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Executive Summary

ASX welcomes this opportunity to provide RBA with an overview of the potential costs and benefits of the centralised
clearing of repo transactions in Australia.

ASX notes that the RBA is seeking fo establish, “whether the capacity of the Australian repo market to safely, efficiently
and continuously support the funding and liquidity needs of the Australian financial system would be improved by the
availability of a repo CCP.”

ASX believes that there are significant benefits of repo transactions being cenfrally cleared, but in the short term, the
likelihood of such benefits being realised is limited under the current structure of the repo market.

ASX is ready to engage further in a design study with the RBA and industry groups (such as the relevant AFMA
committees) to explore in more detail the costs and benefits of the central clearing of repo transactions and the structural
changes to the market that would be necessary.

Subject to the results of the design study and commercial feasibility, ASX would be prepared to invest in building a
domestically licensed repo CCP service for the Australian market.

Potential Benefits

The benefits of central clearing of repo transactions in Australia are similar to the ASX markets which are already centrally
cleared. Typically, these are as follows:

e Multilateral neting: counterparty exposures are reduced compared to the bilateral pre-netting currently
conducted in the interdealer market. This results in a more favourable treatment in leverage ratio calculations;

e Collateral and settement efficiency: the CCP calculates a single net position for setlement. It can also interface
with a centralised collateral management system to streamline processes such as margining, recall and
substituion of collateral;

e Enhanced risk and default management risk management is standardised, with initial margin managing
replacement cost risk. Default management is co-ordinated by the CCP;

o Balance sheet efficiency — centrally cleared transactions maximise balance sheet netling since the counterparty
is always the CCP;

e Regulatory capital benefits - cleared interdealer repo transactions atfract a 2% risk weighting for a bank’s
exposure to a CCP rather than a weighting of up to 20% for a bilateral counterparty. They also do not incur a
credit valuation adjustment (CVA) and associated capital charge; and,

e  Systemic risk reduction through the ability to ‘ring fence’ a defaulting counterparty from the rest of the market.

Current Market Structure

The Financial Stability Board (FSB) noted that there is significant potential for central clearing. However, in Australia this
opportunity is limited because:
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o Asignificant portion of repo activity has the RBA as one of the counterparties. This means that banks dealing
with the RBA have one-directional exposures, with no offseting exposures in the opposite direction;

e The RBAis viewed as a very low risk counterparty and therefore the benefits of credit risk reduction are limited;

e [ltisalso unclear (to be examined in a design study) whether repos against the RBA have the potential to atfract
a 0% risk weighting for regulatory capital purposes. This would again limit the benefits of central clearing;

e The majority of inter-dealer repos are bilaterally pre-netied under Global Master Repurchase Agreements
(GMRASs) ahead of setlement, resulting in a single one-directional setlement per ISIN per setlement day
between each pair of dealers; and,

e Multilateral neting benefits would be limited if the product scope of such clearing was restricted solely to repo.

Given the relatively small scale of the Australian market, ASX recommends that RBA considers broadening the product
scope to include both legs of all repos (including RBA repos) thus capturing the entirety of the $110 billion repo market.
Moreover, the inclusion of outright purchases and sales of bonds, debt securities (i.e. general collateral, specials and
private securifies) and equity repo and securiies lending would also improve the viability of central clearing.

Changes to the Repo Market

The necessary changes to the way the repo market operates can be summarised as follows:
e Increased use of tri-party collateral optimisation and allocation services such as ASX Collateral;
e Increased use of electronic trading repo platiorms such as Yieldbroker; and,

o Decreased day-to-day activity by the RBA as a proportion of the overall Australian repo market

In the event that these changes were made, ASX could develop an onshore central clearing solution that would leverage
existing financial market infrastructure located in Australia. In combination, this would:

o Deliver the benefits of the cenfral clearing of repo transactions in Australia as set out earlier in this paper;

e In particular, deliver operational benefits to the market through straight through processing (STP) of transactions
throughout electronic execution, centralised clearing and tri-party collateral management; and,

e Improve liquidity by encouraging a broader range of counterparties into the repo market.

In terms of sequencing the implementation of these changes, it may be preferable to achieve critical mass in tri-party repo
and electronic trading as a first step. This would improve liquidity (by adding additional cash providers to the system) and
enable the RBA to decrease its relative day-to-day role in the overall repo market before centralised clearing is added.

If this can be delivered, ASX believes this would meet the objective of improving the functioning of the Australian repo
market and its capacity to safely, efficiently and continuously support the funding and liquidity needs of the Australian
financial system.



