WR�UHGXFH�IULFWLRQDO�
FRVWV�b�$�PDMRU�EUHDNWKURXJK�ZLOO�DUULYH�ZLWK�
WKH�ODXQFK�RI�7$5*(7��6HFXULWLHV�LQ������ȥ

Bill Hodgson, the OTC Space adds: 
Ȥ6LQFH�WKH�DFTXLVLWLRQ�RI�/&+�E\�WKH�/6(��
WKHUH�DUH�QR�KRUL]RQWDOO\�DOLJQHG�&&3V�
DYDLODEOH�WR�PHUJH��,&(��&0(��1$6'$4�DQG�
'HXWVFKH�%¸UVH�DOO�RSHUDWH�D�YHUWLFDO�EXVLQHVV�
DQG�FOHDULQJ�PRGHO��ZLWK�/&+�EHLQJ�WKH�
H[FHSWLRQ�GXH�WR�KLVWRU\��6R�WKH�ZLGHU�TXHVWLRQ�
LV�ZKHWKHU�ZH�ZLOO�VHH�IXUWKHU�FRQVROLGDWLRQ�
DPRQJVW�WKRVH�YHUWLFDO�EXVLQHVVHV�VXFK�DV�WKH�
PHUJHU�RI�,&(�DQG�1<6(��*LYHQ�WKH�FXUUHQW�
&&3�ODQGVFDSH��,�GRQ
W�VHH�PXFK�FKDQJLQJ�
IRU�VRPH�WLPH��&&3V�DUH�GHYHORSLQJ�PRGHOV�WR�

VXSSRUW�LQWUDGD\�ULVN��XVLQJ�DGGLWLRQDO�SRROV�
RI�DVVHWV�WR�FRYHU�VKRUWIDOOV��,Q�PRVW�FDVHV�
LQWUDGD\�VKRUWIDOOV�ZLOO�EH�IXQGHG�ZLWK�FDVK�WR�
D�&&3�WR�PHHW�GHOLYHU\�WLPLQJ�UHTXLUHPHQWV��
'HOLYHULQJ�FDVK�LV�DQ�HIˋFLHQW�SURFHVV��ZLWK�WKH�
IXQGLQJ�RI�WKDW�FDVK�LQ�WKH�5HSR�PDUNHW�ȥ

John Wilson, Global Head of OTC 
Clearing, Newedge states: Ȥ5HJXODWRU\�
EDUULHUV�PD\�LPSHGH�FRQVROLGDWLRQ�WR�WKH�
IXOOHVW�H[WHQW��EXW�LW�VHHPV�XQOLNHO\�WKDW�HYHU\�
H[LVWLQJ�DQG�ȡWDONHG�RI Ȣ�VHUYLFH�FDQ�VXUYLYH�
RQ�D�FRPPHUFLDO�EDVLV��$V�WR�WLPHIUDPH��WKH�
PDUNHW�LWVHOI�ZLOO�SLFN�WKH�ZLQQHUV�EDVHG�
RQ�ZKHUH�RSHQ�LQWHUHVW�LV�GLUHFWHG�Ƞ�LW
V�
SUREDEOH�WKDW�VRPH�&&3V�ZLOO��GLH�DW�ELUWK��RU�
VKRUWO\�WKHUHDIWHU��ZKLOVW�VRPH�PD\�OLPS�RQ�
IRU�D�ZKLOH�EHIRUH�FOLHQWV�YRWH�ZLWK�WKHLU�IHHW�ȥ

So a number of different views and ideas 
about the impact of moving OTCs into 
central clearing; it was of course intended 
to reduce risks, but it could well have 
precisely the opposite effect. That is unless 
structure change is implemented to tackle 
the results of unintended consequences.

Bill Hodgson, 
OTC Space 
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