


Custody accounts

Acadia estimates that around 120 rms Some rms may be waiting until the end of the
will be required to begin posting margin fromAANA calculation period for determining whet{Tgja delay was a bene t and was

day one of the new phase taking effect. The a rm is in-scope, which runs from March to ﬂ . .
remainder will have to monitor margin amoundsbegin documentation and account setup. ?Fi:essary in terms of the pandemlc,

for each counterparty against the €50 millionPucciarelli, head of industry and regulatory sp&}cgéys all about how you use it”

exchange threshold. This can be done using aiefcadia, says that would be a mistake.  John Pucciarelli, Acadia

services offered by vendors, but take-up has “Hopefully people understand there could be a

been slow. The bank margin specialist reckomgieue and are already negotiating documents. If

only 20% of its phase ve clients will rely on phase ve rms haven't had those conversations,

margin monitoring. they need to have them now,” he says. “If you wait

until you do your AANA calculation, it might be

too late.” direct Euroclear members, most are gaining access

via a pledgee-representative model, which sees buy-

Breathing space side rms sponsored into the tri-party environment

The extra preparation time afforded by regulatbssthird-party custody banks. The pledge-only model

has not gone entirely to waste. While negotiatipnavides a third option with lower onboarding

over documentation largely ground to a halt innetgirements for rms that only receive collateral.

2020, vendors and custodians have used the tinf&etting this restricted admission model round

to improve tools intended to ease the compliargeel sound as it is now is de nitely an outcome

burden for a buy side-heavy class of 2021.  of the leeway of the last 12 months. We probably
“One positive from the one-year delay is thatvould have developed something similar, but we've

the market infrastructure players and vendors haea able to take time to develop something more

had more time to extend services and streamls@phisticated. That's been an advantage for us,”

their onboarding processes. As a result, they sbaysgd-eige.

now be better equipped to support the tidal waverhe extension also allowed BNY Mellon to

of clients due in phases ve and six,” says Marggme its fully outsourced service, which handles

Tonic’s Watts. all stages of compliance, from margin calculations
More than 75 users have signed up for Acadiader the industry’s standard initial margin

margin monitoring service since it soft-launcheddai! (Simm) to collateral administration. A

September. Pucciarelli says the extra lead timetiésal development saw the custodian work with

been helpful in fending off a potential crunch. Acadia to create an adaptor, which completes the
“The delay was a bene t and was necessaryunwieldy task of translating trade data les into

terms of the pandemic, but it's all about how yd@icadia’s preferred standard, known as ORE XML,

use it. | think our soft launch ensures that theréasigélculating Simm sensitivities.

a crunch come September. The numbers we se€'We gured out early on that we needed to

people signing up is de nitely helpful and we’rdnelp clients translate at les into a format that

going to be doing the same for phase six becagssmpatible with Acadia’s system, because

it's worked well.” the platforms many clients are using to value
Currently, just four of Nationwide’s 25 derivatives don't natively spit out XML les,” says

counterparties are uploading les to the servic®NY Mellon’s Lynn.

But O’Donovan says it has still provided valuabléAround a quarter of BNY’s phase ve clients have

insight into the way exposures build across diffgte for this so-called Simm-to-seg service, which

counterparties and product types. packages Acadia’s IM exposure manager service
“You learn from looking at the numbers whatvith the adaptor functionality and Swift messaging

the main contributors are and can get a feel fofathtine mobilisation of assets.

IM exposure,” says O’Donovan. “Our margin has‘Instead of ve different vendor relationships,

de nitely grown faster than we expected, but itas a collateral administrator we present just one

depends on the netting effect of the trades. If y@lationship and one point to go to,” says Dominick

trades are all in the same direction it will alwayBalco, head of collateral segregation at BNY Mellon.

build up a lot quicker than you'd expect for a néltfs@d one-stop solution, in addition to just the basic

set. The real challenge is papering with the rigsegregated collateral accounts.”

counterparties because, on a yearly basis, your Despite the rush of developments, some say a

relationships with rms change.” crunch is inevitable. “Thankfully, there’s engagement
Euroclear used the delay to iron out its new now because people can see the deadline. We'll get

restricted admission model, which allows collateeaik, but it will be a mess for the next few months,”

receivers to avoid lengthy know-your-customesays the bank margin specialist.

