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EDITORIAL

Cultural diversity
is crucial to success
The world’s top financial institutions
have rightly drawn criticism for their
lack of diversity over recent years and
there is certainly still a long way to
go but cultural diversity is becoming
recognised as crucial to firms’ success,
as underlined by this issue of Global
Investor.
Our cover interview is with Andrew
Telfer, the senior partner of arguably one
of the most traditional British financial
firms. Edinburgh-based Baillie Gifford
has been going for 110 years and is still a
partnership, a largely outdated construct
for all but a handful of the largest firms.
Its 43 partners have typically been
with the firm for more 20 years and have
never worked anywhere else, mostly
having joined the firm as part of Baillie
Gifford’s graduate programme.
But Telfer said part of the reason
the firm has remained successful (its
assets under management have been
growing at 13% per annum for the past
decade) is its commitment to “bring in
fresh perspectives through its graduate
programme”.
Over half of Baillie Gifford’s
investment management graduates over
the past decade have been from outside
of the UK and its investment team now
boasts over 20 nationalities, for example.
He said: “We target people who do not
have finance or accounting backgrounds
and try to attract diverse cognitive
processes. We have a lot of enthusiastic,
dynamic and thoughtful youngsters and,
through a very open culture, encourage
challenging debate.”
And Telfer is not alone.
Cian Burke, HSBC’s group general
manager and global head of HSBC
Securities Services, also sees a cultural
shift as key to the technology revolution
he is starting at the global banking
giant’s custody business.
Burke has implemented a four-pronged
strategy at HSS which relies heavily on
the notion of collaboration with third
parties, including clients, technology
firms and (are you sitting down?) rivals.
Large banks like HSBC were
historically faced with a simple choice
of “buy or build” when it comes to
technology for example (most of the big
boys erred on the side of build).
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But, as the technology business
has changed with the emergence of
fintech start-ups that deploy the latest
technologies to make established
solutions redundant overnight, so the
way financial firms use technology is
changing, according to Burke.
Burke told Global Investor: “There’s a
spectrum between do you build, do you
buy, do you partner, do you co-create?
I think the opportunities to move along
that spectrum are significantly greater
than they’ve ever been.”
The global head of HSS said he is keen
to work in various capacities with clients
on the deployment of new technology,
tech firms to help them develop their
products and rival custodians to help
redefine the market’s infrastructure at a
time blockchain looks set to overhaul how
firms conduct delivery-versus-payment.
Burke said a big part of the firm’s new
technology strategy is a new approach to
innovation more broadly that looks to tap
the intellectual capital the firm already
has in its ranks.
Cultural diversity is fundamental to the
success, and therefore survival, of firms
for many reasons.
The growth in the “emerging markets”
of Asia, the Middle East, Africa and South
America is one.
The meritocracy afforded to financial
technology start-ups by the ability to
deploy technology remotely as well as
the enthusiasm with which almost every
major city in the world has embraced
fintech mania (London’s Silicon
Roundabout is my favourite attempt to
jump on that band-wagon) have helped
also.
As financial firms become ever-more
reliant on technology (see again Burke’s
plan at HSBC), they will become exposed
in different ways to more, and more
diverse types of, technology partners,
which will only serve to change their
cultures even further.
Don’t get me wrong – I’m not saying its
Sesame Street out there – but recognition
that the industry must change in this
regard is always welcome.
Luke Jeffs,
Managing Editor,
Global Investor Group
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Exclusives from Global Investor Group

Exclusives from
Global Investor Group
These are some of the top news stories you
may have missed at GlobalInvestorGroup.com
Asset Management:
EU hubs should up their game
to attract UK funds - report
European financial centres have more
to gain by enticing UK-based asset
managers to the continent rather than
going after euro-denominated derivatives clearing business, a new report
claims.
Axel Pierron, co-founder and managing director at financial consultancy
Opimus, said Paris and Frankfurt
should focus on building a framework
to foster relocation of buy-side firms as
Britain prepares to leave the European
Union (EU).
Fidelity debuts new ETFs,
both start lending
A pair of newly listed ETFs from
Fidelity have become the latest passive
funds to enter into securities lending
programs in a bid to earn extra income.
The Fidelity International High Dividend ETF and Fidelity International
Value Factor ETF are trading on the
New York Stock Exchange.

Custody:
Clearstream to tackle T2S
cross-border traffic shortage
Clearstream is making changes to its
TARGET2-Securities (T2S) model in a
bid to boost cross-border settlement.
Phil Brown, co-chief executive officer
of Clearstream, said that the firm’s
German CSD will connect to another
Eurozone CSD this quarter.
No easy way for blockchain to
replace CCPs
Analysts at Credit Suisse reckon it will
be difficult for blockchain solutions to
disintermediate central counterparty
clearing houses.
Equity analysts Tom Mills and
Martin Price said moving aspects of
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cleared trades to blockchain would
require a “fundamental redesign” of
the existing central clearing model.
Robeco to axe staff as it hands
custody to JP Morgan
Robeco will slash roughly 70 jobs as
part of a decision to outsource its custody and securities lending activities.
The Dutch asset manager will hand
its operations and admin functions to
JP Morgan.

Securities Finance:
EquiLend picks Ireland as
post-Brexit base
Equilend has selected Ireland as the
base for its business in the European
Union (EU) once the UK leaves the
bloc following Brexit.
“EquiLend has chosen Ireland,
subject to regulatory approval, to be
the location for its new EU office, to
ensure continued access to the single
market,” Laurence Marshall, chief operating officer and head of EquiLend
Europe, told Global Investor.
Quadriserv files lending lawsuit
against prime brokers
A securities lending platform at the
centre of an ongoing legal battle is
suing a group of prime brokers separately.
QS Holdco, the parent of Quadriserv,
has filed a complaint in New York
accusing six banks of blocking its technology and “burying” the company.

Johannah Ladd

Mifid II’s systematic internaliser (SI)
regime has a number of advantages
that could force trading firms to register in order to remain competitive,
according to Johannah Ladd, European managing director of electronic
market-maker Quantlab.
CurveGlobal eyes incentives
and smart order routing
The London Stock Exchange Group’s
CurveGlobal is exploring ways to
attract volumes as banks and brokers
continue to seek optimal prices under
Mifid II best execution rules.
“In order to attract volumes we
are working with customers to help
them deploy a smart order router on
futures contracts,” Andy Ross, chief
executive officer of the London-based
trading venue, told FOW.
Cinnober to launch clearing
services for banks and brokers
Swedish technology firm Cinnober is
launching a clearing and risk management service for banks and brokers in
response to regulatory and cost pressures at the beginning of next year.
“We recognise that clearing members
have similar needs to central counterparties (CCPs) for middle and back office functions,” Veronica Augustsson,
chief executive officer of Cinnober,
told FOW.

Derivatives:
Trading loophole to attract
more firms – expert
European trading firms are likely to
register to become a particular type of
regulated entity because a loophole
has made that status more attractive, a
European trading expert has said.
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PEOPLE MOVES

Trading Places
Many of the top asset management, securities
finance, custody and derivatives players reshuffled
their top management in early 2018
Asset Management:
Emerging markets veteran
Mark Mobius to retire
Veteran investor Mark Mobius retired
at the end of January after 30 years
with Franklin Templeton.
Mobius, 81, was hired by Sir John
Templeton in 1987 to launch one of the
first mutual funds dedicated to emerging markets.
He oversaw Templeton’s emerging
markets team for the next three decades
and became one of the best-known
names in the asset management industry.
The company announced in January
his retirement, effective 31 January.
“There is no single individual who
is more synonymous with emergingmarkets investing than Mark Mobius,”
Templeton’s chairman and chief executive, Greg Johnson, said in a statement.
Ex-State Street, JPM exec
forms US fund admin body
A former State Street and JP Morgan
executive has created a trade body
focused on fund administration.
Chris Meader launched the North
American Fund Administration Association (NAFAA) in late January.
“Collaboration of fund administra-

tion service providers in the US is long
overdue,” Meader wrote in a statement.
“With the increased use of derivatives
in our industry and the introduction of
new products such as cryptocurrency
funds, there is a clear calling, now more
than ever before, for a forum to discuss
these key issues.”

Securities Finance:
Sec lending veteran
Daswani exits Northern Trust
Sunil Daswani, the international head
of securities lending at Northern Trust,
has left the firm.
The London-based executive first
joined the Chicago-headquartered bank
in 2002.
A spokesperson for the bank confirmed he left the business on February
19.
Daswani was most recently responsible for all Northern Trust’s global
clients and prospects within the securities lending division.
Earlier in his career he acted as regional manager for securities lending in
Asia at Northern Trust.
During that time he also held the
position of chairman for the Pan Asian
Securities Lending Association (PASLA) from 2004-2008.

Jason Nabi
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Ex-Morgan Stanley exec
advising SBL Network
A former Morgan Stanley equity finance executive is lending her expertise
to new peer-to-peer platform targeting
the securities lending and repo market.
SBL Network said in February
that Charlotte Clout is advising on
business development and hedge fund
sales.
She links up with Tammy Phillips, her
ex-colleague at Morgan Stanley, who
was recently named chief executive at
SBL Network.
The company was founded by former
Instinet executive Peter Fenichel in
2016.
Nomura hires ex-Credit
Suisse PB exec in London
Dougal Brech, who ran prime services
for Credit Suisse in Europe, joined
Nomura in January as global co-head
of prime finance, based in London.
His global co-head based in Hong
Kong is Chris Antonelli.
Brech left Credit Suisse in 2016 after a
decade at the Swiss bank.
Earlier in his career he worked for
Morgan Stanley.
The hire by Nomura represents something of a rebuild for the firm’s prime
services business in Europe.
In 2016 up to three quarters of Nomura’s prime brokerage personnel in
Europe were axed as part of major cuts
announced by Japan’s largest broker.

Custody:
Managing director
Senanayake exits RBC
Fund services expert Diana Senanayake has left RBC Investor & Treasury
Services in Luxembourg where she was
most recently managing director of
global client coverage.
Senanayake joined RBC in 2005 and
was appointed managing director for
Singapore in 2010.
Last year she took part in a roundtable focused on Luxembourg’s fund
industry.
“Technology is the key to the industry’s future success,” she said during the meeting. “Many institutions
including RBC have recognised early
on that we need to adapt and leverage
technology in providing more efficient
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PEOPLE MOVES
and valuable services.”
Francis Jackson, head of global client
coverage at RBC, told Global Investor in January the firm has adopted a
three–pronged strategy targeting small
and medium-sized clients, transfer
agency and alternative investments
underpinned by a fresh approach to
technology.
JP Morgan hires Cargill
from Northern Trust
JP Morgan has hired fund services expert John Cargill from Northern Trust
as its London-based head of depositary
and fiduciary services.
Chris Rowland, JP Morgan’s head of
custody, announced the hire to staff in
an internal memo seen by Global Investor in early February.
Cargill was previously head of
depositary services at Northern Trust, a
position he first took up in 2014.
Prior to that he was global head of
trustee and fiduciary services at HSBC.
HSBC hires Jason Nabi
for new innovation role
HSBC Securities Services hired Jason
Nabi as its head of innovation - a
newly created role focused on financial
technology.
The former Societe Generale and BNP
Paribas Securities Services executive
joined the bank at the start of January.
He reports to John van Verre, managing director, global head of custody,
according to an internal memo seen by
Global Investor Group.
For the past 18 months Nabi was
head of EMEA for Paxos – a fintech
firm focused on building a blockchain
settlement platform.
“Jason will have global responsibility
for establishing and managing a number of new initiatives across HSBC Securities Services, focused on technology
as well as digital and data solutions,”
said HSBC’s van Verre.

placing Gaurang Desai who is now on
gardening leave, FOW can report.
After leaving Nasdaq Commodities
Europe on February 1 this year after
being put on gardening leave, Male
has taken over as CEO at DGCX after
former chief executive Gaurang Desai
formally stepped down in late February.
The news comes two months after
Nasdaq Commodities confirmed Male
would leave the group in February,
having joined Nasdaq’s European
commodities business in May 2014 –
serving before as senior director, energy
products at US exchange giant CME
Group between June 2012 and February
2014.
Melamed and Sandner
to retire from CME board
Derivatives industry veterans Leo
Melamed and Jack Sandner will retire
from the board of directors at the CME
Group in May, with both set to serve
for two years as consultants at the
group after this date.
Melamed, recognised as the founder
of financial futures, and Sander, a
member of the exchange for more than
45 years, will both step down from the
CME Group’s board of directors at the
conclusion of their current terms in
May this year, CME said in February.
Melamed will retain his title as chairman emeritus, the exchange said.
Melamed was CME chairman of the
board from 1968 until 1976 and held
various board leadership positions over
the last three decades.

mark slade

Hodgkinson to replace
Slade as OSTC chief
Mark Slade stepped down as chief
executive officer of prop trading firm
OSTC to be replaced by Lee Hodgkinson, who will leave his role as chief
executive officer Euronext London in
early April.
Slade had been chief executive of the
proprietary trading firm since July 2015
and had been with the firm since 2005.
Prior to that, he had been a proprietary
trader on the LIFFE floor and a trader
at WBB Commodities.
Slade will assume the newly created
role of vice chairman and will continue
to support the firm’s core trading operations, according to OSTC.
Hodgkinson had been in his role as
head of markets and global sales and
chief executive of Euronext in London
since December 2013.

Derivatives:
Les Male replaces Desai
as DGCX CEO
Les Male, former managing director
and head of sales for European commodities at Nasdaq, joined the Dubai
Gold and Commodities Exchange
(DGCX) as chief executive officer, re-
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cover story

Playing the
long game
Baillie Gifford’s Andrew Telfer talks to Alastair O’Dell
about long-term investing, the Scottish Enlightenment
and doing the right thing
Asset managers love to talk about how
they invest for the long term and how
much they value their client relationships. Yet few can stand up in this
regard to Baillie Gifford, having managed one investment trust for more
than a century and many relationships
lasting decades rather than years.
The Edinburgh-based active manager has persevered with an increasingly rare partnership structure over
its 110-year history. This is now coming
into its own, with the long-term, highconviction approach to active management in favour with institutional investors and regulators.
“Everyone said they think long term
but actually they don’t. I believe we
genuinely do,” said joint senior partner
Andrew Telfer. “The annual turnover
of most of our portfolios is between
10% and 20%, for some it’s less. We try
to add value for our clients by taking
very long-term positions.”
The reputation of Baillie Gifford has
perhaps not kept pace with its transition to becoming a firm with a truly
global client base and capabilities.
Today, with £179.6bn of assets under
management (AuM), just 35% of its
business is from UK clients and 90% of
its investments are made outside the
UK. “That has transformed over the
last couple of decades,” he said.
Its approach has produced particularly strong investment performance
and client satisfaction over the last few
years, according to the 50-year-old Aberdonian. “We take a very long-term
view on people, the companies we in-
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vest in, clients and the business generally,” he said from the library of the
firm’s headquarters.
The average tenure of the firm’s
43 partners is over twenty years and
around two-thirds of the investment
managers joined through its graduate
programme. Telfer, who has been in his
leading role for six years, came through
in the 1992 graduate intake.
Its approach can also be seen in the
opening of its Hong Kong office in
January 2016. “We are really looking at
building our Asian business over the
next ten or twenty years, rather than
setting sales targets for the next twelve
months. We want to do the right thing
now so the relationships last decades.”
Obliquity
Baillie Gifford’s AuM have been steadily increasing at around 13% per annum
for the last decade, mostly attributable
to investment performance. It did not
set out to deliberately build scale – as
has been behind several mergers including that of its compatriots Aberdeen and Standard Life. “Almost the
opposite,” said Telfer.
“We are believers in obliquity,” he
said referring to the theory of Professor
John Kay. “The best way to get from A
to B is not in a straight line, but to think
laterally. Rather than aiming to grow
you should think about the inputs of
fundamental analysis, portfolio construction, client service and investment
performance. If you do all of those
things properly your firm will grow.”
He said that people at the firm spend
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We spend less time building financial models and predicting
revenues and profits and more about how the industry will
evolve over the next five or ten years – which companies will be the
winners and losers and how it will unfold. Then, we take high conviction
positions
– Andrew Telfer
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a lot more time thinking about these
inputs than about the outputs of performance figures. “We have a very limited focus on margins, profitability or
revenue per pound of assets.”
The approach carries through to the
assessment of its fund managers. “We
stopped doing quarterly performance
assessments years ago. And we don’t
really look at annual performance either,” he said. “Assessing individuals
and remuneration is based on three to
five-year performance and, really, that
is too short.”

Pension scheme trustee boards with
substantial deficits may not have the
same luxury of time. There have been a
number of instances where the firm has
backed away from forming a relationship: “We are very upfront: ‘You will
have periods of underperformance, so
expect it’. If you want something close
to passive, we are the wrong firm.”
Savings trends
Its long-term investment credo has
long found resonance among public
defined benefit (DB) pension funds in

If you want something close to
passive, we are the wrong firm
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the UK, as well as in the US and Asia. It
has also attracted business from sovereign wealth funds.
While it also retains an important
private DB client base Telfer acknowledges that in aggregate they are derisking into bonds and gently shifting
their equities into passive funds. “As
they mature they require less active
equities, so we are definitely seeing
outflows.”
These gentle outflows are not so
much being offset by defined contribution (DC) pensions schemes, but
savings more generally. “The UK intermediary business and some of our subadvised relationships in the US are seeing strong inflows,” he adds. He said
more strategies will become available
through pooled vehicles.
It has a large sub-advisory relationship with Vanguard in the US. “That’s
very important to us. They share a lot
of the same thoughts about long-term
investing and providing value for
money.”
Investment trusts are still an important pillar of the company: “They were
the foundation of our business and are
still growing,” he said. The flagship
Scottish Mortgage Investment Trust it
has managed since 1909 – the FTSE All
World benchmarked fund has nothing
to do with either Scotland or mortgages – is a FTSE100 company in its own
right.
Pressure on fees
Following the UK FCA’s 2017 Market
Study of last year, the focus on fees
has only intensified. Baillie Gifford is
at the extreme high end of the active
share scale – the opposite of the indexhugging managers that were the target
of criticism – but it is not immune from
the fallout.
“We have to react to regulatory pressure. It’s not aimed at us but we are
caught in the crossfire,” said Telfer,
adding that some of the FCA’s wording was “unfortunate” and suggested
the industry as a whole hasn’t done a
good job.
While he concedes that passive investment “may well continue to grow”
he also thinks good active managers
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will thrive and only “bad ones will get
squeezed”.
Nonetheless, Baillie Gifford cut the
management fees of 20 of its funds, effective October 2017. For example, it reduced them for its European fund from
0.65% to 0.55% and on its Japanese
fund from 0.65% to 0.6%. In January,
before the FCA report, it also dropped
the management fee for its American
Fund from 0.65% to 0.5%.
“Performance has been very strong,
so that insulated us from a lot of these
pressures. Our fees are competitive and
we have been bringing fees down where
we have been able – we are trying to be
proactive. The intention was not to gain
an increase in sales, it’s more about
passing on the benefits of scale.”
He hopes this will increase customer
loyalty. “Can we measure that? Not really, but there are a lot of things in our

We have to react to regulatory pressure.
It’s not aimed at us but we are caught in
the crossfire
business that we don’t measure. We
tend to be qualitative in our analysis.
If you do the right thing consistently,
good things tend to happen.”
Partnership structure
While the limited liability partnership
model has become far less common it
resolves some of the current criticisms
leveled at the industry: short-term
thinking and the mis-alignment of interests with clients.
“We do not have external shareholders breathing down our necks, looking
for quarterly or annual profit growth.
We can do the right thing for the busi-

ness over ten, twenty or thirty years.
We genuinely think in terms of generations.”
As every current partner has an ownership stake in the business, decisions
can be made for the ongoing collective
benefit, rather than maximising profits
in a particular year. “It has the impact
of binding together the individuals involved and creating a very strong collegiate culture among the partners and
across the firm,” he said.
A seven-strong management committee is the ultimate arbiter but the
collegiate culture means that by the
time decisions reaches it “all the heavy
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If you do the right thing consistently,
good things tend to happen
lifting” has been done. “We trust each
other to make good judgments,” he
adds.
The flipside of a collegiate decisionmaking is that it may not be as dynamic as when led by an all-powerful CEO.
There is also a risk that very low staff
turnover may lead to groupthink.
“We are very conscious that it is a
danger,” he said. “Being successful
means that it is even more of a danger
of being complacent. It’s one of our
greatest risks so we are very keen to
push on and keep improving.”
“We try very hard to get out of the office as much as possible, to understand
how other fund managers operate, see
what is changing and what we can do
to achieve best practice.”
It also brings in fresh perspectives
through its graduate programme. Over
the last ten years, half of the investment
graduates have been non-UK nationals
and the investment floor is now made
up of more than 20 nationalities.
Academic backgrounds are also varied by design. “We target people who
do not have finance or accounting
backgrounds and try to attract diverse
cognitive processes. We have a lot of
enthusiastic, dynamic and thoughtful
youngsters and, through a very open
culture, encourage challenging debate.”
He adds that “our natural instinct is
to be positive and encouraging” if complacency creeps in and its hiring process is designed to identify “individuals that make a positive contribution”.
Telfer said his management style
is influenced by Robert K Greenleaf’s
Servant Leadership, where the person
at the top seeks to serve the firm rather
than exercise power from the top of a
pyramid. “It feels like we have a very
collegiate decision-making process in
place. We try to be fair – ambitious but
understated.”
Investment process
Baillie Gifford’s investment approach
focuses on understanding the industry
on a fundamental basis. Rather than
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relying on financial analysts, it speaks
directly to the company management,
its competitors and academic industry
experts.
“We spend less time building financial models and predicting revenues
and profits and more about how the
industry will evolve over the next five
or ten years – which companies will be
the winners and losers and how it will
unfold. Then, we take high conviction
positions.”
So long as certain processes are followed, leeway is given to the investment managers “rather than forcing
them to change when they are in one
of the inevitable performance down
cycles. That has been very important –
people can stick to their convictions because of that positivity and support,”
he said.
“We expect our investment teams
to have periods of poor performance.
And we expect those periods to be
multi-year.”
Assessment is done of the inputs,
rather than outputs. “Is the research
and debate of a high quality? Is the
thought process disciplined? If it is,
and performance has been bad for the
last two or three years, well, that is
fine.”
Telfer admits that the approach potentially impacts flows and profitability. “So be it,” he adds. “It’s about taking a long-term view of the strengths
of individuals and what will produce
performance over the long term.”
Scottish Enlightenment
Telfer is clearly inspired by the Scottish
Enlightenment, a period that produced
many of the nation’s noted sons including the founder of modern economics
Adam Smith. Edinburgh, in particular,
gloriously punched above its weight
intellectually and was a leading centre
of philosophical and scientific thought.
“People from different disciplines
talked to each other,” said Telfer. “That
was very helpful years ago. There was
encouragement to challenge the con-
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sensus view – it was a time of being
rewarded for being thoughtful.”
It was perhaps no accident that this
interview took place in Baillie Gifford’s
internal library, which is well stocked
with theoretical texts that have direct
or indirect insights to inform its investment strategies. “It takes someone
looking at a system from a different
perspective to give you an insight –
you are not going to get that from talking to stockbrokers.”
The firm sponsors academics in very
dispersed fields, such as 3D printing.
“Academics are probably looking at
things that the companies are not,” he
said. “They can give you a more objective view on the future – companies are
very focused on their own technology.”
The investment process is also heavily influenced by historical and macroeconomic theories. One example is Stanford University Professor Ian Morris’
Why the West Rules – For Now, which
examines why it industrialised first
and overtook China. It sets out how
technological change always accelerates and so implies investment should
be targeted at disruptive companies.
Baillie Gifford sponsors book festivals, including the flagship one in its
home city, partly to build its brand but
also to get access to leading authors.
Up to ten speakers, including authors
and industry leaders, hold talks in the
building each year; Morris is a former
speaker.
The partners also shifted their thinking on investment risk due to the work
of Hendrik Bessembinder of Arizona
State University. Do Stocks Outperform Treasury Bills? found that the median stock return was lower and just
4% of stocks produced all of the $35tn
created by US stocks since 1926.
“We are increasingly focused on
making sure we do not miss out on the
next big winner. Think about the asymmetry of returns – equities can lose only
100% of their value but make twenty
times that if you choose the right ones.
“The question is whether progress is
accelerating and whether asymmetry is
increasing – producing a small number
of winners across the world. In a number of industries there is clear evidence
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Edinburgh, in particular, gloriously punched above its weight
intellectually and was a leading centre of philosophical and
scientific thought.

Photo: Michael Stirling-Aird

that it is winner-takes-all globally.”
The natural monopolies created by
technology evoke memories of the
Robber Baron era of capitalism – and
its regulatory response. It has become
an environmental, social and governance (ESG) consideration.
“Companies are definitely thinking
about it and when we engage with
them we make sure they are thinking
about it. A monopoly is a big advantage until the government regulates it
very heavily. They need to think about
their market position and how they use
it.”
Telfer said ESG is “very important”
and has been integral to its investment
process for many years. A nine-strong
team is dedicated to ESG research and
voting while its investment managers
engage as long-term investors. “We
typically invest in good companies and
help them to become even better.”
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Company culture
Baillie Gifford doubled its workforce
during the last decade to an all-time
high of 1,014. While the vast majority is based in Edinburgh, with the
remainder split between New York,
Hong Kong and London, the expansion has created a challenge for a firm
with a deep company culture.
Its steady annual growth over the
past decade of 7% was not an accident. “If it grew much faster we would
struggle to keep the corporate culture.
We are trying to keep it personal,” he
said.
“Slightly unusually, we are looking
for team players. The difference with
our competitors has perhaps got bigger – we certainly hear that from people joining us.”
A key part of maintaining its culture
is its graduate programme. Telfer was
on the investment management side
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of the business for 14 years and ran its
graduate programme.
“We have been thinking about the
cognitive diversity of investment
teams for decades. We are not looking
for one type of person – some are very
analytical, others are big picture idea
generators. Some are optimistic, others risk adverse.”
The culture is also maintained by
regular social events. The interview
took place on the day of the annual
Dinner Dance, the biggest of the year.
Preserving a tradition from when it
was a much smaller company, it was
hosted at the only venue big enough
in the city, the EICC.
“It’s at that venue so we can all be
together in one place.” People from
New York and Hong Kong flew in to
attend and the tables were deliberately mixed: “We try to encourage lots of
interaction.”
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Rise of the machines
Alastair O’Dell speaks to RoboCap managing partner Jonathan Cohen about
how to successfully invest in the fourth industrial revolution
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Jonathan Cohen, managing partner,
RoboCap

account for less than 1% of the MSCI
World and less than 2% of the MSCI
World Information Technology Index.
“That is why most people are not invested,” said Cohen. He suggests that
this theme could be 2-3% of investors’
portfolios but the reality is that they are
“nowhere near that yet”.

