In one of the most tumultuous years on record for the derivatives industry, Deutsche Bank has
reclaimed top spot overall from JP Morgan in the 2009 interdealer rankings. In the other major
change, Barclays Capital broke into the top three, knocking Goldman Sachs o  the podium. By
Matt Cameron, with research by Xiao-Long Chen

Tackling the tempest

T h e aSt e ar has been likened to a tempest for the derivatives industry. At the
p y beginning of September 2008, most dealers were reeling from

TOP 20 DEALERS
2009 2008
1 2

2 1

& 4

4 3

5 7

6 8

7 6

8 9

9 5

10 10

11 12

12 11

13 17

14 15

B
o

20

NoOB BB
S © ™ N

18=

RANKING

Dealers

Deutsche Bank

JP Morgan

Barclays Capital
Goldman Sachs
Société Générale

BNP Paribas

UBsS

Credit Suisse

Royal Bank of Scotland
Citi

Bank of America Merrill Lynch
Morgan Stanley

HSBC

Mitubishi UF] Securities
Nomura
Commerzbank
Mizuho Bank
Santander

BBVA

Calyon

Reprinted from Risk September 2009

%
10.3
9.8
85
7.8
7.3
6.6
6.4
5.9
5.8
5.3
4.9
4.6
41
3.7
2.7
18
12
0.9
0.8
0.7

billions of dollars of subprime mortgage loan writedowns on collateralised debt
obligations. But then the unthinkable happened: the collapse and ling for Chapter 11
bankruptcy protection of one of largest derivatives dealers, Lehman Brothers, on
September 15.

Only months earlier, in March, the Federal Reserve Bank of New York brokered a
deal placing the failed investment bank Bear Stearns within the fold of JP Morgan.
Believing this set a precedent for institutions deemed to be too big to fail , few market
participants thought the US authorities would allow a major bank to collapse.

Consequently, the failure of Lehman sent shock waves throughout the derivatives
industry. In the weeks subsequent to the bankruptcy, derivatives dealers worked day and
night to unwind, replace and novate trades. In the wider fallout, the Lehman bankruptcy
triggered a collapse in stock markets, correlation soared to unprecedented levels, and a
number of hedge funds, starved of liquidity and stinging from the loss of rehypothecated
collateral, were forced to shut up shop and halt redemptions. Governments were obliged
to inject emergency funds to stabilise banks on both sides of the Atlantic, while the pure
investment banking model looked dead in the water following the change in status to
bank holding companies by Morgan Stanley and Goldman Sachs.

e Chicago Board Options Exchange s Vix index, which measures market volatility
as implied by 30-day Standard & Poor s option prices, soared from 31.70 on September
15, 2008 to a high of 80.86 on November 20. Volatility only returned to pre-Lehman
levels in June 2009, and was priced at 26.71 on August 16.

e severe dislocation in the over-the-counter derivatives markets quickly drew the
attention of regulators in Europe and the US, concerned about systemic risks arising
from a build-up of positions. Post-Lehman, regulators became worried about the
collapse of another systemically important dealer and the disastrous consequences for
the nancial markets. As a result, both the European Commission and US Treasury
began to push for all standardised derivatives contracts to be cleared through central
counterparties, while making it mandatory for non-standardised contracts to be
reported to trade repositories.

With writedowns on toxic debt expected to increase, banks began to hoard capital to
cover future losses. Combined with an acute awareness of counterparty credit risk in the
wake of Lehmanss collapse, liquidity quickly evaporated in the interdealer market. Some
players had to scale back or even stop dealing certain derivatives asset classes. Calyon, for
example, pulled out of the structured credit business last September.

Last year was revolutionary in terms of the competitive landscape being dramati-
cally altered, says Michele Faissola, global head of rates at Deutsche Bank in
London. Many players slipped o the radar and withdrew from the business or were
undergoing management changes that had an impact. Our stability has remained a
key factor for us throughout in maintaining a su cient presence, as well as being able
to provide liquidity at critical times.