checks. While some buy-side rms have signed as Previously published on Risk.net
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IM calculation

Acadia brings IM
standards in-house

Acadia’s aquisition of Dublin-based risk analytics and software partner Quaternion will help its data standardisation efforts and cut
outsourcing risk in its standard initial margin model calculation service. By Helen Bartholomew

A cadia has brought a critical data
standardisation component of its regulatory

IM service in-house after acquiring Dublin-based risk
analytics and software partner Quaternion.

The deal, which eases reliance on an increasingly
critical third-party vendor, brings within the margin
utility’s purview an open-source standard for trade
data, ORE XML. Sponsored and developed by
Quaternion, this framework could be adopted by
dozens of buy-side firms for IM calculations and
was recently shown to be interoperable with the
Common Domain Model (CDM) — an industry-wide
project aimed at standardising derivatives data to
cut costs and complexity through the trade lifecycle.

In the first instance, the integration aims to
streamline a data standardisation effort that has
bewildered many buy-side firms as they prepare to
comply with the implementation of the fifth phase
of IM rules on September 1.

In-scope entities must calculate and input risk
sensitivities for their portfolios into the industry’s
standard initial margin model (Simm) — a process
requiring trade data to be standardised.

Acadia is the dominant provider of buy-side risk-
sensitivity calculations via IM Risk Generator. Its system
requires trades to be delivered in ORE XML format, with
Quaternion providing a standardisation service.

There is no change in cost structure following the
February 4 integration — clients will continue to pay
extra for the standardisation service — yet Acadia’s
chief product officer, Fred Dassori, says the process
will create efficiencies and new opportunities.

“Clients are just dealing with one company. So
while it was a joint effort to bring clients on board,
now our clients are dealing only with Acadia. We
expect it will further streamline that onboarding
process and the relationship with existing clients,”
says Dassori.

“One of our goals has been to make this
affordable so cost isn't a big barrier to entry for
clients that need the service. There’s no change to
the cost of the service, and what it allows us to do is
to jointly innovate,” he adds.
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Rivals such as Bloomberg offer all-in Simm
calculation services, which include standardisation.
Some alternatives come with a higher price tag,
however, said to be more than double the up-
t0-$50,000 per annum likely to be paid by most
Acadia clients for the basic service.

Others see the tie-up as an important step in
reducing reliance on third-party vendors for delivery of
a critical element of the firm'’s core Simm calculation
product. “From a corporate perspective, you've got to
manage your risk, and make sure that a third party
doesn't terminate the contract and go somewhere else,”
says a source at another margin optimisation firm.

Outsourcing and third-party risk was ranked
fourth by bank risk managers in Risk.net's Top 10
Op Risks survey for 2020, with many citing concerns
around a radiating pool of fourth- and fifth-party
risk as vendors themselves increasingly rely on a
wider set of providers.

In addition to IM risk-sensitivity
calculations, Acadia already partners with
Quaternion for its IM backtesting and credit
support annex valuation services. The tech
vendor will now operate as a new division
of Acadia while retaining offices in Ireland
and Germany.




CDM interoperability

Achieving data standardisation for over-the-
counter derivatives is a major ambition for
industry participants. Some standards already
exist — for example, Financial Products Markup
Language — but have not been widely adopted on
the buy side.

ORE XML is an open-source version of Extensible
Markup Language. Converting trades into this
format requires them to be broken down into
components and mapped to a series of data fields.
These range from around 10 for a vanilla data swap
to hundreds for a complex instrument such as a
collateralised debt obligation. Mapping an entire
portfolio can take weeks.

Acadia has 120 clients — around half of the
phase five buy-side cohort — already signed up for

its IM services, potentially cementing ORE XML as
one of the most widely used OTC data standards

for the buy side.

This could give the format a head start in

the industry-wide common data standards
initiative. Led by the International Swaps

and Derivatives Association, the CDM
project aims to slash pre- and post-

trade lifecycle costs and complexity
for OTC derivatives.

