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With the over-the-counter (OTC) derivatives market being identified as a key contributor to risk
in the global financial crisis (GFC), this paper explores the implications of the regulatory response
for the Australian OTC derivatives market. It highlights that the benefits of the proposed new
institutional framework need to be considered relative to their potential costs. An earlier version
of this paper was presented to the 2012 Australian Centre for Financial Studies’ Melbourne Money
and Finance Conference.1

Trading in over-the-counter (OTC) derivatives markets2
exceeds derivatives trading on organised exchanges,
and is concentrated in interest rate, foreign exchange,
commodity and credit derivatives. The market
offers customised (or bespoke) contracts which are
negotiated privately and are traded directly between
counterparties. Because OTC derivatives are not traded
on an exchange, the parties to a contract are subject
to bilateral counterparty risk. Historically, this market
has been largely unregulated with respect to disclosure
of information between the parties, since it is primarily
made up of banks and other highly sophisticated
financial institutions. Because trades occur in private,
there is low visibility of trades executed.
One of the consequences of the GFC has been a
sharply increased focus on regulating OTC derivative
markets. The lack of adequate information on OTC
derivatives exposures is widely seen as having
exacerbated a number of corporate distress situations;
highlighting shortcomings in the functioning of the
global OTC derivatives market and bringing it to
the forefront of regulatory attention. Key areas of
increased regulatory focus have included:
>>the need for improved trade transparency for
regulators and market participants;
>>counterparty credit risk mitigation by moving
towards centralised counterparty clearing for OTC
derivatives; and
>>the need for improvements in operational risk
management in the execution, management and
reporting of OTC trades.
In April 2008, in response to a request from G7
Ministers and central bank governors, the Financial
Stability Forum (FSF)3 undertook an analysis of the
causes and weaknesses that had produced the turmoil

and set out recommendations for increasing the
resilience of markets and institutions. In relation to
OTC derivative markets, the FSF recommended:
Authorities will encourage market participants to
act promptly to ensure that the settlement, legal
and operational infrastructure for over-the-counter
derivatives is sound.
The regulatory response to the GFC by Australian
financial market regulators has occurred within a
framework of, and with regard to, the activities of
international regulatory bodies such as the Bank
for International Settlements, the Financial Stability
Board, the International Accounting Standards Board
and national financial market regulators in G20
member countries. This reflects the fact that to avoid
regulatory arbitrage and possible creation of systemic
risk it is necessary that regulatory reform involves
some degree of consistency across markets and
national boundaries.

