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I n the middle of last year, something unusual 
happened in the world of swaps clearing that 
may offer a way for the market to escape its 

reliance on a shrinking number of intermediary banks.
Propelled by fears of a sovereign downgrade that 

could have locked it out of the world’s biggest interest 
rate swap clearing house, Rand Merchant Bank – a 
unit of South Africa’s FirstRand Bank – joined LCH 
as a direct member in July, meaning it receives margin 
calls directly from LCH, contributes to the clearer’s 
default fund, and would be expected to bid on the 
portfolios of a collapsed fellow member.

That’s not the unusual bit; LCH’s SwapClear 
currently has 104 members, most of them regional 
banks that have rejected the alternative of becoming 
the client of another member. But FirstRand 
Securities Limited used a third-party service 
provider, the 16-month-old London-based Sernova 
Financial, to pass the driving test required of all new 
members, and intends to use its services to carry out 
many of the tasks that enable the clearing of interest 
rate swaps at LCH as well, such as collateral 
monitoring and forecasting.

Sernova’s founder and executive chairman, Venkat 
Ramasamy – who used to run the clearing and prime 
finance businesses at Royal Bank of Scotland – sees 
this as the answer to the growing concentration risks 
in swaps clearing.

“What you hear from the market is that the new 
regulations are poor and have to be unwound. What 
we’re saying is the new regulations are understandable 
– there is actually nothing wrong there – but they are 
being implemented by the market in a way that is 
creating structural issues,” he says.

These issues stem from the fact that a handful of 
banks have become the conduit for vast amounts of 
cleared risk. Each of the providers that has exited the 
over-the-counter clearing business – BNY Mellon, 
Royal Bank of Scotland, State Street and, most 
recently, Deutsche Bank within the US – has pointed 
to the new costs imposed by regulation as the reason 
for their exit: for example, Basel III’s leverage ratio, 
which requires a clearing intermediary to count its 

clients’ margin towards its own exposure 
total, driving up capital requirements.

The implications are varied. If one of 
the big banks were to default, multiple 
central counterparties (CCPs) would 
simultaneously be left with open positions 
to hedge, while hundreds of clients would 
be looking for new homes – demands the 
market might struggle to meet. And 
concentration creates problems in 
peacetime, too, making it harder for 
derivatives users to access a clearing house, 
and raising the risk that existing customers 
get the chop if they do not generate enough business 
for the capital consumed, or represent too great a risk.

These considerations are what prompted Rand 
Merchant Bank to seek LCH membership, and 
Sernova’s model is based on the notion that other 
derivatives users will make the same choice. It’s not a 
new idea – CME and Eurex are both rolling out 
direct-access models for buy-side firms, and 
Ramasamy spoke to Risk.net two years ago about the 
need to facilitate buy-side clearing access while at 
software vendor Calypso Technology. In the 
intervening period, he has concluded the 
opportunity is currently largest among regional and 
domestic banks.

“A lot of the smaller regional banks and domestic 
banks are looking for ways to reduce their 
dependence on the tier-one dealers – and the same is 
true for some big buy-side entities,” says Ramasamy. 
“We enable them to go direct without needing to 
invest in additional staff and infrastructure.”

He says Sernova hopes to announce the 
onboarding of two more European clients shortly. If 
the business grows in the way Ramasamy hopes, then 
it could find itself playing an important role in the 
structure of the OTC derivatives market – and 
should perhaps be regulated as such.  

“We expect to be a successful business and when 
we are successful we expect regulators to put us in 
that bucket, yes,” he says.

So, what happened when FirstRand faced its LCH 

driving test? In the two crucial steps, 
it was asked to value dummy 
portfolios on the basis of market 
data provided by LCH – first time 
round, with the CCP’s own 
valuation of the portfolio as a guide, 
and the second time without.

The bank passed: its first valuation 
was within a cent of LCH’s own, says 
Ramasamy, and its blind valuation 
was deemed “within tolerance”, the 
phrase used to indicate a new 
member can be trusted to play its 

part in managing the risk of another firm defaulting.
All of this might align the firm with the hopes and 

fears of national supervisors – which want to ensure 
clearing access for their market – but is unlikely to 
go down well with the banks that currently occupy 
the space.

Ramasamy says that depends how the service is 
presented, and who to. In Sernova’s vision of the 
future, the banks are not cut out entirely – instead 
they act as sponsors, by financing a customer’s default 
fund contribution and stepping in during the default 
management process. That would dramatically change 
the financial resources consumed by the business.

“If you speak to someone running a clearing 
business, they will always say ‘no’ to this, but if you 
speak to a chief executive and tell them you can 
remove $20 billion of balance sheet – which the bank 
is probably only earning $500,000 profit a year 
on – the senior management of any bank would take 
that any time. There’s a chance here for the banks to 
play an important, creative role in enabling a much, 
much larger market,” he says.

Sernova has a strategic commercial partnership 
with Calypso, which plans to acquire equity in 
Sernova in the coming months. Sernova is also in the 
final stages of connecting to a second global clearing 
house, so future clients that want to use the venue 
will be able to do so immediately – work that has 
been financed by the clearing house itself.
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