“The proof-of-concept shows
CDM could feed ORE or ORE
could feed CDM”

Donal Gallagher, Quaternion

Far from embarking on a battle for data
supremacy, Quaternion chief executive and
co-founder Donal Gallagher says the two are
complementary since a November proof-of-concept
using vanilla interest rate swaps demonstrated how
ORE can integrate with CDM.

“| can see in time the two being interoperable.
Clients won't need to choose if they're going to use
CDM or if it's already feeding CDM because they
end up entirely interoperable. The proof-of-concept
shows CDM could feed ORE or ORE could feed
CDM," says Gallagher.

Beyond IM

The scope of the tie-up could be wide-reaching,
sources say, enabling Acadia to offer risk analytics
services 1o its extensive client network. This could
see the firm compete more directly with risk-as-a-
service providers such as IHS Markit.

IM calculation

“If you're collecting and cleaning up a lot of trade
data, you have the toolset to offer other services
on top with the same datasets you're already
consuming,” says the margin source away from the
two firms. “It's not like Acadia has any market share
in that at the moment, but it's a growth area where
they can leverage what they already do.”

Quaternion’s Gallagher is eyeing an array of
opportunities in new risk calculation standards,
including the Standard Approach to Counterparty
Credit Risk and the Fundamental Review of the
Trading Book.

“This combination of Acadia’s position as a
central trusted computation agent with all the
technology and data protection around that,
together with Quaternion’s quantitative abilities,
creates a unique opportunity to bring new risk
services to the market in a centralised, accessible
way, particularly with the standardisation of risk
that's been in the pipeline for quite some time and
is now hitting the road,” says Gallagher.

“There’s virtually no limit to what you can do in
terms of centralised calculations of risk, and once
you calculate it, that opens further opportunities
for optimisation of all sorts of things not currently
imaginable,” he says.

Previously published on Risk.net
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Derivatives strategy

UK funds fall out of love
with sterling swaps

Lower yields, Libor transition and margin rules help make gilt repo the desired hedging tool for liability-driven investment funds.

By Natasha Rega-Jones

L iability-driven investors in the UK are
abandoning interest rate swaps in favour of
gilt repo for hedging, and forthcoming changes in
financial markets look set to cement that shift.

Yields on gilts are higher than rates available on
long-dated sterling swaps. As lending switches from
Libor to replacement benchmarks, this difference
is likely to become more pronounced. New rules
requiring hundreds of buy-side firms to post margin
on non-cleared derivatives for the first time may also
discourage the use of swaps, experts suggest.

"All of these factors have combined to make
swaps a less loved instrument,” says Rosa Fenwick,
liability-driven investment (LDI) portfolio manager
at BMO Global Asset Management, a Canadian
investment firm.

One of the biggest risks to institutional investors
such as pension funds and life insurers is that a
change in interest rates will affect their ability to
meet their liabilities. To hedge this risk, firms invest
in assets that pay a fixed rate. In the UK, hedging
tools include gilts, interest rate swaps, gilt repo and
gilt total return swaps.

Gilts are the simplest hedge, but they tie up large
sums of cash that could otherwise be used for more
yield-enhancing assets like equities. So liability-
driven investors often prefer to use unfunded
alternatives. In a gilt repo, or repurchase agreement,
an LDI fund borrows money from an investment
bank and uses a gilt they already own as security
for the ‘loan’ — with the fund essentially selling
its gilt to the bank while agreeing to buy back an
equivalent at a set price on a particular date and
price in the future. The fund uses the cash received
to buy more gilts to repo out until it reaches the
desired level of leverage — though in reality that
process can be done in one transaction.

As the repo price is fixed at the outset of the
transaction, the LDI fund only has an economic
exposure to the price of the underlying gilt — with an
increase or decrease in the market value of the gilt
equating to a profit or loss for the fund.
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While LDI funds in the UK typically use a mixture
of swaps and gilt repo to hedge their liabilities, it
is gilt repo that has become the dominant hedging
instrument of choice over the past few years.