Australian OTC derivatives regulatory
response
At the Pittsburgh G20 summit in September 2009,
Australia along with all other G20 countries made the
following commitment:4
All standardized OTC derivative contracts should
be traded on exchanges or electronic trading
platforms, where appropriate, and cleared
through central clearing counterparties by end2012 at the latest. OTC derivative contracts should
be reported to trade repositories. Non-centrally
cleared contracts should be subject to higher
capital requirements.
This commitment was reaffirmed at the Toronto
G20 summit in June 2010 where the G20 countries
strengthened their commitment as follows:
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We agreed to strengthen financial market
infrastructure by accelerating the implementation
of strong measures to improve transparency
and regulatory oversight of … over-the-counter
derivatives in an internationally consistent and nondiscriminatory way.
The G20’s commitment was further reaffirmed5 at
the Cannes G20 summit6 in November 2011, when
data and regulatory framework requirements for
trade repositories and the treatment of margining for
non-CCP contracts were added to the G20 members’
commitment. In summary, the key areas of emphasis
identified by the G20 were in relation to:
>>market transparency of OTC derivative transactions;
>>central counterparty (CCP) clearing;7,8
>>capital and margining requirements for non-CCP
derivative contracts;
>>standardisation of contacts; and
>>exchange and electronic platform trading of OTC
derivative contracts.
Given that the Australian market represents only
2 per cent of the global notional value of OTC
derivatives, it is not surprising that to date Australian
regulators’ response to the 2009 Pittsburgh G20
commitments has been cautiously protracted. This is
because regulatory outcomes in Australia also need
to consider regulatory responses being implemented
in the United States, Europe and other G20 member
countries,9 as well as continuing considerations
being reported by the Financial Stability Board,
Basel Committee on Banking Supervision and other
regulatory bodies.
In response to the GFC, and as part of Australia’s G20
commitments, Australia’s financial regulators have
been consulting with stakeholders and have issued
several reports10 covering the following issues:
>>reporting of trades in prescribed derivatives to
eligible trade data repositories;
>>clearing of trades in prescribed derivatives through
eligible CCPs;
>>the treatment of non-CCP contracts; and
>>execution of trades in prescribed derivatives on
eligible trading platforms.
The latest report11 recommended that:
>>The government consider a broad-based
mandatory trade reporting obligation for OTC
derivatives.
>>Mandatory clearing obligations through CCPs for
Australian dollar-dominated interest rate derivatives
not be required at this time. However, should
substantial industry progress towards central
clearing in this class of derivatives not be evident
in the near future, the regulators should revisit
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this recommendation. It is generally considered
that the size and cross border nature of the
Australian OTC market might pose a challenge to
the success of any domestic regulatory incentive.
This recommendation requires the government to
adopt a ‘wait and see’ approach to allow market
participants to voluntarily migrate to central
clearing, with a view to reconsidering the need for
mandating central clearing, at least for A$ interest
rate derivatives, if the migration does not happen
soon enough.
>>Improvements should occur in relation to the use
of adequate credit support arrangements for
all OTC derivative transactions. Collateralisation
practices should be improved to facilitate daily
collateralisation of exposures using amounts of
collateral in excess of the daily mark-to-market
amount of derivative transactions and in relation
to enhanced trade compression and portfolio
reconciliation practices. These recommendations
directly impact on those transactions that are not
subject to central clearing and are currently either
managed via bilateral ISDA Master Agreements and
the use of ISDA Credit Support Annexes (CSA).
>>No recommendations be made in relation to the
trade execution obligations until further research
is conducted to clearly identify the benefits of
mandating all trades to be exchange traded.

Implications of Australia’s G20 commitment
The full extent and timing of regulatory change
in Australia is still subject to further consultation.
However, the broad intentions of the proposed
framework are beginning to emerge: to increase
the transparency of OTC transactions and reduce
counterparty credit risk, and thereby reduce
systemic risk. The Australian Government’s proposed
framework appears designed to allow Australia to
comply with its G20 obligations, while also providing
flexibility for the mandatory obligations to be tailored
to local market requirements and international
regulatory developments. Increased transparency
will be achieved through the standardisation of
contractual terms and operational processes for OTC
contracts, use of trade repositories for data collection
for all trades and the introduction of a requirement
to use CCPs for nominated OTC derivative products.
Counterparty credit risk will be managed by
significantly increasing the amount of collateral that
will be held against OTC transactions whether they
are centrally cleared on CCPs or otherwise.
Increased transparency of trading
Under bilateral OTC trading, the characteristics
of trading activity, financial innovation and, most
importantly, exposures arising from trading, are
regarded as being opaque to regulators and
market participants. In the GFC, regulators and

The full extent and timing of regulatory
change in Australia is still subject to further
consultation. However, the broad intentions
of the proposed framework are beginning to
emerge: to increase the transparency of OTC
transactions and reduce counterparty credit
risk, and thereby reduce systemic risk.

market participants were not fully abreast of all
of the exposures, the interconnections between
counterparties arising from trading, and the
levels and timing of exposure concentration by
counterparty. They were thus constrained in their
ability to effectively supervise the OTC market
and monitor trading activity. By requiring all OTC
derivative transactions to be reported to trade
repositories, comprehensive data regarding all OTC
derivatives can be made available publicly and to
regulators. Increasing the transparency of trading
goes some way to addressing the above issues and
simultaneously decreases both the moral hazard and
information asymmetries involved in trading. For the
data collected by trade repositories to be useful to
authorities, ongoing work needs to be completed
on the scope of data needed by authorities and on
technical issues, such as reporting formats, the legal
entity identifier (LEI) and data aggregation.12
To date, similar to other G20 members,13 consultation
in Australia regarding trade data repositories has
identified concerns about data confidentiality,
costs of implementation and concerns about the
identification of proprietary trading strategies. It
can be expected that there will be some resistance
to this initiative and hence a legislative framework
will need to be introduced. Despite these concerns,
increased information regarding trading activity
will undoubtedly assist regulators and other market
participants in understanding the OTC derivatives
being traded and potential sources of credit
concentration risk.
The FSB also identified increased standardisation
of contracts as another core element of meeting
the G20 commitments relating to central clearing,
organised trading and reporting to trade repositories.
However, as markets move towards contract
standardisation14 and instantaneous data reporting,
the incentives for financial innovation will change as
any significant or sustained first-mover advantages
will be affected. Foreign exchange and interest rate
OTC derivative contracts traded in the Australian
market are primarily non-exotic in nature and
therefore are perhaps less impacted by this proposal,
although a significant benefit of using the OTC
market is its ability to accommodate bespoke

