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Among the many �res the industry fought over the past year was 
the attempt to bring the perceived systemic risk posed by credit 
derivatives under control. �e credit default swap (CDS) market 
has grown exponentially in recent years, with notional outstanding 
reaching $54.6 trillion by June 30, 2008, according to the 
International Swaps and Derivatives Association (ISDA). But while 
notional volumes have expanded rapidly, the infrastructure to 
process CDS trades was left way behind. 

Regulators have been concerned about weaknesses in 
infrastructure for years, prompting the Federal Reserve Bank of 
New York to summon the leading dealers to a meeting in 
September 2005 to discuss the growing number of outstanding 
con�rmations. More recently, the US President�s Working Group 
on Financial Markets highlighted the need to enhance derivatives 
infrastructure in a report into the causes of the credit crisis, 
published in March 2008. 

�e industry has responded with a number of initiatives. �e 
number of aged outstanding con�rmations has been reduced by 
92%, while electronic con�rmation in credit derivatives has risen 
from 19% in 2006 to 95% in 2008. �e notional value of CDSs 
outstanding has also decreased, with participants tearing up 
thousands of mostly index trades via the triReduce portfolio 
compression service established by Stockholm-based technology 
vendor TriOptima. In addition, dealers are pushing for trades to be 
entered into the Depository Trust and Clearing Corporation�s 
Trade Information Warehouse to increase transparency and ease 
credit event processing. 

However, the focus so far has been on the simpler instruments 
and processes, leaving more awkward, but no less signi�cant 
risks, for later. �e established CDS portfolio compression 
cycles concentrated �rst on index trades, which have standardised 
coupons and hence are easier to tear up, rather than the more 
di�cult single-name trades. Also, the compression process 
meant portfolio risk pro�les were altered, which complicated 
participants� risk management mechanisms. With regulators 
breathing down the industry�s neck, the major dealers knew 
they had to do something speci�c to reduce the volume of 
single-name CDS transactions. 

Working in conjunction with Isda, the major dealers in the 
Operations Management Group (OMG), an industry body 
focused on improving over-the-counter derivatives infrastructure, 
called in June 2008 for proposals by technology vendors and 
trade processing organisations for a new CDS portfolio 
compression platform dedicated to single names. In addition, the 
participants speci�ed they wanted the tear-up process to leave the 
risk pro�les of their portfolios intact. 

London-based data vendor Markit and New York-based 
electronic trading platform Creditex were among those that 
put forward proposals. Noting their complementary strengths 
and the fact they had already co-operated in the operations of 
credit derivatives auctions, the OMG asked the two companies 
to develop a platform in partnership. 

INDUSTRY PLATFORM OF THE YEAR 
MARKiT/CREDiTEX PORTFOLiO 
COMPRESSiON PLATFORM

“We took the best people in our company and put 
them on to developing the algorithm in order to 
get it done quickly”  
Kevin Gould, Markit
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Exploiting their existing technology and facilities where possible, 
Markit and Creditex were able to develop a platform that was ready 
for launch by August. By November 11, the platform had run 18 
compression cycles, nearly halving submitted trades to 107,000 and 
reducing notional outstanding by more than $700 billion. Further 
runs took the reduction in notional outstanding to $1.35 trillion by 
the beginning of December.

��e Markit/Creditex compression platform has done exactly 
what we expected it to do,� says Todd Sullivan, executive director 
and head of North American �xed-income derivatives operations at 
Morgan Stanley. �It has taken super�uous trades out of the system 
to leave participants with the smallest number of trades required to 
keep their risk pro�les constant.� �e system also maintains the 
same net cash�ows of each participant.

�e platform operates multilaterally, tearing up trades across 
all submitted portfolios simultaneously. But while participants 
prioritise maintaining the pro�le of the exposures in their 
portfolios, they do not want the compression process to produce 
replacement trades that result in an overexposure to any one 
counterparty in the market. Bearing this in mind, Markit and 
Creditex designed their algorithm to allow participants � of 
which there are 16 so far, including Deutsche Bank, Goldman 
Sachs, JP Morgan and Morgan Stanley � to set tolerances to 
changes in their credit risk exposure to 
individual counterparties during the 
compression process. 