Fenwick at BMO says the split between gilt
repo and swaps within LDI funds is 75:25. Andrew
Berman, head of institutional clients group for UK and
Ireland at Deutsche Bank, puts the ratio at 80:20.

This wasn't always the case. Swaps used to
comprise the majority of the hedging mix for LDI
funds, experts say. Prior to the 2008 financial crisis,
gilt yields were 20-30 basis points below the swap
curve at the 30-year point. But a glut of government
bond issuance post-2008 pushed up gilt yields,
making them higher than fixed rates on sterling
Libor swaps. As of April 1, gilt yields were nearly
15bp higher than the 30-year swap rate.

2008 was a big turning point,” says David
Jamieson, market strategist at Insight Investment,
a BNY Mellon-owned asset manager. “When

governments started issuing bonds, gilts became

a hell of a lot cheaper than swaps and so LDIs
started favouring gilts on repo over swaps to hedge
their liabilities.”

This trend has been exacerbated by the interest
rate swap market’s transition from Libor to the UK's
successor risk-free rate — Sonia, or sterling overnight
index average. From April 1, UK regulators have
ordered that no new sterling Libor lending should
take place, and that swap markets should shift to
Sonia in advance of Libor's extinction at the end
of the year.

The 30-year Sonia swap rate is 27bp tighter
than its sterling Libor equivalent. This means the
difference between the fixed rate on a 30-year
Sonia swap and 30-year gilt yields is 41bp, as
of April 1.

“The transition from Libor to Sonia has made it
even more compelling for pension funds to use gilt
repo because of the yield difference,” says Jamieson.

1 30-year swap rates and gilt yield
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Many institutional investors have also changed
the rate at which their liabilities are discounted,
following sharp losses after the 2008 financial
crisis. Firms have opted to use a discount rate based
on higher gilt yields rather than swaps. Market
participants say that using gilt repo means the
interest rate hedges are more aligned with the
discount rate, mitigating any mismatch that would
otherwise have required extra hedging.

Collateral damage

A further driving force behind UK LDI funds” greater
use of gilt repo hedging is an impending change

in derivatives market regulation. Pension funds

and life insurers will soon have to post IM when
using interest rate swaps to hedge their liabilities
under the UK's version of the European Market
Infrastructure Regulation (Emir).

From September 1, the fifth phase of non-cleared
margin rules will require firms with more than
€50 billion equivalent in average aggregate notional
amount (AANA) of over-the-counter derivatives
to start exchanging IM with counterparties.

This also assumes they exceed the minimum
exchange threshold of €50 million per counterparty
relationship. In September 2022, the sixth and final
phase of the rules will see firms come into scope

if they have an AANA equivalent to more than

€8 hillion.

The margin rules are partly designed to
encourage firms to voluntarily clear their trades.
However, swaps clearing brings its own costs and
complexities for institutional investors.

“Through the use of central clearing you retain
the same risk positions but there is a cost to pay
to the clearing member for their service — they
are facing the clearing house, providing default
fund contributions, posting collateral, and are also
holding risk on their balance sheet on your behalf,”
says Fenwick at BMO.

The alternative for LDI funds is not to use
swaps, and rely on gilt repo for hedging
their liabilities.

Similarly, Emir clearing obligation rules could soon
see UK pension funds having to clear OTC interest rate
swap contracts through a central counterparty if they
exceed a threshold of €3 hillion in gross notional value.
Firms are currently exempt from the rules until June
2023, with the UK Treasury able to extend the date
further. But the looming obligation could provide an
incentive for UK pension funds to use gilt repo hedging
and so avoid having to clear interest rate swaps.