Boom time for bots
Much of the technology underlying robotics and AI is not actually that new.
The first 3D printing patent was issued
in 1986 but only recently have they become commercially viable.
“The theories being used in AI now
were developed more than 20 years ago,
but only now do we have the means to
apply them,” he said. “Surgical robots
have also been around for two decades
but only recently has there been broad
acceptance.”
Robotics is booming due to three factors: computing power, cost and demographics. Computing power has been
the key to unlock machine learning, AI
and to an extent robotics, said Cohen.
The cost of components has dropped
dramatically, with once exotic sensors
now routinely bundled into smartphones.
“There is a demographic need for robotics, which is very obvious when you
look at Japan’s aging population and
shrinking workforce,” said Cohen.
The OECD predicts that the population of Japan will decline to 100 million

ROBOCAP – Strong Stock Returns over the last 12 years
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“The hype about robotics is just starting,” said Jonathan Cohen, managing
partner of RoboCap, from his Mayfair
office. “No one was talking about it two
years ago, but now it is a real topic of
discussion. It is just the beginning.”
Innovation and real-world implementation of robotics, automation and artificial intelligence is rapidly gaining pace
and predictions for the widespread disruption of industries has not been so intense since the early days of the Internet.
The latest prediction by McKinsey &
Co, which produces regular reports on
the sector, is that 15% of working hours
globally will be automated by 2030.
Last summer the Boston Consulting Group revised its estimation of the
size of the market in 2025 from $67bn
to $87bn, citing soaring consumer demand. Likewise, in October the International Federation of Robotics predicted
service robot sales would increase 2025% per year for the next three years.
“Robotics will become mainstream,”
said Cohen, who worked at Goldman
Sachs and left London & Capital to start
RoboCap. “I cannot think of one area of
transportation that will not be impacted
in a disruptive way. It’s the same for
healthcare, defence and education.”
It is perhaps surprising that relatively
few actively-managed funds globally
seek to capture the robotics theme. The
first was Nikko AM’s Global Robotics
Equity Fund, in August 2015. The largest is the Pictet Robotics fund, which
soft-closed in March 2017 with €3bn.
RoboCap achieved the highest return
in the year to January 31 2018 of 50.4%.
Only a handful of others exist.
For the last 14 years stocks in the sector have produced annualised returns
of around 20%. “Robotics has outperformed most other themes and I am
convinced that will continue,” he said.
However, to put it in perspective,
robotics, automation and AI together
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by 2050, down from 128 million in 2010. Experts predict
that co-bots, self-programmable robots that did not exist five years ago, will fill the
labour gap; sales are already
increasing globally at 70% per
year.
Broad swathes of technologies are not yet ready for mass
production, according to Cohen. “People do not yet speak
about robotics for the service
industry – cleaning your
home, cooking – but this is
perhaps the biggest market.”

and acceptance among buyers,” he adds.
With new markets – from
drones to autonomous cars –
comes new regulation. Several countries and the EU have
considered a tax on robots to
mitigate the effect on employment but all have so far been
abandoned.
Cohen said regulatory risk
can be diversified geographically and adds that “countries
tend to be pro-technology…
and once regulation is in place
it helps to promote it.”
The excitement around robotics and AI brings to mind
the exuberance of the Dot
Com boom-and-bust.
“We could have a bubble in
robotics but we are nowhere
near that level of maturity. It is
very different from biotech, or
the internet boom in the nineties,” said Cohen. “Taxi drivers
ask me about Bitcoin – I doubt
any would ask about investing
into robotics and automation.”

Capturing value
In industrial revolutions it
is not obvious which entities will ultimately capture
its benefits. Early leaders can
fall by the wayside, including
some of the most glamorous.
While Tesla may well become the first to offer fully-autonomous cars it would soon
face intense competition from
the automotive giants; success From the January 2017 MGI report, A future that works:
will depend on non-technolo- Automation, employment and productivity.
gy factors such as production Source: McKinsey & Company
RoboCap
capacity and brand allure.
Jonathan Cohen founded
Cohen said the producers of the comcan be mitigated with expert advice –
RoboCap in 2015 with the vision that
ponentry – such as sensors, microproRoboCap has an advisory board with
robotics, automation and AI will be the
cessors, and software – are often a safer
an ex-director of the Stanford Research
next industrial revolution.
investment. “We look at the entire value
Institute and an academic from Imperial
It launched its Ucits fund in Januchain for bottlenecks and pricing powCollege – but risk mitigation is crucial.
ary 2016 with $4m and two years later
er,” said Cohen.
“Interestingly enough, we don’t make
AuM stands at just over $170m; 95%
He said producers of speed reducers
a lot of predictions,” said Cohen. “We
came from institutional investors and
(effectively gearboxes) to the robotics
would be taking an enormous technol60% originated from Cohen’s native
sector are particularly attractive. “They
ogy risk that we could not control. The
Switzerland.
are often more interesting than the romajority of the exposures are based on
He limits investments to listed stocks
bot itself. It’s very challenging to make
sales and earnings. They have a busiwith market capitalisation above $200m.
them and two companies have an oliness model that is proven.”
“We invest in pure-play robotics compagopoly and significant pricing power.”
Earnings growth for the last two or
nies,” said Cohen, which translates into
A similar case can be made for robotthree years has been 12-13% and anaa minimum of 40% of sales over the next
ics software. “For smart robots – selflysts expect it to be 17-20% for the next
two to three years, while the portfolio itdriving cars, drones and co-bots – matwelve months. “Relative to the global
self carries a purity level of around 85%.
chine vision is key. It is not about the
equities market, it is not expensive,” he
It means the fund’s universe contains
camera, it is the software, the ability of
said. In the universe that Cohen invests
around 180 stocks, of which he invests
the machine to recognise its environin 70-80% are already profitable.
in around 30.
ment and learn by itself.”
One difference with more traditional
“We want to invest in companies
stocks is that the market may not yet
where the performance is directly reRisk management
exist for products under development.
lated to the theme,” he said, noting that
The greatest risk is that rapid innova“Robotics companies create their own
for Google it represents less than 1% of
tion leaves a technology obsolete. This
markets – the knowledge, benchmarks
sales.
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Egypt keeps foot
on the reform pedal
Egyptian reforms have prompted more interest in the country from
international investment firms, James Gavin writes
Egypt’s ambitious macro-economic
reform programme took flight in late
2016, with a currency devaluation programme that has laid the foundation for
a transformation in the country’s prospects. A cheaper currency has helped
transform the Egyptian economy.
This and other reforms have piqued
the interest of foreign institutions,
whose investment appetite for Egypt
has been evidenced in rising trading
volumes and values in the market.
After the currency liberalisation of
November 2016, investors – particularly debt investors – began to take a
fresh look at Egypt. “In a world offering minimal returns on debt, the fact
that Egypt’s debt market was offering
so much was an immediate attraction,”
said Angus Blair, chief operating officer

at Cairo-based Pharos Investments.
Traditional issues of foreign investor concern, such as difficulties encountered in repatriating profits, have
largely been resolved. “There are some
minor costs, but the system is working,”
said Blair. “This is a country that has not
been the easiest to do business in. “The
government is aware of what needs to
be done not just to reduce bureaucracy
but to dismantle the various barriers
that have inhibited foreign investment.”
Mohamed Farid, chairman of the
Egyptian Exchange (EGX), tells Global
Investor that the reform effort is continuing.
Farid helped to launch the first
weighted index on the EGX during his
time as vice chairman of the exchange
from July 2010 to October 2011.

The Egyptian Exchange (EGX) reform
plans are about improving disclosure
levels and ensuring better liquidity.
“On the supply side, it relates to
the listing of new companies and the
improvement of disclosure from currently listed companies. With respect
to intermediation, it is about improving
the trading platforms and raising the
standards of the trading environment to
ensure continuous trading. On the demand side, improving financial literacy
and financial inclusion are key to raising
the market liquidity,” said Farid.
The supply side is a key focus for the
EGX’s reform ambitions. “Our starting
point when I took over as chairman in
August 2017 was to establish a specific
unit that is tasked with reviewing Egyptian companies’ financial statements,”

Our
starting
point when I took
over as chairman
in August 2017
was to establish
a specific unit
that is tasked
with reviewing
Egyptian
companies’
financial
statements
– Mohamed Farid,
Egyptian Exchange
(EGX)
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In a world
offering
minimal returns on
debt, the fact that
Egypt’s debt market
was offering so much
was an immediate
attraction
– Angus Blair, Pharos
Investments

said Farid, “This is not only about requesting companies to disclose financial
information, but also about addressing
the quality of the disclosure and the financial statements being received.”
Another important aspect of EGX’s
work focuses on investor relations
managers. “Before, they tended not to
be that responsive to asset managers,
so we have attempted to improve the
communication between asset managers and research houses on the one side,
and the investor relations managers on
the others. We have organised for every
two weeks, to four or five listed companies together to make presentations
to the research houses, brokerage firms
and asset managers,” said Farid.
This is part of a wider effort to improve the visibility and responsiveness
of listed firms, and to improve their
business models too. “We had for example some companies in the IT sector
come to present to asset managers who
didn’t fully understand their business
models. Now they have a better appreciation of what areas they are operating in and what they are doing as
companies, so we’ve seen a significant
improvement when it comes to communication channels between companies and asset managers,” said Farid.
A third area of work is to attract new
companies to list on the EGX. The exchange is working with business associations and conducting seminars on
the benefits of listing – as well as set-
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ting out the costs involved. “We demonstrate how companies that abide by
good environmental, social responsibility and governance (ESG) standards
are attracting more investment from international investors, as witnessed by
the joint index we have launched with
Standard & Poor’s, the S&P EGX ESG
index,” said Farid.
Additionally, the EGX is working to
encourage Egyptian small-to-mediumsized enterprises (SMEs) to list, and
getting banks to support them, even
if they are disinclined or unable to list
straight away.
On the intermediation side, the EGX
is aiming to help investors by easing
market trading access – including the
introduction an intra-day trading regulatory framework that is currently being
prepared. It is also planning for shortselling on some selected stocks, and
the introduction of financial derivative
products and exchange-traded funds.
One move the EGX has taken to ease
access for investment managers was
to reduce the trading halt-time down
from 30 minutes per stock to 15 minutes. “It’s about adjusting the impact
so that you don’t cease trading on the
stock and therefore ensure continuity,”
said Farid.
The EGX is also looking to establish the stock exchange as a vehicle for
long-term savings.
Progress is being made. Foreign institutions are showing growing interest in
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the Egyptian market. “Before the major
macroeconomic reforms of September
2016, the net buying activity of foreign
investors was just EGP 1.1 billion. In the
14 months since the devaluation, we are
seeing busying activity in the region of
EGP 15-16 billion, including bonds. That
shows the significant interest of foreigners in the Egyptian capital market, and a
good part of that is diversified into different sectors, not just concentrated in
one segment.” said Farid.
In a sign of the continued strong international presence in the Egyptian
market, of the initial public offerings
(IPOs) that took place on the EGX in
2017, 56% of them had foreign participation.
The government is launching an IPO
programme to offer shares to a number
of state-owned enterprises over the
next three to five years, in diverse areas
such as oil and gas, services, chemicals,
shipping, maritime and real estate. In
Q2 of this year, a float of 24% of the
shares of Petroleum and Process Industries (Enppi) is expected on the EGX
– the first in a series of planned public
offerings in state-held companies.
Investment managers will be hoping that this and other reforms will be
successful, if Egypt is to capture its full
potential. This is Egypt’s third major
reform programme since the 1990s,
and the margin for error is minimal.
“They know they have to get it right
this time,” said Pharos’ Blair.
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Beirut looks for stability
amid the turbulence
Lebanon has seen a period of political turmoil but
the country is looking forward to a stable future and
a growing investment market, writes James Gavin
Lebanon’s often turbulent politics can
make life difficult for the country’s financial services community. November 2017 saw the country buffeted by
fresh headwinds, as prime minister
Saad Hariri announced his resignation– only to rescind the resignation
later in the month.
Although Lebanon’s political system
survived the crisis intact, it also ex-

posed the country’s vulnerabilities. According to the International Monetary
Fund (IMF), interest rates on new localcurrency bank deposits are now 2–3%
points higher than before the crisis, and
the economic system’s dependence on
depositor confidence has deepened.
With public debt estimated above
150% of gross domestic product (GDP)
at the end of 2017, Lebanon’s fiscal

The objective behind the longawaited privatisation of the BSE has
been the reactivation of the local capital
markets by incentivising institutions to list
and become active in equity financing
– Dr. Fadi Osseiran, Blominvest Bank
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challenges are substantial.
The IMF warns that the central bank,
Banque du Liban (BdL) will need to
increase interest rates or use its sizable gross reserves to meet the funding
needs of the economy. In the past, foreign-deposit inflows have been a key
source of financing for the large current
account- and budget deficits. However,
it notes that deposit growth has eased
in recent years. Private sector deposit
growth was 3.8% in 2017—below the
average growth in previous years.
The local business community is also
having to deal with a series of tax increases introduced in October 2017, as
part of a budget that was intended to
meet a one-off backdated $900m hike
in public sector salaries. The tax hits included a rise in corporate tax from 15%
to 17%, a 1% point increase in the rate
of value-added tax (VAT) as well as an
increase in interest paid on bank deposits and a rise in tariffs on Lebanese
pound denominated treasury bills.
Despite fears about the impact of
the tax increases on banks, Lebanese
bank chiefs believe the impact will be
alleviated. “With regards to the recent
tax changes, the corporate tax rose to
17% from 15% and this is likely to be
absorbed,” said Dr. Fadi Osseiran, General Manager of Blominvest Bank.
The Interest tax on deposits went
up by 200 basis points to 7% and has
not affected the depositor base given
the corresponding increase in yields
that are currently prevailing, said Osseiran.” As for the capital gains tax,
that is confined to real estate, and it is
too early to assess its impact given that
there has not been any change in the
volume of transactions. The only tax
that has affected the market is the VAT
that increased by 1% to 11% and that
has had an impact on price levels,” said
Osseiran.
According to Marwan Barakat, head
of research at Bank Audi, the hike in
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public wages should lead to higher private sector consumption – although the
new taxes will to a certain extent hit investments too. “The impact on the real
economy is not that significant. Our
forecast at Bank Audi for 2018 is for 3%
real GDP growth this year, driven by
public spending as part of the government’s capital investment programme.
The re-opening of some trade routes
through Syria will also help,” he said.
Bankers point to the positive impacts
of the government’s national investment plan, which envisages infrastructure projects worth $17bn ranging from
transport, waste/water, electricity, telecom and solid waste among others.
Parliament last year ratified the Public
Private Partnership (PPP) law that will
facilitate the execution of infrastructure
projects adopted by the government.
More important, said Osseiran, is
that the government has signed oil and
gas exploration contracts with international oil companies who have started
carrying out the preliminary works
in advance of actual exploration of its
offshore sector in 2019. “In parallel, the
coming months will witness three aid
conferences for Lebanon as part of the
recent Paris IV agreement,” he said.
One will cover security, another will
cover the alleviation of the refugee cri-

sis and finally, there will in April an
economic and financial convention in
Paris.
But the IMF warns that the traditional drivers of growth in Lebanon—tourism, real estate, and construction—remain slow and that a strong rebound
is unlikely soon. According to BdL
figures, real estate prices declined by
over 10% over 2017, while the purchasing managers’ index indicates that private sector confidence continues to be
weighed down by political uncertainty.
Inflation in 2017 reached 5%, likely due
to a rise in the costs of imports, notably
oil, and a weaker US dollar.
In terms of capital markets, Lebanon’s stock market – the Beirut Stock
Exchange (BSE) – remains small and
relatively illiquid, its market capitalisation reaching just $11.5bn at the end
of 2017 and accounting for just 1% of
the aggregate market capitalisation
of Arab stock markets. “The annual
turnover ratio is around 5% of market
capitalisation, which is low by international standards,” notes Barakat.
Osseiran said that plans for the
privisation of the BSE is likely to be
implemented following parliamentary
elections in May. “The objective behind
the long-awaited privatisation of the
BSE has been the reactivation of the

Our
forecast at
Bank Audi for
2018 is for 3% real
GDP growth this
year, driven by
public spending
as part of the
government’s
capital investment
programme
– Marwan Barakat, Bank
Audi
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local capital markets by incentivising
institutions to list and become active in
equity financing,” he said.
Figures issued by Citi Research indicate that Lebanon’s external sovereign
debt posted a return of 2.5% in January
2018, constituting the highest return
among 35 emerging markets included
in the Citi EM Sovereign Bond Index.
Lebanon’s asset management sector
is still in its infancy, but Osseiran points
out that Lebanon’s geographical and
cultural ties with the rest of the Arab
world opportunity to tap into new
sources of funding and client diversification.
Major investment managers are devising strategies to capture the opportunity. “Blominvest’s asset management team has since 2008 seen growth
in assets under management peak at
$614m, with the driving force behind
the build-up of funds being the innovative product development methodology of the asset management team
across regional countries,” said Osseiran.
For example, Blomvinest launched
the BLOM MSCI Saudi Arabia Select
Min Vol Fund, a public, open-ended,
Shariah-compliant investment fund –
and, said Osseiran, the first strategic
Beta fund in the region developed as
a result of the collaboration between
Blominvest Saudi Arabia and MSCI,
the index provider. Blominvest has
also played a role in newly-established
“Startup Funds”, after the Central
Bank launched a national scheme to
inject $400m in knowledge/technology
related local start-ups. Blominvest’s
commitment has reached $51m across
eight funds.
Once elections are out of the way in
May, Lebanon may secure a new political consensus that will allow for more
lasting structural reforms that will ensure sustained growth. The next few
months will be critical, as the government attempts to tap international donors for sums stretching into the tens
of billions of dollars, as part of a wider
effort to support the economy and
ambitious infrastructure development
plans.
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HSBC backs technology to
redefine custody business
HSBC’s custody arm may account for less than 4% of group revenue but
its 2017 performance made HSBC Securities Services one of the financial
giant’s top performing business lines last year, a fact not lost on HSBC top
brass writes Luke Jeffs
Stuart Gulliver, the chief executive
of the vast global group since 2011,
stepped down on February 20 and
credited HSBC Securities Services with
contributing to the strong growth in the
bank’s main investment banking and
trading arm.
Gulliver said in the company’s annual report: “Global Banking and Markets
grew adjusted revenue, driven particularly by strong growth in Global Liquidity and Cash Management, and Securities Services.”
HSBC Securities Services, led by Cian
Burke, increased adjusted revenue 12%
in 2017 to $1.75bn from $1.56bn the previous term, helping drive Global Banking and Markets 2017 income up 3% to
$15.1bn, according to the annual report.
His team is doing well then but Burke
told Global Investor he is also looking
ahead to re-position the business for
longer-term growth through the application of new technologies.
Burke, HSBC’s group general manager and global head of HSBC Securities
Services who joined the bank in 1994 as
chartered accountant, is a fintech convert and believes new technologies are
going to change fundamentally the custody industry in the coming years.
“I think we’re at an inflection point in
our industry and in our business. We are
becoming much, much more of a technology-oriented business,” said Burke.

“Put very simply, we are responsible
for large-scale operational outsourcing.
That’s the nub of what we do, whether
that’s as a fund administrator, a middle
office provider, a global custodian or a
sub-custodian.”
Burke said HSBC as a group has already ploughed “considerable amounts
of money in our technology platforms
but there is a lot more to do”, adding:
“I believe we are going to become more
technology-oriented in the future than
we currently are operationally-oriented.”
HSS hired at the start of this year Jason Nabi, a former managing director
at BNP Paribas, BNY Mellon, data firm
IHS Markit and Societe Generale as its
global head of innovation.
Nabi was most recently global head
of business development and head of
Europe for Paxos, the blockchain firm
set-up and run by hedge fund manager
Charles Cascarilla.
He is working on HSS’ four-pronged
strategy to overhaul the technology it
uses to offer its core services. The bank
said the four streams are: working more
closely with clients; using new technologies; collaborating with peers; and
optimising existing systems.
Nabi told Global Investor: “Clients
will become part of the design and
discovery process. They will be stakeholders in how we explore new operat-

Global Banking and Markets grew
adjusted revenue, driven particularly by
strong growth in Global Liquidity and Cash
Management, and Securities Services
– Stuart Gulliver, former chief executive (HSBC Annual Report)
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ing and commercial models going forward.”
He added: “One of things we’re beginning to look at is how do we extend
that analysis of the technology, bring
clients in to the process and develop an
understanding of that technology. Clients will be very much involved as we
work through 2018 and the build-up to
new capabilities or service offerings.”
HSS’ willingness to work alongside
clients resonates with a broader theme
of collaboration between the custody
business and various third parties, including financial technology firms.
Burke said: “The concept of “Buy for
parity and build for competitive advantage” moves to “Buy for parity and
partner or build for competitive advantage”. There are organisations out there
doing some really innovative, cool stuff
around our space. I think that concept of
partnering is going to become increasingly important.”
The HSS head said the firm is open
to work with financial technology firms
of all sizes in different ways – as client,
partner or shareholder.
“We have taken some investment decisions. I think we are probably more
considered in terms of the investments
that we make but that doesn’t stop us
from having those conversations. Partnering doesn’t mean you have to buy it
or invest in it, you can still sit and have
those conversations.”
Traditionally, firms like HSBC were
faced with the binary technology procurement option of “buy or build” but
this conversation is more nuanced now.
“There’s a spectrum between, do you
build, do you buy, do you partner or do
you co-create? I think the opportunities
to move along that spectrum are signifi-
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I think we’re at an inflection point in our industry and in
our business. We are becoming much, much more of a
technology-oriented business
– Cian Burke, HSBC group general manager, global head of HSBC Securities Services
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It’s a scale business. We have nearly $8
trillion of assets under custody so we
have scale, we already process nearly half a
million transactions a day so that’s the first
area of investment
– Cian Burke, group general manager, global head of HSBC
Securities Services
cantly greater than they’ve ever been.”
HSBC, with many of its bank peers,
has been a long-time backer of blockchain firm R3. The bank has also established inhouse a “Blockchain Centre of Excellence” and won awards for
blockchain innovation including one
for the deployment of the technology to
streamline proxy voting.
Nabi said: “Our own technology engineering team has established core
skills in developing use cases on Corda,
the blockchain platform from R3. In
addition we’ve also started to look at
Fabric, an alternative blockchain platform which is part of the Hyperledger
Project.”
He continued: “Combined with other
initiatives in data aggregation and analytics we’ll be busy working with FinTech partners and clients in a series of
Proof of Concepts in 2018.”
The third area of focus for HSS is to
support industry collaboration. Nabi
said of the technology revolution:
“What we are talking about here is not
just impacting what we do, it’s changing
the way the market infrastructure oper-
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ates. We want to be part of an industry
agenda that looks at new industry technologies as exchanges, for example, take
on new ways of enabling securities to be
transferred or settled.”
The fourth stream is the optimisation
of the HSS internal platforms, something that Burke admitted may not fundamentally change the client offering
overnight but is crucial to HSS’ medium
term competitiveness and, therefore,
success.
Burke said: “Technology plays a really important part of [the custody offering] in terms of process rationalisation
and streamlining. There is a fairly aggressive agenda in terms of price point
for some of what we do and therefore
our competitive advantage is going to
be increasingly around the efficiency of
delivering those services.”
He added: “Platform rationalisation
is going to be key to success. We need a
fundamental operating platform that is
highly efficient and has a much greater
capacity to straight-through process
and a much greater capacity full stop.
“It’s a scale business. We have near-
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ly $8 trillion of assets under custody
so we have scale, we already process
nearly half a million transactions a day
so that’s the first area of investment,”
Burke added.
Blockchain is no longer a new technology and Burke is by no means its only
exponent but he feels HSBC is uniquely
positioned to undertake this kind of
work and re-draft the type of service its
custody arm supplies to clients.
Reflecting on the highly competitive
custody industry, Burke said: “The basic
premise of what we all provide is not
that dissimilar. We are not going to distinguish ourselves in the way we process a transaction for example. Think of
us in the construct of a universal bank.
What we do have, that I think some of
the others don’t, is that breadth and
depth of client relationships.”
He added: “This [technology investment] is designed to enable us to continue to grow the business, to broaden
and deepen the existing relationships
we have. Part of the value proposition
of being with HSBC is we have relationships with around three quarters of the
top 500 asset managers and we want to
build and grow the business.”
Burke sees HSS as a crucial asset in
the group’s move to do more with clients and establish itself as the go-to holistic provider of financial services.
“When we talk about securities services, we are talking about end-to-end
services - that strength and depth is
something that a lot of competitors
don’t have. The broader relationship
gives us the ability to play more holistically across the platform whether that’s
securities services or global markets or
whether we leverage distribution capabilities perhaps in the retail bank or
private bank or providing financing and
balance sheet,” Burke said.
He added: “In securities services as
a standalone proposition, it is difficult
to differentiate yourself but delivering
that as part of a broader, holistic client
proposition is something we do well.”
Asset managers have for years been
getting slowly more comfortable with
outsourcing more and more of their
operational infrastructure to banks like
HSBC but they still take these decisions
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very seriously.
Burke said: “An asset manager, I
would argue, has little or no strategic
interest in managing its own operational capabilities. That’s not core to their
proposition, they are about managing
money. But outsourcing decisions are
not taken lightly, they are for the long
term, they are seven or ten year plus
mandates.”
He added: “They want to be sure you
have the capabilities and as an organisation you are going to be around for the
foreseeable future but they also want to
see the service as a future part of its strategic investment and the organisation is
committed to it.”
This commitment is crucial to what
Burke sees as the future of the custody
business – namely custody banks becoming a seamlessly integrated part of
the clients’ infrastructure.
The future of custody, said Burke, is
“not about chucking stuff over the fence
and saying: “This is not my problem
anymore, you sort it”.
“Increasingly, we are going to become
less of an operational outsourced facility
and more of a client-focused, integrated
proposition that is fundamentally supported by technology.”
Burke ultimately wants HSS to become more valuable to clients and sees
a particular opportunity to add value
around the provision of new data services.
“At the moment, there is this concept
that we accept, analyse and process data
then pass it back, rather we want to better connect with clients and become, to
a large extent, a core part of their operating model.”
He added: “Most of the interactions
we get from clients are around the status
of their trades. We could provide some
really interesting analytics around that
and allow them to self-serve. Through
the APIs they can connect into our infrastructure and see exactly where their
trade is.”
Burke’s idea of “self-serve” is consistent with the plan to make HSS an integrated part of the clients’ operational
framework, where the dividing line
between client and custodian is blurred.
He said: “Data is going to be a game-
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Clients will become part of the design
and discovery process. They will be
stakeholders in how we explore new operating
and commercial models going forward
– Jason Nabi, group head of innovation at HSBC
changer for the industry. I think we are
still exploring how we commercialise
that but, whatever way you look at it,
as a securities services provider we hold
a huge array of client-specific and market-based data.”
Burke added: “We’re in 37 markets
around the world so we have the market intelligence and ability to look deep
in to those markets, to aggregate that
data and to provide analytical capabilities over the top of it. That’s one area
where we are looking to partner and
work with fintech to provide that analytical capability.”
A tighter relationship between client
and custodian can also enable smarter
solutions for the clients, Burke said.
“If they’re integrated into our platforms, their ability to self-serve is increased and they can tailor the platform
to produce the information they need.
Robotics and artificial intelligence are
providing some of the analytics capabilities that can sit around that data to
further empower clients.”
Burke also said giving clients the ability to monitor and resolve exceptions
will free-up HSS to develop other value-
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added services, namely creating a virtuous circle.
“There’s a proof of concept we’ve run
around the client query mechanism,
where artificial intelligence learns from
the patterns of messages, analyses those
messages and provides a response. You
can get to a really interesting and sophisticated world where most of client
service teams are no longer doing query
responses and are actually providing a
much more commercial service proposition.”
The global head of HSS sees a fundamental change in the role of the custodian over the next few years, based on
partnership and the smart use of new
technology.
“The value proposition changes
from one that is operational, through
settlement, clearing and processing,
to providing that insight, but back to
a different user. Most of our current
relationships are with chief operating
officers (COOs) but I think a lot of the
value proposition is going to be for chief
investment officers (CIOs). The client
needs to see us a fundamental extension
of their operating model.”
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New entrants in FX
prime to boost clients
Foreign exchange prime brokerage has long been a hugely
competitive market but new entrants could be set to shake-up
the business, writes Andrew Neil
More service providers in the foreign
exchange prime brokerage space
should benefit the industry’s hedge
funds, commodity trading advisers
(CTAs) and asset manager clients, according to a market veteran.
Marco Baggioli, the former global
head of FX prime brokerage at BNP
Paribas, reckons there is room for additional players in the space providing
firms refrain from engaging in the old
practice of “buying business by lowering pricing”.
BNY Mellon, the custody bank, said
in January it would launch prime brokerage services for institutional clients
in what it described as the “complex
and capital-constrained” FX market.
Jason Vitale, chief operating officer,
FX & head of client execution services
at BNY Mellon Markets, described the
firm’s new offering as a traditional PB
service with a twist.
“By leveraging BNY Mellon’s collateral management, funding and
liquidity expertise, clients will benefit
from a fully-integrated and complete
FX service,” he explained.
Michael Cooper, head of FX prime
brokerage at BNY Mellon in London,
added: “Clients will benefits from
combination of a highly-rated counterparty with the capacity of a major custodial bank. FX prime brokerage is the
ideal tool for those looking to balance
the challenges of the uncleared margin
regime with the need to deliver better
execution on behalf of their clients.”
According to Baggioli, who left BNP
Paribas in 2015 to join broker ADS
Securities as the firm’s chief operating
officer, BNY Mellon will be different
from traditional FX prime brokerage
banks.
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Marco Baggioli, the former global
head of FX prime brokerage at BNP
Paribas

