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As the regulatory net tightens  
further on the banking community,  
it also has the potential to affect  
other users of commodity markets

Though not specifically 
intended for commodity 
markets, new regulations 

designed for the financial industry 
after the 2007–2008 global crisis 
are nonetheless affecting them. 
Users in this traditional business are 
having to adapt to comply with these 
gradually implemented rules, notably 
the European Market Infrastructure 
Regulation (EMIR) and the US Dodd-
Frank Act.

The new requirements are 
making western banks focus on 
facilitating business between 
producers, consumers and investors, 
rather than taking proprietary 
risk. By being more controlled and 
taking fewer risks, the institutions 
are dealing with lower profits in the 
commodities space, says Nic Brown, 
head of commodities research at 
corporate and investment bank 
Natixis. The commodity business is 
therefore being increasingly driven 
away from banks and exchanges, he 
argues. Some institutions have even 
moved out of this traditional market.

Companies that are not under 
the same degree of regulation or 
capital requirements are becoming 
the new links between the physical 
and the financial worlds. Trading 
houses such as Trafigura, Glencore 
and Louis Dreyfus are able to choose 
the best locations and take a flexible 
approach to different regulatory and 
tax accounting regimes around the 
world, making it difficult for banks to 
compete with them, says Brown.

As the regulatory net tightens 
further on the banking community, 
it also has the potential to affect 
other users of commodity markets. 
Some of the legal procedures 
required by EMIR and the Markets 
in Financial Instruments Directive 
(MiFID) II in Europe might represent 
a challenge for small and medium 
firms.

Commodity hedgers are likely 
to have been recently contacted by 
their brokers with requests to agree 
a whole raft of new paperwork, 
says Alex Culley, deputy head of 
compliance at derivatives broker, 
Sucden Financial. The documents 
include revised terms of business 
or stand-alone clearing modules, 
portfolio reconciliation and dispute 
resolution agreements, as well as 
trade reporting agreements, where 
applicable. “Such paperwork deals 
with complex subject matter which 
may present difficulties to small and 
medium-sized commodity hedgers, 
especially if they don’t have in-house 
legal and compliance expertise,” 
Culley explains.

In addition, if a commodity 
hedger is established in the EU and 
uses the delegated trade reporting 
services of its broker to meet its trade 
reporting obligations, it will need to 
implement a system to check that  
its broker is correctly submitting  
the trade reporting data to the trade 
repository on its behalf, Culley says.

New regulations almost certainly 
mean new capital requirements 
for market participants, which can 
affect prices, and EMIR, MiFID II 
and Dodd-Frank are no different. 
Commodity derivatives users may 
now also face new costs for trade 
reporting and clearing as well 
as general expenses such as new 
compliance routines and putting 
in place systems to meet the 
operational requirements, he says.

The degree to which the new 
obligations influence the businesses 
varies, however. There are exceptions, 
as genuine commodity hedgers 
are generally excluded from the 
more onerous rules and capital 
requirements. Most of them are 
likely to fall within the category 
of non-financial counterparty 
minus (NFC-), according to EMIR 
regulations.

These are unlikely to exceed 
the threshold for commodities 
derivatives, which is €3 billion gross 
notional value of the average rolling 
position over 30 working days, Culley 
explains. NFC- commodity hedgers 
are also exempt from clearing 
obligations, the need to exchange 
margin on a bilateral basis, enhanced 
trade reporting requirements and 
the stricter portfolio reconciliation 
obligations, he says.

More disclosure
In spite of such exemptions, genuine 
commodity hedgers are now subject 
to a higher degree of disclosure. 
And even though end producers 
and consumers are protected from 
some of the regulations and capital 
requirements, they are still caught 
by many of the tighter rules and, 
equally, some of the increasing 
costs are passed on to them, says 
Brown. EU entities that operate in 
commodity derivatives have to report 
the basic details of trades to a trade 
repository, regardless of whether or 
not they are NFC-, adds Culley.
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With all these requirements, 
some industry observers argue that 
the regulatory developments are 
causing the commodity markets to 
shift to new areas such as Asia, where 
most of the more onerous obligations 
may not reach. For Brown, it has 
already happened. China now 
consumes around 40 to 50 per cent 
of many raw materials. More rapid 
growth is taking place in developing 
countries than in the US, Europe and 
Japan, he says. 

According to Brown, the trend 
towards China should continue. 
Despite its slower growth rate 
– around 7 per cent – it still 
represents a substantial market due 
to the sheer size of its economy, he 
says. It would not be a surprise to 
see commodity markets gradually 
shifting further towards China, he 
says, as the country opens up and 
becomes more transparent.

regulations that affect the derivatives 
markets in the EU stem from 
commitments taken at G20 level to 
minimise regulatory arbitrage. 

“All other G20 nations have 
committed to implement reforms 
similar to those contained in the 
EMIR and MiFID II, accounting for all 
of the major financial centres where 
commodity derivatives are traded,” 
Culley says.

Going forward, Brown sees a 
different scenario: markets should, 
at some point, move back towards 
deregulation, allowing western 
banks greater freedom to compete 
on a more level playing field. “The 
regulatory pendulum swings: you 
get periods of laissez-faire and you 
have times when the markets are 
very tightly regulated. This has been 
a feature of the financial markets for 
the last 50 years,” he says.

The commodity markets, more 
specifically, should remain an 
essential part of the underlying 
economic framework, despite 
currently being overshadowed by 
financial and equity products. The 
fact that commodities played no part 
in the financial crisis does not mean 
that they won’t affect the next one, 
emphasises Brown.

Russia’s economic struggle in 
2014, after falling oil prices, sanctions 
and the collapsing rouble, illustrates 
the influence that commodity 
products have upon some companies 
and economies. “If you look at the 
effect of oil prices in certain major 
oil-producing countries, where 
governments depend on the oil 
revenue in order to balance their 
annual budgets, you can see the 
immense pain felt in places such  
as Russia,” Brown says. 

Commodity movements such 
as this can potentially affect credit 
risk through the world’s financial 
markets. And while it involves a 
much smaller share of the global 
GDP in comparison to the global 
crisis, it does have a significant 
impact in the global economy. 

 MiFID seeks to capture more commodities business

 MiFID I set conditions under which firms undertaking commodities trading activity 

would be exempt from falling under the directive’s requirements provided they met 

certain criteria under the ‘ancillary activity’ definition. The latest MiFID II consultation, 

released at the end of December 2014, has introduced stricter criteria to capture more 

commodity market participants.

Under MiFID II, an activity will be considered to be ancillary to the main business 

as definite in Article 2(1)(j) of the directive, if: “the capital employed by the group for 

carrying out eligible activity in the European Union accounts for less than 5% of the 

capital employed for carrying out the main business in the group in the European Union 

and in third countries.”

This is substantially lower than the previous threshold set in the summer 

consultation paper of 50%.

An additional ‘ancillary activity’ test is based on a firm’s trading activity when 

compared to the overall market. This compares a firm’s EU trading activity with the 

overall EU market in eight classes – metals, oil and oil products, coal, emissions, gas, 

power, agricultural products and freight. If a firm exceeds a 0.5% threshold of trading in 

any class of these products, it triggers MiFID II for all classes.

Firms must satisfy both tests, but if they exceed the market share test, the first test 

disapplies.

In order to determine whether they need to become authorised under MiFID II, 

firms need to consider data collected between 1 January and 31 December 2016. As 

MiFID goes live on 3 January 2017, they will only have one working day after the data 

is collected to determine if they require authorisation as an investment firm. Trading 

without such authorisation after 3 January 2017 will be a criminal offence and any 

contracts entered into at that stage may be voidable.

For Culley, though, all G20 
members should eventually end up 
with very similar regulatory regimes, 
regardless of the cultural differences 
– which have an impact on how 
regulations are interpreted and 
implemented – and the varying  
levels of sophistication of the 
legislative and regulatory 
mechanisms. Most of the current 

Russia’s struggle, after falling 
oil prices, sanctions and the 
collapsing rouble, illustrates 
the influence that commodity 
products have upon some 
companies and economies
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Global changes 
in commodities
Substantial shifts not directly related to regulatory changes are taking 
place in global commodity markets. By Vanya Dragomanovich

In no other commodities have 
the changing global economic 
landscape and the fast growth of 

Asia been reflected as strongly as in 
base metals. The process started in 
2012 with the Hong Kong Exchange 
(HKEx) buying the London Metal 
Exchange (LME) and it has not lost 
pace since then.