QE too
The introduction of quantitative easing measures in
March 2020 has also helped strengthen the appeal
of gilt repo. Following the coronavirus pandemic,
governments injected billions into markets by buying
back vast quantities of government bonds. This
infusion of liquidity has helped to compress gilt repo
bid/offer spreads, making gilt repo an even cheaper
hedging instrument over swaps. But this boost of
liquidity is unlikely to last indefinitely. As economies
recover from the shock of the pandemic, central
banks are predicted to scale back their bond-buying
programmes. A reduction in government cash
may lead to a rise in financing costs for gilt repo,
strengthening the case for using swaps for hedging.
The pandemic also prompted the UK banking
regulator to prevent the country’s investment banks
from paying dividends to shareholders during
2020. Withheld payments are estimated at nearly
£8 billion ($11 billion), and gilt repo has been a
key outlet for banks to put this pile of unused cash
to work. With economic restrictions beginning
to ease in December, banks may be less keen to
facilitate gilt repo transactions as they'll be able to
use their money for other purposes — potentially
causing LDIs to shift back to interest rate swaps.'
“Repo is somewhere for banks to park cash and
receive a suboptimal return on balance sheet until
better opportunities come along,” says Berman
at Deutsche Bank. “I wonder whether other
opportunities to deploy cash could at some point
make banks less excited about lending their balance
sheet for repo to UK pension funds.”

Derivatives strategy

One of the downsides of using gilt repo is that
the instrument only tends to stretch to around nine
months’ maturity, so it needs to be rolled repeatedly
through the life of the trade. By contrast, swaps
last for 30 or more years. LDI funds can run into
problems rolling over their gilt repo hedges during
times of crisis when banks typically charge more for
such transactions, like in March 2020.

While the cost of a three-month repo transaction
in early 2020 was around Sonia plus 15bp, by
March that cost had skyrocketed to Sonia plus 80bp.
As a result, Insight now transacts over 20% of its
gilt repo business with non-bank market-makers —
such as clearing houses and corporate treasurers —
up from 0% in 2016.

"Everyone should have part of their repo in
non-banks in order to minimise that roll risk,”
says Jamieson.

Indeed, " counterparty diversification partly
resulting from new entrants to the gilt repo
market” — such as non-bank market-makers — was
cited as a key structural factor for increased repo
market stability by the Bank of England (BoE)
in 2017.2

However, it's the inherent roll risk associated
with gilt repo transactions that sees Jamieson
advising clients against using gilt repo to hedge
100% of their liabilities — despite the fact that
some of his clients do so. Instead, LDIs should find a
balance between their use of gilt repo and interest
rate swaps.

“If you did a new repo transaction today, in a
year's time you don't know what rate you'll be
rolling the repo at, and you don't know if there'll be
enough banks with enough balance sheet to offer
you the repo. So that's an extra risk that you have
in repo that you don't have with a swap, which is
why | always encourage dlients to find a balance
between gilt repo and swaps,” he says. Il

Previously published on Risk.net

! BoE (December 2020), Prudential Regulation Authority statement on
capital distributions by large UK banks, hrtps://bit.ly/2RYdX6M

? BoE (July 2021), Minutes — Money markets committee,
https://bit.ly/3iGhjwg

TOTAL RETURN SWAPS: PROS AND CONS

One of the three unfunded ways that LDIs can gain exposure to gilts in order to
hedge interest rate risk — alongside interest rate swaps and gilt repo — is with total
return swaps.

A total return swap typically sees a pension fund or life insurer agree to exchange
a floating rate cashflow, such as Sonia plus or minus a spread, in return for the
total return of a gilt. Just like owning the physical gilt, the LDI fund will experience
changes in the payments it receives based on the relative value of the gilt.

One of the benefits for LDIs using total return swaps over gilt repo is the fact that
the tenor for total return swaps goes up to five years, while gilt repo typically only

goes up to one year. The longer maturity of the swaps helps LDIs reduce their roll
risk when hedging.

However, total return swaps are not as efficient as gilt repo for netting. Total
return swaps can only facilitate balance sheet netting when the same bond
or underlying is involved in a transaction in the opposite direction. For gilt repo,
netting can occur so long as the trade in the opposite direction involves the same
counterparty — regardless of what the underlying is.

The netting benefits give a further incentive for LDI funds to prefer gilt repo as
their hedging instrument.

risk.net
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Optimisation firms
prepare for SA-CCR boom

Flush with new cash, vendors ready their rebalancing services ahead of risk-sensitive leverage framework. By Helen Bartholomew

he once monopolistic market for portfolio

optimisation is entering a fresh era of
competition and investment, as a new leverage
regime nudges dealers to adopt next-gen rebalancing
services in place of traditional rates compression.