Deutsche Bank came top overall in
this year s survey with 10.3% of the vote,
and topped 21 individual product
categories across interest rates, foreign
exchange, credit and equity derivatives.

e dealer excelled in the interest rate
swaps segment, winning the short-dated
interest rate swaps, interest rate swaps
two- to 10-year and 10-year-plus
categories, as well as exotic interest rate
products and repurchase agreements. It
came second in cross-currency swaps and
vanilla currency options, while nishing
second in both structured credit and
credit default swaps (CDSs) (see overall
results table).

e interdealer market for interest
rates, like all other asset classes, was
hindered by a lack of liquidity late last
year, but looks to have staged a signi cant
recovery. Volumes are estimated by
dealers to be 25 30% lower than pre-
crisis levels, but that is comfortably better
than the credit derivatives market, which
is estimated to be down 60%.

ere has been a massive amount of
renewed interest in the rates business,
particularly given the huge amounts of
debt issued by sovereigns in the rst half
of this year, says Deutsche s Faissola.

is, combined with corporate sector

issuance and better functioning debt
capital markets, has acted as a catalyst for
improved liquidity in the rates markets.
Volumes are certainly approaching
healthy levels and should continue to
improve further.

In the UK, various stimulus packages
that include bailouts of leading banks, a
credit guarantee scheme and an asset
purchase facility have pushed planned
issuance of government debt to a
whopping £220 billion for the 2009/10

nancial year, compared with £146.5
billion in 2008/09. Germany has also
seen its funding needs surge, and is
expected to borrow 346 billion for
2009, up 57% from the 220 billion
raised in 2008.

London-based Chris Willcox, global
head of rates trading at JP Morgan, says
volumes in the rst half of 2009 were
driven by heavy debt issuance, continued
deleveraging in the hedge fund market and
real money participants rehedging their
exposures as their assets under manage-
ment fell. e market also saw signi cant
volatility as quantitative easing was
introduced and attention focused on future
in ation expectations, he explains.

JP Morgan, which came second overall

with 9.8% of the vote, also performed
well in interest rates. e US bank came

rst in interest rate caps and oors,
swaptions, overnight index swaps and
forward rate agreements. It also excelled
in credit derivatives once again, topping
both the CDS section with 16.8% of the
vote and the structured credit categories
with 15.5%. It came top in 11 out of 14
individual credit product categories.

Credit derivatives have become the
primary target of European Union and
US regulators in the past 12 months.

is has led to dealers and other market
participants working around the clock to
standardise CDS contracts, facilitating
the move towards central clearing, which
began in the US in March and Europe in
July. e general logic behind the
clearing initiative is that moving from
gross exposures to net exposures is more
e cient and makes it easier for all
participants to manage risk.

In fact, dealers began working towards
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There has been a massive amount of renewed interest in the
rates business, particularly given the huge amounts of debt
issued by sovereigns in the rst half of this year

Michele Faissola, Deutsche Bank

CDS clearing independently of regulators
a few years ago, explains Guy America,
head of European credit trading at JP
Morgan in London. Participants count
themselves fortunate that work on central
clearing started more than two years ago,
even before they became a public focus of
policy responses from politicians and
regulators. It would have been extremely
hard to have made this much progress in
such a short amount of time without this
early start, he argues.

One of the major thrusts of the
standardisation e ort was the big bang
protocol, launched in April, which
established determinations committees
to rule on whether a credit event has
occurred, and introduced rolling look-
back periods of 60 days for credit events
and 90 days for succession events. In
North America, single-name contracts
are now traded with xed coupons of
100 basis points or 500bp paid on a
quarterly basis, while restructuring was
removed as a credit event. Meanwhile in
Europe, CDSs began trading with  xed
coupons of 25bp, 100bp, 500bp and
1,000bp, while the so-called small bang

protocol in July integrated restructuring
as a credit event into the auction
settlement process.

\We made some of the mechanisms
more suitable for a netted contract, says
JP Morgans America. e small and big
bangs have allowed for there to be one
way of treating all the contracts. If there
is a failure to pay or bankruptcy credit
event, all the contracts get triggered at the
same time. For restructuring, the auction
settlement is now available even if
contracts still need to be triggered
individually. is dramatically reduces
the operational risk around credit events
and allows market participants to focus
on risk management.

