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Central Counterparty for Credit Default Swaps:The Buy-side Perspective

Financial authorities, keen to reduce levels of systemic risk arising from potential
counterparty defaults, are pushing for the introduction of central clearing for credit default
swaps. If this initiative is to succeed, the buy-side, as well as the sell-side, must become
fully involved. As yet, argue Peter Meechan and Bill Hodgson of Sapient, the buy-side's
involvement is still very tentative. Read full column
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Financial authorities, keen to reduce levels otaysc risk arising from potential counterparty
defaults, are pushing for the introduction of cahtrlearing for credit default swaps. If this
initiative is to succeed, the buy-side, as wellhessell-side, must become fully involved. As yet,
arguePeter MeechamandBill Hodgsonof Sapient the buy-side’s involvement is still very
tentative.

Credit default swaps (CDS) — private bilateral deshich offer protection against banks,
corporations and governments defaulting on delzve lbeen blamed for exacerbating the
current financial crisis. As a result, politiciasusd regulators on both sides of the Atlantic have
been pressing for the clearing of credit defaultgsv(and, indeed, all over-the-counter
products), via central counterparties (CCPs). A beinof exchanges and clearing houses have
responded to financial regulators’ call to actitire ICE Trust and Eurex are currently live with
clearing services for credit default swaps — I0BS offering launched in March 2009 and
Eurex cleared its first CDS contract at the endudy this year. A joint initiative between the



Chicago Mercantile Exchange and Citadel Investr@oup, aimed at providing clearing
services for the nearly $27trillion credit defagsitap market, is also under way.

For the major dealers of the sell-side, to whom imenship of a centralised counterparty is
usually restricted, there are a number of very pawarguments for the use of clearing via a
central counterparty. These include balance shetghg, which reduces capital adequacy
requirements and minimises counterparty risk, tiedw release, as well as the reduction of
settlement and operational risk. In contrast, tedfits of centralised clearing are a little less
obvious for the buy-side. In particular, becausthefr size and credit profile, buy-side firms
only usually have access through a third partyrciganember. Under this arrangement the buy-
side firm clears its trades via a third party diegumember, which then passes them to the CCP.
In effect, the clearing member is acting in a samflishion to a prime broker in an
intermediation trade. As a result of the potentiateases in risk and the additional infrastructure
that the dealer will need to introduce, it may obéywilling to offer such a service at a high
price. This cost may prove prohibitive to some Iside firms, precluding access to the CCP for
many smaller companies.

Other difficulties exist, too. Consider, for exampithe question of margin. Clearing houses
generally take a conservative approach to margimagement, meaning that three layers of
margin must be posted — variation margin, initiargin, as well as a contribution towards the
default fund. Putting up the necessary margindssdly business and can therefore prove a
sticking point for some buy-side firms. In additjahe trading profile of most buy-side firms is
such that the potential for netting is very limiteelmoving one of the chief attractions of central
counterparty clearing. Finally, the product scopthe CCP means that only a limited set of
trades is cleared, removing them from a clientBASCSA, potentially also having a negative
effect on its bilateral exposure.

As a result of the drawbacks outlined above, ithhappear that central clearing provides few
benefits for the buy-side. Yet central clearingsjoe fact, offer important advantages. Take, for
example, the portability of collateral and tradesidd a clearing member default — following a
default, any trades and collateral can be trarefiels another, non-defaulting, clearing member.
In contrast, when Lehman Brothers failed last yeamy firms had great difficulty gaining
access to the collateral they had posted with #méin addition to having to write off defunct
trade positions.

In reality, it is not so much that central clearpegr se holds little attraction for the buy-sidé bu
that initiatives tend to be designed primarily witle requirements of the sell-side in mind and
therefore do not cater adequately for the neetlseoinvestment community. To illustrate this
point, a parallel can be drawn with the introductad central settlement. The central settlement
service, launched by the DTCC and CLS Bank Intéwnat, enables firms to settle credit default
swaps as a single net payment within the CLS batker than as multiple bilateral gross
settlements. At present, only major dealers haeesscand participation by other firms is via
third party membership. To date, access through frarty membership has been provided by
dealers where they have been able to earn higlofegkere a buy-side firm has brought a
portfolio of business with it. Not surprisingly ete has been limited buy-side interest. Indeed,
such has been the difficulty of finding third pa@yS members that the Federal Reserve target



of including 96% of eligible trades within centsadttlement by November 2009 was recently
moved to March 2010.