In January, Quantile Technologies — one of the
earliest rivals to first-mover TriOptima in rates
compression — secured a $51 million investment
from US private equity firm, Spectrum Equity. The
same month, IHS Markit pumped $113 million
into a new joint venture with CME, uniting trade
processing facility MarkitServ with the Chicago
exchange’s post-trade optimisation services
including TriOptima.

Large banks are also eyeing lucrative growth
opportunities. In October, Citi, JP Morgan and State
Street completed a strategic investment of $11 million
in Capitolis, a three-year-old fintech that operates a
peer-to-peer model for financial resource optimisation.

Need to know

e Optimisation providers are the target of new
investment, with Quantile securing a $51m
cash injection and CME and IHS Markit
financing a joint venture to house TriOptima.
Capitolis has also received a multi-million
dollar investment from three dealers.

e Tech vendors are betting on a boost in
demand for their rebalancing services due
to changes in the leverage framework under
the standardised approach to counterparty
credit risk, or SA-CCR.

e This new risk-based calculation is set to
lessen banks’ focus on gross notional
reduction via compression, which was
critical under the outgoing current
exposure method.

e The regime is also likely to shift banks'
attention from lowering exposure of interest
rate swaps to optimising FX portfolios.

e Tools designed for IM optimisation are
being redeployed for SA-CCR-focused
FX rebalancing.
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Naturally, tech vendors and their investors
are bullish about the prospects for portfolio
rebalancing services.

“Optimisation in general is a good business
model, where you are the trusted third party in the
middle creating value for customers,” says Michael
Farrell, a managing director at Spectrum Equity,
who has taken a seat on Quantile's board. “As
regulations change there will be new opportunities.”
Spectrum has sounded out other optimisation
providers for potential investment, Farrell says.

Behind the latest wave of corporate activity is
a sea-change in the way banks must calculate
their leverage exposure under the standardised
approach to counterparty credit risk, or SA-CCR.
Due to be phased in for US and European banks in
the coming months, the risk-sensitive framework
replaces the notional-based current exposure
method (CEM) for leverage ratio and risk-weighted
asset (RWA) calculations.

In broad terms, SA-CCR makes more allowances
for well-hedged portfolios, while penalising
directional risk. The new rules are expected to have
a varying effect on large banks’ businesses. Some
desks will benefit from lower RWAs and risk capital,
others will not. Working out the overall capital
impact across an individual bank is a tricky task, let
alone trying to optimise portfolios to mitigate the
effect of the new regime.

Here, tech vendors are hoping to provide an
answer. Their services roll up a bank’s exposure
across a particular asset class and suggest new,
offsetting trades that can reduce risk under the new
SA-CCR framework. Lower risk means lower capital.

“SA-CCR is a good opportunity for the market
to align capital, funding and risk metrics, which
are starting to come together with common
methodologies,” says Andrew Williams, chief
executive and co-founder of Quantile.

Capital measures were historically calculated on
a notional basis while credit valuation adjustments
and other counterparty measures were calculated
on a risk basis. “With SA-CCR, that alignment of
incentives pushes things in the right direction, which
is active risk management,” Williams adds.

Vendors of all sizes are taking a punt that
portfolio optimisation will become a prerequisite for
dealers and, potentially, buy-side firms too.

“There's a lot of research going into SA-CCR.

Al the big consulting firms, technology companies,
calculation companies, the banks and funds are
investing. It will be a major change to bank capital,
derivatives management, risk management and
funding,” says David Bachelier, managing director of
Capitalab, the BGC-owned optimisation provider.

It's not only SA-CCR driving opportunities,
according to Gil Mandelzis, founder and chief
executive of Capitolis. Regulatory changes over the
last decade have not yet been fully digested, he
says. “When you look at the future of markets and




take a long view of optimisation in its various forms,
we're still at day zero.”

Divergent regulatory timelines around the
world have created different binding constraints
for individual institutions, creating pockets of
inefficiency. Proponents of optimisation believe the
technique can help flatten out these wrinkles.

"Some banks have lent too much, others have
too many derivatives, while some have too much
correlation exposure. There’s no levelling system
for firms to buy what they're short of and get rid
of stuff that's constraining them,” says a securities
services head at a large bank.