“BNY Mellon is less of a credit provider and more of a global custodian
bank, hence they should be even more
risk averse than investment banks
are,” he told Global Investor.
He added that recent black swan
events, such as Brexit and Switzerland’s shock decision to remove the
franc’s euro peg in 2015, have made
it more difficult to obtain credit lines
from FX prime brokers.
“In some cases even access to them
but this has been more a problem for
high-frequency traders and FX brokers
than traditional buy-side FX prime
brokerage customers.
“Many FX prime brokers came to
realise that the profitability of the business was not worth the investments nor
the credit risk they were undertaking
and eventually closed down the service
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or fired lots of unprofitable clients or
increased pricing quite significantly.”
More broadly, Baggioli who only
left ADS Securities at the end of 2017,
reckons the advantages of using a FX
prime broker have not changed much
over the years.
“Access to liquidity providers, leveraged credit, operational efficiencies,
volume scalability, reporting are the
main benefits,” he explains.
Prime of primes
Prime of primes have access to top tier
liquidity and help clients who don’t
meet the collateral and credit criteria
that’s needed in order for them to have
a direct prime broker relationship with
a bank.
For Baggioli, the alternative provided by prime of primes, notwithstanding the opportunity of the past
couple of years, did not materialise
into a credible solution.
“Prime of primes never really took
away valuable business from the
traditional FX prime brokers that
they themselves did not want to shed
off. Most prime-of-primes have been
setback by their inability to extend
sufficient credit to customers, the
underestimation of the investment
in technology required to provide an
acceptable service and, generally, the
lack of product experience by their
staff and management,” he explained.
In some other cases, when trading
on some electronic venues, Baggioli
says direct settlement has shifted some
flow away from FX prime brokers but
the operational complexity for traditional clients of FX prime brokers is
heightened and so are their costs.
Looking ahead, he expects FX prime
brokers to shake-out retail brokers
and, possibly also institutional ones,
from their client lists because of the
reputational risk they represent in the
current regulatory environment.
He concludes: “Banks do not want
to have any gaming/betting (including spread betting) clients on their
books and given the stance of most
European regulators on the subject,
most leveraged retail FX brokers are
arguably falling into that category.”
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Euroclear plans Irish
settlement house
ahead of Brexit
The creation of a central securities depository in Ireland may
give the country’s capital markets a viable post-trade solution
after Brexit but costs may rise, writes Andrew Neil
The creation of a central securities
depository (CSD) in Ireland would
help the country’s capital markets
manage Brexit-related challenges,
according to Euroclear, but costs will
likely rise.
The Brussels-based post-trade giant
has made a decision, in principle,
to build CSD in Ireland ahead of
Britain’s upcoming departure from the
European Union (EU).
Currently, Ireland does not have its
own CSD and, together with the UK,
uses the London-based CREST system.
However, European rules require
that trades be settled by CSDs
authorised by an EU Member State
Regulator as part of plans to bring a
single, pan-European rulebook to the
post-trade sector.
Currently Euroclear UK & Ireland
(EUI), also the CSD of Jersey, Guernsey
and the Isle of Man, operates the
CREST settlement system.
The firm would lose the right to
passport services into the Republic
under a so-called hard Brexit - the UK
leaving the Single Market.
In a recent note to clients, Euroclear
said its Irish CSD could be operational
by March 2019 to coincide with the
UK’s withdrawal.
Ireland’s Minister for Finance,
Paschal Donohoe, has already backed
the plans and said last year that the
establishment of an Irish CSD “would
best ensure the smooth continuation of
settlement services”.
“We recognise that Brexit may make
the current arrangements between
EUI and the Irish corporate securities
market untenable,” Euroclear’s
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Euroclear CEO Lieve Mostrey

experts wrote in February.
The total value of Irish securities
(corporate securities and ETFs
primarily) which are held by EUI is
currently around €182 billion ($225
billion).
The proposed establishment of the
new CSD – to be named Euroclear
Ireland (EIR) - has been approved in
principle by Euroclear’s board.
Experts at the settlement house
are continuing to assess the costs of
building EIR. So far the firm has given
little indication of how many jobs
could move from London to Dublin.
The firm has said, without
elaborating, that some costs, such as
initial set-up, IT development and
annual running costs, will have to be
recouped by EIR.
“The Irish securities markets have
long benefited from the economies
of scale and scope of utilising the
settlement infrastructure of a large
adjacent capital market market,”
Euroclear’s experts added.
“The full economies of scale and
scope of using a single company
and its services to support the
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combined volumes of the UK and
Irish securities markets will be lost
with the establishment of a new CSD
for servicing Irish corporate securities
alone, as additional Irish specific costs
will be incurred.”
That said, the firm still believes
the creation of a CSD in Ireland
providing issuer CSD services for,
and the settlement of, Irish corporate
securities, should provide users of the
Irish capital markets with a viable and
sustainable solution to the potential
challenges of Brexit.
In October, the Intercontinental
Exchange (ICE), the US exchanges
operator, snapped up a 4.7% stake
in Euroclear. ICE has since upped
its stake in the business to 10%. In
November, European exchange
operator Euronext announced it had
agreed a deal to buy the Irish Stock
Exchange (ISE) for €137 million. ISE
had been seeking a strategic partner or
buyer for some months as it looks to
position itself for opportunities after
Brexit. The 224-year-old company
is currently owned by a group of
brokers including Davy and Cantor
Fitzgerald. Euronext operates the
Paris, Amsterdam, Lisbon and
Brussels bourses. It also has operations
in the UK.
ISE’s attraction lies in Ireland’s
continued EU membership as the UK
prepares to leave the bloc.
Euronext has since said it plans to
expand its equity derivatives franchise
into futures and options on individual
Irish names, index futures, single stock
futures and dividend stocks futures.
This year will be crucial for the UK’s
relationship with the EU following
Brexit.
The next round of negotiation talks
will take place between late February
and March and will focus on defining
a two-year transition agreement.
After that, the next important
deadline is likely to be October by
when the withdrawal agreement,
that should mention the main
guidelines regarding the future trade
relationship, must be defined in order
for the UK to formally exit the EU by
March 29 2019.
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Clearing faces
unintended
consequences
Over-the-counter (OTC) derivatives have taken the
brunt of a number post-crisis regulatory reforms
seeking to improve transparency and reduce the risks
associated with the market, writes Louisa Chender
Being traded outside regulated markets meant that derivatives contracts
were not necessary cleared through
central-counterparties (CCPs). However in 2016, the phase-in of a clearing
obligation for certain OTC derivatives
contracts under the European Market
Infrastructure Regulation (Emir) got
underway. Emir had the potential not
only to merely ‘regulate’ market infrastructure, but also to change trad-

ing behaviour and disrupt traditional
routes for navigating counterparty risk.
Regulators saw CCPs as an essential
risk mitigation tool and mandated that
all standardised OTC derivatives contracts must be either centrally cleared
or subjected to initial and variation margin. Two years later, two of the four categories of counterparties (firms that are
clearing members of a CCP and those
above the €8 billion threshold for out-

One of the key challenges is to link the
derivatives clearing, which is creating
demand for collateral, with repo and securities
lending, which can be the source for supply of
collateral
–Philip Simons, Eurex
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standing gross notional amount of OTC
derivatives) are applying the rules, and
the market is starting to see some of the
unintended implications of the legislation as well as potential opportunities.
The rise of repo
One of the immediate impacts of the
clearing obligation on firms that engage in derivatives contracts is the
pressure to source and deliver high
quality collateral.
Firms that are unable to source collateral from their own inventory may
be required to either engage in collateral transformation services provided
by clearing members of CCPs, which
may be costly, or access the repo market directly.
According to Philip Simons, global
head of fixed income and foreign exchange derivatives trading and clearing sales at Eurex, the latter may be an
efficient route for buy side firms, many
of which are faced with the obligation
to post collateral for the first time.
“One of the key challenges is to link
the derivatives clearing, which is creating demand for collateral, with repo
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and securities lending, which can be
the source for supply of collateral,” he
said. Getting the buy side directly involved is necessary in light of the initial
and variation margin requirements, he
suggested, clarifying that “it is a good
tool for both”.
Simons pointed out that all CCPs are
looking at extending access to repos.
If both securities finance and derivatives transactions are carried out by the
CCP, buy side firms, such as pension
funds, can use the collateral received in
a securities finance transaction to fund
margin requirements, resulting in an
efficient way to minimise both funding
costs and risks for the CCP.
In Europe, repo is mainly cleared
through LCH-Clearnet Ltd in the UK,
LCH-Clearnet SA in France, Eurex
Clearing in Germany, CC&G in Italy
and BME Clearing in Spain. The International Capital Market Association
(Icma) said about 30% of outstand-

To fully restore incentives for costly
risk management, regulation is needed
to prevent a fire-sale externality sparking a
vicious circle of falling asset prices and the
excessive use of variation margins
–Florian Heider, European Central Bank
ing repos by value are cleared across a
CCP. In its latest semi-annual survey of
the European repo market, it also found
that while the share of repos cleared by
CCPs continued to fall, the share of
transactions negotiated directly or via
voice-brokers and subsequently registered with a CCP have increased.
“We have had clearing in the repo
world for quite some time but this has
been restricted to clearing members
only,” Simons said. “We are now looking at where that can be extended to
the buy side.”

As well as playing a role in market
participants’ need for collateral, Simons indicated that in times of stress,
the repo market could be beneficial
for CCPs that are also registered as a
bank, such as Eurex Clearing, and the
London Stock Exchange’s Paris-based
clearing house, LCH SA.
“If a CCP has a banking licence, it
could engage in repos with the central banks to access liquidity when required, for example in times of stress,
potentially helping to stabilise market
conditions,” he said.
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If the top two were to default, 40% of
the total client risk would need to be
ported to alternative brokers within a tight
timeline of 24-48 hours. During this time
window, new counterparties would need to be
found that are willing and able to take on the
new counterparty risk
–Matthias Graulich, Eurex Clearing
“CCPs need access to central bank
money, which helps them to manage liquidity – but not to solve risk problems
of single members.”
Own interests at heart
Finding the balance between being able
to manage liquidity and fulfil its mandate, while remaining competitive, creates additional challenges for a CCP.
Before Emir was introduced, banks
used netting to reduce the counterparty risk when carrying out transactions
with other banks.
Godfried De Vidts, chairman of
Icma’s European repo and collateral
council, highlighted that risk has now
become more concentrated in CCPs because “regulators rightly believe using
CCPs provides more transparency”,
and the market would be better poised
to cope in the event of a failure.
“The problem is that when you add
risk into CCPs they have their own in-
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terest at heart - they might say we cannot clear an illiquid product,” he suggested.
“Therefore difficult products tend
to stay at individual banks, the easier
ones go to the CCP, and the rest stays
bilateral.”
Despite having a responsibility to
reduce risk and provide stability to
the financial markets, CCPs are profitmaking entities which, for either risk
management or commercial reasons,
may choose not to accept certain clients
or products.
“CCPs have increased their knowledge and capabilities but there will always be products they will not accept.
As we increase the products going to
CCPs, which is good, there is always
going to be some that don’t go to the
CCP, and that needs to be managed,” De
Vidts, who is also director of European
affairs at NEX, told Global Investor.
He explained this should be man-
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aged by “re-netting what has been
de-netted”. Additionally, when the industry starts to see a build-up of counterparty risk, it should be looking for
smart ways to bring potential solutions
to the system “in order to de-risk”.
“We need to find a regulatory technical solution where the innovative
nature of financial services, such as the
use of the cloud, can help in managing
counterparty and credit risks that we
have now,” he said.
De Vidts predicts that we may see
“trouble in the market” as investors
continue to seek optimal investments
within the low yield environment.
“Now that they have invested in
these products they need to find ways
to protect them in the next five years,
as variation margin will increase while
the value of the collateral will drop,” he
said.
Concentration of risk
The number of transactions processed
by CCPs has significantly increased
since the crisis, and this in turn has increased amount of margin held among
clearing members. While there is limited data on European clearing houses
to illustrate this, Matthias Graulich,
member of the executive board at Eurex Clearing, explained that US data
“could be a good proxy for the global
market”.
Data from the OTC derivatives regulators’ forum shows that as of January
2017, the top ten clearing members covered 97% of the swap margins, the top
five clearing members covered 76%,
and the top two covered 38%.
“Therefore, if the top two were to default, 40% of the total client risk would
need to be ported to alternative brokers
within a tight timeline of 24-48 hours.
During this time window, new counterparties would need to be found that
are willing and able to take on the new
counterparty risk,” Graulich explained.
If porting is not achieved within the
timeframe, positions and collateral
would have to be liquidated.
“This constitutes an unnecessary fire
sale that could easily be eliminated if
the client exposure was directly with
the CCP,” he said.
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Our objective as a CCP is therefore to
reduce concentration in the market, to
increase the overall resilience of financial markets.
He proposed that the issue could
be resolved if clients had a direct relationship with a CCP rather than going
through a clearing broker.
This model would be particularly
targeted to clients with large directional exposures and high credit quality,
such as pension funds, asset managers
and insurance companies.
Avoiding a fire sale
According to research carried out by
Florian Heider, principal economist of
the financial research division at the
European Central Bank, the increased
demand for cash collateral also creates
unintended consequences for market
participants.
He suggests that the incentives for
counterparties to avoid a default in the
first place are not yet fully understood,
particularly when the need to sell risky
or illiquid assets for cash may lead to
inefficient outcomes.
For example, in order to provide
enough variation margin, which CCPs
only accept in cash, an agent may need
to sell assets, he explains. The sale of
assets increases the supply of assets,
which consequently lowers the price of
assets in the market. Now that the price
has decreased, the agent and other market participants who are selling similar
assets will obtain less cash than expected, and therefore need to sell more assets to raise cash for margins. He points
out that when a counterparty agrees
on contracts and margin requirements
with the CCP, the negative effect of asset sales on other market participants
may not have been considered.
This creates a so-called “fire-sale externality”, whereby either the cost or
benefit falls to those that did not chose
to incur it.
A solution to this, could be to regulate the size of individual margin calls
that CCPs carry out. Regulation, he
proposes, would prevent the negative
externality leading to large use of margins merely because agents do not realise that margin calls lead to lower asset
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prices for everyone.
“To fully restore incentives for costly
risk management, regulation is needed
to prevent a fire-sale externality sparking a vicious circle of falling asset prices and the excessive use of variation
margins,” he wrote.
We can’t eliminate risk
One of the ideas behind the obligation
to centrally clear trades was to reduce
risks in the market. It is evident that
you can’t completely eliminate risk
but one clearing house found that the
new process resulted in risk working
its way through the system and back to
where it came from.
For example, a client wanted to post
some excess collateral through their
clearing broker to tidy up the day-today margin calls. The collateral was
transferred after the margin calls so,
from the CCP’s perspective, it needed
to be secured. If it is too late in the day
to engage in repo markets, the CCP
then has limited exposure it could take
to individual banks. In order to overcome this, it posted that excess collateral with one of the limited number
of banks it could take that exposure to
– that bank was the counterparty that
gave it the excess collateral in the first
place.
This shows that while central clearing may be the solution to some problems in the market, it has the potential
to create new challenges or additional
burdens.
Market participants are being forced
to find solutions to collateral efficiency,
which may give rise to new opportunities for linking derivatives, repo and securities lending strategies. Meanwhile
CCPs are working out how to satisfy
their role of centralising and reducing
counterparty risk and at the same time
remain competitive and resilient. The
proposed CCP recovery and resolution regulation recognises the growing
importance of CCPs and the potential
impact on financial stability if one was
to fail. It aims to impose rules to ensure
that they can carry out their functions
and be able to respond to a crisis scenario. The European Commission has
also outlined amendments to Emir
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Regulators
rightly believe
using CCPs provides
more transparency
– Godfried De Vidts, Icma

with regards to the scope for central
clearing. It introduces a principal that
clearing should be offered on fair and
non-discriminatory commercial terms,
which has incited concern that CCPs
could be made to expand the scope of
products they accept and in turn take
on more risk.
Under the G20 mandate, regulators
across the globe have considered central clearing to be the optimal means
of securing trades and safeguarding
financial stability. Nevertheless, while
the benefits of using CCPs may seem
evident, some of the wider effects of
the increased demand for collateral
and use of CCPs across the industry
have yet to be seen. Regulatory solutions have been put forward to solve
some of the already known impacts,
but as the clearing obligation is rolled
out to the final two categories of counterparties over the next two years, it is
likely that even more unintended consequences will come to light.
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Technology is changing
the face of Asian lending
Technology is exerting a growing influence on many aspects of securities based
lending business in Asia, finds Paul Golden.
Technology is increasingly the solution
to improving liquidity and transaction
execution where there are market-specific requirements that place additional
requirements on securities lending
market participants, such as the hold
requirements in Hong Kong.
That is the view of Roy Zimmerhansl, global head of securities lend-

ing at HSBC, who adds that while IT
vendors clearly play a role in market efficiency, the greater impact in an overthe-counter market such as securities
lending comes from how users of the
technology deploy the applications.
“Our view is that we use technology
to automate routine functions with a
focus on speed of response and accu-

The drive for transparency has really been
fuelled by the significant shift towards
online accessibility of real time data that has been
made in recent years by global custodians
– Natalie Floate, BNP Paribas
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racy,” he explains.
“There are two primary objectives
behind this. The first is that fast, comprehensive and correct responses to
borrower requests is essential to retain
and grow market share in a business
that is increasingly dominated by automated execution. The second is to
give traders more time to work on nonstandard, complex trades and develop
counterparty relationships.”
Transparency around programme
performance is a key area for technology. The ability to automatically consume information from data vendors
can enable firms to quickly identify the
intrinsic value of securities and portfolios explains Martin Seagroatt, marketing director for securities finance &
collateral management at Broadridge, a
technology firm.
“This is one area where technology
can provide a clearer link between a
firm’s holdings and their market value,” he said. “This leads to a need for
greater internal transparency around
the firm’s global inventory and exposures. Once again, this is assisted by
technology that allows the firm to bring
this inventory to market or deploy it as
collateral more effectively.”
All of this can be facilitated by
greater visibility of the external securities finance and collateral ecosystem,
which includes tri-party agents, collateral exchanges, peer-to-peer platforms
and electronic trading platforms. This
of course, requires a degree of connectivity and straight-through processing
between a firm’s systems and market
infrastructure.
Finally, regulatory reporting mandates are only going to become more
prevalent, said Seagroatt. “In Asia,
regulators may have a desire to align
with the Financial Stability Board’s
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shadow banking rules and reporting
initiatives such as Securities Financing
Transactions Regulation (SFTR). Technology solutions with strong transaction reporting capabilities are therefore
essential.”
IT vendors have a role to play in promoting more efficient trading strategies according to Seagroatt, taking in
data from multiple sources and using
that information to think more strategically about trading opportunities and
resource allocation.
Automating manual processes also
frees up time for decision-making, he
added. When traders and operations
personnel are no longer spending so
much of their day on time consuming
manual processes, they can turn their
attention to process optimisation, efficiency gains and P&L generation.
Donato D’Eramo, managing director, global head of securities lending
RBC Investor & Treasury Services, is
in agreement on the importance of the
role of vendors, noting that EquiLend’s
Next Generation Trading (NGT) platform continues to gain traction in Asia.
Such platforms not only promote
more efficient trade execution, but also
promote transparency across the industry, he said. “As we bring more efficient routes to market for our lenders
and more efficient trade execution for
our borrowers, we continue to invest
in the technology behind our securities
lending programme.”
According to Andrew McCardle, head
of EquiLend Asia, technology is enhancing transparency in the Asia Pacific securities finance market in two ways.
“Products such as DataLend offer
clarity into the market that is not available anywhere else,” he said. “This is
especially true in Asia, where in some
markets the ability to distinguish fee
differentials between onshore lenders
and offshore lenders is crucial, as the
cost can be quite different. Additionally, with the move to embrace our NGT
trading platform in Asia, we are now
seeing lenders across the region using
targeted availability to send out not
just what they have available to lend
but also the cost of borrowing those
securities.”
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There is a distinct role that IT vendors
play in the pursuit of more efficient
trading strategies, which is perhaps
more pronounced within securities
finance given the inherent reliance on
bilaterally negotiated transactions, said
Northern Trust’s head of capital markets Asia Pacific, Dane Fannin.
Trading teams have long since advocated the need for enhanced trading
platforms that allow for enhanced automation to free up capacity and focus
on value-added opportunities for clients, he continued. “The ability to innovate a scalable solution bilaterally has
always been a challenging proposition
given the myriad of unique requirements at each counterpart. However,
vendors have seized the opportunity to
provide centralised technology that allows participants to integrate into their
proprietary systems to achieve better
results.”
Vendors have also played an important role in the provision of market
data, which has been a key driver in
promoting increased transparency, ultimately lowering costs and improving
performance for clients. The proliferation of data has allowed trading teams
to better measure the relative success of
trading strategies and with near realtime data, allows for the timely adjustment of strategy to ensure a successful
outcome.
“As the tools available to analyse
data advance, it will be interesting to
see the extent to which firms are able
to innovate and leverage this data as
a competitive advantage for clients,”
said Fannin.
Northern Trust believes that technologies such as distributed ledgers,
data analytics, artificial intelligence,
robotics and cognitive computing will
facilitate an evolution across the broader securities services industry within
the decade, delivering real value to the
business and its clients.
It is entirely plausible that the potential benefits - including increased
operational efficiency, greater transparency and enhanced risk management
- would also impact securities finance
positively and indeed we are already
starting to see the emergence of drivers
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that demand such change, adds Fannin.
“It is clear that the end users of
borrowed securities are increasingly
adopting innovative technologies into
their investment decision-making processes which are likely to reshape the
securities finance value chain in years
to come. The rise of quant funds which
seek to deploy algorithmic based investment approaches demands a
greater level of autonomy and reduced
latency of execution, which requires
increased efficiency in the ability to
source and borrow stock.”
Technology is essential for transparency, but the drive for transparency
has really been fuelled by the significant shift towards online accessibility
of real time data that has been made in
recent years by global custodians, suggested Natalie Floate, head of market &
financing services (MFS) APAC at BNP
Paribas.
Lenders in Asia Pacific tend to view
their securities lending activity in line
with their core investment activities by
default, expecting the same level of visibility of the activity as they have from
their general custodial activities, she
adds.
“As these have advanced, their use
of the data in-house has advanced in
terms of consolidation, upload or integration within their own systems,
risk management and monitoring
frameworks and governance. Thus,
lenders have an expectation that their
securities lending services should have
this same level of service - online, real
time and the ability to access not just
predetermined reports but also data.
Transparency has led to integration
and raised securities lending activities
from being a background activity to
being fully incorporated into our lenders with our own general investments
operations and reporting,” Floate said.
While vendors are expected to add
value in areas such as data sourcing,
flexibility, matching and automation, it
is essential to have a trading lens to see
the opportunity and context it in terms
of credit, risk, balance sheet and those
elements that go beyond pure market
dynamics, concludes Floate.
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Taking Stock & Deciding
What to Do with It?
Today regulation continues to remain a front and centre issue, with market
participants looking to adapt their business models to respond to a changing
securities finance landscape. Todd Crowther, Pirum’s head of innovation, looks
at industry-wide forces for change and the resources and solutions available
for firms to achieve this transformation
The market has faced a global regulatory
deluge of late and businesses have had
to manage the multiple, and sometimes
competing, demands posed by Mifid II, DoddFrank, Emir and Basel III. Whilst many of
these are global regimes, Asian jurisdictions
have stood out as early adopters with China,
India, Hong Kong, Japan and Singapore being
amongst the first to implement the Basel III
capital requirements. Additionally, Asian
jurisdictions have more recently led the charge
in terms of embracing the G20’s over-thecounter (OTC) derivative reforms reflected by
the fact that there are at least seven APAC OTC
derivative clearing houses currently live.