transactions, so there will be general reluctance to
move to a standardised product market.
Centralised counterparties
Contracts traded in the Australian OTC derivatives
market are currently dominated by bilateral OTC
agreements, typically under ISDA Master Agreements,
with many also having Credit Support Annexures
(CSAs). As noted by The Council of Financial
Regulators, CSA coverage varies widely in the
Australian market depending on the particular OTC
product, with buy-side market participants tending
to have lower levels of CSA coverage than sell-side
banks. In the Australian OTC derivative market when
trading is conducted with CSAs, variation margins
in the form of collateral are paid (mostly in cash), at
a frequency determined by the contract to reflect
mark-to-market losses following a change in prices. A
CSA may allow for some flexibility in mark-to-market
payments, by setting an unsecured threshold, i.e. a
threshold below which a mark-to-market variation
margin need not be paid. The calibration of unsecured
thresholds and minimum transfer amounts typically
reflects the financial standing of the counterparty.
Usually there is no requirement for an initial margin to
be charged.
One crucial characteristic of a CCP15 is that it
mutualises credit and market risk, spreading credit
risk among all of its participants. But the capacity of a
CCP to absorb risk is determined by the equity capital,
the margin it collects and the practice of marking
positions to market. The money held will present its
own problems as the CCPs seek to reinvest cash held
as collateral. It is important to note that CCPs do not
eliminate counterparty credit risk, can lead to credit
risk concentration and may not be default-free. In
the event of a default by a counterparty, the CCP will
settle the obligations to close out existing contracts.
Losses in excess of the margin held by a CCP will be
met from the CCPs own financial resources, external
risk capital and a risk layer in which members of the
CCP cover losses arising from defaulting members.
To manage the exposure to the counterparties if
netting is limited between the counterparties, the CCP
will need to impose larger margin requirements, larger
contributions to the default funds or stricter position
limits for counterparties. Duffie and Zhu16 noted that
clearing different classes of derivatives in separate
CCPs always increases counterparty exposures
relative to clearing the combined set of derivatives in
a single CCP. Further, the flow of collateral to CCPs will
require the CCPs to have very efficient and effective
cash flow management systems and capital backing.
The transition to CCP clearing of OTC derivative
contracts will require a significant change to current
Australian market practice and structure as there are
currently no CCPs operating in Australia. Under a CCP
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Transition from CSA contracts to CCPs is
expected to result in an increase in collateral
requirements due to the cost of the initial
margin, and variation margins without
thresholds which will need to be paid by both
parties to their respective CCPs.