 HKEx’s dynamic chief executive 
Charles Li has made it his mission 
to establish Hong Kong as the 
link between Chinese exchanges 
and the rest of the world, starting 
with equities and expanding into 
commodity derivatives including 
oil, base and precious metals and 
potentially coal. 

A key stepping stone was the 
launch of Shanghai-Hong Kong Stock 
Connect in November 2014, a trade 
channel that allows both overseas 
and mainland Chinese investors to 
buy and sell shares listed in either 
Shanghai or Hong Kong and to clear 
trades in their domestic market.  

Now the two exchanges are 
waiting for the green light from 
Chinese regulators to do the same for 
commodity derivatives. An oil futures 
contract was the first to be approved, 
and decisions on other derivatives 
contracts is expected in the first half 
of 2015. 

China dominates metal markets 
with close to half of the total global 
demand for some of them. However, 
on the LME, which accounts for over 
80 per cent of global exchange-traded 

metals futures, only three of the 96 
member companies are Chinese. 
This is partly down to internal 
Chinese restrictions that allow 
only a limited group of state-owned 
enterprises to trade abroad, but also 
stems from a lengthy and costly 
process of obtaining membership for 
two exchanges that operate under 
different regulators. 

The HKEx is working to deliver a 
low-cost way for existing HKEx and 
LME members to become a member 
of the other exchange. 

Anecdotally, the most dynamic 
growth in commodity trading is 
currently taking place within Asia, 
between China and some of its fast-
growing neighbours, rather than 
between China and Europe. The EU is 
looking at stagnant or even negative 
GDP numbers this year, while the US 
economy is stronger. 

Although the US dollar is still the 
currency of international trade, given 
the sheer volume of commodities 
being bought from and sold into 
China, the renminbi is set to rise 
in importance, particularly for 
trades within Asia. Going forward, 
exchanges that are able to offer 
renminbi-denominated contracts will 
have a significant advantage. HKEx, 
for instance, launched renminbi-
denominated copper, aluminium and 
zinc futures contracts in late 2014. 

Across commodities, the exodus 
of banks prompted by more rigid 
regulatory requirements continued 

throughout 2014. By the end of the 
year Barclays, J.P. Morgan, Morgan 
Stanley and Deutsche Bank had 
pulled out of some if not all of their 
commodities trading. 

The void left by exiting banks 
continued to be filled by trading 
houses such as Switzerland’s 
Mercuria, which bought J.P. Morgan’s 
physical trading unit, and Glencore 
Xstrata. The trading arms of big 
commodity producers such as BP, 
Shell and Total, and BHP Billiton in 
metals, also increased their market 
share in derivatives trading and 
market making. 

Although trading houses and the 
trading arms of producing companies 
will play a significant market role in 
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Given the sheer volume of commodities 
being bought from and sold into China, 
the renminbi is set to rise in importance

industry in the US and increased 
production in Canada has reduced 
the US dependence on oil imports 
from OPEC countries. This caused 
a slow decline in oil prices over the 
course of 2014, tilting into a full 
crash over the turn of the year after 
OPEC decided to take a stand and 
refused to cut production to prop  
up prices. 

According to the US Energy 
Information Administration, 
countries in the Middle East are able 
to produce a barrel of oil equivalent 
for a total cost of around $17, while 
on-shore US producers are facing 
costs of around $32/bbl. Some 
analysts believe that the US numbers 
are closer to $45/bbl and even higher 
for some Canadian producers. 

the short term – for durations of up 
to a year – banks remain the bigger 
participants for long-term hedges. 

“Banks are still the bigger players 
when it comes to long-term hedging 
and project finance because they have 
the balance sheets to back those kind 
of deals,” says Harry Tchilinguirian, 
global head of commodity markets 
strategy at BNP Paribas. 

Physical shifts
In the oil market the changing 
patterns of physical supply and 
demand have played a bigger role 
than global economic growth, and 
those changing patterns finally 
took centre stage in 2014. The rapid 
expansion of the shale oil and gas 
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Brokerages and users of the London Gold Fixings, Silver Fixings,  
and Platinum and Palladium Fixings are grappling with the three  
provider models, which is proving arduous and expensive 

BNP’s Tchilinguirian expects that 
low oil prices will trigger significant 
reserve buying from China, one of the 
world’s biggest oil importers. China 
is in the process of building three 
strategic oil storage facilities, the first 
of which was completed late last year 
and holds about 91 million barrels of 
crude in four locations. 

“In 2008 and 2009, when oil 
prices fell to similar levels, China 
stepped in and bought oil for 
national reserves, and if the buying 
pattern is repeated it is likely to start 
buying oil at current prices,” he says.  

In precious metals the 
increased regulatory scrutiny of 
both the derivatives markets and 
the mechanics of reference prices 
eventually led to the demise of the 

long-established arrangements of 
the London Gold and Silver Fixings, 
the benchmark over-the-counter 
prices used by miners, banks and end 
users to trade and value contracts. 
The London Gold Fixing used to be 
negotiated twice daily by five banks 
and the Silver Fixing by three banks. 
However, when Deutsche Bank pulled 
out of precious metals the Gold Fixing 
was left with four banks and the 
Silver Fixing was no longer tenable. 

Since then, the management of 
the Gold Fixing has been taken over 
by the Intercontinental Exchange and 
the process of electronic pricing will 
start in the first quarter of 2015. CME 
and Thomson Reuters have picked 
up the Silver Fixing and the LME is 
administrating the London Platinum 

and Palladium fix. However, what  
is currently in place is unlikely to 
prove a good long-term solution 
either for the exchanges or end users 
of the fixings. 

Although both CME and the LME 
were also bidding for the Gold Fixing, 
the three fixings were awarded to 
three different bidders primarily 
because these proposals were an 
improvement on the earlier ones, 
according to Ross Norman, CEO of 
bullion brokers Sharps Pixley. 

Now, brokerages and users of 
the fixing data are grappling with 
the three provider models, which is 
proving arduous and expensive. “It 
means that you have to deal with 
three different sets of compliance 
departments, use three different 
systems and pay three sets of fees,” 
Norman says, adding that this will 
eventually put off some users and 
weaken the standing of the fixings. 

Further expansion
In the longer term, both CME and 
the LME plan to expand their gold 
and precious metals activity. The 
LME is planning to introduce dollar-
denominated gold and silver futures 
and to follow them up with platinum 
and palladium futures. CME, which 
has been mulling product expansion 
in London for a few years, has 
changed direction and made Hong 
Kong its first port of call with the 
launch of the Asian gold kilobar 
contract in January 2015. 

Expansion in Asia remains the 
coveted prize for most exchanges 
although they will increasingly have 
to compete with fast-growing local 
exchanges for a slice of the local 
derivatives market.  
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Whose market 
is it anyway? 
Certain commodities with retail exposure attract criticism of 
speculative influences, but how important are these and do  
they affect hedging policies? By Vanya Dragomanovich

commodity prices in a 2013 paper 
and while discerning their presence 
argued that monetary policy was 
a more significant influence – i.e. 
low real interest rates stimulated 
higher commodity prices. However, 
that hardly tallies with the market 
experience in oil and metals in early 
2015, for example.  

Meanwhile, a third study by 
Professor Rita D’Ecclesia of the 
University of Rome also concluded 
that exchange rates have a stronger 
influence on oil prices than 
speculators. 

If there is no clear agreement 
among academics, what do exchange 
stats tell us? The US Commodity 
Futures Trading Commission 
publishes a weekly Commitment 
of Traders (CoT) report listing the 
open positions across commodities 
markets and exchanges. The positions 
are broken down into producers 
and merchants, swap dealers and 
managed money. 

While the roles played by 
producers and merchants on the 
one hand and managed money on 
the other are fairly clear, the swap 
dealer category covers a variety of 
trades. These include those placed by 
banks to hedge-producer or end-user 
positions, namely hedging rather 
than speculative positions. But until 
the banks decide, or are obliged, to 
operate on an agency-only basis, the 
US CoT reports aren’t particularly 
enlightening.  