Todd Crowther, Pirum’s head of innovation

February/March 2018

36

REGULATORY IMPACT:
Consequences to Collateral
Due to the regulatory focus on reducing systemic
risk through secured transactions and margin
offset, it’s never been more important that
institutions have efficient exposure and collateral
management processes in place to address these
sweeping market changes. There are a number of
regulatory factors driving firms to review their
collateral management capabilities:
Compounded Complexity
The complexity of fulfilling margin
requirements through collateralisation is
becoming increasingly onerous. The Emir
and Dodd-Frank mandates, which have
extraterritorial reach outside both Europe and
the US, have mandated increased centralised
clearing as well as imposed uncleared
OTC margin requirements for derivative
transactions. This phased implementation
will mean that more products as well as more
participants will be increasingly caught up by
the requirement to post margin and manage
collateralised exposures with counterparts. The
global nature of these regulations means the
process of margin and exposure management
should now be managed holistically across
different time zones, to strict regional cut-offs,
along differing eligibility rule sets and over
an expanding set of margin venues as well as
individual account structures.
Asian derivatives markets will likely suffer
disproportionately from BCBS-IOSCO’s proposed
higher mandatory margining requirements for
non-cleared derivatives because many of these
products are more heavily traded in Asia to
hedge real, economic risks including foreign
exchange (FX) options, caps and floors to
swaptions and cross-currency swaps.
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Supply & Demand Drivers
Increased demand and suppressed supply
of collateral means that the cost of raising or
transforming eligible collateral has become
increasingly expensive. The mandating of
centrally cleared and OTC cleared derivatives
by the G20 BCBS has increased the net levels of
margin required in the market. Concurrently, the
FSB is mooting the introduction of mandatory
haircut floors for both repo and securities
lending which could again see a hike in
collateral requirements. Meanwhile, quantitative
easing by various central banks and the UCITS
IV regimes has reduced available collateral
by restricting the amount of freely tradeable
inventory of high-quality liquid assets (HQLA).
The response of market participants to this
evolving landscape has resulted in them looking
for ways to efficiently manage their margin
requirements and available inventory.
Capital Impacts
Cost and capacity for collateralisation is also
being tested due to Basel III and IV mandates
which prescribe minimum capital and liquidity
requirements for regulated firms. Liquidity
Coverage Ratio (LCR) and Net Stable Funding
Ratio (NSFR) directly impact the behaviour
of market participants using Securities
Financing Transactions (SFTs) to facilitate
the collateralisation process. Due to these
regulations, trading an SFT now requires more
capital to be held thus increasing the cost of
collateralisation by making it more expensive
for market participants to raise or deploy assets
for collateral purposes. As the cost of facilitating
this activity has become more expensive, it
has in turn has reduced overall capacity for
collateralisation in the system.
The impact of compliance to these regulatory
regimes has caused most institutions involved
in secured finance trading to reconsider their
processes and architecture. In addition to
regulatory adherence, most firms are also
looking to improve overall automation,
efficiency and ultimately return on capital. In
order to accelerate this evolution, the industry is
increasingly employing external providers, as a
more agile and efficient alternative to managing
in-house business transformation.
FIRMS ADAPT: The Rise of Enterprisewide Collateral Management
As firms adjust their business models, an area of
development within many firms is the adoption
of an ‘Enterprise Collateral Management’ (ECM)
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The impact of compliance to
these regulatory regimes has
caused most institutions involved in
secured finance trading to reconsider
their processes and architecture
function to centralise the collateral trading,
funding and margining functions.
Financial institutions are increasingly
recognising the advantages of centralised
collateral management. An ECM’s remit is to
service multiple related collateralised products
whilst optimising a firm’s use of capital as
well as unifying its approach to liquidity and
counterparty risk management. In terms of
meaningful impact, a recent Deloitte study
reported that a 1% increase in collateral
efficiency could result in approximately $1.2m
additional revenue per billion units of collateral
for an investment bank.
However, this is not without its challenges, as a
well performing ECM function is a complicated
and data-intensive operation, demanding
high-levels of analytics, straight-through
processing capability and connectivity often
for multiple product (and system) silos within
a firm as well as across a multitude of external
market counterparts. These complex challenges
are encouraging institutions to weigh-up the
options to harness effective management of
collateral and they are increasingly turning
to technology and automation as a means of
ensuring its success.
One of the initial building blocks of ECM is
an efficient process for exposure management
and this operational function is often the initial
focal point for many of our clients. Exposures
have historically been captured in static time
slices where the identification, calculation and
resolution of exposures is a highly manual and
often error-laden process. Process improvements
can prevent human error, reduce untimely
delays and add efficiencies to exposure
management with demonstrable impact to a
business’s overall control and profitability.
INDUSTRY TRENDS: The Rise and Rise of
Tri-party Collateral Management
In recent years, we have seen the proliferation
of non-cash collateral as a means of managing
exposures more effectively in securities finance.
Tri-party providers have become pivotal in
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Positioned at the heart of the
market, our central connectivity
and automation hub brings together
disparate data sources and creates
a network of connectivity across
trading counterparties and industrywide infrastructure providers
acting as agent to help industry participants
more easily facilitate their management of
collateral with counterparts.
Tri-party is also being increasingly relied
upon as the preferred settlement method due
to the increased regulatory and operational
requirements of non-cleared initial margin. With
the added complexity of segregated margin
accounts, requisite T+1 settlement and varied
concentration limits, it is no wonder that triparty agents have become the obvious ‘go to’
solution.
In this regard, Pirum has been working with its
clients to build on our existing, real-time market
connectivity in order to provide a powerful,
post-trade turn-key solution to improve
connectivity and efficiency of their margin
and collateral management processes. Pirum
connects in real-time to BNY Mellon, JPMorgan,
Euroclear and Clearstream and currently
calculates in excess of $1 trillion of required
collateral value on a daily basis for its clients.
BACK-OFFICE BUILDING BLOCKS:
Pirum’s ExposureConnect Service
Pirum’s ExposureConnect Service (ECS) fully
automates the middle and back office margin
management process from initial calculation
of exposure, to reconciliation and agreement
through to actual collateralisation. Leveraging
Pirum’s proven transactional reconciliation
and connectivity platform, ECS enables rapid
exposure break analysis by quickly highlighting
dispute root causes and helping to facilitate
timely resolution.
ECS manages the entire margin management
lifecycle in near real-time across all secured
financing transactions. It enables both onesided or two-sided agreement and offers an
exception based, workflow tool for the effective
management of exposures. From a single
dashboard, the service also provides operational
oversight and management for the entire posttrade process.
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Built in collaboration with our clients, this
solution ensures an institution has coverage
across all of its collateralisation methods
including any non-cash, cash pool, cash rebate
and inter-company collateral exposure for
securities lending and repo transactions.
ExposureConnect offers the
following features:
• A centralised platform for calculating,
communicating, agreeing and recording
exposures with all counterparts across all
collateral venues (bilateral, tri-party, central
counterparty)
• Full counterparty-to-counterparty exposure
agreement workflow
• A multi- product capability across equity,
fixed income, financing, repo and collateral
trades all in one environment
• A complete audit trail and retrospective
details of exposure agreements
• Live trade and exposure updates from client
systems, counterparties, tri-party agents,
trading venues and central counterparties
• A management dashboard for identifying
key risks and alerts to significant exposure
changes
• Filters for enabling the management of
individual exposure groups with current and
projected exposure values visible
• A ‘Follow The Sun’ model through which
global exposures can be effectively managed
• Combined with other Pirum post-trade
services, exposure management becomes an
exception-based model with straight-through
processing capabilities.
FRONT OFFICE DECISION MAKING:
Introducing Pirum’s
New CollateralConnect Service
Developed in collaboration with our clients, the
CollateralCollect Service (CCS) is a front-office
collateral management solution which acts as
a natural extension of our industry leading
back- and middle-office solutions including
ExposureConnect.
CCS aims to support the model of Enterprisewide Collateral Management by providing a
near real-time, centralised view across a firm’s
entire exposure set including its equity, fixed
income and derivatives requirements. CCS
enables traders to view and act in covering
these exposures across all of its external margin
venues irrespective of how the product is
traded. The CCS platform achieves this by
providing a single dashboard of all deployed
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and available assets as well as a projection of
forecasted exposures.
Collateral Provider’s perspective
CCS enables providers to action their
collateral requirements by effecting the
coverage of margin exposures, efficiently
delivering collateral and ensuring best use
of their collateral pool. CCS aims to enhance
decision making for the efficient deployment
of inventory by incorporating a firm’s specific
constraints at that time of trading which
includes factors such as capital position,
counterparty credit limits and balance sheet
usage.
Collateral Receiver’s perspective
The service independently monitors receivers’
eligibility requirements and alerts the user
should a collateral allocation deviate from
their preferred risk profile. CCS works
seamlessly with Pirum’s Tri-party RQV
and ExposureConnect Services in terms of
providing a real-time view and workflow
tool to monitor, quickly resolve and manage
exposure.
CollateralConnect offers
the following features:
• Real-time exposure view of trades, collateral
requirements and collateral security
allocations for cash, non-cash bilateral and
tri-parties
• Historic trending and forecast analysis
of pending exposures as well as
collateralisation
• Digitised collateral schedules stored for
query, management and/or analysis
• Collateral management tools to identify
eligibility requirements and drive efficient
collateralisation using available and
accessible inventory
• Collateral financing management
information designed to control costs and
enhance profitability
Pirum’s Collateral Management suite of
products including CCS & ECS benefits
our users by delivering:
• Reduced operational risk through better endto-end management of key transactional and
exposure lifecycle events
• Improved control and transparency ensuring
reduced credit and operational risk as well
as enhanced supervision and audit trail
• More timely and accurate resolution of
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exposures which help to better comply
with mandated regulatory timeframes and
optimise resource efficiencies
Less manual processing, reduced key staff
dependencies and improved business
scalability
Improved post-trade analytics to enable
better management of collateralisation
impacts to financial resources, prudential
compliance and/or risk-return profile
Better pre-trade decision support to
identify collateral inefficiencies and aid in
determining how best to raise, distribute or
utilise existing inventory
Easy and flexible integration with minimal
in-house build

A MODEL FINTECH PARTNER:
Pirum’s Commitment to Client Innovation
Pirum has a proven track record of working
with our clients to deliver cutting edge, easily
implementable solutions to solve complex
problems. Positioned at the heart of the market,
our central connectivity and automation
hub brings together disparate data sources
and creates a network of connectivity across
trading counterparties and industry-wide
infrastructure providers.
Pirum has therefore been in the fortunate
position to collaborate with our clients to
build an effective and efficient solution to the
collateral problem statement.
Regardless of whether firms have decided to
centralise the collateral management function
or continue to handle it departmentally, the
visibility provided of all sources and uses of
collateral and eligibility of assets is a significant
step towards building a more efficient collateral
management function.
By understanding all the opportunities, risks
and costs, managers will make more efficient
collateral allocations and traders will make
better informed execution decisions, leading
the industry to better address the impacts of
regulation and the use the finite resources
available.

For more information or to see CollateralConnect
in practice, please contact us at connect@Pirum.com
or via www.pirum.com.
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Asia moves to streamline
regional market structures
The sheer diversity of Asia’s securities lending markets presents an ongoing
challenge for all market participants, reports Paul Golden
Markets across Asia are at different
stages in terms of having the systems in
place to support securities lending.
Tokyo, Hong Kong, Singapore and
Australia are well developed, whereas
markets such as Korea, Taiwan, Thailand and Malaysia are not as well established and have some more bespoke

requirements.
According to Andrew McCardle, director, head of EquiLend Asia, there is
always an appetite for growth in Asia
and it seems to be more a case of which
market will be next and how will it
work.
“It would seem that there is a much

China is very interested in setting
up a collateral management
infrastructure inspired by the successful
models that exist in Europe and the US
– Olivier De Schaetzen, Euroclear
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greater potential for markets the size of
India and China, but with size comes a
much larger effort for firms to become
established,” he explains. “Even for fintech firms, it is a case of whether they
can bring their global standards and
flows to these markets as they emerge.
For those larger markets, technology
will become of greater importance.”
Securities lending volume and activity tend to be in line with relative
market capitalisation - in other words,
the world’s largest stock markets tend
to correlate very closely with relative
securities lending rankings. As such,
China and India are outliers as substantial markets on a capitalisation basis,
but where securities lending activity is
under-sized or not accessible by nonresidents observes HSBC’s global head
of securities lending, Roy Zimmerhansl.
“As such, they hold incredible potential for beneficial owners as and when
regulators allow better access for securities lending and borrowing,” he said.
Ben Challice, global head of agent
lending and collateral management
JP Morgan, said there is undoubtedly
significant interest. “However, we also
need to see the primary markets open
up in these jurisdictions first,” he adds.
“Assuming that happens, if and when
these markets then begin to support an
off shore securities based lending product, the potential is vast.”
China is very interested in setting up
a collateral management infrastructure
inspired by the successful models that
exist in Europe and the US, adds Olivier
De Schaetzen, head of product solutions
- collateral management at Euroclear.
The aim of this infrastructure would
be to facilitate the development of a
fully-fledged local triparty market in
China, where Chinese government
bonds become the primary collateral as-
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If and when
these markets
then begin to support
an off shore securities
based lending
product, the potential
is vast
– Ben Challice, JPMorgan
set class, in the same way as US government bonds are used across the world
today.
However, Zubair Nizami, head of
global securities lending trading for
Asia Pacific at Brown Brothers Harriman, said that from an offshore standpoint, the Chinese and Indian markets
are some time away from being of interest to its clients.
“In India, restrictive parameters
around loan tenures, collateral requirements and other operational areas are
challenging and won’t do much to
change our view,” he continues. “That
said, we are hearing of interesting discussions taking place between some
market participants that may pave the
way to further reforms. The size and
scale of the Indian economy makes for
significant potential in the long term,
although wholesale changes to some
aspects of the existing securities based
lending model will be needed in order
for that to be realised.”
Nizami suggests that the Chinese
market is at something of an impasse.
Technically, there is a model for offshore
holders of A-Shares to lend their securi-
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ties via the Stock Connect scheme, but
its use remains almost non-existent due
to various restrictions that curb both
lending supply and end user demand.
“In the short term we are not optimistic that much will change,” he said.
“However, in the longer term, as China
looks to further liberalise its capital markets we expect the relevant authorities
will look to enact further reforms to
the current model in order for a more
scalable model for offshore investors to
emerge.”
Brenda Bol, head of global funding &
financing sales & relationship management for Clearstream, adds that despite
having to tackle challenges such as unharmonised short selling rules, stamp
duties and mandatory buy-ins, market
players increasingly have to focus on
collateral. Collateral requirement has
shifted from cash towards high quality fixed income securities and infrastructure providers have come up with
different solutions - including triparty
collateral management services - to support such growth.
Stock markets in China are the second
largest in the world and its index futures
and stock loan market have experienced
significant growth over the past decade.
However, it remains primarily a domestic market, said Bol.
“We are starting to see the market
looking more closely at China opportunities and aspirations to use Chinese
bonds as collateral. This also includes
the development of new international
links such as the setting up of the China Europe International Exchange in
Frankfurt.”
Paul Solway, managing director and
regional head of securities finance Asia
Pacific at BNY Mellon Markets, notes
that the MSCI Emerging Markets Index
began adding China A-shares last June,
making long exposure a reality for both
active and passive international investors.
“Unfortunately the short side of the
equation is still limited to domestic
qualifying entities,” he said. “However,
the vibrant lending activity in H-shares
(Chinese securities listed in Hong Kong)
is evidence of the appetite for short exposure to A-shares.”
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Beyond the region’s two largest economies, head of business development
for eSecLending Europe, Simon Lee,
notes that regulators in the Philippines
and Indonesia are also looking at the
potential to open up securities lending
in their respective markets, albeit under
varying timelines.
Automation has made significant
progress in Asia over recent years and
with quantitative and algorithmic funds
becoming more prevalent, speed and
scale of execution is paramount to buy
side clients trading thousands of securities across multiple markets on a daily
basis.
Whilst many institutions continue to
invest in their own internal technology,
the next iteration of market efficiency
will depend on connectivity with exchanges that may have differing execution criteria across their respective
markets, concludes Solway. “Therefore,
data aggregation is becoming even
more important in order to allow investors to execute transactions in a timely
manner.”

Regulators in
the Philippines
and Indonesia are
also looking at the
potential to open up
securities lending
in their respective
markets, albeit under
varying timelines
– Simon Lee, eSecLending
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Non-European firms
face SFTR fall-out
Paul Landless runs the financial markets team for
Clifford Chance in Singapore and South East Asia
Post implementation of Mifid II (January 3 2018), financial markets participants will start to engage more fully in
addressing the reporting requirements
of the EU Securities Financing Transactions Regulation (SFTR), which came
into force on January 12 2016 (although
many of its requirements are subject to
transitional provisions). The SFTR is
integral to the European Commission’s
strategy to reduce perceived ‘shadow
banking’ risks in the securities financing markets and forms part of the EU’s
response to the Financial Stability
Board’s August 2013 policy proposals
on Securities Lending and Repos. This
article outlines the key extra-territorial

features of the SFTR and discusses
some of the issues for the global market
as it prepares for implementation.
Disclosure of and
consent for reuse
Article 15 of the SFTR, which came into
effect on July 13 2016, lays down new
requirements for the reuse of securities
and other financial instruments provided as collateral under all security
and title transfer collateral arrangements. As a result, the scope of Article
15 extends beyond SFTs to cover, for
instance, financial instruments collateral provided in respect of derivatives transactions. The definitions of

Article 15 applies to a broad range of
counterparties – defined to cover any
‘undertaking’ established in the EU – that
receives collateral with a right of reuse
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‘security collateral arrangements’ and
‘title transfer collateral arrangements’
follow those in the Financial Collateral
Directive, but apply regardless of the
nature of the obligation secured.
Article 15 applies to a broad range of
counterparties – defined to cover any
‘undertaking’ established in the EU –
that receives collateral with a right of
reuse. This potentially includes even
situations where a counterparty receives collateral from individuals that
do not qualify as an ‘undertaking’. It
applies to counterparties established in
the EU, even if they are acting through
a branch outside of the EU.
Article 15 also applies extraterritorially – i.e. to non-EU counterparties - although only if these counterparties are
receiving collateral from counterparties established in the EU, or where a
non-EU counterparty is acting through
a branch in the EU. There are limited
exceptions to this rule, and counterparties receiving collateral from exempt
entities must still comply with the reuse requirements. Article 15 stipulates
that all counterparties – not just finan-
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cial intermediaries – will have the right
to reuse financial instruments received
as collateral under a security or title
transfer collateral arrangement only if
the following conditions are fulfilled:
Disclosure of risks and consequences: the providing counterparty must be
duly informed in writing by the receiving counterparty of the ‘risks and consequences’ that may be involved in (i)
giving consent to a right of reuse under
a security collateral arrangement or (ii)
concluding a title transfer collateral arrangement; and
Prior express consent: the providing
counterparty must have (i) ‘granted its
prior express consent, as evidenced by
a signature in writing or in a legally
equivalent manner to a security collateral arrangement which provides a
right of use of collateral,’ or (ii) must
have ‘expressly agreed’ to provide collateral by way of a title transfer collateral arrangement.
Additionally, the SFTR stipulates
that the exercise of any right of reuse
must be undertaken in accordance with
the terms of the collateral arrangement
and financial instruments received
under a collateral arrangement must
be transferred from the account of the
providing counterparty. There is still
some uncertainty around how to satisfy this requirement. However, at least
where the receiving counterparty acts
as custodian for the providing counterparty, it seems likely that the client’s
account should indicate that securities
have been transferred from that account if and when they are reused. The
SFTR alternatively provides for reuse
to be evidenced by ‘other appropriate
means’ if third country counterparties
are involved in the transaction and are
subject to the laws of that third country.
Reporting Requirements
The reporting regime under the SFTR
applies to counterparties established in
the EU, including their non-EU branches, and to the EU branches of non-EU
counterparties. Non-EU counterparties
may be indirectly impacted when they
transact SFTs, as the reporting entities
will require to obtain certain information in order to fulfil their reporting
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The SFTR is the latest in a series of widesweeping regulatory initiatives affecting
securities financing markets and collateral, both
within and outside of the EU
obligations, including the Legal Entity
Identifier of their counterparty.
The reporting regime follows the
model for derivatives reporting under
the European Market Infrastructure
Regulation (Emir), and stipulates that
both parties to a trade must report new,
modified or terminated SFTs to a registered EU or recognised non-EU trade
repository by T+1, and must maintain
records of SFTs for at least five years
following the termination of the transaction. Additionally, counterparties
must report the associated collateral
to the trade repository, either by T+1,
or on value date + 1, according to the
method of collateralisation adopted.
The reporting obligation is phased
in by counterparty type. The European Securities and Markets Authority
(Esma) is required to produce regulatory technical standards (RTS) setting
out further detail on the reporting obligation. Once those RTS come into force,
banks and investment firms will have a
12-month grace period until the reporting obligations apply; meanwhile, central securities depositories and central
counterparties will have a 15-month
transitional period; other financial
counterparties (including UCITS and
AIFs), an 18-month period; and, finally, non-financial counterparties, a
21-month period.
However, where implementing legislation was previously expected to
come into force by Q1 of 2018, the final
RTS is still awaiting approval by the
EC and the European Parliament, and
is presently expected to enter into force
during Q2 of 2018 instead. As a result,
we do not currently expect the reporting obligation to start until 2019.
Implementation
The SFTR is the latest in a series of
wide-sweeping regulatory initiatives
affecting securities financing markets
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and collateral, both within and outside
of the EU. Although less extensive than
other recent regulatory reforms, most
notably Mifid II, the SFTR nonetheless presents significant compliance
challenges. At the core will be identifying in-scope entities and transactions,
which may require systems build and
establishing internal processes, e.g. to
capture all new in-scope collateral arrangements. Market participants will
need to integrate their implementation
project for the SFTR, and monitor developments, as the full implementation
of the SFTR draws closer.

Paul Landless specialises in
structured finance, derivatives and
financial markets products, including
securitisations, repackagings,
structured notes, securities lending
and repo. He leads the financial
markets team for Clifford Chance in
Singapore and South East Asia. Miles
Binney, senior associate, Singapore
and Caroline Dawson, senior
associate, London, also contributed
to this article.
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Asia grapples to harmonise
regulatory structures
A flexible approach is vital when navigating the disparate regulatory structures
governing securities based lending in Asia, writes Paul Golden
It is important to recognise that Asia is
comprised of many different countries
and markets, each with their own national priorities and expectations and at
differing stages of development from a

securities lending point of view.
As Roy Zimmerhansl, global head of
securities lending at HSBC notes, there
are many examples of different rules for
capital raising, short selling and corpo-

Low touch mature securities lending
markets - such as Australia and Japan
- are similar in their operating models and
are significantly different to markets such
as Taiwan where a local intermediary is
required to conduct business
– Donato D’Eramo, RBC Investor & Treasury Services
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rate actions.
Simon Lee, managing director, head
of business development for eSecLending Europe observes that despite the
differences in rules and regulations - as
well as operational nuances - the majority of developed markets in Asia operate
under similar structural frameworks.
“As regulators look to facilitate lending
in new markets, we see certain similarities in their approach and proposed
frameworks.”
In markets where the framework to
support securities lending may be described as ‘non-standard’ and where
there may be additional operational,
regulatory or other considerations to
take into account, lenders will assess the
revenue opportunity open to them in
lending in that market. They will then
make a decision to lend or not based on
the goals and objectives of their securities lending programme, alongside their
broader investment strategy and activities in that market.
Regulation continues to be a major
consideration impacting demand and
supply dynamics. Balance sheet and
capital efficiency (driven by regulatory
requirements) remains a top priority
amongst borrowers and this has translated into rising borrower demand
for high quality liquid assets such as
sovereign debt (whilst asset demand
across the industry has generally been
declining post global financial crisis)
and an increasing preference for exposure to lenders with flexibility in collateral requirements and preferential risk
weighted asset weightings.
That is the view of State Street’s head
of securities finance Asia Pacific, Jansen
Chua, who adds that this potentially
presents opportunities for lenders to extract incremental value and greater loan
balances within the context of a risk ad-
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justed return analysis.
One of the key issues in the current
global financial landscape is collateral
fragmentation and the related challenges of mobilising assets held in one
market and using them as collateral to
cover exposures in another, said Clearstream’s head of global funding & financing sales & relationship management, Brenda Bol. This has forced banks
to leave pools of collateral in each of the
markets in which they operate, leading
to inefficiencies.
In Europe, T2S can be seen as a way to
harmonise settlement processes across
the eurozone, she continues. “However, global markets also require solutions. The US and Japan, for example,
remain important pools of collateral for
which T2S cannot provide a solution.
It is therefore up to other market infrastructure providers to work on solutions to overcome this global challenge.
Improvement of market links and partnerships with other Central Securities
Depositories are key to providing market participants with efficient ways to
mobilise assets, thus reducing the need
to create buffers to compensate operational inefficiencies.”
One of the many consequences of the
evolving regulatory landscape is a continued increase in the number of collateral swap transactions, suggests Olivier

Roy Zimmerhansl, HSBC: There are
many examples of different rules
for capital raising, short selling and
corporate actions.
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De Schaetzen, head of product solutions
- collateral management at Euroclear.
For example, beneficial owners looking to efficiently invest their portfolio
in a secured way are now lending their
US Treasury bills and European or Australian government bonds in exchange
for Japanese government bonds - or
lending Japanese government bond in
return for a wide range of collateral options, he said.
“Because of regulatory requirements,
Asia is also becoming more connected
to the global collateral management
community where all sizeable actors of
the over-the-counter (OTC) derivatives
world are, or will soon be, required to
exchange margin. Until now, firms active in the OTC world have always preferred to receive high quality securities
collateral as initial margin. As margin
volumes increase, the demand for high
quality assets is also rising which in turn
is driving up securities lending activity
in Asia as firms increasingly turn to collateral swaps to tap into the pool of high
quality assets.”
Despite Asia’s regulatory fragmentation, it is not unreasonable to expect the
gradual convergence of securities lending rules over time suggests Dane Fannin, head of capital markets Asia Pacific
at Northern Trust.
“Asian economies are all developing
at a different pace and hence regulators
will have differing priorities in respect
of their ability and willingness to make
changes to securities lending rules that
align with a standardised model. However, if one observes the overarching
regulatory trends out of other major
hubs and recognises that ultimately
there are clear benefits for the market
and for participants in the pursuit of
greater standardisation, it is reasonable
to expect Asia to follow this trajectory.”
Potential benefits of harmonisation
are better performance and efficiency
for the market. Paul Solway, managing
director and regional head of securities
finance Asia Pacific at BNY Mellon Markets notes that PASLA is working with
the Asia Pacific Financial Forum, which
in turn is developing a roadmap for
APEC finance ministers to improve the
region’s financial market infrastructure
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Brenda Bol, Clearstream: One of
the key issues in the current global
financial landscape is collateral
fragmentation and the related
challenges of mobilising assets
held in one market and using them
as collateral to cover exposures in
anotheror different avenues for yield

through improved connectivity and
interoperability across the Asia Pacific
markets. Securities lending and repo is
just one of many streams that the Asia
Pacific Financial Forum has developed.
“Intermediaries such as agent lenders and prime brokers are employed to
facilitate, empower, advise and protect
their respective buy side clients, which
is why continued education of products
and market nuances is so important,” he
adds.
“Likewise, industry bodies such as
ASIFMA, PASLA and AIMA all have
an advocacy role to play across mature
and emerging markets alike across Asia
in order to continue the pursuit of best
market practice.”
However, RBC Investor & Treasury
Services’s managing director, global
head of securities lending, Donato
D’Eramo, said harmonisation is unlikely in the near term. “Low touch mature securities lending markets - such as
Australia and Japan - are similar in their
operating models and are significantly
different to markets such as Taiwan
where a local intermediary is required
to conduct business,” he concludes.
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Preparing for an inspection