Central clearing has been touted as the
answer to counterparty risk, but the issue
among end-users seems to have dimin-
ished as con dence has returned.

Counterparty credit was a major driver
of activity late in 2008 and early 2009,
but this focus appears to be abating and
the market is now looking to central
clearing as the solution to reduce systemic
risk, says Willcox.

Counterparty risk was a major concern
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ein ation interdealer market was
one of the hardest hit by illiquidity in the
wake of Lehmanss collapse last year.
Many dealers were unable to keep
business lines open in a market that
traditionally requires banks to warehouse
a good deal of risk.

e liquidity in the in ation market
was hurt more than other sectors, which
has been a challenge for market-makers,
says Chriqui. e reason is that client

ows typically are large and infrequent,
and interbank volume is low. So 0 oad-
ing the risk takes much longer, sometimes
weeks or months instead of days, and
dealers need to be able to warehouse risk
to provide liquidity. Risk appetite fell,

Participants count themselves fortunate that work on central
clearing started more than two years ago, even before they
became a public focus of policy responses from politicians and

regulators Guy America, JP Morgan

for clients way beyond the credit
derivatives universe after Lehman, notes
London-based Benoit Chriqui, head of
European in ation trading at Barclays
Capital. But with improving sentiment
in credit and the global economy, the
ability to provide good liquidity is slowly
becoming the main driver of counterparty
selection for clients once again.

Barclays Capital broke into the overall
top three in this year s survey with 8.5% of
the vote, displacing Goldman Sachs, which
garnered 7.8%. e UK bank performed
particularly well in the in ation sector,
coming rstin all three in ation swap
categories: euro, dollar and sterling.

How the poll was conducted

which is also why the deleveraging we saw
at the end of last year was more violent in
in ation than in other markets, because
there was more risk being warehoused.
Meanwhile, in the equity derivatives
space, the poll was once again dominated
by Socidtd G@ngrale Corporate and
Investment Banking (SG CIB). e French
bank also came fth in the overall
rankings with 7.3% of the vote, up from
seventh last year. It maintained its number
one rankings in OTC single-stock equity
options, equity index options, warrants
and exotic equity products. e dealer
topped seven of the 10 equity index option
categories and four of the six warrants

categories. BNP Paribas also performed
well in equity derivatives.

It is no understatement to say the
equity derivatives industry experienced a
particularly tough year. Volatility
skyrocketed, causing havoc to dealers
single-stock variance books (Risk May
2009, pages 63 65'). Meanwhile, implied
dividends sunk towards distressed levels
from the end of the fourth quarter last
year, after dealers scrambled to hedge long
dividend exposures. Dealers are inher-
ently long dividends because of the
bullish equity structured products they
sell. e resulting dislocation has meant
that, apart from major indexes such as the
Dow Jones Eurostoxx 50 and the S&P
500, liquidity is scarce in most exotic
products and on single-stock baskets.

Most banks had unhedged long
dividend and short correlation exposures
last year, having sold long-term calls or
bought puts on baskets of stock and
indexes via their structured products
activity. So when dividends plummeted,
many banks had to take writedowns and
unwind positions quickly, explains
David Esco er, co-head of global equity
and ow at SG CIB. At the same time,
all markets correlated to unprecedented
levels, which generated additional pain.

In recent months, however, there has
been a renewed appetite for dividends and
exotic deals such as dispersion trades.

ere has been pronounced interest since
March, says Esco er. But despite this
180-degree move, the environment is still
far from the good old days. e actual
liquidity in OTC and listed equity
derivatives is concentrated more than ever
with a select few dealers. [

L www.risk.net/public/showPage.html?page=855692

Risk received 1,250 valid responses from dealers and brokers to this years in-
terdealer survey. The responses were divided between Europe (63.2%), North
America (20.8%), Asia (12.2%) and other (3.8%).

The survey covered 117 derivatives categories across interest rates, foreign
exchange, credit and equity derivatives. Participants were asked to vote for their
top three derivatives dealers in order of preference in derivatives categories they
had traded in over the course of the year.