The London Metal Exchange 
(LME) tried to go a step further when 
it started publishing CoT reports in 
2014 and subdivided participants into 
five groups. “If you look at the LME’s 
breakdown of the various categories 
of market participants you have on 
one side money managers, broker 
dealers and index traders, and on 
the other producers and merchants,” 
explains Robin Bhar, head of 
metals research at Société Générale 
Corporate & Investment Banking. 
“If you look at the numbers, the 
majority of positions are still taken 
up by companies that need to hedge 
their production or purchases.” 

Hedging lessons
At the beginning of 2015 the sharp 
drops in oil and metal prices were too 
quick to be caused only by changes 
in global demand patterns. Although 
the exact extent of speculators’ role 
may be unclear, what is certain is 
that for a large number of blue chip 

To what extent speculators 
contribute to the volatility 
of commodity markets is 

a question that gains intensity 
every time sharp price movements 
start affecting both big industrial 
companies and retail consumers.

Statistical evidence shows both 
that speculators play a significant 
role in short-term price moves but 
also that fundamentals of supply and 
demand dominate long-term price 
changes. 

A 2011 study by the United 
Nations Conference on Trade 
and Development entitled ‘Price 
Formation in Financialized 
Commodity Markets’ found that 
“whereas index investors were 
identified as significant price drivers 
prior to the financial crisis, the 
importance of money managers 
(e.g. hedge funds) that follow more 
active trading strategies and take 
positions on both sides of the market 
has increased since then.” The report 
showed that the correlation between 
price moves and money managers’ 
position changes is sometimes as 
high as 0.8 in the oil market and that 
speculation in the post-2008 world 
has accounted for as much as 20 per 
cent of the oil price.

Public concern is rarely 
articulated outside major price 
spike incidents. But even here, 
is it justified?  Professor Jeffrey 
Frankel of Harvard Kennedy School 
looked at speculation influences on 
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In most 
commodities, 
speculators are  
a bigger influence 
on short-term 
moves than 
longer-term trends

companies the oil price drop required 
a rethink of their hedging strategies. 

Among the FTSE 100 constituents 
it is hard to find companies that 
are not in some way exposed to the 
volatility of commodity prices. “For oil 
companies and miners, for instance, 
any major investment such as a new 
pipeline, building infrastructure or 
a new mine requires financing, and 
that is typically linked to long-term 
hedging,” says Harry Tchilinguirian, 
global head of commodity markets 
strategy at BNP Paribas. 

Beyond that, for all 
manufacturing companies, power 
costs constitute a large portion 
of their overall operating budget. 
Airlines and transport companies 
depend on the price of fuel while 
chemical firms, car makers, 
electronics producers and food 
manufacturers all have to budget 
for commodity price moves. A sharp 
drop in cash and futures markets 
can only be to their advantage if they 

have some flexibility in their earlier, 
higher-priced hedges.   

Major US airlines such as Delta 
and Southwest, for example, had 
to reposition their fuel hedges, 
commonly swaps with some futures, 
in response to the recent price drop. 
Oil is the biggest variable cost for 
airlines and constitutes at least a 
third of all the companies’ operating 
expenses. For big plastics producers 
and other chemical companies, oil, 
gas and coal can make up as much as 
75 per cent of the total cost of their 
end product. 

Oil price moves are also bringing 
big national players into the market. 
Kazakhstan, a major producer of 
gas and oil, held discussions with 
Goldman Sachs when it was looking 
to hedge against falling oil prices. 
China, meanwhile, stockpiles cheap 
oil for its state reserves as a form of 
protection against future rises. 

Stainless steel companies are 
keeping a close eye on the price of 

nickel because Russia is a major 
producer and a fall in the rouble 
tends to prompt more exports. While 
these are fundamental issues they are 
also clearly visible to speculators.  

Similarly, chocolate makers 
are already watching cocoa prices 
rise to four-year highs because of 
lower production, but with Ebola 
knocking on the door of Ivory 
Coast, the world’s biggest cocoa 
bean producer, there is scope for far 
higher prices. 

In most commodities, speculators 
are a bigger influence on short-term 
moves than longer-term trends. The 
one exception, however, is gold, the 
commodity in which speculators 
have changed the fundamental 
supply and demand picture through 
specialist investment products. Since 
gold exchange-traded funds (ETFs) 
became popular among investment 
institutions just over a decade 
ago they have grown to make up 
between 20 and 40 per cent of the 
total demand for the metal. Unlike 
futures, gold ETFs need to be backed 
up by actual gold. In 2013 some 880 
tonnes of gold were booked to ETFs 
in a 4,080 tonne market. 

Speculators will continue to play 
a key role in commodity markets, 
bringing with them both volatility 
and valuable liquidity. A well-traded 
market, with both speculation and 
hedging activity, is more likely to 
deliver a reliable price than one with 
only a handful of participants. 
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The beauty of simplicity
Making OTC instruments uniform is creating the motivation for standardised  
trading technology, offering cost savings and greater transparency. By Dan Barnes

The G20’s 2009 demand 
for standardisation – and 
electronic trading – of 

derivatives contracts had important 
implications for the development 
of trading technology. The target of 
the changes was over-the-counter 
(OTC) derivatives, which are 
characteristically expensive and 
idiosyncratic, and therefore non-
fungible and illiquid. Electronic 
trading – in its fullest order-to-match-
to-fill sense – only works well with 
commoditised, liquid products. 

As Dodd-Frank, the European 
Market Infrastructure Regulation 
(EMIR) and other regulations are put 
in place to enforce the G20’s plan, 
electronic trading of derivatives is 
likely to increase, leading to a greater 
need for standardisation of the 
underlying technology.

“On the back of MiFID [Markets 
in Financial Instruments Directive] 
in 2007 a raft of new trading venues 
and a number of new CCPs [central 
counterparties] were launched,” 
explains Damon Batten, principal 
consultant at Catalyst, a market 
infrastructure consultancy. “What 
may happen under OTC derivatives 
rules and MiFID II is a much broader 
effect as these rules reach beyond 
equities. It is likely there will be 
a proliferation of new organised 
trading facilities (OTFs) that will offer 
electronic trading in OTC derivatives 
interest rate swaps and credit default 
swaps. I wouldn’t expect the CCP 

picture to change too much, at least 
initially.”

Derivatives markets have 
characteristics that make the trading 
technology more influential over 
connectivity than in other fields 
such as cash equities. Trading system 
providers do not try to connect 
with as many markets as possible, 
because the lack of fungibility 
between markets removes the need 
for customers to route orders across 
multiple venues to find the best price. 
Instead, a case for connectivity has 
to be made by the exchange to the 
trading system provider. 

However, as new markets in the 
US, Europe and Asia open up, with 
firms such as Nasdaq, Eris Exchange 
and Global Markets Exchange Group 
injecting new life into the existing 
product offerings, the range of 
connectivity is expanding. 

Product-ivity
Swap futures and Interest Rate Swap 
Index Average (IRSIA) Constant 
Maturity Futures (CMF) are likely to 
increase the number of venues that 
each trading platform provider must 
connect to, at least in the short term, 
making the case for standardisation 
of the interfaces that are used to 
reduce costs.

“Standardisation in technology 
drives and gives more value for 
money to the user,” says Veronica 
Augustsson, CEO of Cinnober, a 
technology provider for exchange 

and market infrastructure firms, “as 
they don’t need to spend money on 
unique, proprietary systems where 
they can use standard interfaces and 
business logic.” 

The Financial Information 
Exchange (FIX) protocol, which offers 
a standardised messaging between 
trading counterparties, has been 
widely adopted by swap execution 
facilities in the US, and confirmed 
10 major venues as users in July 
2014, something Maged Hassan, 
global head of fixed income e-trading 
technology at Morgan Stanley, 
describes as providing “sizeable 
savings” across firms.

Beyond the cost of connectivity, 
standardisation can deliver savings 
in technology design. The licensing 
of new products from the smaller 
exchanges to trading behemoths will 
allow trading platforms to reuse the 
technology components developed 
for the ‘issuing’ exchange. Global 
Markets Exchange Group (GMEX) has 
licensed its constant maturity future 
product to be confirmed and cleared 
by Eurex while Eris has licensed its 
swap future to CME Group. 

“I may still have to write 
to a different API [application 
programming interface] to get a swap 
future from an older market than the 
swap futures listed on the exchange 
that developed the product, but at 
least I know the product is standard,” 
explains Drew Shields, director of 
product management & marketing 
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at trading system provider, Trading 
Technologies. “So at a minimum, I 
know the infrastructure I built to 
handle a swap future is reusable 
because at least the product is 
standard and is going to be used 
in more venues. I am excited that 
standardising of intellectual property 
on the product side will allow 
technology to have an easier time to 
add more value.”