By Greg Heaton, senior consultant, Timothy Loh LLP
On October 30, 2017, the Securities and
Futures Commission (SFC) announced
a thematic review on prime services
and equity derivatives. Thematic reviews often result in changes to regulations and, for individual firms, may
result in compliance advice letters requiring changes in operating practices
or, more ominously, enforcement action. In this article, we explore possible reasons for this review, provide our
perspective on how this review may affect the industry and offer suggestions
on how to handle the review.
In its circular dated October 30, 2017,
SFC announced a Thematic Review
on Prime Services and Equity Derivatives Activities with the objectives of
(i) identifying potential conduct issues
arising from prime brokerage practices,
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(ii) assessing internal controls in place,
and (iii) providing guidance on how
risks are managed.
Reasons for the review
The circular did not identify any specific areas of concern. In contrast, historically, the SFC has undertaken thematic reviews in reaction to specific
perceived problems. For example, the
SFC last year commenced a thematic
review on best execution, after reportedly observing frequent deficiencies
during routine inspections, such as inadequate controls to avoid conflict of
interest and lack of priority to client orders over principal orders. Equally, for
example, last year the SFC conducted
a thematic review on algorithmic trading, in reaction to various concerns,
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including that firms commonly had
insufficient controls to prevent the generation of algorithmic orders which
might adversely affect market integrity.
Rather, the circular cites growth of
the hedge fund industry and asset
management business in Hong Kong
as the “development” necessitating the
thematic review. Notably, that growth
is a multi-decade trend, not a recent
phenomenon. In that context, there are
a number of other possible reasons for
the review:
The review may be a catch-up exercise to improve the SFC’s understanding of market practices in prime broking.
The review may be part of the SFC’s
response to broader international initiatives, such as standards for custody
of fund assets promulgated by the
International Organisation of Securities Commissions (“IOSCO”). The
standards include, for example, the appointment of a fund custodian that is
functionally independent of the fund’s
manager. Similarly, the review may be
a step toward implementation of recommendations by the Financial Stability Board on “shadow banking” risks
arising from securities lending and
repos.
The review may enable the SFC to
obtain further information related to
its development of an OTC derivatives regulatory regime, including the
new Type 11 (dealing in OTC derivatives) and Type 12 (providing client
clearing services for OTC derivatives)
regulated activities, in respect of which
legislation has been passed but not
yet brought into operation. This project dates back to an IOSCO task force
in 2010. Lack of progress suggests the
project fell into a black hole, but it will
emerge again at some point.
What to Expect
The review is likely to result in clarifications to regulatory conduct expectations, which will likely to be expressed
through changes to the Fund Manager
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Code of Conduct, as foreshadowed in
the SFC’s November 2016 Consultation Paper on Proposals to Enhance
Asset Management Regulation and
Point-of-sale Transparency. Although
the SFC has characterized these as
high-level principles-based proposals,
they include some prescriptive expectations in relation to matters such as
custody arrangements, liquidity risk
management controls, collateral valuation policies for securities lending, and
disclosure of leverage. From the prime
brokers’ perspective, these and other
requirements imposed on fund managers will impact the services that prime
brokers are expected or able to provide
to their fund and fund manager clients.
Preparing for an inspection
Prime brokers should now prepare for
SFC requests for information and onsite inspections. Demonstrating preparedness and cooperation can go a
long way to dampening an inquisitive
inspector’s ambitions for finding anything untoward within your firm, and
encouraging them to devote their energies to targets elsewhere.
Centralizing Communications
To maximize efficiency and consistency, firms should be ready to appoint
a contact person who can receive requests from the SFC for information or
meetings. The person should be an employee who is familiar with the firm’s
policies and procedures, although they
cannot alone be responsible for answering the SFC’s questions. Rather
they will need to direct the requests
to appropriate individuals within the
firm, if necessary after seeking clarification from the SFC to understand
exactly what they are looking for, and
then coordinate responses.
Control of Information Flow
Responses to SFC requests should be
truthful and concise and, where appropriate, supported by relevant records
or other documentation. The employee
responsible for coordinating responses
should check through documents before they are provided to the SFC, to
ensure their relevance and to identify
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Prime
brokers
should now
prepare for
SFC requests
for information
and on-site
inspections.

any possible areas of control weakness.
They should keep a record of what
documents have been provided and
who the SFC has spoken to. As the SFC
could request an inspection at short notice, prudent planning would include
periodically briefing staff within your
firm about the inspection process. For
example, staff should be aware not to
speculate in an SFC interview on work
in which they have no involvement, as
the SFC cannot expect a person to comment on aspects of the firm’s operations that they don’t know about.
Setting the Scene
A firm should also identify individuals within its senior management who
can attend an opening meeting with
the SFC, at which the company should
be prepared to present the SFC an
overview of its operations as well as
its risk management and compliance
monitoring protocols. Senior management should also be available to deal
promptly with any surprises that may
arise during the inspection. Finally,
they should seek to schedule a closing
meeting with the SFC. This will present an opportunity to probe the SFC
for preliminary comments, particularly
any possible areas of concern, and to
try to resolve all outstanding issues before the SFC prepares its findings.
Evaluating Possible Weaknesses
Firms should also try to anticipate what
documents the SFC is likely to request,
such as the firm’s compliance manual,
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internal control procedures, business
plan, organization chart, client service
agreements and product documentation. They should consider whether
there are any problematic issues that
the SFC might ask about. In light of the
current thematic review, now would be
a good time for prime brokers’ responsible officers to reacquaint themselves
with the SFC’s Management, Supervision and Internal Control Guidelines.
Although antiquated, this document
sets out a number of principles that are
still relevant to prime broking services,
particularly in relation to operational
controls and risk management.
The SFC has endeavoured to frame
this thematic review as a positive opportunity for prime brokers to share
their views on existing regulatory requirements. But SFC enquiries and
on-site inspections can quickly become
a significant imposition on staff time
and company resources. Moreover, it
is inevitable that the SFC will strive to
identify weaknesses within particular
firms, as well as across the industry.
This will likely lead ultimately to the
SFC issuing compliance advice letters
to some firms, and potentially in some
cases to commencement of disciplinary
action.
Timothy Loh LLP is an
internationally recognized Hong
Kong law firm focused on mergers
& acquisitions, litigation and
general financial markets and
financial services matters.
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Asian clients move to
diversify strategies
Asian clients have shown a willingness to explore collateral options and work with
other market participants to mitigate risk, writes Paul Golden

While some still have memories of
cash re-investment losses back in
2008, a sensible and thoughtful mandate
can provide not only safe (but also
additional) alpha returns
– Paul Solway, BNY Mellon Markets
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According to DataLend, collateral used
when borrowing Asian securities is split
approximately 20% cash - 80% non-cash
collateral.
Japanese government bonds are the
main asset class for Japanese asset owners in collateral swap transactions, while
core market government bonds such as
US Treasuries are the standard when receiving collateral, explains Euroclear’s
head of product solutions - collateral
management, Olivier De Schaetzen.
“Japanese government bonds are
also widely used in liquidity driven
transactions or over-the-counter derivatives margining,” he said. “With negative rate level prevailing in Japan, there
is a strong demand to optimise these
bonds.”
However, such collateral is relatively
expensive for borrowers to ‘carry’ and/
or finance and their preference is still for
equities that they tend to naturally hold
according to Paul Solway, managing
director and regional head of securities
finance Asia Pacific at BNY Mellon Markets, who adds that premium fees remain available for lenders who are able
to accept main index, global equities
which naturally command additional
margin in order to protect any unforeseen market volatility.
Cash collateral remains the final option for lenders and it represents a relatively small proportion of aggregate
pools of collateral for Asia, he said.
“While some still have memories of
cash re-investment losses back in 2008,
a sensible and thoughtful mandate can
provide not only safe (but also additional) alpha returns.”
Asia Pacific lenders have been quick
to take advantage of the opportunities
arising from the regulatory changes specifically Basel III - and were quick
to approve taking equities as collateral
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said JP Morgan’s global head of agent
lending and collateral management,
Ben Challice.
It makes sense that clients who have
the best expertise in managing these assets have been early adopters, he continues. “Clients locally have also been keen
to undertake term loans to extract additional value from their lending book as
we helped them understand the drivers
of the trade and manage the risk/reward profile.”
Whilst third party lending is less commonplace in Asia, eSecLending Europe
head of business development, Simon
Lee, refers to an uptick in interest in recent years as lenders explore alternative
routes to market and expects this trend
to continue through 2018 and beyond.
He also expects to see other aspects of
the wider global securities lending industry become more familiar amongst
lenders in Asia. These include:
• Increasing participation in securities
lending programmes within the fund
management sector
• In-house management of cash collateral to support other business functions
• Outsourcing of self-managed securities lending desks
• Use of both exclusive and discretionary trade structures as routes to market
• Increased use of peer-to-peer trades
for both lenders and borrowers
Lenders globally look for security
from their collateral, but given the high
proportion of sovereign institutions acting as lenders in the region, it is especially true in Asia where high quality
collateral such as AAA-rated sovereign
bonds, US Treasuries and cash still dominate collateral schedules said Jansen
Chua, head of securities finance Asia
Pacific at State Street.
With a prevalence of high quality liquid assets in their portfolios and a long
term investment horizon, Asian asset
owners are in a favourable position to
benefit from changing demand dynamics driven by regulatory requirements
and are increasingly exploring flexibility in collateral schedules and also considering alternative routes to market,
adds Chua.
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Zubair Nizami, head of global securities lending trading for Asia Pacific at
Brown Brothers Harriman suggests a
more relevant theme is the active versus
passive debate in the investment manager space.
This has translated into significant
changes in sentiment towards securities lending, with many ETF and passive fund providers not only engaging
in securities lending but also acting as
advocates, he said.
“This positive engagement has spilled
over into the active managers’ space as
they look for different avenues for yield,
thereby providing a healthy pipeline of
new business. For a growing number of
institutional investors, the opportunity
to offset fees with lending revenues is
increasingly attractive.”
Third party risk management tools
have greatly enhanced the ability of
lenders and borrowers to monitor risk
in real time, said Sam Pierson, director
IHS Markit Securities Finance.
“As beneficial owners look for additional revenue in markets where they
may previously have not lent, the availability of risk monitoring tools is essential,” he said.
Recent regulatory developments under the European Market Infrastructure
Regulation (Emir) in Europe and DoddFrank in the US to reduce systemic
counterparty and operational risk have
not triggered similar requirements in
Asian countries.
However, Brenda Bol, head of global
funding & financing sales and relationship management for Clearstream notes
that they are all following these rules
and observe the impacts that such rules
would create in their markets, which
tends to infer that Asian risk appetite is
less visible in this respect.
Following the financial crisis of 2008,
many buy side clients either stopped
lending or took much of the risk management decision making processes inhouse. As the market has normalised it
makes sense for lenders and their agents
- as well as borrowers and their brokers
- to work together to develop an optimal
risk mitigating strategy that is right for
the respective buy side clients.
Solway observes that all institutional
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This positive
engagement
has spilled over into
the active managers’
space as they look for
different avenues for
yield
– Zubair Nizami, Brown
Brothers Harriman
borrowers and lenders, agents and brokers have invested heavily in their risk
management personnel and systems
and this heightened expertise is making the risk/reward profile of securities
lending a much more palatable offering. As a result, beneficial owners and
other asset managers are entering or reentering into a viable securities lending
programme.
“Clients tend to start with securities based lending and then move onto
more complex structures that fit within
with acceptable risk and execution mandates,” he said.
The perceived ‘old-school’ opaqueness of securities-based lending has all
but disappeared, concludes Solway.
“Regulation demands and technology
facilitates greater transparency in the
financial marketplace and securities finance is no longer an outlier. Instead it
now plays an essential role in the liquidity lifecycle of Asian securities, both equities and fixed income.”
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The Asian advantage
The ability to lend across a range of markets - both from a stock loan and a
synthetic perspective - is a major advantage for Asian securities based lending
market participants writes Paul Golden
Adam Smith, head of equity finance
trading, equities, Asia Pacific at HSBC
observes that synthetic options are frequently used in Asia to offer market access to clients in countries that don’t have
a stock lending framework.
“More so, however, and due to the
fragmented nature of the Asian markets,
many institutional clients utilise the synthetic route in order for their prime or
synthetic-prime broker to manage the
operational and regulatory complexity
of the many different markets on their
behalf,” he said. “The volume of synthetic trades involving markets that do
not have a functioning stock lending
framework is a small percentage of total
transactions, but this is somewhat driven
by the lack of supply.”
There is significant interaction between securities based lending, repo and
synthetics, all of which are used extensively in the region whether the objective
is market access or financing.
With Asian equities becoming more
widely accepted as collateral and increased pressures on balance sheet due
to regulatory leverage and liquidity constraints, Smith describes equity financing
in the region as a real growth story.
“As equities treatment under the LCR
and NSFR rules are fairly punitive it is
crucial for many brokers to be able to
refinance their positions in order to optimise their balance sheet,” he explains.
Whether the solution is synthetic or via
stock lending will be driven by factors
such as the availability of a stock lending
market, the cost of stamp duty on equity
hedges and the regulatory framework of
the markets in which they are acting.
Being unable to offer synthetic solutions in Asia does limit the utilisation that
a lender might be able to achieve from a
diversified Asian portfolio. However, the
markets where stock lending is not available currently account for a relatively
small percentage of the regions flow.
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Adam Smith, HSBC

Jansen Chua, State Street

“This may be partially to do with the
lack of a stock lending infrastructure
which does help bringing liquidity to
the market, but in general the impact is
small,” adds Smith. “However, due to a
lack of supply in these markets, the lenders with inventory available synthetically benefit from much wider borrow
spreads than those found in the more
liquid securities based lending markets.”
When asked which types of borrowers are attracted to synthetic solutions, he
notes that brokers will look to synthetic
solutions as a way of sourcing inventory
that may not be available via stock lending avenues, but also increasingly as a
balance sheet optimisation tool.
“In addition, institutional clients in
many Asian markets often prefer to trade
through a synthetic solution due to the
operational and regulatory complexity
of the region,” continues Smith. “Brokers
may also offer competitive financing
rates to encourage the client to trade synthetically if the broker has counter flows
which it can net off.”
State Street’s head of securities finance
Asia Pacific, Jansen Chua, notes that the
region’s emerging markets are seen as
the next growth opportunity for securities lending participants, although the
ability to monetise remains tied to key
issues as such investor demand, developments in the local regulatory environment and the establishment of market
infrastructure.

“Indonesia, the Philippines, Vietnam
and Cambodia are markets which attract demand interest, but supply is
constrained by the lack of a regulated
securities lending market which pushes
borrowers towards synthetic solutions in
the interim,” he said. “China and India
are perhaps viewed as the key growth
markets in Asia Pacific with significant
opportunities for both borrowers and
lenders alike. Whilst there have certainly
been positive developments in recent
years, there still remains a need for market infrastructure and a regulatory environment that would support securities
lending activity.”
Brenda Bol, head of global funding &
financing sales & relationship management for Clearstream explains that beneficial owners - including central banks
and sovereign wealth funds - are participating in the securities lending markets
via traditional securities based lending/
agency lenders and also utilising repos to
loan out securities.
“As the bulk of these trades are collateralised by cash and some are covered
by agency lender indemnity, it creates
balance sheet burdens amid implementation of Basel III,” she adds. “We have seen
lenders being approached by broker/
dealers to convert some parts of these
cash-based securities loan trades into synthetics in order to reduce balance sheet
consumptions - for example, turning a
stock loan into total return swaps.”
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Beneficial Owners survey 2018

World’s top agency
lenders maintain standards

The world’s top lending agent once again set
high standards in a highly-competitive market,
writes Luke Jeffs
The Global Investor/ ISF 2018 Beneficial Owners survey polled some of the
world’s main beneficial owners on the
performance of their key lending suppliers, comprising both lending services
provided by their custody clients and
agent lenders.
The 2018 results are consistent with
previous years, including 2017, which
saw a spread of results with various
lending firms winning the top prizes in
different regions and specialisms.
The results are based on a survey of
101 beneficial owners, including large
asset managers, mutual fund managers and pension funds as well as central
banks, insurance companies and corporations.
The winner of the weighted All Lenders category was State Street. The US
banking giant claimed top spot for 2018
and reversed the 2017 result when it
was narrowly third behind J.P. Morgan
in first and Goldman Sachs Agency
Lending (GSAL). This year J.P. Morgan
was second and GSAL was third.
The results were mixed by region however. J.P. Morgan won the best weighted
provider in the Asia-Pacific, State Street
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was the best weighted lender in the
Americas and Deutsche Bank Agency
Securities Lending (ASL) claimed the
gong for Europe.
In the 2018 unweighted rankings,
GSAL was the top provider, beating eSecLending, State Street, Deutsche Bank
ASL and J.P. Morgan, all of which were
within just 0.07 points of each-other.
Last year was similarly tight, when
GSAL narrowly beat eSecLending, J.P.
Morgan, State Street and Deutsche Bank
ASL in that order.
For 2018, J.P. Morgan was the top performer in Asia Pacific, GSAL was preeminent in the Americas and Deutsche
was best in Europe.
The survey also polled beneficial owners on their perceptions of agent lenders
and firms whose offer lending as well as
part of a larger custodial offering.
GSAL was ranked the top agent lender
while State Street was the top custodian
in both the weighted and unweighted
categories.
State Street:
State Street was the top-ranked lenders
across all categories in the weighted di-
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vision. The US firm scored 6.86, which
was enough to beat its main rivals J.P.
Morgan and GSAL into second and
third spots, according to the respondents to the Global Investor/ ISF survey.
This reversed last year’s results when
State Street (6.60) was narrowly beaten
into third by J.P. Morgan (6.73) and
GSAL (6.65).
State Street amassed in 2018 a global
total score of 20.59 and was ranked topweighted supplier in the Americas, second in Asia-Pacific behind J.P. Morgan
and third in Europe behind Deutsche
Bank ASL and Citi.
State Street also returned impressive
results by function. The US group was
top-ranked in the weighted category for
almost every custody function: collateral management; engagement on corporate actions; income generated; lending
programme management; market coverage; programme customisation; market and regulatory updates; relationship
management; risk management; and
settlement and responsiveness.
Among the custody suppliers, State
Street also performed well. It was topranked globally and was the top pick in
the Americas, a close second to Citi in
Europe and not far behind J.P. Morgan
in Asia-Pacific.
The beneficial owners were unsurprisingly complimentary about the performance of State Street.
One respondent said: “State Street provides a very good level of customer service from securities lending relationship
managers and operations contacts.”
Another respondent said in their
notes: “We are very satisfied with the
State Street offer. Their services are very
reliable and high quality. I feel enthusiastic, energetic and positive behaviour
from them.”
One respondent was particularly positive about State Street’s performance in
its home market. The individual said:
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ALL LENDERS (WEIGHTED)
COMPANY
Citi
Deutsche Agency Lending
eSecLending
Goldman Sachs Agency Lending
J.P. Morgan
RBC Investor & Treasury Services
State Street

EMEA
6.87
6.94
5.29
5.88
6.79
4.72
6.84

AMERICAS
6.11
4.95
5.99
6.88
6.85
4.78
7.58

ASIA PACIFIC
5.13
X
X
X
6.26
X
6.17

GLOBAL TOTAL
18.11
11.89
11.28
12.76
19.90
9.50
20.59

AVERAGE
6.04
5.95
5.64
6.38
6.63
4.75
6.86

ALL LENDERS (UNWEIGHTED)
COMPANY
Citi
Deutsche Agency Lending
eSecLending
Goldman Sachs Agency Lending
J.P. Morgan
RBC Investor & Treasury Services
State Street

EMEA
6.27
6.80
6.50
6.72
6.57
6.27
6.63

AMERICAS
6.37
6.22
6.55
6.63
5.96
6.15
6.22

ASIA PACIFIC
5.48
X
X
X
6.81
X
6.71

GLOBAL TOTAL
18.12
13.02
13.05
13.35
19.34
12.42
19.56

AVERAGE
6.04
6.51
6.53
6.68
6.45
6.21
6.52

“State Street provides excellent returns
in US government and US equity lending.”
State Street was comfortably ranked
top US provider in every weighted category, according to the Global Investor/ ISF 2018 survey.
The US financial services giant was
also highly ranked in terms of innovation. One respondent said: “State Street
has been proactive to come-up with
innovative ways to increase security
lending income from our account.”
Another firm went further, saying:
“We launched a fund that uses a credit
facility funded by cash collateral from
securities lending.”
Goldman Sachs Agency Lending:
Goldman Sachs Agency Lending
(GSAL) was top in the unweighted category with 6.68, above eSecLending at
6.53, State Street at 6.52, Deutsche Bank
ASL at 6.51 and J.P. Morgan at 6.45.
The unweighted win follows the same
result last year when GSAL scored 6.77
in the unweighted category, topping
eSecLending with 6.67, J.P. Morgan
with 6.57 and State Street with 6.56.
In the weighted group, GSAL received an overall score of 6.38, narrowly behind State Street with 6.86 and J.P.
Morgan’s 6.63.
Regionally, GSAL was ranked first
in the Americas in the unweighted
category and second behind Deutsche
Bank (ASL) in Europe.
In the weighted section, GSAL was
second behind State Street for lending
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services in the Americas.
In 2018, the agency lender also scored
well in the individual service categories. GSAL was top among its unweighted peer group in nine of the 12
functional categories: engagement on
corporate actions; market coverage in
developed markets; market coverage
for collateral management; emerging
markets; programme customisation;
market and regulatory updates; relationship management; reporting transparency; and risk management.
When compared to other agent lenders, GSAL also fared well. The business was the highest overall scorer in
both the weighted and unweighted
lists, top in the Americas and second to
Deutsche in Europe by both measures.
Ranked against the other agency
lenders, GSAL was top-rated for every
individual service in the unweighted
list except income generated, and settlement and responsiveness (both
Deutsche Bank ASL) and lending programme parameter management (eSecLending).
In the weighted section, GSAL swept
the board, taking top rating in every
one of the 12 categories.
Those beneficial owners that provided comment were glowing in their
praise. One said: “GSAL consistently
delivers top notch customer service
and is a true leader in the industry. As
a firm, we rely heavily on GSAL for
guidance on regulatory changes and
industry insights. They are instrumental in our board reporting process and
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are thought of highly by our board as a
result of their experience with GSAL.”
Another owner commented: “GSAL is
pro-active and shows good market access on equities and government bonds.
GSAL has a high level of customisation
and flexibility on the lending program
to facilitate the lender needs.”
One said: “Overall excellent relationship management. Very constructive
in trying to solver operational issues
that popped up.” Another added: “Excellent communication and client service.”
GSAL was also highly-rated on its approach to innovation.
“They provide outstanding service,
are great problem solvers and have excellent communication across organisations,” said one respondent.
Another said: “Goldman Sachs
Agency Lending consistently delivers
performance and customisation at the
levels we require to conduct business
in the lending space.”
“They provide outstanding service,
are great problem solvers and have excellent communications across organisations,” said another.
The unit was particularly rated for
the work it has done to ensure clients
are up-to-speed with the many and
vast regulatory reforms in play at the
moment.
“GSAL have been very proactive in
keeping up with regulatory reform and
engaging with clients to develop appropriate reporting,” said one respondent. Another added: “Key collaborator,
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understanding our data needs, for
Securities and Exchange Commission
Data Reporting Modernisation.”
J.P. Morgan:
The US banking giant had another
strong year, following from its success

in 2017 when it was ranked top among
the weighted lending suppliers and
third in the unweighted.
Last year, it had a weighted ranking
of 6.73, beating GSAL with 6.65 and
State Street with 6.60. In 2018, J.P. Morgan was second in the weighted league

with 6.63, narrowly behind the winner
State Street with 6.86.
The US bank was fifth in the hotly
contested unweighted category, scoring
6.45. This left JP behind GSAL (6.68), eSecLending (6.53), State Street (6.52) and
Deutsche Bank ASL (6.51).

ALL LENDERS SERVICE CATEGORIES (WEIGHTED)
COMPANY
COLLATERAL
HANDLING OF
INCOME
LENDING PROGRAMME
MANAGEMENT
CORPORATE
GENERATED VS
PARAMETER
		
ACTIONS/ DIVIDENDS
EXPECTATION
MANAGEMENT
Citi
6.71
4.31
7.98
5.74
Deutsche Agency Lending
X
X
8.20
5.45
eSecLending
X
3.94
7.83
5.60
Goldman Sachs Agency Lending
X
4.48
8.54
6.06
J.P. Morgan
7.36
4.54
8.71
6.57
RBC Investor & Treasury Services
5.23
3.24
6.66
4.18
State Street
7.49
4.87
9.60
6.82
COMPANY
DEVELOPED
EMERGING
PROGRAMME
PROVISION OF MARKET
MARKET
MARKET
CUSTOMISATION
& REGULATORY UPDATES
COVERAGE
COVERAGE
Citi
3.99
2.99
4.79
2.95
Deutsche Agency Lending
3.76
X
X
3.02
eSecLending
3.87
2.83
4.59
3.02
Goldman Sachs Agency Lending
4.27
3.09
5.18
3.40
J.P. Morgan
4.65
3.19
5.25
3.40
RBC Investor & Treasury Services
3.28
2.34
3.63
2.30
State Street
4.74
3.46
5.45
3.73
COMPANY
RELATIONSHIP
REPORTING AND
RISK
SETTLEMENT AND
MANAGEMENT
TRANSPARENCY
MANAGEMENT
RESPONSIVENESS
				RECALLS
Citi
6.95
7.09
10.59
7.89
Deutsche Agency Lending
6.63
7.22
10.09
7.26
eSecLending
6.70
7.06
9.74
7.09
Goldman Sachs Agency Lending
7.35
8.04
10.95
7.83
J.P. Morgan
7.79
8.75
11.68
8.41
RBC Investor & Treasury Services
5.48
5.66
8.08
5.74
State Street
7.82
8.63
12.14
8.73
ALL LENDERS SERVICE CATEGORIES (UNWEIGHTED)
COMPANY
COLLATERAL
HANDLING OF
INCOME
LENDING PROGRAMME
MANAGEMENT
CORPORATE
GENERATED VS
PARAMETER
		
ACTIONS/ DIVIDENDS
EXPECTATION
MANAGEMENT
Citi
6.28
6.45
5.81
6.15
Deutsche Agency Lending
X
X
6.64
6.43
eSecLending
X
X
6.42
6.67
Goldman Sachs Agency Lending
X
6.88
6.38
6.63
J.P. Morgan
6.47
6.26
5.95
6.47
RBC Investor & Treasury Services
6.33
6.09
6.25
6.09
State Street
6.44
6.59
6.33
6.56
COMPANY
DEVELOPED
EMERGING
PROGRAMME
PROVISION OF MARKET
MARKET
MARKET
CUSTOMISATION
& REGULATORY UPDATES
COVERAGE
COVERAGE
Citi
6.11
6.17
6.20
5.67
Deutsche Agency Lending
6.43
X
X
6.38
eSecLending
6.67
6.58
6.58
6.42
Goldman Sachs Agency Lending
6.69
6.64
6.81
6.63
J.P. Morgan
6.65
6.22
6.26
6.10
RBC Investor & Treasury Services
6.50
6.25
6.36
6.00
State Street
6.63
6.60
6.33
6.44
COMPANY
RELATIONSHIP
REPORTING AND
RISK
SETTLEMENT AND
MANAGEMENT
TRANSPARENCY
MANAGEMENT
RESPONSIVENESS
				RECALLS
Citi
6.38
5.71
6.33
6.48
Deutsche Agency Lending
6.71
6.43
6.64
6.57
eSecLending
6.83
6.33
6.42
6.42
Goldman Sachs Agency Lending
6.88
6.63
6.69
6.56
J.P. Morgan
6.60
6.50
6.45
6.37
RBC Investor & Treasury Services
6.42
5.83
6.17
6.00
State Street
6.44
6.28
6.50
6.44
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J.P. Morgan also scored well in the
regional rankings. It was top for the
weighted and unweighted categories
for Asia-Pacific, beating State Street in
second and Citi in third. It was also narrowly behind State Street in the global
totals, with 19.90 weighted (compared
to State Street’s 20.59) and 19.34 unweighted (versus State Street’s 19.56).
The US firm also came a close second

to State Street in most of the weighted
rankings by function, including: collateral management; engagement on
corporate actions; lending programme
management; market coverage; programme customisation; market and
regulatory updates; relationship management; risk management; and settlement and responsiveness.
J.P. Morgan was the only lender to

beat State Street in one of the weighted
functional rakings, outscoring its rival
with 8.75 for reporting transparency,
compared to State Street’s 8.63.
Among the custodial lenders, J.P.
Morgan again pushed State Street
close on most categories or surpassed
its rival. It was top in this group in
Asia-Pacific for both weighted and unweighted. It was also second in Europe,