The head believes that, in the future, execution
will be decoupled from capital optimisation and risk
management. In other words, a dealer will be able
to trade alternative products and transform the risk
into a different format via post-trade optimisation.

For example, a bank may wish to trade an over-
the-counter swap but finds a cheaper listed version
of the swap. The bank trades the listed version, then
transforms the risk back into OTC format.

SA-CCR makes this decoupling all the more
relevant, says Quantile’s Williams.

“Risk builds up in multiple locations, which is
inefficient from a capital and margin perspective,”
he says. “Assuming dealers continue to trade in all

of these markets, it requires a post-trade service to
be able to clean that up and do the rebalancing in a
highly automated and efficient way.”

Gross to net
SA-CCR is already effective in jurisdictions including
Australia, Canada and parts of the Middle East.

US and UK banks must adopt the new regime for
their leverage and RWA calculations by January
2022. The changes will be implemented across the
European Union in June 2021 as part of the second
capital requirements regulation, or CRR 1.

Bank of America became the first global
systemically important bank (G-Sib) to voluntarily
switch to SA-CCR in June 2020, a move that cut
leverage exposure by $66 billion and reduced RWAs
by $15 billion. Yet there’s reluctance by others to
follow suit as savings may not be universal.

Sorme participants say RWAs will increase for many
firms, largely due to Basel IIlI's output floor, which
caps capital savings delivered by internal models. The
capital output produced by internal models must
be no lower than 72.5% of the output
from the standardised
approaches, once
the rules are fully
phased in.

Optimisation

The problem is exacerbated for US banks because
of the so-called Collins floor, which forces banks to
apply the higher of the two capital outputs from
internal models and regulator-set approaches.

“At the moment some banks are leverage-
constrained, some are gross notional-constrained and
some are RWA-constrained. Once SA-CCR is live for
leverage exposure and in-scope for RWA calculations
via the output floor, the impact of this new regulation
is only going to increase,” says Bachelier.

risk.net
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By taking into account netting across portfolios,
SA-CCR switches the focus from gross notional to
net notional. Vendors argue this will raise the profile
of risk rebalancing services, which redistribute trades
among counterparties.

SA-CCR is also likely to shift the focus on asset
classes from notional-heavy interest rate swaps
to other instruments such as physically delivered
foreign exchange.

“What was a very expensive business to run —
interest rate swaps with massive notionals — is now
less expensive in some cases and the cost may grow
in FX, which is the first target for many banks to
look at. It's a big change because for the last 15
years people have been compressing swaps, but
as swaps clear, they're going to be less expensive,”
says Bachelier.

Swaps compression, which has eliminated
$2 quadrillion of legacy exposures in the last 15
years, will continue as a critical activity for many
large dealers since gross notional remains the
primary metric for calculating G-Sib scores.

Dual motivation

Existing IM rebalancing tools are the first port of call
for most SA-CCR optimisation efforts. These must
be updated with new algorithms and an expanded
product set. For example, physically settled FX and
the principal on cross-currency swaps are exempt
from regulatory IM, while legacy trades remain out
of scope. In contrast, SA-CCR applies to all trades.

Since October, TriOptima has offered combined
IM and SA-CCR optimisation in FX cycles on its four-
year-old triBalance platform. Combining these two
objectives is important as IM optimisation typically
results in new trades, which themselves are subject
to SA-CCR.

“It's a bit like whack-a-mole in that you
optimise on one thing and something else pops up
somewhere else. So you've got to take everything
into account all the time, which is part of the
complexity,” says Phil Junod, head of triReduce
and triBalance.

Capitalab has also added SA-CCR-based
outcomes to its FX compression service, for which it
recently partnered with settlement provider CLS.

FX-focused optimisation vendor LMRKTS
completed its first cycle devised for the new
framework in June 2020, enabling clients
in both SA-CCR and CEM regimes to
optimise simultaneously.