Augustsson supports this view: 
“It is easier to write software if there 
are standardised products because 
you can more or less preconfigure 
instruments. By getting more 
standardised instruments you 
get cheaper and more efficient 
technology.” 

Further progress in product 
standardisation may also be possible 
if clearing interoperability is pushed 
through by regulators, which would 
allow products traded on one market 
to be cleared on a competitor’s CCP. 
However, while this has been mooted 
in MiFID II it is thought to be an 
unlikely development at present 
by many market commentators, 
due to the complexities of tracking, 

measuring and managing risks 
associated with complex instruments 
across multiple CCPs, particularly in 
a default.

FIXing the Tower of Babel
Once products have been 
standardised and can be handled 
by multiple dealers and venues, 
the ability to communicate quality 
of execution becomes measurable. 
Within cash instruments, transaction 
cost analysis (TCA) has long been 
the measure of performance for 
traders whether buy side, sell side 
or algorithmic. However, listed 
derivatives have lacked the market 

structure, which might make 
performance hard to track. With 
a single central limit order book 
(CLOB), listed derivatives are about as 
‘lit’ as a market can be. 

If that were to change, with the 
development of trading the same 
product across multiple markets, 
accurate TCA could mitigate the loss 
of transparency. However, it can be 
devalued if the performance results 
are not directly comparable between 
different traders. 

FIX has been working on the 
development of standards to ensure 
that everything from the venue to 
the type of counterparty is detailed. 
“One of the key things in transaction 
cost analysis across asset classes is to 
get standard terminology within,” 
says Tim Healy, global marketing 
& communications manager at FIX 
Trading Community. “There is buy-in 
from across the vendor community, 
the buy side and the sell side, because 
it does make everybody’s life easier.  
It takes some investment from the 
sell side and vendor community to 
get the standards in place, but it is 
very important.” 

Further progress in product 
standardisation may also 
be possible if clearing 
interoperability is pushed 
through by regulators
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In search of a sustainable model 
for cleared derivatives operations
By Brian Traquair, executive vice president, SunGard Financial Systems

F
utures commission merchants (FCMs) in particular 

have been hit hard by the expanding and changing 

regulatory environment that continues to erode profit 

margins by increasing the cost of clearing and compliance. 

The impact of post-crisis regulations and especially 

European Market Infrastructure Regulation (EMIR) and Basel 

III, have exacerbated the FCMs’ ongoing efforts to reduce 

cost and remain competitive and viable. 

It is apparent that significant structural changes are 

needed to create an economically sustainable operating 

environment for cleared derivatives operations. According 

to a recent Tabb Group study, these challenging market 

conditions have resulted in a reduction in the number of 

CFTC-registered FCMs by 49 per cent since December 

2007. If this trend continues, it will challenge the industry’s 

long-term sustainability. But where is the breaking point? 

Will only a few significant and capital-rich clearing firms be 

left, creating a clearing house risk concentration issue the 

industry was designed to avoid?

The threat of such a scenario is driving today’s FCMs to 

look to more efficient and cost-effective ways to manage 

their middle- and back-office operations, especially as 

inefficiencies in operations and technology prevail. The most 

obvious focus area is in the common operations functions 

replicated across each FCM in the industry, resulting in 

higher total cost of ownership (TCO) for each FCM and the 

industry as a whole.

More efficient operating models are a priority

The ability to automate processes – taking manual work and 

transforming it into a standardised process and outcome 

that can be replicated over and over with minimal or no 

human intervention – is the path to a more efficient cost 

structure for the entire industry.

Traditional software implementations can be time-

consuming and disruptive, particularly when factoring in 

conversion of an existing operation. An increased appetite 

beyond traditional outsourcing is emerging to effectively 

deploy entire processes ‘in the cloud’, offering what is 

common in the industry to multiple tenants at the same 

time and with greater efficiency, lower risk and better 

economies. This model would address the industry cost 

challenge of replicated processing across all individual FCMs 

and deliver a more compelling alternative via a third-party 

service provider. This model would also give firms the ability 

to manage growth without adding resources while reducing 

costs, manual effort and risk.

In order to achieve such a model with reasonable 

investment and risk, firms must leverage foundational 

technology that already supports these critical, but 

common, operational functions. Some firms have already 

moved to earlier outsourcing models, but offerings 

combining both the platform and the process ‘in the cloud’ 

are needed to help clearing businesses address their 

fundamental cost challenges.

Advantages of the technology-driven, process ‘in the 

cloud’ operating model

Post-trade cleared derivatives processing is highly 

commoditised, providing little differentiated value to each 

firm at increasingly higher costs. With well over half of 

post-trade derivatives processing replicated in each clearing 

firm, consolidating a majority of these non-differentiating 

operations into a single, shared operating environment 

can significantly increase efficiency, simplify regulatory 

compliance, and alter the cost structure for all participants.

Innovative operating models for post-trade futures and 

cleared over-the-counter (OTC) derivatives operations 

can help global capital markets firms better adapt to new 

market challenges and respond to post-financial crisis cost 

pressures. In addition to cost reductions resulting from 

economies of scale, operating model innovation will offer 

continued mitigation of non-recurring costs by mutualising 

the expense of keeping up with regulatory and market 

changes.

Trusting common processing functions to a third-party, 

technology-driven processing service can also drive a more 

consistent process across an FCM’s various functions, which 

will ultimately benefit end clients. Looking forward, using 

this same type of platform for continued development 

of best practices in FCM operational controls and risk 

management will help further the transformation of the 

existing operating model – giving FCMs the ability to focus 

more effort and capital on clearing more business and 

increasing competitive advantage and profitability.

Firms across the industry have traditionally managed their own operations – middle- and back-office 
processing, reconciliation, tax processing, corporate actions and others – because these were seen  
as differentiators. Today these same firms are beginning to realise these functions, although business  
critical, do not create any competitive advantage. And, in many cases, their cost is not sustainable. 
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Time to integrate?
Central clearing is eliminating the processing differences between OTC and ETD, 
driving technology vendors to extend their capabilities. By Joel Clark 

always be demand for the customised 
hedges offered by OTC derivatives, 
that doesn’t mean that post-trade 
processing has to remain separate 
from the listed market. 

“OTC and exchange-traded 
derivatives remain different 
products, but the post-trade 
processes such as trade acceptance, 
clearing, margining and collateral 
management are very similar,” says 
Stella Clarke, chief marketing officer 
at technology vendor, Murex. “So 
there is clearly a case for merging 
processing platforms to cover both 
product sets.” 

From a risk perspective, market 
participants also have an incentive to 
create a more integrated post-trade 
workflow, adds Matthew Streeter, 
capital markets strategist at financial 
analytics provider, FINCAD. “We see a 
lot of portfolio managers and traders 
focusing integration efforts on 
capturing the risk across all of their 
trading strategies and understanding 
the aggregate impact of that risk,” 
he says.

It is central clearing, with its 
associated margining and collateral 
requirements, which brings 
processing of OTC derivatives into 

Post-crisis regulation of the over-
the-counter (OTC) derivatives 
market has focused on bringing 

greater transparency, risk mitigation 
and operational efficiency to products 
that were previously processed 
very differently to exchange-traded 
derivatives (ETDs). If those objectives 
are successfully achieved, post-trade 
processing of OTC derivatives will end 
up looking much more similar to that 
of listed derivatives.

Some technology vendors believe 
now is the time to extend their 
systems so that they can process 
both products. While there may 
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Not everyone is convinced that 
the move towards integrated 
technology is inevitable

closer alignment with that of listed 
derivatives. As market participants 
look to centralise their collateral 
management functions for both 
products, and realise the benefits of 
cross-margining offered by exchanges 
and clearing houses, there is growing 
demand for simplified, integrated 
post-trade technology.

Technology vendors have 
historically been split fairly clearly 
between the listed and OTC markets, 
with few offering the functionality to 
support both, but that paradigm is 
slowly beginning to shift. 

Murex, for example, traditionally 
focused on OTC derivatives, but 
it has developed its capabilities 
so that it can now offer collateral 
management across products at 
the enterprise level. And while the 
vendor acknowledges that it will take 
time before it can claim to offer equal 
expertise in both product sets, the 
direction of travel is clear. 

