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Many US derivatives users were very much looking forward to the September 2 
Labor Day holiday. The previous few months had been a blur of activity as the 
first US clearing mandates came into force, starting with the largest swap dealers 
in March and followed by the deadline many were concerned about – clearing for 

large end-users on June 10. Aside from a few technical glitches, those first mandates went 
relatively smoothly. Another deadline was looming on September 9 for smaller, less-frequent 
derivatives users, but many participants were relatively confident and relaxed, and looking 
forward to the long weekend. 

Then came the release of long-awaited rules on uncleared derivatives margining requirements 
on the Monday holiday, drawn up by a group led by the Basel Committee on Banking 
Supervision and International Organization of Securities Commissions. For some participants, 
it meant immediately booting up the laptop or heading into the office to analyse what the rules 
would mean.

That pretty much summed up the year. With so many lengthy, complex rules being finalised 
by global and domestic regulatory bodies, and so many new requirements coming into force, 
participants risked falling hopelessly behind if they spent more than a few days out of the office. 

For many banks, last year was all about getting ready for new regulations – and helping their 
clients through the process too. That doesn’t just mean helping them understand the rules and 
providing clearing and execution services, though. Many end-users were growing increasingly 
worried about contingent liquidity risks posed by sudden, large margin calls, leading some banks 
to focus on developing new, innovative structures that would help alleviate the impact of a cash 
drain. Others worked to restructure outstanding trades that would be too capital-intensive in the 
new world, with the aim of optimising their own portfolios and, in theory, reducing costs for 
their customers. Many of the most successful firms are featured in the following pages. 

As always, the winners were incredibly difficult to pick. Risk asked candidates to submit 
detailed information on their businesses, and the shortlisted firms underwent several in-depth, 
face-to-face interviews with the editorial team. Demonstrations of key risk and trading systems 
were given, and calls were made to end-users and other market participants to obtain feedback. 
The entire process took about three months. Risk would like to thank all those who participated 
for their time.

In making the final decisions, a number of factors were considered, including (but not limited 
to) risk management, customer satisfaction, responsiveness to new regulations, engagement with 
regulators, liquidity provision and creativity. R

A brave  
new world

Introduction

derivatives users had a lot on their plate last year with the rollout of new dodd-
Frank rules on clearing, reporting and trading. Firms have had to adapt to the new 
reality – and some have been more successful than others. this year’s Risk awards 
recognise those that have made the most progress. By Lukas Becker, Matt Cameron, 
Laurie Carver, Clive Davidson, Kris Devasabai, Peter Madigan, Fiona Maxwell, Tom 
Osborn, Joe Rennison, Cécile Sourbes and Duncan Wood
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Risk management system of the year (vendor)

There’s a simple way to explain how the derivatives market has 
changed in recent years: the business consumes more capital 
and funding at a time when the costs of those resources has 
increased. Resource consumption is rising in large part 

because of new rules on counterparty risk – the Basel III charge for credit 
valuation adjustment (CVA) drives up capital requirements, while the 
mandatory use of clearing houses and bilateral collateral agreements means 
dealers need more funding. 

“The rate at which these costs are incurred means banks cannot ignore 
them. You have to hold three or four times the amount of capital, and the 
cost of that capital is at least double what it used to be. With that increase 
in the cost base, you just can’t afford to ignore efficiency,” says Peter Left, 
director for capital and collateral management at Lloyds Banking Group in 
London.

The problem for banks is that their existing analytical tools are 
principally focused on individual trades. What they need now is a way of 
running the same kind of analytics for whole portfolios, taking into 
account all manner of complicated effects – for example, the difference in 
margin requirements that results from using one clearing house or another. 

Part of the solution is organisational. Like some of its peers, Lloyds 
Banking Group has an area of the front office that takes responsibility for 
capital and collateral management – it calculates and manages CVA as 
well as funding valuation adjustment (FVA) (Risk September 2013, pages 
22–24, www.risk.net/2291080). But this change in setup needs to be 
mirrored in terms of technology. “Essentially, what we wanted was a 
system that brought all three functions together – to replicate how we 
work and to minimise our costs across CVA, FVA, collateral and capital,” 
says Left.

At the time, only a few vendors offered the required functionality and 
none had it packaged as a suitable off-the-shelf system. In June 2013, the 
bank teamed up with London-based Markit, which already had the 
component parts of that solution – calculators for CVA, risk-weighted 
assets (RWAs) and margin. The next step – a big one – was to pull them 
together in a way that would enable users to run what-if calculations, 
showing the trade-offs between the various aspects of funding and capital 
when undertaking trades, as well as during activities such as collateral 
renegotiation, novations and unwinding existing trades. 

“Markit understood what we were looking for and was already familiar 
with many of the concepts we introduced. It recognised that cost 
transparency across CVA, FVA, collateral and capital was important to us 
in order to be able to optimise the capital and collateral employed across 
the business and enhance our returns,” says Left.

The result is Markit’s integrated resource management system, which 
brings together the relevant credit, capital and funding models and, using 
Monte Carlo simulation of various scenarios under unstressed and stressed 

market conditions, compares their 
outputs. Lloyds Banking Group 
effectively became the product’s 
first customer, and Markit is now 
in conversation with several others.

“Our solution enables a client to 
visualise all the risk aspects of initial 
margin, RWAs and various 
valuation adjustments over time 
and under different scenarios in a 
flexible user-friendly environment,” 
says Paul Jones, director at Markit. 
“The methodology can help 
financial institutions navigate 

through the new regulatory changes involving clearing and risk margin, 
and explore the implications of making changes to their portfolios given a 
consistent view of risk.”

The idea is to shed some light on a host of questions that become far 
more significant in a resource-constrained market – how to price 
novation packages and renegotiate collateral agreements, for example. 
Banks can also use Markit’s system to replicate initial and variation 
margin calls under various stress scenarios, says Jones. The system 
includes a messaging function that can communicate inception pricing to 
all the relevant desks – that is, the incremental cost of entering into a new 
trade taking into account valuation adjustments, collateral, funding and 
capital considerations.

At the heart of the integrated resource management system is a 
multi-dimensional engine, a multi-dimensional vector calculator that uses 
supercomputing techniques for operating on arrays of data to solve large, 
complex mathematical problems – the result of several earlier years of 
research and development by Markit. To develop applications to run on 
the engine, users describe the logic of their business requirements and 
associated operations in the high-level script programming language. An 
intermediate layer interprets the scripts into the complex low-level set of 
instructions that take advantage of the underlying high-performance 
technology. The scripting and interpretation process means financial 
engineers can rapidly make prototypes of applications, adding new 
instruments, models or functions without having to go through the 
conventional code development process. 

“The economics of over-the-counter derivatives are changing. There are 
numerous capital and funding costs that now need to be considered before 
executing a trade. By bringing our established CVA, RWA and initial 
margin solutions together, our customers can run interactive scenarios to 
understand the trade-offs between these components. And this is down to 
the speed of the our engine,” says Jones. R

Paul Jones, Markit
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