CUSTODIAL LENDERS (WEIGHTED)
COMPANY
Citi
J.P. Morgan
RBC Investor & Treasury Services
State Street

EMEA
7.31
6.79
4.72
7.30

AMERICAS
6.52
7.03
4.78
7.58

ASIA PACIFIC
5.05
6.26
X
6.17

GLOBAL TOTAL
18.88
20.08
9.50
21.05

AVERAGE
6.29
6.69
4.75
7.02

CUSTODIAL LENDERS (UNWEIGHTED)
COMPANY
Citi
J.P. Morgan
RBC Investor & Treasury Services
State Street

EMEA
6.42
6.57
6.27
6.94

AMERICAS
6.33
6.08
6.15
6.22

ASIA PACIFIC
5.35
6.81
X
6.71

GLOBAL TOTAL
18.10
19.46
12.42
19.87

AVERAGE
6.03
6.49
6.21
6.62

CUSTODIAL LENDERS SERVICE CATEGORIES (WEIGHTED)
COMPANY
COLLATERAL
HANDLING OF
INCOME
LENDING PROGRAMME
MANAGEMENT
CORPORATE
GENERATED VS
PARAMETER
		
ACTIONS/ DIVIDENDS
EXPECTATION
MANAGEMENT
Citi
6.27
4.50
8.61
6.00
J.P. Morgan
7.41
4.52
8.93
6.56
RBC Investor & Treasury Services
5.23
3.24
6.66
4.18
State Street
7.59
4.94
9.79
6.97
COMPANY
DEVELOPED
EMERGING
PROGRAMME
PROVISION OF MARKET
MARKET
MARKET
CUSTOMISATION
& REGULATORY UPDATES
COVERAGE
COVERAGE
Citi
4.09
3.09
4.85
3.06
J.P. Morgan
4.70
3.24
5.28
3.47
RBC Investor & Treasury Services
3.28
2.34
3.63
2.30
State Street
4.85
3.54
5.56
3.80
COMPANY
RELATIONSHIP
REPORTING AND
RISK
SETTLEMENT AND
MANAGEMENT
TRANSPARENCY
MANAGEMENT
RESPONSIVENESS
				RECALLS
Citi
7.20
7.35
11.16
8.29
J.P. Morgan
7.85
8.82
11.77
8.08
RBC Investor & Treasury Services
5.48
5.66
8.08
5.74
State Street
7.92
8.73
12.39
8.84
CUSTODIAL LENDERS SERVICE CATEGORIES (UNWEIGHTED)
COMPANY
COLLATERAL
HANDLING OF
INCOME
LENDING PROGRAMME
MANAGEMENT
CORPORATE
GENERATED VS
PARAMETER
		
ACTIONS/ DIVIDENDS
EXPECTATION
MANAGEMENT
Citi
5.71
6.38
6.00
6.08
J.P. Morgan
6.53
6.28
6.11
6.50
RBC Investor & Treasury Services
6.33
6.09
6.25
6.09
State Street
6.47
6.63
6.41
6.65
COMPANY
DEVELOPED
EMERGING
PROGRAMME
PROVISION OF MARKET
MARKET
MARKET
CUSTOMISATION
& REGULATORY UPDATES
COVERAGE
COVERAGE
Citi
5.92
6.00
5.92
5.57
J.P. Morgan
6.72
6.35
6.33
6.22
RBC Investor & Treasury Services
6.50
6.25
6.36
6.00
State Street
6.73
6.71
6.41
6.53
COMPANY
RELATIONSHIP
REPORTING AND
RISK
SETTLEMENT AND
MANAGEMENT
TRANSPARENCY
MANAGEMENT
RESPONSIVENESS
				RECALLS
Citi
6.29
5.64
6.36
6.50
J.P. Morgan
6.67
6.56
6.50
6.11
RBC Investor & Treasury Services
6.42
5.83
6.17
6.00
State Street
6.47
6.29
6.59
6.47
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the Middle East and Africa in the unweighted list and second in the Americas when weighted.
JP was also the top lender for collateral management, relationship management and reporting transparency
in the unweighted group, according to
respondents.
Reflecting the high ratings they gave
to the bank, the beneficial owner respondents to the survey had good
things to say about J.P. Morgan’s lending programme.
One said: “J.P. Morgan has made numerous improvements to their securities lending reporting suite over the
last few years. We’re pleased with the
reporting capabilities and transparency
this provides into the program. We also
receive a high-level of customer service
from securities lending relationship
managers and operations contacts.”
Another owner said: “Excellent relationship management and very nimble
intrinsic value lending agent. Always
thinking of clients’ risk profile, forward
thinking and taking necessary steps to
prevent any regulatory issues prior to
changes taking effect.”
A third participant said simply: “First
class offering, delivered by a first class
team.”
The US bank also scored high in
terms of innovation: “One participant
said: “Their reporting suite is excellent
as well as communication and updates
on the markets.”
Another beneficial owner said JP was

“proactive in expanding revenue opportunities” with “kind and excellent
personnel”. The personal aspect was
emphasised by another participant
who said: “Because they offer a complete service, everything is thought of
and covered.”
Deutsche Bank Agency
Securities Lending:
Deutsche Bank Agency Securities
Lending repeated in 2018 its performance from last year when it came
fifth in the weighted listed of all securities lending providers. This year
Deutsche scored 5.95, narrowly behind Citi’s 6.04 and the top three of
State Street, J.P. Morgan and GSAL.
Deutsche Bank ASL is very strong in
Europe. The German bank’s lending
arm was ranked top for Europe, the
Middle East and Africa in the weighted list, where it scored an impressive
6.94, and the unweighted section with
6.80.
Deutsche, unlike some of its peers,
does not offer all of the functions listed
in the survey but it excels in some of
those it does offer. The German lender
was listed top for income generated,
and settlement and responsiveness, in
the unweighted list.
It was second among its peers in the
unweighted list for relationship management and risk management, and
third for reporting transparency.
Among the list of agent lenders,
Deutsche Bank ASL was again preemi-

nent in Europe in both the weighted
and unweighted list. It was also top
among its unweighted agent lending
peers for income generated, and settlement and responsiveness, and second for collateral management, programme customisation and reporting
transparency.
One participant said: “We very much
appreciate the high quality of the securities lending services and the flexibility with regard to the programme parameters and reporting that Deutsche
Bank Agency Securities Lending provides to us.”
Another lender said: “Our agent
lender responds very quickly to any
questions or issues we may have at
any given time. The agent client and
relationship services works very well
with our portfolio investment and securities settlement function. Our agent
lender has been extremely helpful in
when involved in communications
with our fiscal operations, internal audit and external audit.”
One lender said: “Overall we are
very satisfied with the services provided by Deutsche Bank.”
Another added: “We are very
pleased with the results of our lending
program.”
Speaking on Deutsche Bank ASL’s
ability to innovate, one lender said:
“Through periodic calls, this provider
has indicated the status of fixed income lending and the various classes
of securities. They had the most inno-

DATALEND PORTFOLIO
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REVIEW all your securities lending data in one place
with the new DataLend Portfolio. Whether you have
a single- or multi-agent securities lending program,
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you with an aggregated view of your securities
lending activity.
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vative response to an RFP for securities lending last summer. The RequestFor-Proposal (RFP) we published was
very different from the last one 10
years ago. Mostly due to changes in
portfolio composition.”
Another respondent commented on
Deutsche’s lending arm: “Forward
looking handling of German equity
transactions.”
A lender said: “Our experience is
that Deutsche Agency Lending has
assisted in finding innovative ways to
meet our needs.”
THIRD-PARTY AGENT LENDERS (WEIGHTED)
COMPANY
Citi
Deutsche Agency Lending
eSecLending
Goldman Sachs Agency Lending

Citi
The US banking giant consolidated on
its solid performance in 2017, when
it finished fourth in the weighted list
of lenders, by running State Street, J.P.
Morgan and GSAL close again in 2018.
Citi Agency Securities Lending was
fourth this time round with a weighted
score of 6.04.
Citi’s universal approach was seen to
pay-off also as the firm was ranked by
beneficial owners on weighted basis as
the second best lender in Europe, the
fourth best in the Americas and third

in Asia-Pacific.
By function the US investment bank’s
securities lending service also ranked
highly. It was fourth among its unweighted peer group in terms of collateral management, third to GSAL and
State Street for engagement on corporate actions and third to Deutsche Bank
Agency Securities Lending and GSAL
on settlement and responsiveness.
In the weighted list, Citi was fourth to
J.P. Morgan, GSAL and State Street for
relationship management and risk management, and third to State Street and

EMEA
X
6.94
5.29
5.88

AMERICAS
6.18
4.95
5.99
6.88

GLOBAL TOTAL
X
11.89
11.28
12.76

AVERAGE
6.18
5.95
5.64
6.38

THIRD-PARTY AGENT LENDERS (UNWEIGHTED)
COMPANY
EMEA
Citi
X
Deutsche Agency Lending
6.80
eSecLending
6.50
Goldman Sachs Agency Lending
6.72

AMERICAS
6.42
6.22
6.55
6.63

GLOBAL TOTAL
X
13.02
13.05
13.35

AVERAGE
6.42
6.51
6.53
6.68

THIRD-PARTY AGENT LENDERS SERVICE CATEGORIES (WEIGHTED)
COMPANY
COLLATERAL
HANDLING OF
INCOME
LENDING PROGRAMME
MANAGEMENT
CORPORATE
GENERATED VS
PARAMETER
		
ACTIONS/ DIVIDENDS
EXPECTATION
MANAGEMENT
Deutsche Agency Lending
6.42
3.06
8.20
5.45
eSecLending
5.91
3.94
7.83
5.60
Goldman Sachs Agency Lending
7.05
4.48
8.54
6.06
COMPANY
DEVELOPED
EMERGING
PROGRAMME
PROVISION OF MARKET
MARKET
MARKET
CUSTOMISATION
& REGULATORY UPDATES
COVERAGE
COVERAGE
Deutsche Agency Lending
3.76
2.00
4.64
3.02
eSecLending
3.87
2.83
4.59
3.02
Goldman Sachs Agency Lending
4.27
3.09
5.18
3.40
COMPANY
RELATIONSHIP
REPORTING AND
RISK
SETTLEMENT AND
MANAGEMENT
TRANSPARENCY
MANAGEMENT
RESPONSIVENESS
				RECALLS
Deutsche Agency Lending
6.63
7.22
10.09
7.26
eSecLending
6.70
7.06
9.74
7.09
Goldman Sachs Agency Lending
7.35
8.04
10.95
7.83
THIRD-PARTY AGENT LENDERS SERVICE CATEGORIES (UNWEIGHTED)
COMPANY
COLLATERAL
HANDLING OF
INCOME
LENDING PROGRAMME
MANAGEMENT
CORPORATE
GENERATED VS
PARAMETER
		
ACTIONS/ DIVIDENDS
EXPECTATION
MANAGEMENT
Deutsche Agency Lending
6.69
5.33
6.64
6.43
eSecLending
6.63
6.36
6.42
6.67
Goldman Sachs Agency Lending
6.77
6.88
6.38
6.63
COMPANY
DEVELOPED
EMERGING
PROGRAMME
PROVISION OF MARKET
MARKET
MARKET
CUSTOMISATION
& REGULATORY UPDATES
COVERAGE
COVERAGE
Deutsche Agency Lending
6.43
5.00
6.62
6.38
eSecLending
6.67
6.58
6.58
6.42
Goldman Sachs Agency Lending
6.69
6.64
6.81
6.63
COMPANY
RELATIONSHIP
REPORTING AND
RISK
SETTLEMENT AND
MANAGEMENT
TRANSPARENCY
MANAGEMENT
RESPONSIVENESS
				RECALLS
Deutsche Agency Lending
6.71
6.43
6.64
6.57
eSecLending
6.83
6.33
6.42
6.42
Goldman Sachs Agency Lending
6.88
6.63
6.69
6.56
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J.P. Morgan for settlement and responsiveness.
Among the custodial lenders, Citi was
third overall in the weighted group behind State Street and J.P. Morgan. The
owner respondents ranked Citi first
among its custodial peers in Europe,
the Middle East and Africa, and third
behind State Street and J.P. Morgan in
the Americas and Asia-Pacific.
Compared to its custodial peers, Citi
was in the unweighted category first
for settlement and responsiveness, narrowly beating State Street in second,
and second to State Street for engagement on corporate actions.
Citi finished in the weighted group
third to State Street and J.P. Morgan in
most functional categories: collateral
management; engagement on corporate actions; income generated; lending
programme parameter management;
market coverage in developed markets;
market coverage for emerging markets;
programme customisation; market and
regulatory updates; relationship management; reporting transparency; risk
management; and settlement and responsiveness.
One beneficial owner said: “Citi is a
very flexible and accessible partner,
and they consistently look for opportunities to maximise income within a
string risk framework.”
Another said: “Citi is very responsive
to our reporting needs, maintaining
our parameters and the recall process.”
Another respondent told the survey:

“great operation and client relationships teams. They have made our daily
business processes seamless and easy.”
Another said simply: “Again the best
performing agent this year.”
In terms of innovation, one lender
said: “They keep us up-to-date with
regulations that affect our program.
They have come up with new technology and various programs so we can
benefit more from our securities lending program.”
Another added: “They have a willingness to open new markets particularly in Asia.”
eSecLending:
The securities lending firm was ranked
by its beneficial owner clients second
(6.53) compared to its major rivals in
the unweighted list, behind outright
winner GSAL (6.68), and sixth in the
weighted list.
By region, eSecLending was narrowly
second in the Americas to GSAL in the
unweighted category and fifth in Europe, the Middle East and Africa. In the
weighted group, eSecLending was fifth
in the Americas and sixth in EMEA.
The firm scored particularly well in
the weighted section for the various
functions that comprise the holistic securities lending service.
eSecLending was ranked number
one by the beneficial owners for unweighted lending programme parameter management. It was second for
income generated (behind Deutsche

Bank ASL), developed market coverage (behind GSAL) and programme
customisation (also GSAL).
The lending firm was rated third for
emerging market coverage and provision of market and regulatory updates,
and fourth for engagement in corporate
actions and reporting transparency.
eSecLending was second overall behind GSAL when compared to pure
agency lenders on an unweighted basis
and second in the Americas.
Against the other agency lenders,
eSecLending was again first on an unweighted basis for lending programme
parameter management and second
in: engagement on corporate actions;
income generated; developed market
coverage; emerging market coverage;
provision of market and regulatory updates; and relationship management.
On a weighted basis, it was second
for: engagement on corporate actions;
lending programme parameter management; developed market coverage;
emerging market coverage; provision
of market and regulatory updates; and
relationship management.
A respondent to the survey commented: “eSecLending is engaged and
actively seeks to be best of breed in the
market place - a truly innovative organisation.”
Another said: “eSecLending is constantly looking for new and different
opportunities for my program and is
very focused on accessing new markets
as well as bringing forward innovative

CPR
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BY DATALEND
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measurement, flexible but DataLend-controlled
peer groups and unique and exclusive data. Agent
lenders can optimize their lending programs and
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peer-to-peer trading opportunities.
eSecLending’s commitment to performance and service makes them a valued and trusted partner for our securities lending activities.”
In terms of innovation, eSecLending
was also commended. One owner said:
“eSeclending has responded to all of
our initiates with support for new innovative products.”
Another commented: “They continue
to think about what they can offer me
as a client by understanding my requirements. They are expanding into
new markets and developing unique
solutions to make sec lending available
to more beneficial owners.
One respondent said: “We have entered into a number of new markets
and we have had a number of bespoke
reports built for us to help with our Securities Financing Transactions Regulation requirements.”
RBC Investor & Treasury Services:
The Canadian bank’s securities lending arm scored well in the unweighted

categories in the 2018 Beneficial Owners survey, largely because RBC I&TS
has lots of medium and smaller sized
clients which have their ratings diluted
by the weighting process.
RBC Investor & Treasury Services
was particularly highly rated in collateral management where the business was ranked third compared to all
entrants in the unweighted list for collateral management and programme
customisation.
The Canadian business was also
fourth on an unweighted basis for
emerging market coverage and fifth for
income generated and developed market coverage.
Compared with its custody securities
lending peers, RBC I&TS fared even
better, coming second on an unweighted basis for income generated and programme customisation.
One respondent to the survey said
of the RBC I&TS service: “We are very
happy with the current program, as
RBC is both proactive and transparent
as well as provides excellent risk man-

agement.”
The owner added: “We continue to be
totally satisfied with the service we receive from RBC I&TS.”
RBC Investor & Treasury Services
also received plaudits for its approach
to innovation. One owner said: “RBC
is engaged with industry data and
technology providers, offers proactive
solution for regulatory changes and ensures continuous development of the
program.”
Another commented: “RBC I&TS is
always curious and creative in making additional security lending income.
They are proactive in bringing enhanced lending deals/specials to our
attention.”
“RBC I&TS proactively offers solution for regulatory requirements. In the
past year there was an increased focus
on technology,” the owner added.
Another client said: “They have continuous revenue optimisation proposals and increased their use of technology and new platforms resulting in
growing balances.”

SURVEY RESPONDENTS
under management and 25 said they had between $20bn and
$50bn under management.
The largest group of respondents (which equated to 67
firms which was just over half of the total number of firms that
participated) said they had over $50 billion of assets under
management, according to the survey results.
The poll also covered a range of firms in terms of the value
of the portfolio that was available for lending.
Some 41 firms, which is just over 30% of the total, said their
portfolios that were open to lending were valued at less than
$10 billion. Some 18 firms said their portfolios were worth
between $10 billion and $20 billion and 24 respondents said
their lending portfolios were worth between $20 billion and
$50 billion.
A total of 83 firms (63.8%) said their lending portfolios were
valued at more than $50 billion.
The beneficial owners also had different appetites to risk.
Some 58 firms (the largest group equating to about 44.6% of
the total) said they have less than $1bn on loan at any time.
Some 45 firms said they have between $1 billion and $5 billion
out at any time, 12 said they have between $5 billion and $10
billion out and 18 companies said they will allow more than $10
billion on loan.
The polled beneficial owners were asked to rate their
lending suppliers globally and by region (Asia, Europe and
the Americas). The individual owner firms were also asked to
rank their service providers across: collateral management;
engagement on corporate actions; income generated;
lending programme parameter management; developed
market coverage; emerging markets coverage; programme
customisation; provision of market and regulatory updates;
relationship management; reporting transparency; risk
management; and settlement and responsiveness.

Consistent with previous year’s the Global Investor/ ISF
Beneficial Owners Survey 2018 invited beneficial owners of
various types to rate their lending providers by region and by
the various functions that make up a holistic securities lending
service.
The survey polled some 130 different companies. They
were diverse by nature, comprising 57 firms that classified
themselves as asset managers/ mutual funds, 29 public
pension fund managers and nine private pension fund firms.
The group also included 14 insurance companies, 11 others,
four corporations, three central banks, two sovereign wealth
funds and a single endowment fund.
There was also a decent regional spread with 75 of the firms
surveyed based in the Americas, some 47 polled firms in
Europe and 8 Asian companies.
The 130 companies surveyed were also asked how many
firms they engage to manage their securities lending
programmes. As with previous years, the majority used only
a single firm for stock lending (some 74 firms of 130 asked
said they had one lending supplier) but, interestingly, the
proposition (57%) was significantly down on last year when
more than two thirds (68.7%) used just one firm.
According to the latest survey responses, some 30 of the
firms polled (23% compared to 21.4% last year) used two
lending experts, some 16 firms used three firms, four used
four lenders, two had five firms and one used six lending
specialists. Some three firms used more than 10 lending
companies to manage their programmes.
The survey group was also diverse in terms of its
constituents’ size, as measured by assets under management.
Some 27 (just over one fifth of the 130 respondents) said
they had less than $10 billion of assets under management.
Some 14 firms polled said they had $10-$20 billion assets
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METHODOLOGY
responses to qualify in each: six in the Americas, five
responses in Europe, Middle East and Africa (EMEA) and four
in Asia Pacific. To qualify globally, a lender must qualify in at
least two regions.

Beneficial owners are asked to rate the performance of
their agent lenders across 12 service categories from one
(unacceptable) to seven (excellent).
Unweighted methodology
All valid responses for each agent lender are averaged to
populate unweighted tables. All responses are given an
equal weight, all categories are given equal weight and no
adjustment is made for differences in regional averages.

Custodial and third-party agent lender tables
Ratings of lenders acting in a custodial or third-party agent
lender capacity are recorded in separate tables. If the
relationship involves both forms of arrangement, the response
counts for both the custodial and agent lender tables. All the
tables calculated for all lenders are replicated for custodial
and third-party agent lenders separately.
The qualification criteria is lower for the custodial and agent
lender tables compared with all lenders. To qualify for either
the overall custodial and third-party agent lender tables,
lenders need five responses in the Americas, four in EMEA and
three in Asia Pacific.

Weighted methodology
Step one – weighting for lendable portfolio: A weighting is
generated to reflect to the size of the respondent’s lendable
portfolio. Each respondent is put into one of four groups
depending on its lendable portfolio and assigned a weighting.
For the purposes of the 2017 survey all Asian responses are
given a weighting of 1. Asian responses are not included in
determining the quartiles.
Lendable portfolio

Weighting

Below first quartile

0.7

Between first and third quartile
Above third quartile

Most improved
The agent lender that improved its score by the greatest
margin over its equivalent 2016 score is the most improved
firm. Agent lenders are ineligible if they did not qualify for the
2016 survey.

1
1.3

Service categories
Respondents are asked to rate each of their providers from
one (lowest) to seven (highest) across 12 service categories.
The ratings of respondents for each service category are
averaged to produce the final score for each provider. The
service categories are listed in the survey respondents box
opposite.
To qualify for each service category table, the lender
needs the same amount of responses as to qualify for the
corresponding main table; i.e., to qualify for an all lender,
custodian or agent lender service category the lender must
qualify in two of the three regions. A lender can qualify in
some categories and not others – it does not have to qualify
globally for every service category to be included in some
categories.

Step two – weighting for importance: A separate allowance
is made for how important beneficial owners in aggregate
consider each category to be. Respondents are asked to rank
each category in order of importance. An average ranking
is then calculated for each of the twelve categories. The
weightings are within a theoretical band between 0 and 2 with
an average of one to preserve comparability with unweighted
scores.
Step three – regional variation: An allowance is also made for
differences between average scores in each region to make
meaningful global averages.
TABLES AND SCORES
The following scores are calculated for every qualifying agent
lender: for each region (where the responding beneficial
owners are based), a global total and a global average. Scores
for service categories are calculated globally only.

VALID RESPONSES
For a response to count for the purposes of qualification, the
beneficial owner must rate the agent lender in no fewer than
eight of the 12 service categories.
It is possible for a lender to qualify globally or regionally
without qualifying for all associated service category tables.
If a lender receives two or more responses in the same
region from the same beneficial owner, an average of the
ratings will be taken and it is considered to be one response
(they are considered separate if for different regions).

All lenders tables
These contain all beneficial owner responses regardless of its
relationship with the agent lender, whether custodial or thirdparty.
Lenders must receive a different minimum number of

DATALEND
DATALEND provides aggregated, anonymized,
cleansed and standardized securities finance data
covering all asset classes, regions and markets
globally. DataLend’s data set covers more than
46,000 securities on loan with a daily on-loan
balance of $2.3 trillion and lendable balance
of $19.8 trillion.
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Avenues of
opportunity
Beneficial owners and industry experts met in
New York to discuss programme performance
and what’s in store for the securities lending
market in 2018

PARTICIPANTS
• Andrew Neil, securities finance editor, Global Investor Group
• Nancy Allen, global product owner, DataLend
• Bill Kelly, global head of agency securities finance, BNY Mellon
• Mike Pate, manager, M&A and securities lending, Western &
Southern Financial Group
• Eric Pollackov, global head of ETF capital markets, Invesco
PowerShares
• Paul Sachs, principal, Mercer Sentinel Group
• Michael Saunders, head of securities lending
investments & trading, BNP Paribas
• Bill Smith, managing director, Americas sales executive,
J.P. Morgan
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Neil: Which types of lending
programmes, trades and
securities performed well in
2017?
Allen:
Beneficial owners with
diversified programmes and flexible
collateral guidelines captured more
value than others in 2017. On the
upside we saw an increase in fixed
income lending revenues. A significant
portion of that balance was out on a
term basis and very much focused
on sovereign debt. On the equity
front, specials activity weakened. The
top five securities in 2017 generated
around $360 million compared to $800
million in 2016. At the end of 2017
the equities market picked up some
steam. However, this was not due to an
increase in specials, fees or demand, but
rather the equity bull market resulting
in higher market values on loan. The
industry hit $19 trillion of lendable at
the end of 2017, an all-time record.
Saunders: Our programme globally
in 2017 experienced what others have
witnessed as well- the number specials
in the global markets declined in 2017.
There were opportunities which we
were able to monetize for our clients.
The demand for ETFs was robust,
for both specific asset classes and
individual related countries on the back
of various geo-political pressures. We’ve
also seen an uptick in demand for issues
linked to specific sectors, namely the
retail, healthcare and commodity linked
sectors. Post-IPO activity and M&A
deal-related names resulted in strong
demand which has helped offset some
the lack of specials in the market. Finally,
utilizing client holdings of HQLA
afforded
additional
opportunities
which continue to be a large driver of
our programme revenues.
Pate: We saw rates on lendables trade
within a range. We noticed either the
rebate or the amount lent in our energy
holdings adjusted with oil prices. Our
Ft. Washington team positioned the
portfolio for rising rates on the short

www.globalinvestorgroup.com

end with anticipation of Fed rate
increases. This helped us maintain loan
balance and income.
Kelly: Diversified asset holders that
were able to take advantage of the shift
from equities to fixed income did well
in 2017. Such investors include large
pension funds or sovereign wealth
funds that typically are positioned
to have one asset class compensate
for the other and entertain collateral
flexibly with the transformation trades.
However, this isn’t an egalitarian
system. There are certain types of
asset owners that are not eligible for
that particular type of transaction.
It’s interesting to see who can and
who can’t and how they react to those
particular
circumstances.
Certain
clients recalibrated their intrinsic value
and recognised that the market was
different in 2017 versus 2016.
Smith: It wasn’t that rising tides lifted
all programmes, though falling tides
pushed them all in the same direction.
There are a lot of different parameters
between the different client types.
The shift from predominantly cash to
predominantly non-cash collateral has
a greater effect on some of our clients
who don’t have as much flexibility
around accepting equities as a specific
case of non-cash collateral. Trendwise, I would certainly agree that
many clients saw their revenues fall in
2017 because of their concentration in

There is
a greater
connection between
liquidity, securities
finance and
collateral
– Bill Kelly, BNY Mellon

securities types that have been special
for the last few years. The types of
clients that will continue to take value
out of this market are beginning to
change again. Post-crisis, everyone fell
to the mean and de-risked. Now many
clients are more open-minded and
willing to look at other avenues.
Sachs: I work with a global team of
specialists that focus on the governance
and implementation of investment
operations. One portion of our remit is
to advise clients on securities lending.
There was a fairly quiet period from
2010-2015 where there wasn’t a lot of
interest from end investors. Early in
2017, we started seeing more enquiries

than we’d seen in the previous two
or three years together. Not all of
those enquiries resulted in new
commitments to programmes, but it’s
a marked difference from 2012. People
are starting to warm up securities
lending. The tide has turned.
Pollackov: I run a global team that
deals with capital markets for the
power shares ETFs specifically. In terms
of revenue generation from lending for
the ETF business alone, actually there
is no revenue generation for Invesco
shareholders, it’s actually a revenue
generation for the ETF shareholder.
All the proceeds go back to the NAV in
terms of reinvesting, except for a small

BESPOKE REPORTING
FROM DATALEND

DATALEND’S flexible reporting packages allow
clients to access a standard suite of market reports
or design their own bespoke analyses. Features
include one-off data queries, regular market
analyses, tailored reports, market rankings and
wallet share.
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percentage that gets consumed by the
actual lending agents that we use as a
third party. We’re ultra conservative
in that space, at least here in the US.
We’re so conservative in Europe that
we stopped doing it in 2016 altogether.
Allen: ETF lending is one area to
watch over the next couple of years.
The lendable value has increased 50%
year-over-year for ETF availability. We
recently reviewed ETF activity in our
Client Performance Reporting tool,
which allows agent lenders to assess
beneficial owner clients’ program
performance, and we saw a 21%
increase in the number of accounts
enrolled in lending that are now
holding ETFs. There are challenges
that remain – regulatory, liquidity,
settlement concerns – but it is definitely
a growth area.
Pollackov: Securities lending requires
scale, programmes, compliance and all
the associated fund infrastructure and
reporting. What we try to think about
in the ETF landscape, particularly
when it comes to securities lending,
is how to differentiate ourselves from
our competitors. This means thinking
about how to use the proceeds from
lending. Some of my competitors use
it as a revenue source for their bottom

line and their own shareholders as
opposed to the ETF shareholders,
we try to differentiate ourselves
there. From a revenue perspective,
international small-caps are important
in terms of the spaces where we do the
best on returning those numbers back
to our ETF shareholders.
Neil: Can you outline examples
of changes being made by asset
owners to their securities finance
activities?
Saunders: The overriding theme is a
higher level of engagement from our
clients who have an increased level of
understanding and interest in learning
about the market opportunities. Our
clients are keen to understand how
to better utilise securities lending,
collateral management, and securities
finances as a whole to their benefit. Its
clients looking to be educated about
the differences and the opportunities
in cash and noncash collateral
programmes, as well as clients are
seeking a higher level of education
that probably best summarizes BNP
Paribas’s experience in 2017. That’s
all very positive. It’s not everyone, of
course. It seems to be once again the
sophisticated entities that have a certain
risk profile and specific objective.