In more benign times, a system such as 
the Markit/Creditex platform may not have 
been a priority for the industry. After all, 
the compression cycles leave banks� portfolio 
risk pro�les and net cash�ows unchanged. 
Undoubtedly, the reduction in the number 
of overall trades makes for a more e�cient 
processing environment and reduces 
operational risk � both worthy goals. But in 
another era, it is unlikely these would have 
been addressed with the urgency the 
industry placed on the compression platform 
project. Growing regulatory pressure, plus 
the gathering storm of the �nancial crisis 
that saw the collapse of Bear Stearns and 
the failure of Lehman Brothers in 
September, forced the industry�s hand.  

��e platform has been critical in managing the risks we have 
had to manage this year. Although it has no impact on the actual 
market risk that any one bank is running, it reduces systemic 
risk,� says Sullivan. �Other factors help with this too, such as the 
expanded use of the Trade Information Warehouse. But what the 
platform does uniquely is to unwind the multilateral net of trades 
prior to the failure of a participant, as we have seen with Lehman 
Brothers, which reduces the gross risk of the system to the 
liquidation of any one counterparty.�

Markit and Creditex were able to build the compression 
platform rapidly using existing technology and facilities where 
possible. Creditex used its market connectivity and adapted its 
trade capture functionality to collect trades from the Trade 
Information Warehouse, including counterparty limits and 
excluded trades. �ese are aggregated and delivered to Markit, 
which used its trade-processing expertise and facilities to 
develop the compression algorithm to reduce trades while 
maintaining risk pro�les and observing counterparty credit 

tolerances. �e engine then runs the compression cycles, 
delivering the resulting replacement trades to Creditex to 
distribute back to the participants.

�We took the best people in our company and put them on to 
developing the algorithm in order to get it done quickly,� says 
Kevin Gould, president of Markit North America. 

One of the key reasons Markit was selected in partnership with 
Creditex was because of its CDS price data. Other compression 
platforms require participants to agree mark-to-market values of 
deals prior to tear-ups. Since the new compression platform does 
not alter portfolio risk pro�les, this agreement on valuations is 
unnecessary. However, the platform must have access to prices in 
order to measure and ensure counterparty risk tolerances are 
maintained correctly. ��is is especially important in the recent 
environment, where banks are particularly aware of counterparty 
risk,� adds Gould. 

Mazy Dar, chief strategy o�cer of Creditex, points out the 
challenge in creating an e�ective compression process was partly 
the technical design of the algorithm, and partly a matter of 
orchestrating a large number of people, organisations and 
processes to participate in the compression cycles.

�e introduction of the Markit/Creditex compression 
platform has taken place against a backdrop of moves towards a 

central counterparty for the CDS market. 
Several entities are currently competing to 
be the �rst to launch a clearing service, 
including the IntercontinentalExchange, 
the Chicago Mercantile Exchange in 
partnership with Chicago-based hedge fund 
Citadel Investment Group, Eurex and 
NYSE Euronext. �e compression platform 
is seen as a step on the way to a clearing 
house � a method of reducing and 
rationalising the huge body of existing 
trades before they are novated to the central 
counterparty. At the very least, the new 
compression platform is performing an 
essential preparatory function for a central 
clearing house. 

Regulators have welcomed the compression 
platform, and have made it clear they expect 
dealers to use it. In a statement on October 
31, 2008, the Federal Reserve Bank of New 

York declared that reducing levels of outstanding trades via portfolio 
compression was one of its central priorities for addressing 
operational and market design concerns for OTC derivatives: 
�Regulators have instructed �rms to maximise the e�ciency of 
trade terminations in CDS tear-ups and have begun monitoring 
the detailed results to ensure the fullest participation.� 

�omas Benison, managing director, credit trading at JP 
Morgan, says dealers have been pushing the portfolio compression 
process along quickly to meet the commitments they have made to 
improve the operational e�ciency of the CDS market. Despite the 
speed with which the initiative was completed, he says the platform 
has performed well. 

��e compression carried out by the Markit/Creditex platform 
has reduced the size of the outstanding portfolio and related 
operational burden on a risk-neutral basis,� he comments. ��e 
platform �ts well with the drive over the past three years to 
improve the operational functioning of the CDS market, and 
leads well into clearing.�

Mazy Dar, Creditex

Industry platform.indd   67 27/1/09   11:41:48


