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The current structure for trading bonds and swaps builds on bank Dealers as core intermediaries. These firms 

provide essential liquidity to clients by buying and selling instruments in part from their own books. The 

purpose of this overview paper is to analyse the post-GFC role of bank Dealers in OTC fixed income markets. We 

focus on three questions: 1) Is trading of swaps and bonds converging to a “high-speed” setup with wide-

ranging transparency and “all to all” trading? 2) What is the impact of the market changes on the Dealer 

business model? 3) How did the Covid shock in March 2020 affect the OTC bond and swap market? Overall, the 

evolution of fixed income markets creates new challenges for systemic risk mitigation and safeguarding of 

liquidity provision, which have also been highlighted by the Covid crisis in March 2020. 
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Introduction 

 

Bonds and the corresponding derivatives play a vital role in the global economy. Bonds are the main source of 

funding for governments. They provide a key monetary policy tool in the context of quantitative easing and also 

for serve as primary safe assets. The derivatives, in particular swaps2 are widely used to hedge key risks. The 

importance of resilient and well-functioning bond markets is further highlighted by the large - scale issuance of 

sovereign debt to counteract the COVID 19-related downturn in many countries. From an EU perspective, the 

functioning of major financial market is of particular interest due to the “Capital Market Union”, which is intended 

to foster economic growth via measures to improve the functioning of the EU financial market.  

 

Bonds and swaps are traded in a decentralised mechanism between Dealers and clients “over the counter” (OTC) 

rather in centralised exchanges. Instruments are bought and sold in decentralised opaque transactions rather 

than via centralised order-driven mechanisms (Duffie, 2012).3 Bonds and swap trading relies on two distinct 

groups of traders: A “core” set of intermediary firms (henceforth “Dealers”) actively trades with all market 

participants. A group of smaller participants on the “periphery” (henceforth “Clients”) only trades with Dealers 

but not with other firms on the periphery (hence, no “all to all” trading unlike on exchanges). 

 

The purpose of this paper is to discuss the current structure of bond and swap markets in the US and Europe. 

Overall, we argue that bank Dealers continue to hold a unique position in bond and swap trading. OTC markets 

have been reformed extensively since the GFC in 2008, with widespread use of electronic trading and central 

clearing and more stringent capital and liquidity requirements for Dealers. These structural changes have 

reduced the formerly dominant market position of the Dealers. In particular, the steady rise of “Principal Trading 

firms” (PTFs) provides tentative evidence for the evolution towards a market microstructure where also non-

Bank Dealers may play a material role. The turmoil in financial markets after the outbreak of the COVID 19 virus 

has further emphasised the importance of the analysis of the OTC market structure. In March 2020, a number of 

bond segments, including US Treasuries faced a dislocation. This episode of market stress therefore also sheds 

light on how a large exogenous shock affects OTC trading in its new post-reform setup.   

 

1. An overview of the trading of bonds and swaps in the US and EU 

 

The outstanding volume4 of bonds and swaps exceeds equities by many orders of magnitude. Table 1 summarises 

the main bond and swap segments. The largest market is US Treasuries with $ 17 trn outstanding and daily 

volume of $656 BN. Outstanding notional in OTC derivatives market is US$ 544 trn, with Interest Rate Swaps 

accounting for more than half.  

2 See box for further details on key concepts and terms.  

3 One driver of OTC bond trading is low standardisation. For example, a major industrial firm would issue one class of 
equity (listed on an exchange) but hundreds of bonds in different cash-flow structures or currencies. 

4 Data on notionals are from the BIS; https://www.bis.org/statistics/derstats.htm?m=6%7C32%7C71 

https://www.bis.org/statistics/derstats.htm?m=6%7C32%7C71
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Typically, Dealers focus on intermediation. They match buyers and sellers rather than take directional positions 

in proprietary trading. Traditionally, asset managers, who often pursue a buy and hold strategy initiated a new 

transaction by phoning Dealers to find out about current quotes. For bonds, this business model implied that 

Dealers need to have an inventory, which requires repo market activity and creates a capital requirement. For 

swaps, the Dealers’ “flat-book” approach creates a demand for hedging, which then leads to further inter-Dealer 

trading. In addition to market making, Dealers indirectly contribute to market liquidity by providing funding to 

hedge funds and high-frequency traders via repos and offering access to market infrastructure. The close 

interaction of market and Dealer funding liquidity is a key driver of both the 2008 crisis and the Covid crisis.5  

5 See e.g. Adrian et al. (2018). 

Box: Key concepts and technical terms 

 

BID-ASK SPREAD: Difference between price buyer and seller are willing to pay for an instrument.  