Kelly:
At BNY Mellon we’ve
organised ourselves to recognise
the changes occurring in the global
collateral services space. There is a
greater connection between liquidity,
securities finance and collateral.
This intersection is where clients
are attempting to solve for the new
margin rules, segregation rules and
liquidity rules related to derivatives,
both cleared and OTC. As such, clients
need to think about managing their
resources in order to optimize their
use.
Pate: We are evaluating introducing
additional portfolios to lending.
In addition, we manage our cash
collateral primarily internally. We
continue to look at technology to
create more risk management and
benchmarking. There are a range
of new options that seem to come
out every year that can bring more
clarity to the decision makers, and
also help improve programmes or try
to generate some additional income.
Risk return is key. I’m always asking
‘Is the risk I’m taking compensating
me correctly?’ Some of these analytic
programmes and software available
help solve that question and allow us
to see if someone else may be getting a
better risk return than we are.
Allen: Over the last couple of years
we have seen beneficial owners
looking for more data, either through
their agent lenders or directly through
us. More recently there has been an
uptick in the number of beneficial
owners allocating budget for data;
they are willing to pay for data to help
them better manage their programs
and extract additional revenue, which
more than covers the cost of data.

The industry
needs continued
avenues for controlled
growth
– Bill Smith, J.P. Morgan

Kelly: Data and access to data has
certainly improved from an asset
owner to an agent lender perspective.
Along that food chain there is the
opportunity for lots of transparency
around levels, activity and just the
overall amount of information. This is
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what regulators are looking for as they
assess how big this market is and the
interconnectedness associated with
the activities that are going on in the
securities finance space.
Pollackov: We purchased data in
2017 on the securities lending rates of
our products. Previously, we’d get a
call from a client to say, ‘How much
can I short?’ and I’d call an agency
lending desk and say, ‘How much do
you have in inventory?’ and kind of
just mish-mash it together and say,
‘Here’s what we know.’ Now there is
more focus on aggregating all of these
data points and actually publishing
them. We’re keen to get our hands on
these metrics. I’ve put budget into this
area and will look at products again in
2018.
Smith: It’s easier to project which
types of portfolios might have a higher
likelihood of succeeding, especially if
they’re new entries into the market.
The data shows that, in general terms,
the market is heavily oversupplied.
In that type of market, you need
to find those things which are less
oversupplied. We have become more
disciplined in the types of portfolios
we bid for and how we bid for them.
We’re trying to make sure that we’re
adding clients and their portfolios
into our programme which we believe
have a higher than average likelihood
of providing success for that client.
Saunders: Some beneficial owners are
also looking to increase the number of
providers they have. This trend is not
necessarily geographical, it may be
based upon specialisation, and some of
that may be a willingness to use general
collateral as an example, to lend your
own collateral, it may be an ability to
engage in collateral transformation.
At BNP Paribas, we are leveraging our
expertise and pursuing those pockets
of business. There are differentiating
factors amongst providers in today’s
market each with excelling at certain
strategies.
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Clarity into
how this
whole system really
works will help drive
down cost and help
technology move
faster
– Eric Pollackov, Invesco
PowerShares

Neil: To what extent would
today’s beneficial owners
continue to participate in the
securities lending market without
indemnification?
Pate: I can only speak for ourselves.
We recognize that there is a cost
to indemnification. Our program
was approved and designed with
indemnification. It is unlikely we
would proceed without it. Peers I
have spoken with have had a similar
reaction.
Sachs: I have run into large investors
with the credit resources to do
analysis and go direct. However,
they are very few and far between.
Once you get outside of those megafunds, indemnification appears to be
a requirement for most to participate
in securities lending. We don’t see
indemnification going anywhere.
Kelly: Clients who are engaged and
sophisticated enough to have the ability
in-house to do the risk assessment can
make a determination that, ‘If there
is a cost to the indemnification and I
can secure a fee-sharing arrangement
that enhances my return absent the
indemnification in exchange for the
activity that I’m giving the agent to
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perform for me, I’m comfortable with
that.’
Smith: Most clients still desire
to have the benefit of that credit
intermediation. It will be interesting to
see as time moves forward with CCPs,
where asset owners can potentially be
direct participants, if this condition
continues. If they are dealing with
highly rated entities, they might look
at that and say, ‘Okay, I’m part of this
enterprise that’s a CCP,’ that may
provide some comfort somewhere
down the road. For the moment, our
experience has been that clients are
consistently attracted to having the
credit intermediation and they value it.
Allen: It depends on the approach the
beneficial owner takes to lending and
the resources they have dedicated to the
practice. Many of the larger beneficial
owners, with dedicated internal
resources, have always considered
lending without credit intermediation.
Beneficial owners should weigh the
risk against the returns. Not only
will the beneficial owner consider the
creditworthiness of the counterparty,
but they also must be prepared to have
the proper controls and procedures in
place to manage the operational risk
throughout the lifecycle of the loan.
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Kelly: We’re looking at alternative
borrowers. Traditionally, it was the
domain of prime brokers looking to
diversify their access to supply. Now
lenders are entertaining hedge funds, or
perhaps asset owners that are running
long-short strategies and Liquid Alts
that they may potentially consider
lending directly to. It’s going to be with
the benefit and the confidence of that
indemnification where we determine
that this is good business and whether
it could be helpful for our clients.
Saunders: We’ve looked at a variety
of other initiatives which have the
potential to benefit the programme’s
client experience. Regarding utilising
central counterparties or direct lending,
our client base just isn’t there yet. The
mentality and perhaps misconception
is one of cost-benefit. We frequently
hear; does the legwork at the board
or program level justify the benefit
especially if program performance is
above market average. Of course, our
client base is open to these suggestions,
especially if increased revenues can
still be obtained under a similar risk
profile but the immediate question is a)
who controls the risk and b) what do I
get out of it in terms of revenue?’ Those
are difficult questions to answer.
Smith - We do have a subset of activity

for some of our clients that we do
today on a non-indemnified basis. It’s
a small portion of our business but it
is evidence that there are some asset
owners in the world who have the
wherewithal, whether it be the credit
infrastructure and/or the long-term
view, to enter into transactions like that
if the returns, structure and risk are
things they can get comfortable with.
Neil: Has the US securities
finance market evolved to reflect
efficiency and transparency
that can be afforded by modern
technology?
Pollackov:
We have quarterly
meetings with each one of the lenders
that we employ to talk about what
happened that quarter, what worked,
what didn’t work, and then of course
some portion of the conversation is
always dedicated to, ‘Hey, what are
you doing differently? What’s on the
horizon? What’s going to be better
next quarter or next year?’ Technology
is always part of the conversation for
anything that we do.
Pate: On the technology side, you
have the third party data providers that
are bringing in data analytics that can
be used by all parties, they have taken

We are
evaluating
introducing
additional
portfolios to
lending

Allen: As a fintech company, we see
first-hand how the market is embracing
technology. EquiLend launched an
enhanced trading platform NGT in
2015, and since then we’ve seen the
daily trade flow increase by over 50%.
When we look at the US market we’re
seeing more and more non-GC trades
coming through NGT, which means
that the market is getting comfortable
with managing their warms and their
hots in a more automated fashion.
Kelly: We’re following the trajectory that
Nancy described in terms of take-up on
efficiency, recognising shorter settlement
cycles and straight through processing,
which is going to be absolutely essential
- the more the industry drives that, the
better. The other aspect is shifting the
tasks of trading teams so that they are
becoming more analytical, so they’re
looking at trends, they’re looking at
patterns, and even artificial intelligence.
We’re
processing
over
300,000
transactions a month, and that’s just a
tremendous amount of trades that we
need to keep track of.
Saunders: BNP Paribas is committed
to implementing modern technology
to realise increased levels of efficiency
and transparency. We have floors and
teams of people looking at artificial
intelligence and blockchain. We’re
going in the right direction of course,
but we’re too large an industry to try
to stay ahead of it. Some people say, ‘Is
a custodial bank really a tech firm?’ In
the future it probably is. If you’re going
to look at, even using blockchain as
an example, professionals outside the
industry are all saying, ‘This industry
is ideal for that type of technology.’

– Mike Pate,
Western & Southern
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some huge steps that have helped
everyone move forward, but there is
still a grey area from the beneficial
owners’ perspective on data, which is
the other side of the transaction. If we
were to see what the borrower rates
with prime brokerage were that would
be another level of transparency within
data analytics.
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Neil: What are the most
significant direct and potential
regulatory impacts on the
securities finance industry?
Kelly:
Regulatory
certainty
is
something that we all are seeking. What
we are also looking for is the avoidance
of unintended consequences. It is
really about trying to make sure
securities finance activity can continue
providing liquidity to the marketplace.
Now everyone is digging through the
finalised Basel III (IV) amendments
to try to understand what those
really mean. Fundamentally, those
amendments are going to provide some
additional relief and it appears we’re
going to get the clarity the industry
needs in order to continue providing
liquidity to the markets.
Smith: J.P. Morgan has a deeper breadth
of service than some of our competitors
that focus on financial services or
custody and trust businesses, so we
always have to look at this through a
more multi-faceted lens. What we’ve
seen in terms of the pending/enacted
regulation in that in some cases, it’s
improved the environment for one
portion of the bank but may make it
more difficult for other portions of
the bank. Anything that helps us have
longer term regulatory clarity will help
us and our clients.
Saunders: We’re looking forward
to the pause button being hit and
getting to a place where there is not
a new regulatory challenge every
three months. BNP Paribas remains
focused on getting our business model
to where it needs to be to efficiently
utilize our firm’s capital. In addition,
our counterparties and borrowers can
finally get to a place where they’re
efficiently deploying their capital. I
would sense that over the past five or
six years it’s been back and forth, give
and take between agent lenders and
the borrower community as all parties
analysed how to best maximise capital
and their balance sheets in accordance
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Clients
are keen
to understand
how to better
utilise securities
lending,
collateral
management,
and securities
finances as a
whole
– Michael Saunders,
BNP Paribas

with developing regulations. Whether
it’s various legal structures, innovative
types of transactions, offshore entities,
whatever it may be, it’s a welcome
pause and the market is primed to
move forward.
Pollackov: We acquired a larger
business this year that has a large
UCITS foundation, and we had a small
UCITS business there in the ETF space.
That business is mostly swap-based, so
there is a whole line of collateralisation
that needs to be disclosed. To be quite
honest with you, as an asset manager
it’s a hassle because reporting and
monitoring how it gets collected is
a real lift. However, it’s all available
data-wise, so we just have to figure out
how to consume it and how to produce
it properly and so it complies with the
appropriate regulations.
Neil: What impact will Europe’s
Securities Finance Transactions
Regulation (SFTR) have on US
market participants?
Kelly: There’s going to be a lot of
data, because you’re going to have
two-way reporting with SFTR and it’s
not going to be symmetrical. It will
be interesting to see how regulators
determine the interconnectivity of risk.
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Until you have a single repository of
all this transaction information under
one jurisdiction, I don’t know that
the regulators are going to be able to
globally accomplish what they hope to
accomplish. It’s not for lack of trying,
it’s just the extraterritoriality of the
challenges associated with reaching
over into this jurisdiction or that
jurisdiction.
Saunders: One of the main shifts
after 2009/10 has been the insatiable
appetite from clients for more data
and greater transparency. BNP Paribas
has met this challenge and invested
heavily in providing a plethora of data
to program participants in a variety of
formats. Because of our transparency
initiative, the impact of SFTR was not
substantial in terms of changing our
mentality of transparency. Under SFTR,
now we’re taking that data and sharing
it with a wider audience. However,
SFTR has a cost associated with it
which will need to be addressed at the
client level as clients may not have a
full grasp on the heavy lift placed on
the industry to share this information.
Allen: Market participants should be
thinking about what they can do with
the data once it goes to the regulator—
specifically what benefits they can reap
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analysis of putting that portfolio at
risk, and is it enough to make our
shareholders happy? With that being
said, I completely echo Mike’s point, we
want to be the second through the door,
not the first.

ETF lending
is one area to
watch over the next
couple of years
– Nancy Allen, DataLend

from the resulting standardised and
more-timely data, which they can use
for better data analytics. That is one of
the positives that will come out of SFTR.
Also, while the market is going to have
to produce the data to comply with the
regulation, which will come at a cost, if
you look longer term hopefully it will
reduce some of the manual processes
and be a cost saver over time.
Smith: It’s too soon to tell how the
specifics of SFTR will affect loan
balances. There’s an awful lot of other
variables that go into that. It’s also too
soon to assess how STFR will impact
US clients and their loan programs.
SFTR will certainly require a significant
amount of tech investment by market
participants, including lending agents,
as the scale of the data reporting
requirement is going to be extremely
large.
Sachs: SFTR may be a very big cost for
the industry, which means there may
be big upfront costs for all parties. The
question is, what comes out of that in
terms of improved productivity, and
what’s the lag of that? Is that a 3-year
lag or is it an 8-year lag? I do believe
that there is going to be a benefit but it
might be painful upfront.
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Sachs: Two questions right away: ‘Who
is servicing over the life of the loan?’
and ‘What happens to indemnification?’
The devil is in the details when it comes
to indemnification and servicing. These
are not easy problems to solve.

Neil: What factors will compel
clearing activity and increased
transparency in the US market?
Allen: We established the EquiLend
Clearing Services (ECS) business to
make connectivity to the CCPs easier
for the market. The benefits of CCPs
are primarily regulatory driven and
include balance sheet optimisation,
lower risk-weighted assets (RWA)
and netting, which frees up balance
sheet for additional business as well.
It will be interesting to see when and
how beneficial owners get involved
in that trade and what will incentivize
them to start trading through their
agent to a CCP. The economics have
to make sense, and the CCPs need to
really demonstrate that they have the
operational procedures and controls
in place. Our ECS business continues
to grow, and we’re looking at offering
connectivity to CCPs all over the globe,
so it’s a space to watch for us.
Pate: As direct lending increases and
economics reduce for GC lending,
I think more beneficial owners will
transition to CCP.
Pollackov -We are putting our clients’
portfolios at risk, potentially. We need
to think about what’s the cost-benefit
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Kelly: I would agree that the incentives
to clear include improved pricing in
terms of capital relief and the efficiency
from a balance sheet optimisation
standpoint. That should drive adoption,
but the challenge is coming up with the
model that the CCPs need to develop
so that it can work in concert with the
agent model. Financial incentives have
been established for SFTs, whereas
clearing for derivatives was an edict.
It’s fascinating that regulators took two
different paths.
Smith: There still are question marks
around what the model can and will
look like. It’s different to insert an agent
in the middle of the way beneficial
owners would connect with a CCP.
The risk disaggregation model or
aggregation model, whichever way you
look at it, is important. In addition, in
agency transactions the degree to which
you’re going to unlock all the benefits
of netting is also part of the question.
It’s easy to talk about the value of
netting, and certainly the borrowers’
side loves to net and bring down their
costs, but you’ve got this agent layer in
the middle here, and will that impact
netting opportunities? That said, the
CCP model is certainly something
which demonstrates an opportunity for
value; it’s certainly something that the
regulators seem to have identified as
serving a viable purpose.
Saunders: BNP Paribas has a
dedicated work stream analysing the
role of CCP’s in our securities financing
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businesses. We envision a role of CCP’s
in the future, but many questions
remain unanswered. We will continue
to conduct our due diligence and
monitor the industry developments.
Neil: What’s the long-term
strategic direction of the business
and how can beneficial owners
position for success?
Smith: The industry needs continued
avenues for controlled growth. Firms
also need to see returns on investments
and technology. This is well underway;
however, those returns come closer to
the end of the cycle than the beginning or
middle. If we have a clear and stabilised
regulatory environment then everyone
can stop trying to focus on interpreting
the regulations and start trying to focus
on how to make the business generate
value for the clients operating within
that regulation. The lending business
continues to go through transition and
reinvent itself, and it’s made some
good progress. The accessibility of data
and technology transformation can’t
be anything but good things. Turning
change into value and monetising it for
all the players involved is key.
Allen: The market continues to move
towards more balance sheet-efficient
structures; to that end, we will continue
to see more automation, alternative
routes to market, the need for greater
flexibility and more transparency.
Beneficial owners have become
much more involved in their lending
programs in recent years, and I expect
that trend to continue, especially as
data becomes even more enriched by
market changes like SFTR regulation.
To navigate the future, beneficial
owners should take advantage of the
availability of data to ensure they have
structured a program that will optimise
their returns while adhering to their
own risk parameters.

With policy certainty, capital might
move back to being deployed in certain
strategies which will inevitably drive
demand and drive a modicum of
sustainable and manageable volatility.
If you believe the soothsayers about the
collateral shortfall of $2 to $6 trillion,
the securities lending marketplace is
a good outlet to provide liquidity to
meet that demand.
Pollackov: This market is still
relatively opaque. It’s opened up
somewhat but clarity into how this
whole system really works will help
drive down cost and help technology
move faster. As an asset manager that’s
managing almost $1 trillion, a couple of
basis points starts to add up. Those are
the types of things we’re trying to focus
on for our shareholders.
Pate: Traditionally, securities lending
has been a market where periods of low
interest rates and benign credit have
led firms to take-on more risk. This is
probably the best time to stick to your

knitting. Conservative cash collateral
and intrinsic spread risk management.
Saunders: At BNP Paribas, we will
continue to be client-centric and focus
on maximizing the experience of our
program participants. We will leverage
the expertise and financial strength
of our global institution to grow
our industry presence in a focused,
selective nature. The bank will continue
to maximise market opportunities in a
customised, risk-controlled fashion to
keep clients engaged while growing
our market share.
Sachs: We’re hoping for more
regulatory clarity, increased use of
data, increased creativity shown by
lending agents in terms of trying
to meet client needs. Those are all
positives for asset owners. I feel like
we’re in an unusual period with the
VIX being so low. One thing about
capital markets is that they continue to
surprise you. A couple of years from
now things will be different.

We’re
hoping for
more regulatory
clarity, increased
use of data
and increased
creativity from
lending agents
to meet client
needs
– Bill Kelly, BNY
Mellon

Kelly: Active engagement and staying
close to the developments on the policy
and regulatory front will be important.
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Beyond bitcoin:
The future of cryptocurrencies
as a tradeable asset class
When US derivatives giants CME Group and Cboe Global Markets launched their
ground-breaking bitcoin futures in December 2017, the exchanges were met with
scepticism, writes Julie Aelbrecht

Some observers thought virtual currency as an emerging asset class needed
to mature in order to warrant futures,
while others simply dismissed cryptocurrencies as a scam. Other critics
thought derivatives would bring stability or at least validity to bitcoin.
The contracts have been trading
for over two months now and trading
volumes have risen, while the price of
bitcoin crashed and subsequently rebounded. For its part, the cryptocurrency industry has kept its eyes on the prize
and is looking to build-out the financial
infrastructure necessary to encourage
institutional participation and launch
other derivatives.
Initial impressions
Trading volumes in the futures contracts have risen steadily since launch.
The Cboe’s XBT futures contract was
traded 6000 times on February 15, with
open interest of 4,900 lots, up from De-
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cember, when it was trading about 4,000
times a day immediately after launch,
according to the Chicago exchange.
These trading volumes may seem low
for such a hyped-up and controversial
product but Cboe is eager to put them
into perspective – a few thousand contracts a day is not bad in the context of
previous futures launches.
“If you compare the trading volumes
to the VIX, bitcoin volumes are outstripping VIX futures. There wasn’t some
enormous uptake in the VIX, it took
seven years,” said Michael Mollet, managing director of business development
at Cboe Global Markets.
Cboe’s Vix Futures was launched in
2004, more than a decade after the US
exchange delivered the VIX index. The
Vix is now the international benchmark
for trading volatility and the related futures contract hit a record on February 6
when it traded 1.46 million lots in a single day, according to the exchange.
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The CME’s participants traded bitcoin futures at an average of just over
1,000 lots per day with open interest of
730 in December. On February 15, the
Merc reported 2,200 futures contracts
were traded.
According to US derivatives watchdog
the Commodity Futures Trading Commission’s commitment of traders report
from the first week of February, trading
in Cboe’s crypto-contract was concentrated with smaller players, with some
participation from leveraged funds but
no involvement from asset managers or
institutional players.
The CME’s contract was not included
in the report, but according to the exchange’s global head of equity products
Tim McCourt, about one fifth of trading
activity was from market-makers and a
“healthy distribution of retail, corporate
clients, proprietary traders and even
some sell-side institutions”. About one
third of the activity also originated from
outside the US, according to the Chicago-based exchange group.
The difference in distribution may be
attributable to the different structure of
the two products. The Cboe’s XBT futures are cash-settled contracts based on
bitcoin market Gemini’s auction price
for bitcoin with a contract multiplier of
one bitcoin.
CME’s bitcoin contract has a multiplier of five bitcoin. The CME’s contract is
also settled to the bitcoin reference rate
based on prices from four different bitcoin exchanges – Bitstamp, itBit, GDAX,
and Kraken. The multiplier alone makes
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the CME product more suited to institutional investors and less attractive for
retail customers.
“The multiplier of the CME contract
is five bitcoin, most brokers don’t offer
any leverage, so it requires customers to
come up with a lot of money up front to
trade. We trade the same notional size
with much lower equity capital at our
exchange,” said Arthur Hayes, chief
executive officer of Bitmex, a retail peerto-peer crypto-coin exchange.
Some cryptocurrency platforms, on
the other hand, said they have seen increased interest from institutional investors.
“We’ve received strong interest from
institutional investors, starting nine
months ago,” said Timo Schlaefer, cofounder of crypto trading platform
Cryptofacilities.
“We’ve been asked for years whether
there is a lot of interest from institutional investors, and the answer has always
been ‘not really.’ I think the reason for
the increased interest is as profane as the
price increase, which started more than
13 months ago.”
Institutional participation has been
limited until recently partly because
the technology used by most cryptocurrency exchanges in the early stages
of the asset class was pitiful, Schlaefer
explained.
After 2013, when the price of bitcoin
first topped $1000, investment in proper
technology to enable the flow of capital
into cryptocurrencies started in earnest.
At Cboe, participation from institution investors is a medium-term goal,

Michael Mollet, Cboe Global Markets:
If you compare the trading volumes
to the VIX, bitcoin volumes are
outstripping VIX futures. There wasn’t
some enormous uptake in the VIX, it
took seven years

Mollet told FOW: “The markets are not
deep enough right now to support real
institutional participation. Bit by bit,
over the next twelve months, we expect to start to see at least meaningful
participation, greater access for futures
commission merchants (FCMs), asset
managers and growth in the order size
coming to our book.”
He added that Cboe is continuing to
reach out to bank FCMs, firms that may
be hesitant to trade the bitcoin future
because of the high margin requirements. The lack of participation from
these firms, in turn, has an impact on
price discovery for the new derivative
contract.