“This kind of integration is very 
challenging because it involves 
bringing together fungible and non-
fungible products, risk management 
and operations processes,” Clarke 
explains. “Vendors that specialise 
in standardised ETDs need to get 
to grips with the diversity and 
complexity of OTC derivatives, 
coupled with best risk-management 
practices, while OTC specialists need 
to develop the capacity to manage 
high-volume flow products,” she says.

Blurred lines?
Murex is not the only technology 
vendor looking to extend 
its capabilities as clearing is 
implemented, and it appears that 
both OTC and exchange-traded 
specialists are extending into each 
other’s territory. SunGard has 
expanded the functionality of its 
GMI platform, which was historically 
focused on the listed market, to cater 
to the processing requirements of 
cleared OTC derivatives.

“Many of the building blocks 
of ETD processing now also apply 

to cleared OTC derivatives,” says 
Christopher Meens, global head of 
customer service for SunGard’s post-
trade business. “There is a natural 
drive to integrate the two businesses 
when it comes to processing so 
that banks can benefit from the 
economies and optimisation of a 
single system.” 

But while such integration 
may be popular among SunGard’s 
sell-side clients, the challenge is 
to ensure they can still comply 
with globally diverse regulations. 
“Each region and clearing house 
has different requirements, so we 
have been working closely with 
our customers to understand what 
they need from a unified derivatives 
processing system,” says Mark 
Green, SunGard’s global head of 
product planning in post-trade 
business. “Flexibility of technology 
is absolutely crucial if those diverse 
requirements are to be met.” 

Not everyone is convinced 
that the move towards integrated 

marketing office at post-trade vendor 
Traiana. “But traders like aspects of 
the OTC market and differences in 
regulations have so far preserved 
many differences in the IT systems 
that cater to OTC.” 

While there may be limits to the 
amalgamation of processing systems, 
Solinger acknowledges that collateral 
management is the area seeing most 
demand for integration. “There are 
still possibilities for synergies, and 
we definitely see people focusing 
on it in the collateral space, where 
the ability to cross margin in real-
time has been a theme. But when 
it comes to trade processing, credit 
checking, reporting and clearing, 
the workflows are still very different, 
and will be for some time to come,” 
he notes.

As the complex repercussions of 
clearing and reporting requirements 
on systems and processes become 
apparent, some regulators are taking 
a growing interest. Forums such as 
the US Commodity Futures Trading 
Commission (CFTC) technology 
advisory committee bring together 
technology specialists with banks and 
infrastructure providers to discuss 
key issues. 

But with no direct regulation of 
technology vendors, such oversight 
is more of a monitoring tool for 
regulators rather than a means of 
driving developments. In some cases, 
the dialogue may be constructive, but 
there have been some technological 
issues such as the assigning of trade 
identifiers for reporting that have 
proven far more challenging than 
expected.

“The devil is often to be found 
in the details of the rules,” says 
Solinger. “And while the CFTC 
should be commended for holding 
technology hearings and asking 
many of the right questions, there 
were a number of issues that caused 
a lot of confusion and concern in the 
market which were not intended, so 
more dialogue and engagement with 
vendors and participants is key.” 

technology is inevitable. While 
some market participants expected 
regulation to drive general 
convergence between OTC and 
listed markets, with products such 
as deliverable swap futures thought 
to bridge the gap between the two 
markets, the reality is that any such 
evolution is playing out very slowly.

“If you go back to discussions 
around early drafts of the 
regulations, there was a widespread 
expectation that there would be a 
blurry line between the listed and 
cleared OTC markets, and banks 
and clients would only need one 
set of systems,” says Nick Solinger, 
head of product strategy and chief 
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Barriers to 
innovation
Starting up a new technology company 
is cheaper than ever, but the regulatory 
burden has increased the cost of  
winning business. By Joel Clark

be reluctant to go for a new company 
that’s not tried and tested for any 
material part of their business.” 

However, others contend that 
while the security and reliability 
demands on vendors are greater  
than in the past, the increasing 
structural complexity of financial 
markets creates a greater number  
of intricate challenges, which start-
ups can sometimes be better placed 
to address.

“As markets evolve, there will 
always be new opportunities for 

technology providers, but the 
challenge is to be nimble enough 
to react to that evolution and come 
up with credible solutions,” argues 
Matthew Streeter, capital markets 
strategist at financial analytics 
provider, FINCAD. “I do believe 
we will see smaller niche players 
overtaking incumbents in some areas 
by providing technology to deal with 
the nuances of regulation.” 

What is clear is that technology 
will play an increasingly important 
role, particularly in the post-trade 

Apart from when derivatives 
trading went from floor 
to electronic, there has 

never been a better time to provide 
technology to the derivatives 
industry. Complex and challenging 
new regulations are increasing 
the technological burden faced 
by financial market participants, 
creating increased demand for smart 
vendors that can bear the brunt of 
that task. Meanwhile the costs of 
setting up a technology company 
have fallen dramatically over the past 
decade, slashing one of the major 
barriers to entry for start-ups.

But scratch below the service, and 
the direction of travel is not quite 
so clear-cut. While the hardware is 
cheaper, to the extent that cloud 
services can allow start-ups to be 
established in a matter of days, 
winning the business of banks and 
buy-side firms can be much tougher 
for new companies than in the past, 
playing to the strengths of larger 
vendors.

“While the actual technology 
may be cheaper, the barriers to entry 
are actually higher for a start-up 
coming into this market today than 
they were in the early 2000s,” says 
Keith Todd, executive chairman 
of FFastFill, an exchange-traded 
derivatives technology provider 
acquired by ION Trading in 2013. 
“Technology has become so mission-
critical that market participants will 
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Technology will 
play an increasingly 
important role, 
particularly in the 
post-trade space

space, where regulation is creating 
greater demands on systems and 
processes and market participants are 
increasingly looking to collaborate 
rather than compete.

Clearing house connectivity 
is one example, as banks trading 
over-the-counter derivatives need to 
make sure they are connected to the 
necessary market infrastructures to 
centrally clear trades on behalf of 
their clients in those jurisdictions 
where it is mandatory. Participants 
also need to be connected to 

multiple trade repositories and swap 
execution facilities (SEFs and OTFs) 
to meet all of their reporting and 
trading obligations. Managing all 
of that connectivity in-house would 
be prohibitively expensive for most 
firms, and banks are increasingly 
working together to find common 
industry solutions.

“It is in the post-trade space that 
there will be most opportunity for 
industry collaboration on technology, 
because the process of allocating 
trades and logging them with the 

appropriate clearing houses is a 
hassle for the whole industry,” 
explains Steve Grob, director of group 
strategy at trading systems provider, 
Fidessa. “If that process is streamlined 
for everyone through utilities 
and standards like FIX [financial 
information exchange], then firms 
can focus on achieving a competitive 
edge in their front-office activities.” 

Standards critical
Working examples of the industry 
coalescing around particular post-
trade solutions include Traiana’s 
Harmony network, which allows 
market participants to use their own 
preferred tools in the front office 
but then come together for more 
complicated post-trade processes.

Standards play a growing role in 
allowing such networks to function 
effectively. While the equities market 
may be further advanced in using 
the FIX protocol as a messaging 
standard, it was the use of the 
Financial products Markup Language 
(FpML) that allowed Traiana to 
efficiently connect a large number of 
futures brokers, clients, SEFs, trade 
repositories and clearing houses in a 
single network. 

“Standards have become 
increasingly critical as the industry 
implements clearing, reporting and 
trading on SEFs,” says Nick Solinger, 
head of product strategy and chief 
marketing officer at Traiana. “If we 
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Being able to 
demonstrate 
reliability,  
scalability 
and robust 
infrastructure  
will be more 
important  
than ever 

didn’t have a messaging standard 
in the form of FpML, it would have 
been much more costly to build the 
networks for clearing and credit 
limit checking – the standards enable 
interoperability between brokers and 
market infrastructures.”

Driving growth
Perhaps, then, regulation will 
drive the growth of standards and 
collaboration in the derivatives 
market rather than the death of start-
up innovation.

Other areas where firms might 
put aside competitive differences 
to develop industry-wide solutions 
include the credit valuation 
adjustment (CVA) calculation for 
derivatives, as well as valuation 
using overnight indexed swaps (OIS) 
discounting, says FINCAD’s Streeter. 
Both processes are functions of the 

new paradigm in the derivatives 
market, in which Basel III requires 
capital to be held against CVA to 
mitigate counterparty credit risk.