It is important to note this poll is not designed to re ect volumes traded in
any particular market and is therefore not necessarily a direct re ection of mar-
ket share voters could base their decisions on a variety of criteria, including
pricing, liquidity provision, counterparty risk, speed of execution and reliability.
In that sense, this poll should be considered a re ection of how market profes-
sionals view their peers in terms of overall quality of service.

Respondents were not allowed to vote for themselves or any subsidiaries of
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their rms, and all responses were checked thoroughly for validity using auto-
mated and manual checks. This is a process we take very seriously, and we dis-
quali ed 306 votes this year that showed signs of suspicious voting.

The votes were weighted, with three points for a rst place, two points for
second and one for third. No weighing system was used for brokers, as respond-
ents only submitted one vote. Only categories with asu  cient number of votes
are included in the nal poll.

The top banks are listed in terms of overall percentage of votes, as well as
number of rst-place wins. To decide the overall winner, Risk uses the overall
percentage of votes for each bank. The survey also includes a series of overall
product leaderboards, calculated by aggregating the total number of votes
across individual categories. These overall results are naturally weighted, as there
are more votes in the large categories (for example, US dollar and euro swaps)
than the smaller, less liquid categories.
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The top interdealer brokers remain largely unchanged from last year, despite the
unprecedented market conditions. But a push towards central clearing and exchange
trading by regulators could lead to a shake-up in the industry. By Alexander Campbell,
with research by Xiao Long Chen

If It ain’t broke...

T h e CO | | ap Se Of Lehman Brothers last year triggered unprecedented volatility
across asset classes, a blowing out of credit spreads, and the
rescue of key nancial institutions by governments across the globe. In response to the
crisis, regulators are slowly working their way through an impressive agenda of regulatory
ne-tuning, covering everything from central clearing of over-the-counter derivatives to
higher regulatory capital charges. But despite all this change over the past 12 months, some
things remain constant. And the top brokers in this years Risk interdealer rankings remain
broadly unchanged from 2008.

London-based Icap led the interest rate sector, as it has done every year since 2006,
winning 24 out of the 53 product categories (see table). Its closest rivals, Tullett Prebon
and Tradition, won 11 categories each.

e currency market remained closely contested between Tullett Prebon and Tradition-
Icap. Tullett Prebon took the lead after coming second last year, winning nine out of 23
categories compared to Tradition-Icaps eight. Tradition-lcap was again the strongest in
currency options, taking rst place in ve of the six vanilla options categories and three of
the ve exotics. Tullett Prebon led the swaps and forwards markets.

In equity derivatives, London-based equity specialist Sunrise took rst place in 15 of
the 21 product categories, once again dominating the market in which it won 19 out of

FIRST POSITIONS

INTEREST RATES

Broker Short dated Swaps Swaps Interest rate Interestrate  Exotic interest Inflation Overnight Repurchase Forward
swaps 2-10 years 10+ years caps/floors swaptions rate products index swaps agreements rate agreement

Icap & 3 & 3 2 6 0 2 2

Tullett Prebon 0 0 0 0 0 ] 2 8 1 2

Tradition 1 1 1 2 2 1 1 2 0

Gottex 1 1 1 0 1 0 1 0 1

BGC 0 0 0 0 0 0 1 0 0 0

CURRENCIES

Broker Cross-currency swaps Vanilla currency option Exotic currency options Currency forwards Total

Tullett Prebon 4 0 1 4 9

TFS-Icap 0 5) 8] 0 8

GFI 0 1 1 0 2

Icap 1 0 0 1 2

Tradition 1 0 0 1 2

EQUITY DERIVATIVES

Brokers OTC single-stock equity options Equity index options Exotic equity products Total

Sunrise 2 7 6 15

GFI 1 1 0 2

Tradition 0 0 2 2

Exane 0 1 0 1

Icap 0 1 0 1

CREDIT DERIVATIVES

Brokers Credit default swaps Structured credit Total

GFI 8 6 14

www.tullettprebon.com 4
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24
1
1



23 rst places in 2008. And the credit
derivatives market saw a clean sweep by
New York-based GFI, which took rst
place in all 14 categories.