Risk
Buying bitcoin outright seems like a
very risky operation for a bank or a proprietary trading firm, as evidenced by
the cryptocurrency’s sharp price drop
from heights of nearly $20,000 at the
end of 2017 to less than $7,000 in February. The total market cap of bitcoin
is down about $60 billion, according to
estimates.
Derivatives products such as futures,
the sales pitch goes, offer a chance to
invest in the new asset class without incurring the risk of owning bitcoin.
In mid-February, ratings agency
Moody’s said the Chicagoan bitcoin
products were safe, more or less, arguing that the volatility of the underlying
product was mitigated by risk management at exchanges, clearing houses and
retail brokers. Both exchanges set relatively high margins for their futures to
mitigate counterparty risk and have increased the margin requirements from
their December 2017 levels.
Other products that offer exposure
to bitcoin, such as an open end tracker
certificate on bitcoin were launched by
firms in 2017 and at the beginning of
2018, while other indirect ways of investing in the asset class have run into
trouble with various regulators.
The New York Stock Exchange, now
owned by the Intercontinental Exchange Group, planned to launch bitcoin exchange traded funds (ETFs) at
the end of last year, but was thwarted
by US regulator the Securities and Exchange Commission.
In the European Union, meanwhile,

Cryptocurrency

Market Cap	Price

Bitcoin (BTC)
Ethereum (ETH)
Ripple (XRP)
Bitcoin Cash (BCH)
Litecoin (LTC)
Cardano (ADA)
NEO (NEO)
Stellar (XLM)
EOS (EOS)
IOTA (MIOTA)

$188.6bn
$93.2bn
$45bn
$26.3bn
$12.5bn
$10.2bn
$8.9bn
$8.5bn
$6.6bn
$5.9bn

$11,174.60
$954.59
$1.15
$1,546.80
$225.73
$0.393631
$137.16
$0.458337
$9.77
$2.13

Cryprocurrency Market Cap Prices
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the European Securities and Markets
Authority has said it is looking to ban
crypto contracts for difference (CFDs).
At the end of December, British stockbroker Hargreaves Lansdown had to
stop offering its Bitcoin Investment
Trust because it did not comply with
Mifid II, the European financial rules
that took effect in early 2018.
“One or two investment vehicles for
long exposure that can be included in
diversified portfolios, such as the ETF
applications in the US, have been rejected. Currently for long term investment,
you have to buy outright or invest in a
fund,” said Schlaefer.
Beyond bitcoin
In spite of regulatory difficulties, Cboe
and other providers are already looking
to offer cryptocurrency derivatives beyond the bitcoin future.
“We’re trading around 7000 lots per
day, which shows the potential for crypto derivatives. There are other products
around cryptocurrencies we are thinking about, options for example,” Cboe’s
Mollet said.
The cryptocurrency world is rife
with bitcoin competitors that could,
theoretically, each have their own set of
derivatives. The second largest cryptocurrency, Ethereum, had a market capitalisation of $93 billion at the end of February, according to estimates, about half
that of bitcoin, but larger than oil giant
Exxon Mobil.
“Bitcoin is just the beginning for derivatives. It seems only natural that
Ethereum derivatives are next, followed

Arthur Hayes, Bitmex: “The multiplier
of the CME contract is five bitcoin,
most brokers don’t offer any leverage,
so it requires customers to come up
with a lot of money up front to trade”

by other large cap cryptocurrencies like
ripple and Bitcoin Cash,” said Schlaefer.
Ripple is the fiat currency of a settlement, payment and remittance network
used for global financial transactions
used by companies such as banks UniCredit, UBS and Santander. It is the
third largest coin by market capitalisation and has China Payments Provider
and the Saudi Arabian monetary authority as nodes on its network.
Infrastructure needs
In order to achieve these lofty goals
though, the cryptocurrency industry
has some work left to do.
“There are lots of questions and issues
that need to be hashed out, for example
custody and security for physical bitcoin from the regulatory side, and ETF
issuance, which we believe will have
an impact on the growth of the future,”

The price of bitcoin over the past year. Source: CoinDesk
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Mollet said.
Keeping cryptocurrencies safe and
providing custody for the assets is a
largely unsolved issue. There are some
small-scale solutions at the moment and
US bank State Street has said it is considering launching services for firms that
have launched cryptocurrency funds.
The technology that underpins the
cryptocurrency exchanges can be approved upon, said Schlaefer. “For example fixed API’s haven’t been around and
firms have to be sure there is regulation
in place to protect them against credit
risk and hacks.”
Regulation, contrary to popular belief, is widely welcomed by the industry. The lack of a legal framework makes
it more difficult for crypto exchanges to
find banking partners to facilitate cash
flow.
The last six months have been marked
by vague statements by European and
American regulators and decisive action in Asia Pacific. Japan allowed bitcoin as legal tender while South Korea
and China have all but banned the asset
class.
“On the regulatory side, what it will
take is a jurisdiction that wants to take
a risk and spearhead change. Japan,
for example, has shown a smart way of
regulating that still allows innovation.
It’s important that there is competition
between markets to grow the market. If
one jurisdiction were to allow physically-backed crypto ETFs, for example everyone would follow,” said Hayes.
Bitcoin’s wild ride since the launch
of CME’s and Cboe’s future is no reason to panic. The drop in the price
could be seen as an opportunity to get
in. The asset class is unencumbered by
fundamentals, which means there are
no theoretical limits to its growth. This
also means, however, there will be few
warning signs if the price falls back to
zero.
Different providers are working on
additional derivatives and improving
the infrastructure that surrounds the
nascent asset class, but without concrete projects and data the crypto-market is still as uncertain as it was when
CME and Cboe announced they would
launch futures back in 2017.
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Artificial intelligence
set to shake-up trading
Artificial intelligence and machine learning is an ever dominating presence in
the derivatives markets, yet the technologies’ latest iterations present unique
challenges, as Jack Ball investigates

Digitisation and the role of technology
have remained key industry themes
moving into 2018, with smart automation, artificial intelligence (AI) and robotics changing the way in which firms
in the derivatives market think about
how their work is executed across
the back, middle and front office. The
march towards AI and machine learning has been difficult to ignore with
conversations on the technology’s
impact featuring heavily at industry
events over the past year. >
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The International Data Corporation,
headquartered in New York and providing market intelligence and advisory services, has predicted that spending
on AI and machine learning will grow
from $12 billion in 2017 to $57 billion
by 2021. Acquisitive activity involving
AI firms also shows investment in the
field over the last five years has accelerated rapidly, with Q1 2017 peaking
at 37 deals compared to Q1 2012’s two
(see chart).
Artificial intelligence is not a new
technological
phenomenon.
First
coined by American computer scientist
John McCarthy in 1956 – at the time defining it as “the ability to learn without
being explicitly programmed” - AI has
been explored by more familiar names
like Alan Turing who, in his 1950 book
‘Computing Machinery and Intelligence’, touched on the ability of machines to simulate human beings and
do intelligent things like play Chess.
In the 1990s, helped in part by the
advent of the World Wide Web, machine learning became very famous as
data and statistics flooded the financial
services. This period was described by
some as the “golden era” of machine
learning with computer science giving
birth to probabilistic approaches in AI
– perhaps exemplified most famously
by Deep Blue, a computer developed
by US technology firm IBM, beat the
world champion at chess in 1996.
Hollywood too has fanned popular
fascination with AI and machine learning. Central to the 1985 science fiction
film The Terminator, Skynet was an

artificial intelligence system which
eventually became self-aware. Yet today, over 20 years on from Deep Blue,
AI has today become almost a glorified
catch-all for a number of quantitative
analytics which is loosely linked to
implantation in various commercial
industries – with no sign of Skynet yet.
The capital markets has been no
stranger to technological innovation
like AI and machine learning – technologies touted as being able to perform
better than humans for decades to improve speed, quality and competitiveness. Institutions across the buy- and
sell-side are now using them to optimise scarce capital, back-test models,
analyse risk across the trade lifecycle
or study the impact of trading large
positions.
Regulatory compliance, fraud detection, data quality assessment and
trading surveillance are also areas benefitting from advancements in AI and
machine learning. On the buy-side in
particular, firms are using it to seek alpha – to ensure higher uncorrelated returns while optimising trade execution.
“AI has now become a ‘hot topic’ because algorithms have been developed
quite significantly over the past years
and hardware is now much cheaper,”
explains Veronica Augustsson, chief
executive officer at Swedish technology firm Cinnober. “Historically you
needed quite extensive machinery in
order to run those algorithms so it really wasn’t worth the investment. Now
we are in a very exciting moment because these algorithms have been de-

veloped further and hardware is cheap
so a lot of players can use it.”
Data is king
The main advances in AI over the last
thirty years have concerned machine
learning – a subcategory of AI focused
on the development and use of increasingly advanced search algorithms and
the integration of statistical analysis in
understanding the world around us.
While AI has a certain overlap with
machine learning, there are some distinct differences between the two, with
some features unique to each technology. The building blocks for both machine learning and AI are algorithms
– a series of programmed instructions,
written by a human and followed verbatim to direct how a piece of software
will behave. However, machine learning programmes are able to write programmes themselves, even adapting
their algorithms to perform better in
the future.
Despite these nuances, both AI and
machine learning rely on one key input
– data. Enhanced computing power,
combined with increased online storage space, has caused an explosion in
the amount of data available to firms
and financial regulators. Compliance
requirements for firms, coming notably
in sweeping post-crisis regulations like
Dodd-Frank in the US and Mifid II in
Europe, mean data is increasingly seen
as a resource rather than simply a byproduct of conducting business.
“AI gives us the ability to process
large amounts of data quickly and ac37
28
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curately,” notes Michael O’Rourke,
head of machine intelligence and data
service technology at US exchange giant Nasdaq. “So, when data driven
decisions, it can bring more data into
view and can lead to better outcomes
(for example when making trading and
investment decisions).”
“Because of the nature of electronic
markets, you have so much data right
now that it can just be applied in any
area where you’re going to create efficiency by being able to manipulate
data,” adds Jay Biondo, product manager, surveillance at US firm Trading
Technologies. “Any time you can use
machine learning to, not only manipulate but, interpret and classify data to
add insight for humans, is where the
most value for AI lies.”
The aggregation of data, combined
with the pooling of resources like data
lakes – storage repositories that hold a
vast amount of raw data in its native
format until required, has opened up
opportunities for AI to really prove its
worth – with humans unable to match
the speed at which data can be analysed.
“Our data lake is growing so fast –
almost doubling on a yearly basis – so
we need to use new differentiated techniques to refine all of it and make sense
of it,” points out Matteo Andreetto,
chief executive of Deutsche Bourse
index business Stoxx. “At the point
where that data not only doubles but
grows faster, then how many people
can we hire? The amount of information we can digest and process using
this technology is significantly superior.”
Yet, this explosion of data doesn’t
necessarily guarantee optimum results
for firms using AI technologies, as
Yvonne Zhang, chief executive officer
and co-founder of Singaporean-based
think tank the Aquifer Institute, points
out. “How good the quality of data that
gets put into the analytics impacts how
good the employed methodology is.”
AI & DLT
With data pools growing exponentially
year-on-year and cloud computing becoming even more powerful, opportunities to develop AI appear to be almost
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If Apple is using AI in its phones to
train Siri, it’s not the end of the world
if something goes wrong with the algorithms
in the software and someone calls their
grandmother instead of their grandfather
– Veronica Augustsson, Cinnober
endless. Yet this optimism brings with
it both legal and practical challenges,
which also presents opportunity for
other nascent technologies like distributed ledger technology (DLT).
“I think data will always be a problem,” explains Nigel Solkhon, chief
executive officer of trade association
ISITC Europe. “Until industry participants all use the same data flows or the
same databases, there will be a need to
data translation enrichment.”
Data enrichment refers to the process
of enhancing, refining and generally
improving raw data, making it more
valuable as an asset for a firm. The process allows users to get more out of the
data on hand, making it more accessible and being more proactive with its
use.
“If you look at the typical order flow,
there are different data sets that are
used at various points,” Solkhon adds.
“Now I think we’re getting closer to
higher quality data if you look at the
way AI can be applied to things like
DLT which allows for cleaner data to
be transferred upstream and downstream.”
However, while the opportunity to
unite DLT - a digital asset database that
can be shared across multiples jurisdic-
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tions or institutions – and AI is high,
according to O’Rourke, it’s “still early
days”.
“We’re just seeing DLT commercialisation becoming mainstream and it’s
too soon to know the impact the two
technologies might have on one another,” he said.
“We’re at the stage now where
there’s going to be hundreds of DLT interfaces that people have to use,” adds
Solkhon. “Our job as an industry is to
seek a common approach like an API
(Application Programming Interface)
and apply it to that space. I truly believe data is one of the key things we
have to resolve for the future.”
However, this is not to say that the
legal ramifications of the technologies
are shared by both. While AI and machine learning aid decision making in
risk and compliance, they do not replace it. They definitely do not trigger
outcomes either, according to Zhang.
“DLT and the implementation of
smart contracts with the sharing of potentially private information and the
removal of centralised decision making to a more decentralised systems is
at odds with a lot of traditional common law and civil legal systems,” she
explains.
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Having said that, the consequences
of using AI across the value chain will
always pose risks for firms – many of
the same risks associated with incorporating any relatively nascent technology. “If Apple is using AI in its phones to
train Siri, it’s not the end of the world
if something goes wrong with the algorithms in the software and someone
calls their grandmother instead of their
grandfather,” notes Augustsson.
“But the consequences of a malfunction can be much worse in other industries like the capital markets. So it’s
great that Apple and similar companies
are using it where the consequences

are less critical. People like us are still
learning from their findings and algorithms.”
In the middle and back office there
are also more legal ramifications in
terms of integrating AI, according to
Biondo. “I think humans still have to
be heavily involved in the middle and
back office. The AI can create efficiencies by providing valuable information, but the human expert should still
draw their own conclusions – the AI
shouldn’t necessarily draw legal conclusions,” he said.
“There’s also more work to do than
just trade surveillance or anti-money

AI gives
us the
ability to process
large amounts of
data quickly and
accurately
– Michael O’Rourke,
Nasdaq
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laundering (AML) surveillance – these
are just facets of what a compliance department should be doing. There’s so
much more as far as developing effective policies and procedures and other
areas of compliance that need to be
managed by people.”
A deep learning future
Looking ahead, some believe the future of AI in the derivatives space will
be dominated by deep learning – a
method of machine learning inspired
by the workings of the human brain
which has existed since the 1960s but
again has benefitted from the explosion
in data and advancements in computational power.
“These could be machines or algorithms learning from other machines
and algorithms,” Biondo explains, “…
where they learn against each other
in incremental steps and improve and
adapt without the supervision of the
data scientist.”
This is because the computer, and the
algorithms contained, gather knowledge from experience without the need
for a human operator like a data scientist to specify the knowledge needed
by the computer.
“I think the front office is way ahead
in terms of using AI – they already using deep learning techniques and deep
learning algorithms,” said Biondo.
“Where you will see a catch-up in the
middle and back office will now likely
concern the testing of algos. We’re seeing
increasing requirements for algo testing
in Mifid II, SEC 15c35 and also the Commodity Futures Trading Commission’s
(CFTC) Reg AT if that gets passed.
“There’s going to have to be a process whereby the algos that are being
created by the front office are tested
and approved by the middle and back
office. I believe you’ll see potentially
the CFTC and/ or the Securities and
Exchange Commission start holding
people within the organisation, and
even potentially third party vendors,
responsible for testing the algorithms
more thoroughly and understanding
the implications of what an algorithm
will do before putting it into production.”
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Securities lending:
A buy-side trader’s perspective
Andrew Neil spoke to Simon Chiocci, a securities lending and
borrowing trader at Natixis Asset Management Finance to get
his thoughts on the market
Can you outline your current
trading approach & objectives?
On the desk we trade equities, bonds
and convertible bonds. The objective is
to maximise revenue for our customers, to do so we always make sure the
most attractive securities are lent. As
of today we only trade versus cash
collateral but we will be able to trade
versus securities through a tri-party
arrangement this semester. With this
new infrastructure we will be able to
diversify our collateral allowance and
increase our distribution capability for
our customers. Also we will be able
to offer more specific trades such as
collateral upgrades or repo facilities.
Moreover, to capture more borrowing
demand we have been increasing the
number of counterparties, especially
some which we have good relationships with.
Which securities have seen high
demand?
With the European Central Bank’s
(ECB) quantitative easing demand
for securities has been high. Due to
volume Govies have been our largest
revenue contributor. At a more specific
level corporate bonds and equities
such as Telit, Fingerprint, Sharp or Vallourec presented attractive opportunities.
How has technology made a
difference to your program in
recent years?
Our trading activity on EquiLend &
BondLend has increased sharply over
the last three years and we really value
the platform’s capabilities. Therefore
we were one of the first to be live
on Next Generation Trading (NGT).
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Thanks to NGT we have been able to
change our way of trading by populating general collateral (GC) rates rather
than have a fixed GC rate. It has been
great improvement in automation and
traders have been able to dedicate
their time to more specific trades. Currently we are live on “Targeted Availability” with a few counterparties. We
will continue to improve our TA and
our connectivity with our counterparties because we think it’s the cornerstone of what we do.
SFTR reporting seems to be a
concern for the industry. What’s
been your approach so far?
Like the industry we think this new
regulation will have an important
operational cost. Within our group
we are following the topic on both
fronts - a traditional approach using a
provider to be compliant and a more
research and development (R&D)
approach. From an R&D perspective,
within the French Blockchain consortium LaBChain, we are exploring
with CNP Assurance, Amundi, Crédit
Agricole CIB, Société Général CIB, La
Caisse des Dépôts and Natixis and,
with the French Blockchain start up
Belem, the use of this technology to
answer regulatory requirements.
What other regulations are
impacting your business?
All the regulations impacting banks
and insurance companies such as
Basel III or Solvency II have a great
impact on our activity. Basel III puts
increased pressure on banks’ balance
sheet and limits therefore borrowing
capabilities on repo or securities lending structures. We are working with
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our banks counterparties to find news
solutions but our clients are also very
regulated and it’s hard to find trade
structures that suit everyone. Solvency
II has also changed our way of working with our Insurance companies
customers. For instance on collateral
upgrade trades we take into account
the Solvency Capital Requirement
(SCR) cost of the structure.
If you could identify one area
where the securities lending/
borrowing industry could do
more what would it be?
We think SBL and repo lacks pricing
transparency. Greater transparency
could reassure some asset holders
and increase the quantity of available
securities in the market and increase
general liquidity which is a big concern for everyone across numerous
markets, including government bonds
and credit etc.

Based in Paris, Simon Chiocci
(above) is a securities lending and
borrowing trader at Natixis Asset
Management Finance.
Laurent Albert, head of trading,
Natixis Asset Management Finance,
also contributed to this article.
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Larry Thompson, DTCC

Collaboration and
harmonisation leveraging
new technologies
By Larry Thompson, vice chairman at DTCC
Let’s begin with the current political climate. Public confidence in the financial
system has improved in recent years
according to the 2017 Edelman Trust
Barometer, but it remains low due to
turbulent Brexit negotiations, hyperpartisanship in Washington and even
the Paradise Papers. This gap needs to
be addressed by the industry to rebuild
its reputation for serving the public and
improving society.
Unsurprisingly, the political climate
reflects the public’s distrust in once
respected institutions as large swathes
of the global population are turning
increasingly nationalist, which has the
potential to usher in a new era of deglobalisation. This is evident in banking
and financial market infrastructure
where there is concern that some jurisdictions may try to assert greater control
over their domestic markets, particularly the infrastructures that underpin
safety and stability, and the rules that
govern them.
As a result, this could make global
financial infrastructures more complicated, burdensome and costly for the
industry, particularly in the short-term.
For example, it remains uncertain
whether EU regulators will enforce
oversight of non-EU based clearing
houses that clear euro-denominated
trades. Also, applicable to market infrastructures is the issue of ‘open access’
under Mifid II, the basic principles of
which are now uncertain given the UK’s
decision to exit the EU.
Interestingly, however, there’s a countervailing force at play today – technology – that could potentially temper the
rise of nationalism around the world.
With respect to market infrastructures,
technologies like distributed ledgers,
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robotics, artificial intelligence and cloud
computing already support a global approach because they transcend national
borders and may have a more significant impact on mitigating risk, creating
market efficiencies and reducing costs
for participants.
The benefits of these technologies
could be so significant that they may
spur further globalisation and interconnectedness despite the current political environment. For example, many
public cloud providers today serve
an international client base, including
Amazon, Google and Microsoft, while
blockchain technology can operate on
an international scale supporting a vast
community of international users.
Furthermore, the application of blockchain is likely to extend to a wider-range
of financial services, including retail
and loans, bringing them to parts of the
world where they barely exist today to
support capital formation, economic
growth and foreign investment. In fact,
global coordination is already underway
to advance blockchain technologies,
with organisations such as the Hyperledger Project bringing together
different players around the world to
harmonise efforts and break down siloes
that could foster siloed and nationalistic
solutions.
However, there are many building
blocks that are essential in order to
maximise the full potential of these new
technologies. Firstly, there is a need for
global standard-setting and strong governance. The Basel Committee, Financial
Stability Board and Iosco, for example,
all play important roles in creating
dialogue related to minimum regulatory standards and harmonising global
requirements.
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Since many of the new technologies
are still in the nascent stage, this is an
opportune time to develop the rules and
communications standards necessary to
ensure they can reach their full potential.
Secondly, for fintech’s full potential
to be realised, the data utilised by these
technologies needs to be of good quality
and consistent across proper use cases.
As such, both data standardisation and
harmonisation efforts must continue.
Thirdly, there needs to be continued
engagement from the global regulatory
community. Regulators are reviewing
potential risks and opportunities offered by new technologies and should
continue doing so in close collaboration
with the wider industry. However, policymakers also have the task of understanding how these technologies work,
encouraging safe and secure innovation
while at the same time preserving core
policy objectives. The industry should
assist the regulatory community in
better understanding how innovative
technologies may fit within the current
regulatory framework or perhaps necessitate rule refinements in support of
policy goals.
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SFTR: lessons learnt from
Mifid II implementation
By Simon Davies, senior consultant at The Field Effect
On September 25, 2012, the
Committee on Economic and
Monetary Affairs unanimously agreed
to introduce Mifid II to the European
parliament. Since the approval from
the European parliament the directive
has undergone a series of approvals
and ratifications, which ultimately
concluded on the January 3, 2018 with
its implementation.
With such an extensive lead time
between the agreement date and its
inception, many would assume the
markets adoption of its requirements
would have been easily managed and
well within the required timeframe.
However, reality has proven to be
very different, with many market
practitioners unexpectedly having
to allocate incremental resources to
Mifid II in 2018 to ensure compliance
across all the requirements of the
regulation.
Whilst the industry expects the
regulators to take a pragmatic view
on its ability to meet the required
standards as of January 2018, the
need for many firms to reallocate or
extend resources for Mifid II to work
well into the first half of the year will
have a detrimental impact on other
work that was expected to benefit
from the completion of Mifid II and
the associated availability of business
analysists and project managers.
There is no single reason why the
industry has struggled to meet the
deadline, however, many believe the
challenge to be compliant in time is
largely as a result of a limited initial
impact analysis and sub optimal
solution design, that ultimately
resulted in the industry under
resourcing and poorly designing
the target operating model and road
map that was required to meet the
complexity of Mifid II.
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Consequently, projects expected
to start early in 2018 utilising
the resources freed up from the
completion of Mifid II will be
affected. Such a project is the
Securities Financing Transaction
Regulation (SFTR), where the creation
of an impact analysis and target
operating model are required so that
firms can plan their solution design
and budget correctly to meet both the
expected start date of the regulation
and change their operating model
to align with new practices and
behaviours in the market that will
be adopted as the industry complies
with SFTR.
SFTR is a wide-ranging regulation
that impacts many areas other than
securities financing. If a treasury
department uses repo to fund itself or
a derivative desk uses repo to hedge
its interest rate risk, these businesses
will need to be SFTR compliant.
Firms need to undertake a detailed
analysis of their businesses to ensure

they have captured all areas that are
impacted by SFTR and only once this
analysis has been completed can the
target operating model be created.
Over the last six months The
Field Effect (TFE) has analysed the
requirements of SFTR for all market
practitioners and modelled this in
our proprietary system. Whilst many
would expect facets of a firm such
as data, technology, controls and
process are heavily impacted, we also
captured meaningful change across
functions, services and people. All
these facets are interrelated and need
to be considered when building for
regulatory compliance.
It is evident SFTR is more than a
data transfer and matching challenge
and without a comprehensive
review of its impacts across a firm,
any budget plans and associated
resourcing levels may be proven to be
grossly inaccurate which in turn will
result in deadlines being missed and
budgets overspent.
Meeting the Mifid II deadline has
proven to be a tougher challenge
than most expected and with the
complexity of SFTR being potentially
understated it is imperative that the
industry embarks on a comprehensive
impact analysis so ensuring that
budgets are accurate, and the
resources required are understood
and accounted for.
For the industry to adopt SFTR in
2019, 2018 is the year of both analysis
and build and this needs to start with
immediate effect.

If a treasury department uses repo to
fund itself or a derivative desk uses repo
to hedge its interest rate risk, these businesses
will need to be SFTR compliant
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OTC structure products
– the tip of the Mifid II
iceberg?
By Neill Vanlint, head of global client operations at GoldenSource
Without any small hint of poetic justice,
the Titanic was famously described as
“unsinkable”. Similarly, in the run up
to Mifid II, financial institutions have
pulled together their own flawless
compliance models as they come up for
air following the scramble to be ready
for January 3.
Yet, whether it’s a ship crossing the
Atlantic, or an EU-wide financial regulation, circumstance will always bring
about unforeseen obstacles. And while
the broad feeling amongst the industry
may currently be one of relief, there is a
post-Mifid II iceberg lying submerged
ahead in the form of structured products. In their simplest form, these products are comprised of securities, such as
corporate bonds, and are then valued
based on the performance of one or
more underlying derivatives contracts.
These highly exotic securities have
multiple cash flow branches attached
to them - which often makes them far
harder to value than a standard security. Traditionally, banks and brokers
have stored these products as trading
positions in their execution and order
management systems. Until now, this
has been all well and good, as these
products have been traded fairly infrequently and have been done over-thecounter (OTC).
But then along comes, you guessed it,
the iceberg. Suddenly, all these products, which banks previously traded
with each other, need to go through a
central counterparty (CCP). This creates
a couple of immediate challenges. Not
only does this mean that firms now have
to explicitly show how they value these
products, but they also have to attach an
ISIN code to them which adds a significant administrative burden. As a result,
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they become costlier to manage.
Firms will need to work out a way to
store these products - even the ones that
don’t trade often. If this wasn’t enough,
they will need to accurately update
information relating to their valuation.
But in order to achieve this, banks and
brokers need to shift from looking at
certain products as trading positions, to
seeing them as part of the wider securities universe.
The problem is that firms can only
have a broader view of securities if they
have recorded all their derivatives in a
single database. An interest rate swap
(IRS) contract, for example, could have

a number of bonds underpinning it.
Traditionally, a bank would retain the
information relating to these bonds in a
standard securities database. This is fine,
but in a Mifid II world, it makes more
sense to link the bonds to the derivative
contracts, to ensure the most accurate
valuation.
This way, a bank can start to build
intelligence around how the characteristics of the underlying bonds change, and
as a result, how the value of the contract
changes. This would involve getting
market data feeds from the securities
into the trading systems. The challenge
lies in the fact that information relating
to the securities would not be included
as part of the trading system database,
and therefore a trade may be executed
without corresponding data sets. A significant problem for when the regulator
comes knocking.
In the same way that the Titanic was
not unsinkable, no execution or order
management system is fool proof when
it comes to highly complicated structured products. As the compliance ship
moves ever closer to this particular Mifid II iceberg over the coming months,
firms will be seeking a way to link the
data that connects securities with the
underlying derivative contracts. With
local regulators sharpening their pencils
ready to assess the market’s compliance
efforts, those who fail to address this
particularly nuanced difficulty could be
left sinking without trace.

In the same way that the Titanic was
not unsinkable, no execution or order
management system is full proof when it comes
to highly complicated structured products
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Annual Securities
Finance and Collateral
Management Conference
This year’s conference in Lisbon will provide
a mix of technical regulatory updates, multiple
keynote addresses, interactive discussion
forums and thought-provoking panel sessions,
but with a strong focus on the future. This
year, set against a backdrop of the imminent
completion of the post crisis regulatory agenda,
the three days will explore how our industry
must evolve to reﬂect the changing political
mood, markets and investor sentiment.
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