“It is very likely we will see a 
move towards greater use of shared 
services and market utilities as a 
means of tackling industry-wide 
problems,” Streeter says. “The biggest 
challenge is getting agreement from 
all of the dealers and buy-side firms 
on how that utility would work.” 

FFastFill’s Todd agrees that 
brokering agreement between 
stakeholders is the biggest obstacle. 
“The current environment should 
favour increased use of standards as 
a means of reducing cost and driving 
efficiency, but experience shows that 
the time it takes to get agreement 
to a standard goes up exponentially 
with the number of people in the 
room. I would personally favour 

standards that develop through use, 
rather than being conceived by a 
consortium,” he explains.

Vendors may be divided on 
exactly how the future will play out, 
but what they tend to agree on is that 
being able to demonstrate reliability, 
scalability and robust infrastructure 
will be more important than ever. 
While that may be easier for larger 
providers that have been in the 
business for a long time, it doesn’t 
necessarily rule out innovative and 
well-financed new entrants.

As Stella Clarke, chief marketing 
officer at technology vendor Murex, 
puts it: “The successful vendors of 
the future will be those that offer 
a greater breadth of asset-class 
coverage, can handle high volumes, 
integrate risk and operation best 
practices and support both cleared 
and non-cleared derivatives.” 
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Open source provides balance  
of power in new market structure
By Mas Nakachi, CEO, OpenGamma

D
erivatives market structure is evolving at the fastest 

pace since the founding of the swap market over 

30 years ago. The regulatory changes behind this 

reshaping of the industry landscape are forcing a re-

evaluation of both individual businesses and the power 

polarity of the entire eco-system.

In this developing environment, capital constraints are 

incentivising banks to focus on value creation, while at 

the same time seeking to limit spending on standardised 

but required technology. While these are the most visible 

concerns, banks are also examining the balance of power 

across different market participants and the potential for 

changes in market structure to alter these power dynamics. 

The root cause of widespread disquiet in the dealer 

community is the knowledge that on a number of occasions 

the opacity of calculations has been used to great effect. 

This is particularly the case with large technology and 

information providers, but is also true of other industry 

participants. In the past, if a process or mathematical model 

became the de facto industry standard but there was 

incomplete transparency into the full implementation of 

the methodology, it was a severe inconvenience. When that 

occurs in market structure, it can turn idiosyncratic risk into 

systemic risk, by creating an opaque systemically important 

point of failure. 

To address these issues, open source can serve a dual 

purpose: providing the required standardised analytical tools 

in a fully transparent manner, and ensuring that banks will 

not be held captive to any single entity as they have been in 

the past. 

Balance of power in the evolving marketplace is a real 

and current issue for banks. There is already concern about 

the transparency of cleared derivatives margin models, and 

so banks are keen to ensure that they don’t also lose control 

of uncleared/bilateral margin models and the associated 

technology infrastructure. For this reason, calculating margin 

for OTC derivatives and understanding the costs to a bank is 

a great example of an important and complex activity that 

should be fully transparent, and could best be serviced by 

such an open source solution. 

Indeed, while ISDA’s Standard Initial Margin Methodology 

(SIMM) provides the framework for uncleared margin 

calculations, many banks are concerned that, although they 

see the benefits of a utility to support this, they will likely be 

required to give up visibility and control on how business 

critical calculations are implemented. This cautionary 

approach is valid, given banks’ prior experience with similar 

monopolistic entities. 

The inherent and ongoing tension between outsourcing 

standardised functionality and relinquishing ownership and 

control of business critical processes has been building 

for decades within banks. Indeed, it is at the forefront 

of industry trepidation around the current OTC market 

structure changes. 

Open source technology addresses all these concerns. 

It is an innovative and previously unexplored approach that 

lends itself to supporting any centralised market solutions 

that the OTC derivatives industry develops. It is also a 

tremendously powerful policy tool that can cost-effectively 

deliver mission-critical but standardised analytics, as well 

as create a more rational balance of power across the OTC 

derivatives industry. That’s a solution that any bank should 

be happy to buy into.

Open source technology is… a previously 
unexplored approach that lends itself to 

supporting any centralised market solutions 
that the OTC derivatives industry develops
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Opposing forces
As traditional exchanges continue to consolidate, they  
face a new threat: decentralisation. By David Shirreff
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Decentralisation is the 
key to all these initiatives, 
including dispersed rather 
than central control

Ethan Burnside in California 
is perhaps the first person 
to have been hit by the US 

Securities and Exchange Commission 
(SEC) for trading securities 
denominated in a virtual currency. 
He had not registered his two 
trading operations, which offered 
shares denominated in Bitcoin and 
Litecoin, as securities exchanges, 
thus infringing the 1934 Securities 
Exchange Act. Burnside was required 
to cease and desist, and in December 
2014 was ordered to pay over $68,000 
in recompense and penalties. He was 
barred from applying to do financial 
business again for two years.

But that does not seem to be 
discouraging an army of other 
virtual-currency enthusiasts from 
climbing on the same bandwagon 
and exploring the possibilities of 
trading assets in the digital space. It 
is only a matter of time and effort, 
they believe, before the kind of 
decentralised asset trading pioneered 
by Bitcoin will be applied to all 
manner of values, including bonds, 
shares, commodities and derivatives. 
If that happens it will directly affect 
the traditional exchange structures.

With Bitcoin’s underlying 
technology, known as the blockchain, 
all that such trading requires is 
computer geeks willing to build 
and run a market, and enough 
participants willing to trust the 
software and trade. Michael Mainelli, 
chairman of Z/Yen, a consultancy, 
sees applications beyond simple 
financial products, for example in 
the fields of personal insurance and 
medical records. 

The blockchain is like a 
ledger that confirms the unique 
ownership of an asset, and proves its 
transference when the asset changes 
hands. Encryption ensures that the 
transfer is a one-off and virtually 
fraud-proof – “as indestructible 

Such a leap into space is 
anathema to regulators. Hence the 
nervousness of the SEC and the 
European Banking Authority, which 
have both put out warnings recently, 
insisting among other things that 
consumers making deposits in 
virtual currencies, or holding assets 
denominated in them, are not 
covered by protection laws.

Regulatory hurdle 
But the momentum for creating 
such exchanges looks unstoppable. 
Leading the field is most likely an 
initiative by Patrick Byrne, chief 
executive of Overstock, an American 
online retail store. He has hired 
software experts and a legal firm to 
develop an exchange dubbed Medici. 
His aim is not only to undercut 
the fees of traditional brokers and 

exchanges, but also to eliminate 
naked short selling (selling stock 
that one does not own), which he 
says is the bane of today’s equity 
markets. The technology is no great 
hurdle, Byrne says of his project, 
but “we don’t yet know how high 
the regulatory hurdle is.” Currently 
regulation demands that a virtual 
exchange at least has central clearing 
– irksome for a concept that aims to 
be decentralised.

The website O.info identifies at 
least 12 other initiatives to create 
what it calls cryptosecurities, 
including Bitshares, Peershares, 
Ethereum, Colored Coins, Mastercoin, 
NEM and HyperLedger. Its webpage 
‘How to issue a cryptosecurity’ 
outlines one proposal that companies 
issue cryptosecurities in parallel with 
their common stock, which will be 
retired as the cryptosecurities are 
bought. Even if these were treated as 
a private placement, with a limited 
range of investors, they would have to 
be registered with the SEC. 

In Europe, where the regulatory 
landscape is less sharply defined, the 
Munich-based Fidor Bank has teamed 
up with virtual currency trading 
specialist Kraken to create what it 
calls “the world’s first cryptocurrency 
bank”. The aim is to build the first 
trading platform for exchanging 
digital and fiat currencies, but there 
is no mention of securities.

Decentralisation
Decentralisation is the key to all these 
initiatives, including dispersed rather 
than central control. That seems to 
run counter to the trend of the past 
few years, towards the development 
of ever-bigger exchanges and 
clearing houses such as the Chicago 
Mercantile Exchange (CME), the 
Intercontinental Exchange (ICE) and 
the Hong Kong Exchange (HKEx), on 
whose platforms most of the planet’s 
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as a cockroach”, Mainelli says. 
That eliminates the need for an 
intermediary, such as a broker or 
clearing-house, to act as a trusted 
third party. Instead, the blockchain is 
the trusted mechanism.