But these successes took place against
the backdrop of extreme volatility and a
shrinking in the size of the market. In
the second half of 2008, notional
outstanding volume of OTC derivatives
fell 13.4% to $592 trillion, the rst
contraction in the market since records
began, according to the Bank for
International Settlements.

is decline is mirrored in the results of
the brokers themselves, with many
reporting reduced volumes in the last few
months of 2008 and into this year. In the
12 months to July 2009, the average daily
volume of currency and xed-income
products on Icap s two electronic broking
platforms, EBS and BrokerTec, was
$639.9 billion  sharply lower than the
average of $825.5 billion for the previous
12 months. Average daily volume in July
was $591.6 billion, compared with $645.9
billion in June.

Tullett Prebon also remarked on lower
volumes in several product categories in
its 2008 annual report, including
currency options, emerging market
currency forwards, interest rate options,
emerging market interest rate swaps and
equity derivatives. e broker identi ed
deleveraging as a primary cause of falling
volumes: It is likely the number of
counterparties in OTC markets (mainly
banks), the amount of capital they devote
to trading in general, and their risk
appetite, will decline sharply as a result of
the nancial crisis.

With regulators planning to increase
their scrutiny of the OTC derivatives
markets, the environment could become
even more challenging for brokers going
forward. Supervisors in both the US and
Europe have declared they will require
standardised OTC contracts to be cleared
by central counterparties, while non-
standardised contracts will need to be
reported to trade repositories. e US
Treasury and European Commission have
also said they would like to see a greater
proportion of the derivatives market
migrate to exchanges.

e credit derivatives market has been
the rst to move to central clearing, with a
variety of platforms launching operations
in the US, UK and Europe. In preparation
for the start of central clearing, a number
of alterations were made to standardise the
credit default swaps (CDS) market,
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including the introduction of xed
coupons on single-name contracts, the
removal of modi ed restructuring as a
credit event in the US, and the integration
of restructuring into the auction settlement
process for European contracts.

Together with ongoing uncertainty over
the regulatory environment, these
changes have caused a drop-o0 in credit
derivatives volumes in the interdealer
market, claims Colin He ron, president
of GFI in New York. We saw lower
volumes in the rst two quarters of the
year although we re now seeing some
stabilisation but that was o set by much
higher cash volumes. People dont know
what the outcome will be with central
clearing and who will eventually regulate
the market, so they are getting credit
exposure through the cash market, not
the derivatives market.

Slowdown

In particular, the shift to standardised xed
coupons 100 basis points and 500bp in
the US, and 25bp, 100bp, 500bp and
1,000bp in Europe has contributed to a
slowdown in the market, as participants
concentrate on recouponing legacy trades,
says David Casterton, chief executive for
Europe, Middle East and Africa at Icap in
London. Until people have gone through
the necessary pain of recouponing, theyre
holding back from trading in the CDS
market  which is understandable.

Central clearing has existed for interest
rate swaps for some time through plat-
forms such as SwapClear from London-
based LCH.Clearnet, which many brokers
say has aided the development of the
overall market. As a result, few appear to
be worried about plans to push all
standardised OTC contracts through
central counterparties. Nonetheless, there
are concerns about other changes being
introduced by regulators in particular,
their ambition to force more of the market
on to exchanges.

Both dealers and brokers point out
standardised exchange-traded contracts
donoto er rmsthe exibility to exactly
0 set the exposures they want to hedge

exibility that can only be achieved
through the OTC market. At the same
time, the complexity of many products
means they are not necessarily suited to
exchange trading. e rush to the
exchanges is just not feasible in most
product ranges, says Bruce Collins,
deputy chairman of Tradition in London.

e move to improve levels of elec-

tronic execution, spearheaded by the
Federal Reserve Bank of New York, is
generally welcomed by brokers. Most have
already launched electronic platforms, but
many also point out electronic execution
is unlikely to succeed across the full
gamut of derivatives products. A move
towards more purely electronic execution
is possible, but it will be di cult. Even in
some forex categories there is still a voice
element a lot of products still need a
hybrid approach with voice broking
involved, adds Collins.

ats not to say all moves to improve
levels of electronic execution and trade
processing are frowned upon by brokers.
In particular, the launch of trade
compression platforms such as the
triReduce service from Stockholm-based
TriOptima have helped free up dealers
balance sheets, facilitating new trades,
says He ron of GFI: Anything that frees
up room on banks balance sheets is good
for our business.