Guy Rowcliffe, global head of optimisation
services at CME, agrees that optimising for CEM
and SA-CCR within a multilateral pool is the most
efficient approach. TriBalance FX optimises for
gross notional, net notional or SA-CCR RWA in a
single cycle.
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“A client can change its objectives over time,” he
says. “A systemically important bank might have a
different objective in the first three quarters of the
year and a gross notional objective in the last quarter,
S0 it's not even static within an individual client.”

Capitolis plans to launch its first cycle aimed at
the new regime in the “near-term”, but is yet to
decide if combining CEM and SA-CCR dlients is the
best approach.

“You can do that, but you're probably not going to
get to the maximum possible optimisation if the two
sides are different. We'll have to see if you need to do
two or one that optimises for both. There's going to be
a lot of experimentation,” says Mandelzis.

The service is not necessarily limited to dealers.
Some see scope for buy-side participation in
optimisation activities, potentially opening up a new
customer base. Client businesses tend to be more
directional than notional-heavy interdealer activities,
meaning they could be more capital intensive
under SA-CCR. It's a pinch buy-side firms could feel
indirectly through higher costs.

“We'd expect the prime brokerage books
facing buy-side clients to have a greater degree of
directionality than the interdealer books. As a result,
there’s a strong likelihood buy-side clients who see
their costs go up dramatically might think it time to
consider joining these types of optimisations,” says
Hilary Park, chief executive of LMRKTS.

Buy-side interest in optimisation has been
bubbling under the surface since the largest hedge
funds became subject to non-cleared margin rules.
IM optimisation tools, which redistribute exposures
between counterparties to reduce margin under
the industry’s standard initial margin model (Simm),
form the foundation of SA-CCR-focused services and
could act as a gateway for buy-side participation,
Park adds.

Staffing up

In anticipation of more demand for its services,
Quantile is planning to double its 60-strong
workforce in “a short space of time”. The

$51 million investment will accelerate product
development, starting with SA-CCR focused
products, which launch this year. Projects for 2022
include funding optimisation services, which aim
to reduce volatility in variation margin, as well as
settlement and market risk optimisation.

CME’s optimisation joint venture with [HS
Markit is due to launch in the second half of the
year, pending regulatory approval. Executives claim
the tie-up will provide greater efficiency in existing
services and enable the firm to expand asset
class coverage.

Capitolis grew its workforce from 55 to 90 in
2020 and expects that number to double again by
the end of this year. Primarily a show of support
from its largest Wall Street clients, the capital
injection takes total investment in the firm to more
than $80 million since its 2017 launch.

In contrast with other providers, Capitolis focuses
solely on bilateral relationships. The firm has
optimised more than $8 trillion of exposures across
50 clients via a range of services including novation
and credit switching, which allows FX prime brokers
to access credit from a broader universe of bank and
non-bank firms.

It's part of a wider plan to bring the peer-to-
peer model to Wall Street, according to Mandelzis.
“When we look at the financial institutions within
global capital markets, from a balance sheet
perspective, we see a massively suboptimised
industry and we expect that one day, everybody is
going to optimise everything with everybody else, all
the time.” M
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ALL ABOUT THE DATA

Before banks embark on capital-reducing trading
strategies, some say ample savings can be made
with robust data management practices. CEM,
part of the outgoing regime, requires rudimentary
data on asset class and notional. Under SA-CCR,
exposure-at-default  (EAD) calculations — require
much more granular information. Technology vendor
Murex includes more than 150 fields in its SA-CCR
calculator, including trade details, collateral, hedging
sets and counterparty information.

“If you're doing SA-CCR right, that goes a long
way to reducing the EAD on its own. For example if
you ignore the amortisation schedule this will result in
unnecessarily large add-ons,” says Brendan Sheehan,

consultant at Murex.

In a real-life instance, the vendor helped a
Middle East bank client — already subject to the
new framework — to reduce RWAs by around $1.8
billion, resulting in a capital release of more than
$250 million.

Part of the service involves running “what-if"
reports, which allocate netting set level EAD data
back to the trade level. These calculations help to
determine the overall capital requirement for a
specific trade before it is booked.

“In this regard, trade-level EAD reports are really
useful for clients as it acts as a proxy for the cost of
capital,” says Sheehan.