CENTRAL COUNTERPARTY (CCP): A Clearing House, which acts as buyer to every seller and vice versa to clear 

securities or derivatives transactions executed by Clearing Members. 

CREDIT DEFAULT SWAP (CDS): A swap contract which trades the default risk of firms or sovereigns. 

CLEARING OBLIGATION: Regulation which requires mandatory CCP clearing of derivatives transactions. 

CLEARING MEMBER: Direct participant in a CCP who can clear transactions from his own account or on behalf his 

clients, typically a bank. 

DEALER: The sixteen G-SIB banks with material derivatives trading identified by the Federal Reserve Bank of New 

York: BAML, Barclays, BNP Paribas, Citi, Credit Agricole, Credit Suisse, Deutsche Bank, Goldman Sachs, HSBC, JP 

Morgan, Nomura, Morgan Stanley, Royal Bank of Scotland, Societe Generale, UBS and Wells Fargo 

DEALER TO CLIENT (D2C): Transaction executed between a Dealer and a customer. To clear this transaction in a 

CCP, the Dealer usually acts as Clearing Member. 

DEALER TO DEALER (D2D): Transaction between two Dealer firms, both usually Clearing Members. 

DODD-FRANK ACT: US Financial reform and consumer protection law, entered into force on July, 2010. 

EMIR: European Market Infrastructure Regulation (Regulation 648/2012)  

ETD: Exchange Traded Derivative. Derivatives traded in regulated exchange, e.g. Futures. 

INTEREST RATE SWAP: Derivatives contract where two counterparties agree to exchange cash-flows based on pre-

defined fixed and floating Rates (e.g. EURIBOR). 

MARGIN CALL: Process by which a CCP calls additional cash or high-quality bonds from a CM due to the 

deteriorating market value of the CM’s positions in the CCP.  

OVER THE COUNTER (OTC): Bilateral financial transaction outside an exchange. Opposite to ETD. Often bespoke 

contracts negotiated between the two counterparties instead of being traded on an exchange. 

ON-THE-RUN: Most recently issued Treasury bond with tenor in multiples of 1 year, i.e. benchmark bond  

PRINCIPAL TRADING FIRM (PTF): Non-bank intermediary focused on intraday liquidity provision 

TRADING PLATFORM: Electronic system offering cheaper and more efficient trading than over the phone; often 

using electronic matching algorithms. 
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The regulatory changes which started with the G-20 Pittsburgh Declaration in 2009 have fundamentally 

reformed OTC markets and therefore also the Dealer business. Global policy makers focused on reducing the 

opacity, complexity, interconnectedness and fragmentation in OTC markets. Concretely, three key reforms, which 

are monitored by the FSB are the obligation to trade most swaps on transparent platforms, to clear them 

centrally rather than bilaterally6 and comprehensive margining of derivatives exposures.   

 

At the current juncture, market liquidity in the most important OTC fixed income market, U.S. Treasuries 

resembles an “Iceberg”. On-the-run bonds (benchmarks) represent the most liquid segment with 70% of 

interdealer trading on electronic platforms and PTFs7 already accounting for 60% of traded volume. As a result, 

the half-spread for the most liquid Treasuries is less than one cent. However, on the-run notional issuance is only 

$250 BN. In contrast, for off-the run bonds, which represent the bulk of outstanding notional at $ 13 trillion 

electronic trading and hence also PTF participation is much less prevalent. A similarly fragmented microstructure 

is also observed for US corporate bonds, where half spreads of 39 cents are measured, thereby indicting the 

impact of trading conditions on transaction costs.  

Chart 1: The “Iceberg” structure of US Treasury trading8  

6 Duffie et al (2014) offer a detailed study of CCP mechanisms and the impact on collateral.  

7 Harkrader and Puglia (2020) study PTFs. Collin-Dufresne et al. (2020) study transaction costs for index CDS. 

8 In Percent of notional values; Source: Federal Reserve and author’s calculations;  

Table 1: Overview of bond and swap market 

 IRS CDS US Corporates US Treasuries Bunds 

Notional size $ 327 trn $ 9 trn $ 9 trn $ 17 trn $ 2 trn 

Activity (per day) 
One Dealer = 400 

trades 
Most single 

names < 20 trades 
< one trade per 

bond 
US$ 656 BN $ 18 BN 

Transaction costs < 1 BP  < .5 BP (CDX IG) 39 BP < 1 BP (on the run) > 5 BP 

Electronic trading Medium Medium (index) Low, but growing High (on the run) Low 

Role of Dealers High High High Medium (PTFs) High 

Role of PTFs Medium Low Medium High Low 

Covid crisis Modest 
Freeze in single-

names 
Dislocation Dislocation Modest 

Sources: BIS; Latest data available; Transactions costs measured via effective half-spread (cf. Collin-Dufresne et al, 2020);  
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Overall, despite growth in PTF activity bank Dealers continue to dominate bond and swap trading. Electronic 