In fact, some brokers have been
embracing the changes, expanding their
business into trade processing and
valuation to diversify their operations. For
instance, Icap announced in April the
creation of a joint venture with CLS
Group to provide trade aggregation
services to participants in the OTC forex
market. It is also involved in a consortium
that made an approach to acquire LCH.
Clearnet earlier this year.

Despite this, Casterton stresses brokers
have, if anything, become more impor-
tant over the past 12 months: A lot of
business has always been executed
bilaterally between banks, not through
the broker market. But in markets like
these, the share of volume going through
the brokers will have gone up because it s
very hard to nd a price bilaterally, and
there are also issues like counterparty
risk and validation of prices. Outside a
few very large organisations, the
willingness to quote a two-way price all
day is not what it was, and you really
have to scour the market to nd someone
with the opposite interest to you. We
have been seeing this more or less for the
past year.

Claude Amar, chief executive of
Sunrise, agrees, adding much of ow
during the crisis tended to consolidate
around the top brokers. We have
bene ted from the polarisation
customers have concentrated on the
market leaders in a di cult market
environment. [
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INTEREST RATES: SHORT DATED INTEREST RATE SWAPS
US dollar 22 banks cited
2009 2008 Banks % 2009 2008  Broker
1 1 JP Morgan 15.6 1 1 Icap
2 3 Deutsche Bank 147 2 2 Tullett Prebon
3 Bank of America-Merrill Lynch 13 3 3 BGC
4 4 Barclays Capital 104
5 5 Goldman Sachs 91
Euro 24 banks cited
2009 2008 Banks % 2009 2008  Broker
1 2 Deutsche Bank 16.7 1 1 Icap
1 JP Morgan 16.3 2 2 Tullett Prebon
3 3 Barclays Capital 12.3 3 3 BGC
4 4 Royal Bank of Scotland 10.7
5 Socidtg Gongdrale 85
Yen 19 banks cited
2009 2008 Banks % 2009 2008  Broker
1 4 Deutsche Bank 15.8 1 1 Tradition
2 1 JP Morgan 127 2 Tullett Prebon
3 Bank of America-Merrill Lynch 109 3 2 Icap
4 Goldman Sachs 76
5 3 UBS 6.3
Sterli ng 18 banks cited
2009 2008 Banks % 2009 2008  Broker
1 2 Barclays Capital 20.2 1 1 Icap
2 1 Royal Bank of Scotland 172 2 2 Tullett Prebon
3 4 Deutsche Bank 14 3 3 Tradition
4 3 JP Morgan 57
5 HSBC 51
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INTEREST RATES: SHORT DATED INTEREST RATE SWAPS CONTINUED

Swiss franc

2009 2008 Banks

1 1 Credit Suisse

2 2 UBS

3 4 JP Morgan

4 5 Deutsche Bank
5 Goldman Sachs

INTEREST RATES: INTEREST RATE SWAPS 2 10 YEARS

US dollar

2009 2008 Banks

1 2 Deutsche Bank

2 1 JP Morgan

3 Barclays Capital

4 5 Goldman Sachs

5 4 Bank of America-Merrill Lynch
Euro

2009 2008 Banks

1 1 Deutsche Bank

2 2 JP Morgan

3 3 Barclays Capital

4 5 BNP Paribas

5 4 Royal Bank of Scotland
Yen

2009 2008 Banks

1 2 JP Morgan

2 3 Deutsche Bank

3 1 Mitsubishi UFJ Securities
4 5 Goldman Sachs

5 4 UBS

Sterling

2009 2008 Banks

1 2 Barclays Capital

2 1 Royal Bank of Scotland
3 Goldman Sachs

4 4 Deutsche Bank

5 HSBC

Swiss franc

2009 2008 Banks

1 1 Credit Suisse

2 2 UBS

3 4 Goldman Sachs

4 JP Morgan

5 5 Deutsche Bank
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INTEREST RATES: INTEREST RATE SWAPS 10+ YEARS

US dollar
2009 2008
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INTEREST RATES: INTEREST RATE CAPS/FLOORS
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