The implications for conventional 
financial institutions and exchanges 
are huge. “Bitcoin is indeed the start 
of disruption in business processes 
irrespective of whether Bitcoin the 
currency ever obtains mainstream 
traction,” says Dave Birch, an expert 
on electronic transactions. His firm, 
Consult Hyperion, is exploring the 
possibilities for a financial institution 
of using blockchains for trading 
“without clearing and settlement”.
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Fragmentation arguably cuts into 
liquidity. But liquidity itself has tended to 
be overhyped by the dominant dealers 

securities and derivatives contracts 
are traded. 

But Patrick Young, an expert 
on exchanges, notes that some 
decentralisation is already underway. 
The software to set up an exchange 
has become commoditised. That 
makes it easy to start smaller markets 
and subdivisions of existing markets. 
The oil market, once dominated 
by trading in Texas and Brent 
crude, now trades in many other 
geographical brands. Power markets 
are similarly fragmented. As barriers 
to entry fall there is a new element of 
democratisation at work, says Young.

Fragmentation arguably cuts 
into liquidity. But liquidity itself 
has tended to be overhyped by the 
dominant dealers and their trade 
associations. Because banks’ use of 
capital is becoming more costly, and 
there is pressure to clear standard 
swaps and derivatives through 
central counterparties, those 
counterparties are learning to deal 
with many less liquid contracts. 

Though the volume of over-the-
counter swaps has been declining, 
increasing numbers are being 
taken off big-bank balance sheets 
by netting, transfers to other 
counterparties and centralised 
clearing. SwapClear, a unit of LCH 
Clearnet, accounts for the lion’s share 
of this clearing: over 50 per cent of 
interest rate swaps that are written 
and 95 per cent of all interest rate 
swaps that are cleared.

New opportunities
As the major dealers’ balance sheets 
lighten, they are likely to be more 
open to new opportunities and 
concepts such as decentralised asset 
trading and the introduction of many 
competing currencies. The question 
then will be whether Gresham’s law 
applies in this new world: whether 
bad money drives out the good.

Understandably, regulators, 
especially central banks, are worried 
by anything that threatens their 
ability to transmit public policy 

through managing the money 
supply. A recent paper in the Bank 
of England’s quarterly bulletin on 
the economics of digital currencies 
flags up the inflexibility of supply in 
these new currencies as potentially 
dangerous and deflationary, if they 
get big enough to be more than a 
pimple on the face of global markets. 

How regulators and leading 
market practitioners respond to 
this conundrum in the next few 
years or even months – i.e. whether 
they give their blessing or curse to 
decentralised markets – will likely 
determine the shape of the financial 
markets and their infrastructure for 
years to come. 
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A kick up 
the SaaS
IT innovation in derivatives markets has lagged behind 
other industries and social media for a specific reason, 
and it needs to change, according to Hamish Purdey

incredibly flexible ways. Whether 
accessed through smartphones, 
tablets or application programming 
interfaces (APIs), these services have 
become part of our everyday lives. We 
share statuses via social media, files 
via Dropbox and have near-free access 
to some of the most sophisticated 
software in the world.

Why is it then that the enterprise 
software we have implemented in the 
derivatives space is so archaic? Very 

little real innovation has happened 
in the last five to ten years and even 
less has been implemented. Many 
vendors are saddled with the yoke 
of legacy infrastructures and years 
of complexity in implementations. 
Firms see change in the middle and 
back office as multi-year projects 
costing millions of pounds. That 
doesn’t much decorate a vibrant, 
innovative industry with the support 
technology it deserves. 

The rapid evolution in IT 
technology is all around 
us. We are consuming and 

using more transformative services 
every day. A major challenge for the 
derivatives industry is how do we 
adopt and implement the services 
that the new workforce uses and 
expects in their everyday lives?

As knowledge workers in the 
21st century, we use and expect to 
consume near-real-time services in 
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Software as a service is the future of 
enterprise deployment. The essence of 
any true SaaS offering is multi-tenancy. 
Anything else just isn’t SaaS – full stop 
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cement their position in the IT food 
chain. REST (REpresentational State 
Transfer)-based APIs enable ease 
of integration while adhering to 
modern security and deployment 
standards. REST-based APIs abound 
and the majority of modern software 
deployments will have them – from 
Facebook to LinkedIn and beyond. 
There is surprisingly little adoption 
of these in derivatives, however. 

Dealing with data
Monitoring is a key component of 
SaaS and the technology of today 
can offer unprecedented insight 
into itself. Splunk is a platform that 
allows users to understand what is 
actually going on under the covers 
of the IT infrastructure. It derives 
operational intelligence from 
machine data, which offers a degree 
of visibility that only true ‘big data’ 
services can provide. Computers are 
in general telling us what’s going 
wrong with our solutions, it’s just 
that we haven’t been able to cope 
with the avalanche of data that’s 
there to analyse. Splunk offers real-
time access into this data.

Splunk also provides the ability 
to correlate disparate sources of 
data. This is key in our increasingly 
interconnected world. A futures order 
path, for example, probably hits in 
excess of 10 different monitoring 
points on the way through the path 
to the exchange or matching engine. 
Traditionally the data this produces 
is never fully utilised. But it is now 
possible to take all of this data – some 
network-sniffed, some log-based, 
some from databases – and provide 
real-time dashboards that alert to 
issues, whether they be inside or 
outside your control.

The world, and especially the 
derivatives world, is continually 
changing. For our industry to keep 
up with those changes, we need real-
time access to new products and then 
real-time information about those 
products. In short: we need to adopt 
and embrace SaaS. 

My view is that the answer 
lies in the lack of SaaS-deployed 
solutions. SaaS – software as a service 
– technology abounds in many other 
disciplines. The most often-cited 
example is Salesforce, where we 
now routinely entrust our account 
management, contact management 
and sales pipeline analysis to their 
cloud-based solutions. However, 
examples are in every discipline. 
Disrupting the accounting sector, 
for example, is NetSuite: a fantastic 
set of financially focused processes 
and tools that allow your business 
– whether generating £5 or £500 
million of revenue – to have world-
class financial technology.

SaaS is the future of enterprise 
deployment. The essence of any 
true SaaS offering is multi-tenancy. 
Anything else just isn’t SaaS – full 
stop. And then it must be single-
instance. It is only with these two 
elements that you can get close to 
obtaining the maximum benefit out 
of the company.

Managing deployment 
The importance of single-version, 
single-instance product cannot be 
understated. To be clear, on-premise 
software companies can have a 
single version – and that’s great. 
However, the range of deployment 
scenarios that on-premise requires 
creates inefficiency. Single-instance 
with multiple tenants is the 
ultimate deployment scenario. It 
comes with risks and it’s not easy, 
but it’s worth it. It’s the golfing 
equivalent of having hit a good 
drive down a par five and going 
for the green from there. It’s high 
risk yet high reward. Indeed, the 
rewards can be massive for both 
vendor and customer.

Anyone who has deployed 
software to clients knows the pain 
of the client acceptance process, 
especially for large customers and 
especially for banks. The software 
company managing that process 
provides a major benefit in ensuring 

that the latest code is up and running 
with every customer. Every time a 
defect or an enhancement passes 
test processes it can be released. 
This process of deployment has 
to be carefully managed by the 
development company, because 
small change can have major impact 
when every customer is in the same 
instance. However, it’s an order of 
magnitude easier than shipping 
these versions to customers for 
them to implement, as most IT 
departments in, for example, banks 
will be focused on very specific 
processes rather than broader 
applications.

In software companies, the 
sanctity of the data model and the 
code base is precious. Relatively small 
IT companies growing up in the 
world of international finance find 
customers can be very persuasive: 
it’s easy to do something for a 
customer in order to win a deal or to 
fix a bug or to repair a relationship. 
Bringing that code change back to 
the core is nigh-on impossible in the 
rush to deliver new functionality 
and capability, so it just very rarely 
happens.

But with SaaS the IT company 
takes control, as it knows the 
environment the software is deployed 
on. In enterprise-class deployments 
this is incredibly important. Code 
never leaves the data centres. The 
vendor knows what brand of network 
card is in every server – and when you 
are pushing hundreds of megabits  
of multicast around the world, that’s 
key. In the world of futures, where 
milliseconds matter, this is incredibly 
important. 