trading of bonds and swaps in the US and EU is not yet on the level of exchange trading in the stock market, 

where high-frequency trading is common. “All to all” trading with a fully centralised matching mechanism has 

only taken hold in a few segments such as index CDS. The majority of corporate bond transactions are facilitated 

by Dealers as “principal” trades, where Dealers commit capital to take bonds into inventory.9 Dealers also 

continue to contribute the majority of swap trades cleared in CCPs. 

 

In sum, increasing use of electronic trading linked with the advance of PTFs and the low-rate environment have 

increased pressure on the Dealer business model. Electronic trading reduces opacity and therefore also the 

information advantage of incumbent Dealers. Space on the balance sheets of bank Dealers is now much more 

expensive than before the crisis of 2008. Dealers have reacted by cutting back their market making. As a 

consequence, emerging “limits to arbitrage” may lead to dislocations in relative pricing.10 

 

2. The impact of the Covid crisis on US and EU bond and swap markets 

 

In contrast to the 2008 crisis, which was driven by counterparty credit risk, the Covid turmoil in March 2020 was 

focused on a breakdown of the market liquidity of investment grade bonds. The high volatility following the 

initial macro shock sharply increased the margins called by CCPs and as a consequence, a “Dash for cash” among 

non-bank investors started. 

 

The epicentre of the Covid crisis was in US Treasuries11 and US corporate bonds12. Trading conditions sharply 

worsened with high intraday volatility13, rising transaction costs, disappearing depth and growing fragmentation 

between the prices of bonds and corresponding derivatives (eg Treasury futures). Large scale selling from asset 

managers, foreign entities and leveraged investors met reduced readiness by Dealers to warehouse Treasuries, in 

part because of balance sheet constraints and risk limits. As a reaction, the Federal Reserve launched a range of 

facilities, thereby increasing its balance sheet by around $3 trn.  

 

In the Bund market, yield volatility also rose to levels last seen during the euro area sovereign debt crisis. 

However, the jump in bid-ask spreads was smaller in Bunds than in US Treasuries or UK Gilts.14 A specific factor 

in the German compared to the US bond market is the extensive activity of the Eurosystem via the PSPP.  

 

Overall, this episode highlights the role of the central bank as “bond Dealer of last resort”. By serving as the other 

side of the trade bank Dealers could continue market-making with reduced inventory risk. The Fed also 

temporarily eased the leverage ratio rule, allowing banks to exclude cash and Treasuries from their “total assets”. 

Also the SSM launched a package of measures.15  

9 See e.g. Bessembinder et al (2019).  

10 See the discussion on Dealer business models in Duffie (2018). 

11 See Duffie (2020) for analysis and policy proposals.  

12 See O’Hara and Zhou (2020) for a detailed discussion.  

13 The yield volatility on US Treasury ten-year notes in March exceeded the levels of the crisis in 2008. 

14 Sarkar et al. (2020).  

15 https://www.ecb.europa.eu/press/pr/date/2020/html/ecb.pr200312~45417d8643.en.html  

https://www.ecb.europa.eu/press/pr/date/2020/html/ecb.pr200312~45417d8643.en.html
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3. Wrap-up 

 

Overall, the Covid market turmoil has reemphasised the systemic importance of OTC markets. The crisis sheds 

light on the state of play for two vital policy questions:  

 

• Is intermediation in stress periods guaranteed? The post-GFC reforms unambiguously increased resilience 

of GSIBs, yet increased resilience at the bank level didn’t remove the need for large- scale Federal Reserve 

intervention in one of the most central segments of the global financial system. 

• How does systemic risk evolve? As the Covid crisis has also highlighted, volatility jumps raise liquidity 

pressure on Clearing Members due to CCPs’ strict margining regime. Large margin calls due to the 

widespread use of central clearing can adversely affect non-bank entities, and then lead to further 

distressed selling.  

 

At the time of writing, these policy questions are the subject of ongoing work by international standard setters 

(cf. FSB, 2020).   ∎  
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