Nevertheless, there are certain indications thggest CCP clearing will be taken up by the buy-
side at a more rapid pace than has been the cseemitral settlement. Importantly — and in a
deviation from usual practice — investment managexdeing consulted by clearing houses.
Indeed, one of the clearing services that is ctgrdreing launched by the Chicago Mercantile
Exchange and Citadel Investment Group counts skewegar buy-side firms, including PIMCO,
BlueMountain Capital Management, BlackRock, AllieBernstein and the D.E. Shaw group, as
founding members. Not surprisingly, this aspectdias obliged the major dealers to take
serious note of the particular venture.

Equally critically, prime brokers have identifiegpatential commercial opportunity in offering
buy-side firms third party member access to cewtesring. Prime brokers, whose business has
historically been based on financing, have, asalref the reduction in leverage, seen their
traditional business model shrinking. Keen to replist business with a new source of revenue,
a number of prime brokers have begun to investitiggossibility of providing hedge funds
with third party member access to CCP clearingtiddar interest has been generated by the
fact that the margin clearing members post to t8& @& based upon an exposure netted across
all their original counterparties, while that whitttey receive from their hedge fund clients is
not. This, in turn, creates a spread that makeprsion of third party clearing attractive

either generating profits for the prime broker valgling it to offer a reduction on the margin
clients have to post on bilateral trades. Tellinglynversations conducted by the authors with
investment managers reveal that discussions héleba buy-side firms and potential CCP
clearing members are already progressing speedily.

Interestingly, prime broker sponsored access &né&ral counterparty may even give a boost to
central settlement. As trades between clearing reesrdind clients are settled in a similar
fashion to the prime broker client leg, centratlsatent becomes unnecessary (client to prime
broker legs are excluded from the central settlénmamdate because they settle as a book entry
at the prime broker and no cash is physically mdveah one entity to another, except, of

course, in the case of margin top-ups). With tlearchg member and central counterparty
already part of central settlement, the clearingniver to central counterparty leg is
automatically included in the service, increasimg total percentage of gross trades settled via
central settlement.

Prime brokers are also likely to play an essenti@ in driving buy-side CCP patrticipation
through their interest in the provision of trangactbased services to clients. To date, the buy-
side has lagged behind the sell-side in terms wiaation: while the majority of inter-dealer
trades in over-the-counter contracts are automatatinotably those in credit, dealer to buy-side
trades are still dominated by manual processesirftaguction of central clearing will bring
change, forcing the buy-side to adopt greater fegEhutomation and obliging it, and its service
providers, to revise the manner in which busines=miried out. Forward-thinking prime brokers
have already realised that offering transactioreaback office services to hedge funds, thereby
enabling funds to connect to central clearing ot settlement services, represents a
commercial opportunity. Indeed, the authors haweepked that a number of prime brokers have



already embraced this trend. In contrast, othepgapreluctant to adapt, preferring to adhere to
existing leverage-based business models.

In conclusion, the omens for centralised buy-sidaring of credit default swaps look more
hopeful than, at first glance, may appear. The mgnee of the buy-side to the success of central
clearing is beginning to be acknowledged, with ohthe three central counterparties actively
enlisting the support of several major investmeahagers. Importantly, central clearing also
offers commercial opportunities to prime brokerhjoh have seen their traditional, leverage-
based business models battered by the currentcfadamisis. As a result, a number of prime
brokers are already showing interest in providilgnts with third party member access to
central counterparties or are investigating thesipilgy of offering transaction-based services to
buy-side firms, thereby providing investment mamagdth the level of automation necessary

for connection to central clearing services.