Another key component of SaaS 
is the adoption of open APIs. The 
SaaS companies that will win in the 
next phase will see themselves as 
platforms. They will be extremely 
good at providing a platform for 
innovation. The Apple App Store is 
probably the most perfect example. 
Companies that adopt open APIs 
enable integration possibilities that 
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Asian take-off
Two developments are reshaping Asia’s derivatives landscape:  
the embedding of new reporting and clearing regulations, and  
the inexorable rise and liberalisation of China. By Steve Price
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Initial disquiet in Asia and uncertainty over the 
perceived burdens associated with Dodd-Frank and 
of Europe’s reporting requirements have subsided

The wave of regulatory reform 
that swept the US and 
Europe last year was dealt 

with differently in Asia. In the US, 
Dodd-Frank is largely in place, despite 
political sniping, and the first stage of 
the European Market Infrastructure 
Regulation (EMIR), trade reporting, 
was implemented early last year with 
mandatory clearing set to start this 
year. In Asia, regulators are applying 
a phased introduction, focusing first 
on the bigger asset classes, such as 
interest rate swaps, and the largest 
participants.

Whereas Europe had quite a 
lot of disruption last year, Asia had 
a relatively straightforward, less 
disruptive process. “Asian regulators 
have demonstrated a collaborative 
approach,” says Peter Tierney, Asia 
head of the Depository Trust & 
Clearing Corporation in Singapore.

Indeed, many jurisdictions, 
including Australia and Japan, have 
regulated to comply with their G20 
commitments ahead of Europe, 
tending to emulate the simpler  
Dodd-Frank model over the more 
complex EMIR.

Initial disquiet in Asia and 
uncertainty over the perceived 
burdens associated with Dodd-
Frank and of Europe’s reporting 
requirements have subsided and 
market participants and regulators 
are now acclimatised to the new 
environment, say observers. “When 
European banks first asked Asian 
entities to sign reports and send on 
data, their initial response was, ‘I’m 
not European, so why do I have to do 
this?’,” says Sandeep Mand, Asia head 
of rates sales and trading at Japan’s 
Mitsubishi UFJ Financial Group.

Also, the complexity and scale 
of the data the regulators received 
initially had caught some of them 
off guard. While the past year can be 
characterised as one of getting used 
to new regulation, an interesting side 
effect was that the process spurred 
increased collaboration between 
regulators across Asia. For such a 

fragmented region, that could reap 
benefits. 

“Standardisation is what the 
industry wants,” says Ashley Walsh, 
chief operating officer for North Asia 
and regional business manager for 
Asia Pacific at dealer broker, ICAP. 
“A more harmonious system with 
sensible rules across the board is 
what’s best for the industry.” 

It is relatively easy to report a 
trade to multiple jurisdictions if they 
all require the same information. 
“The next couple of years will 
be about getting positions that 
have already been reported in 
one jurisdiction onto the radar in 
other relevant jurisdictions,” says 
Tierney. More sophisticated data 
sharing through new mechanisms 
would result in greater operational 
efficiency, by enabling, for example, 
a firm in Europe to satisfy Monetary 
Authority of Singapore requirements 
without a great deal of extra work.

But the next big test will be when 
firms are forced to set aside more 
capital for non-cleared trades, which 
will have an impact on profitability.

China’s domination
Meanwhile, China’s presence as a 
derivatives theme is increasing as 
the country opens up. Singapore 

Most institutional investors across 
the world are underweight China. 
In June 2014, index provider MSCI 
announced it would not include 
China in its influential emerging 
markets index. It had included the 
country on its list for consideration 
the year before. If and when China is 
included, which could be this June 
when MSCI revisits the topic, the 
initial proposed weighting would be 
5 per cent. Deutsche Bank estimates 
that could attract more than  
$7 billion to the country’s A-share 
market, which would spur increased 
hedging and foreign exchange needs.

Connecting Hong Kong
Launched in November 2014, Stock 
Connect links the Shanghai and 
Hong Kong bourses, effectively 
creating a single China and adding 
855 US$1 billion companies to 
those accessible through Hong 
Kong. The move is part of wide-
ranging incremental liberalisations 
that have included establishing 
renminbi clearing banks in Sydney, 
Toronto, London, Frankfurt, Paris, 
Luxembourg, Seoul and Qatar over 
the past year. 

“Derivatives based on China-
linked assets create opportunities for 
both access to China and for those 

Exchange’s FTSE China A50 futures 
volume reached 41 million contracts 
in 2014, up from 22 million contracts 
in 2013. And though doubts have 
been voiced about the real level of 
the country’s GDP (as China has been 
closed to offshore investors, except 
through the qualified institutional 
investor schemes), there is a lot of 
pent up demand for China-linked 
assets.

that are looking to hedge their risk,” 
says Janice Kan, derivatives head 
at Singapore Exchange (SGX). “The 
China story is not a one-way street, 
it’s volatile.” 

In October last year, SGX launched 
renminbi futures with volume 
reaching 9,549 contracts within two 
months. Meanwhile, Hong Kong 
Exchange’s RMB currency futures 
volume hit an eight-month high of 
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In October 2014, the UK became the first developed 
country to issue a sovereign bond denominated in 
renminbi, which was used for its foreign reserves 

4,608 contracts on 9 December 2014. 
While both exchange volume stats on 
the Chinese currency are relatively 
modest, the potential is attractive. 
Demand for China derivatives will be 
driven by the internationalisation of 
the country’s currency. To boost use of 
offshore renminbi, China has relaxed 
cross-border guarantee rules in the 
past year. 

The currency is also becoming 
more popular for trade settlement. 
It is now the seventh most used 
currency for world payments, up 
from 13th in January 2013. SWIFT’s 
latest RMB Tracker shows that 15 
more countries are now using the 
RMB for more than 10 per cent of 
their payments value with China and 
Hong Kong compared to April 2013.

From April 2013 to November 
2014, Germany increased its use 
of the renminbi with China and 
Hong Kong by 151 per cent, whilst 
RMB payments by Canada rose 346 
per cent in the same period. The 
proportion of China’s trade settled 

in renminbi rose to 25 per cent in 
November last year, up from 3 per 
cent in 2010, according to DBS Bank.

Also fuelling demand for China-
linked derivatives is growing interest 
in the so-called dim sum market. 
In October 2014, the UK became 
the first developed country to issue 
a sovereign bond denominated in 
renminbi, which was used for its 
foreign reserves. The CNH – offshore 
renminbi – bond market has doubled 
in size each year since 2008, to 
reach RMB 712 billion, including 
certificates of deposits, as of the end 
of October last year, DBS notes.

“We’ve seen an explosion of 
cross-border flows,” says Mitsubishi’s 

Mand. “As a result there is a lot of 
interest in currency swaps, China–US 
specifically. The market is becoming 
more liquid.” Companies are also 
increasingly hedging their assets 
and liabilities. In the past they relied 
on the forward foreign exchange 
market. Now they are actively looking 
at currency swaps as an alternative, 
Mand adds. 

Though China’s GDP growth  
has declined, while the country 
moves further along the path 
towards liberalisation, it still stands 
at around 7 per cent and demand  
for derivatives will continue to  
grow, driving volumes higher and 
spurring innovation. 
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Working with  
start-up technology
Technology start-ups are sometimes disruptive as they can advance business models  
in great leaps, but larger firms can benefit from their innovation too. By Dan Barnes

Harnessing this innovation  
talent is increasingly important for 
larger firms that are not able to take 
the same level of risks – or accept 
smaller profits – as start-ups can 
to build up a business. CME Group 
launched a Strategic Investment 
Group (SIG) in 2014 in order to stake 
investments in just such start-up 
technology firms in the sphere of the 
CME Group’s business.

 “Some start-up technology 
developments are disruptive because 
they could change the way we need 
to operate our business, how we 
interact with our customers, or open 
us to a broader set of customers 
to which we can provide a value-
added service,” explains Mark Fields, 
managing director of SIG at CME.

SIG includes a wholly owned 
subsidiary of CME Group, Liquidity 

“Smaller companies have the 
ability to come up with 
crazy ideas,” says Dave 

Snowden at low-latency hardware 
provider Metamako, founded in May 
2013. “The people running them 
have considerable investment in the 
company itself and that can really 
motivate people to get things done in 
a way that just having stock options 
in a bigger company doesn’t do.”
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The lives of others
Today’s financial markets technology is barely a generation old and largely  
self-built; perhaps it is time to draw on other fields. By Adam Cox
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