framework, the initial contract will still be negotiated
between the counterparties and dealt in the OTC
market. Once confirmed, the trade will be reported
to the CCP by each counterparty. The CCP replaces
the original bilateral contract with two contracts
and becomes the sole counterparty to each of the
bilateral contract counterparties. Once accepted by
the CCP, the counterparties will each be required to
post an initial margin. Subsequently as the contract
is marked-to-market each day a variation margin will
be passed between the counterparties via the CCP
after accounting for any netting. Transition from CSA
contracts to CCPs is expected to result in an increase
in collateral requirements due to the cost of the initial
margin, and variation margins without thresholds
which will need to be paid by both parties to their
respective CCPs.
Collateral requirements will cause challenges due to
the restricted supply and potential high demand for
high-quality collateral.17 As noted by Singh,18 large
banks active in the OTC derivatives market typically
do not hold collateral against all the positions in their
trading book; they can be under-collateralised and
often allow re-hypothecation to others. For example,
government securities received by one bank as
collateral for a particular trade could be transferred
by it to another bank to meet collateral obligations
for another trade, and so on. Since CCPs would
require all positions to have collateral against them,
off-loading a significant portion of OTC derivatives
transactions to CCPs would prevent such re-use of
the same collateral and require large increases in
posted collateral (adding to the increased demand for
high-quality assets for collateral purposes associated
with initial margins), possibly requiring large banks to
raise more capital or to reduce their trading activity.
The resulting costs suggest that most large banks will
be reluctant to offload their positions to CCPs.
Operationally, in the event that there is more than
one CCP used by market participants in a particular
market, it is important that interoperability is
permitted and that multilateral cross-guarantee
agreements19 be established between CCPs. As noted
by JPMorgan, 20 as the cost of collateral increases,
collateral management and collateral optimisation
will become the new battleground for efficiency.
Those institutions which can efficiently manage
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collateral across cleared and non-cleared positions
will enjoy a significant competitive advantage. The
total net effect on a firm’s collateral, liquidity and
reliance on short-term funding markets depends on
their specific OTC derivative product mix and the
number of counterparty relationships under which it
operates, and also whether the CCP will allow bilateral
or multilateral netting.
The introduction of centralised clearing of OTC
derivatives will cause changes to legal and operational
aspects, and also affect market participants’ balance
sheets and income statements due to changes in
collateral management and the impact on OTC
derivative pricing.
Treatment of non-CCP contracts
Not all OTC derivative contracts will be cleared via
a CCP. Consistent with international regulators,
Australian regulators have indicated the need for nonCCP contracts to be subject to higher capital charges
and margining requirements. The higher capital and
margining requirements for non-centrally cleared
contracts relative to centrally cleared contracts
are expected to provide incentives for use of CSA
agreements and the central clearing of contracts.
Impact on OTC derivative pricing
The GFC has directly affected OTC derivative pricing. 21
The classical pricing framework, based on a single
yield curve used to calculate forward rates and
discount factors, has been partially abandoned, and a
new modern pricing approach is now prevalent among
practitioners. This revised approach takes into account
the market segmentation caused by different collateral
and settlement mechanisms. The increased focus on
credit risk has resulted in a multiple curve framework
for OTC derivative contract pricing, to accommodate
daily collateral rebalancing under CSA arrangements
and the use of credit valuation adjustments.
Further, collateral arrangements require funding.
The increased focus on credit in the post-GFC world
has resulted in a time-varying differential between
funding costs and the return on collateral. These
differences will affect both the regulatory capital
requirements for financial institutions and the pricing
of derivatives. Finger22 noted that with the increased
use of CCPs, risk management for market participants
must shift from managing counterparty risk to the
management of liquidity requirements for CCP
margin needs. The management of these liquidity
requirements will be reflected in derivative pricing
via the liquidity (or funding) valuation adjustment.
This adjustment reflects the cost of financing enough
liquidity to support current and possible future
margin requirements. To reflect the different levels
of collateral and liquidity impacts, the introduction of
CCPs to the Australian market will further complicate

the pricing of derivatives as there will also be a pricing
differential between those contracts involving:
>>uncollateralised positions;
>>collateralised positions under CSA arrangements;
and
>>collateralised positions cleared via a CCP.

Conclusions
The proposed regulatory framework arising from
Australia’s G20 commitments should lead to
significant changes in the structure of the Australian
OTC derivative market and its regulation. Any
changes that increase informational efficiency or
decrease the level of systemic counterparty risk
should be seen as reasonable.
The proposed changes should assist with the
management of systemic risk by providing important
information about the operation of the OTC
derivatives market and also address some concerns
with regard to counterparty credit risk in this market.
In Australia, the proposed changes are yet to be
finalised and regulated and are therefore still to be
tested in an operational framework. The proposed
benefits of any regulatory change will need to be
considered in light of their impact on: the creation
of concentration of risk in central counterparty
institutions; increased reliance on short-term
funding due to collateral management requirements;
potential increases in liquidity risk; legal and
regulatory uncertainty arising from regulatory
differences between countries; and derivative pricing
and risk management. ■
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