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Value found in offering related
banking services to hedge funds

Are prime brokers introducing other bank services to hedge funds? If so, which are
the most popular? How is the prime broker remunerated, if at all, for these introductions?

“Something as
complex as prime
brokerage is often
not as simple

as a standalone
product.”

ANTHONY BYRNE,
DEUTSCHE BANK

Prime brokers see no reason not
to introduce hedge funds to other
banking services. Indeed, the
majority think that cross-selling
is advantageous for both the bank
and the hedge funds.

“Loan syndications, fund deriva-
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tives, warehouse facilities, pri-
vate equity, to name a few, are
areas where prime brokers will
make introductions and partner
with hedge funds to develop busi-
nesses,” says Richard Sansaricq,
global head of prime services sales
at BNP Paribas. He says revenue
share agreements are agreed on a
case-by-case basis.

Anthony Byrne, global head
of securities lending at Deutsche
Bank London, points out that there
are different models of how cross-
selling can work. “It is important
to recognise that we as prime
brokers are often the access point
to all of the services.” He says
“something as complex as prime
brokerage is often not as simple as
a standalone product.”

At Jefferies & Company, Glen
Dailey, managing director, head of
prime brokerage, takes a different
tack. “All firms want to deepen

relationships and expand revenue
opportunities with clients. There
is usually not a revenue sharing
agreement between different silos
of abank.”

He says the most popular are
from the investment banking side,
where profit opportunities exist
if invited into deals that are not
offered to the general population.

“Most certainly the relation-
ship between the hedge fund and
a prime brokerage is a strong one.
In many cases beginning at the
start of, or very early on, in the life-
cycle of the fund,” explains Sylvan
Chackman, co-head of global mar-
kets financing and services based
in New York at Merrill Lynch.

“As a result the role of the prime
brokerage salesperson is often that
of ‘primary relationship manager’
for the broker/dealer or bank. As
the hedge fund cycles through
various growth stages, what they
need from their prime also changes.
Initially the focus may be on one
type of execution service, later
expanding across multiple asset
classes,” explains Chackman.

“Very quickly investment
banking services and capital mar-
kets services become a focus, as do
wealth management product and
services. As we introduce more
services to the hedge fund, they
and we view the relationship as
a strategic one and as a result we
earn a greater share of the client’s
total wallet,” Chackman says.

He says this relationship ben-
efits the client as well as the bank
“because we manage our client
relationships holistically”.

Colin Bugler, managing director,
equity finance at RBC Capital Man-
agement, agrees that it is in the inter-
ests of both the prime broker and
hedge fund to offer other services. “It
is in our interest as prime broker to
help our clients run their businesses
as well as their portfolios. This
means introducing them to many

traditional business banking serv-
ices such as payments processing,
bank accounts, etcetera.”

Bugler believes hedge funds
need a wide range of services.
“We can help them on the personal
side as well as we are a full service
bank with a range of onshore and
offshore services. Prime brokerage
is not remunerated for these intro-
ductions but if they help our cli-
ents run their businesses and lives
more efficiently it is good for us as
a credit provider.”

Jonas Lindgren, head of prime
brokerage at SEB, says the prime
broker often acts as the point
of entry. He confirms the prime
brokerage represents the bank’s
full product offering. “We have
seen increased amount of cross-
opportunities to our private
banking business.”

Scotia Capital’s Patrick Blessing,
director, global equity finance,
believes the partnership that prime
brokers have with their clients
is key. “We are a conduit to other
areas of the firm.”

He points out that every bank
has a different method of remu-
nerating prime brokers for intro-
duction. “At Scotia, because of
our relatively flat management
structure, we have a sophisticated
way of tracking client revenue
through our hedge fund relation-
ship management group. They are
an important resource in building
the overall relationships with
hedge funds across multiple busi-
ness lines,” he says.

“They are able to speak to the
importance of the hedge fund
relationship to a business line that
may only be doing a small piece of
business with. Nothing frustrates
a hedge fund client more if their
importance to one business line is
not understood by another. The
hedge fund relationship manage-
ment team ensures that does not
happen,” Blessing concludes. H
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rime brokers play key role in
evelopment of hedge funds

How much help do hedge funds look for from prime brokers in structuring trades?
What kind of trade is this most common in and is this something that will increase in future?

Financing solutions, innovative
structures and leverage are only
some of the services hedge funds
expect from their prime brokers. As
the financial world becomes more
complex and more funds are set
up, prime brokers are being asked
to perform a number of activities.
These range from helping funds
tailor offerings for investors to
introductions to possible invest-
ment sources, from providing
simple liquidity to helping funds in
the early stages of start-up.

“We are winning prime broker
mandates on the back of the
financing solutions provided by
our structuring team,” says Sylvan
Chackman, at Merrill Lynch. “We
view our clients as true partners and
as such expressing their alpha gen-
erating ideas in the most intelligent
structure serves both our interests.”

Merrill Lynch says its struc-
tured equity finance and trading
group looks at innovative struc-
turing transactions with and for
its clients. It provides solutions to
arange of issues that hedge funds
regularly encounter.

“These issues frequently require
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detailed market access knowledge
and tax and regulatory expertise,”
explains Chackman. “Other typical
situations involve the financing of
assets that for a variety of reasons
are illiquid or can not normally be
financed, alpha transport, 130/30
strategies, Ucits, levered share
classes, client employee retention
programs, and others.”

SEB's head of prime brokerage
Jonas Lindgren says his prime bro-
kers are “continuing to structure
investor friendly transactions with
or without additional leverage com-
ponents. We believe that tailoring
vehicles to match investor needs
continues in this environment
where competition for asset alloca-
tions is fierce.”

At Scotia Capital, Patrick
Blessing, director, global equity
finance, confirms his bank is also
involved in structuring. “Not so
much on the individual trade, but
we are more involved with struc-
turing funds. At the very least,
prime brokers are often the first
port of call and work closely with
our structured product colleagues
on various trades,” says Blessing.

Glen Dailey, managing director,
head of prime brokerage at Jef-
feries & Company, also works
closely with hedge funds. “The
derivatives desk of an investment
bank will normally work closely
with prime brokerage for oppor-
tunities to put in front of clients,”
he says. That could involve struc-
turing a trade for a specific client
with a specific need or the more
common use of swaps and options
to gain a desired result.

Deutsche Bank London’s Anthony
Byrne, global head of securities
lending, is convinced that prime bro-
kers will increasingly be differenti-
ated by their service offerings. He
believes funds look to prime brokers
for specialist capabilities and com-
plex products as well as to leverage
the expertise of the brokers.

“This is a trend that is likely to
continue as the larger funds gain
more assets and look for larger
equity stakes or generally more
complex investment opportunities,”
says Byrne.

Richard Sansaricq, global head
of prime services sales at BNP
Paribas, also believes structuring
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trades is now an accepted part of a
prime broker’s service offering.
“These tend to be partnership
trades which help develop deeper
relationships. These tend to be
in the illiquid category and will
increase in the future as hedge
funds venture into more esoteric
asset classes,” he concludes. B

“We view our
clients as true
partners and as
such expressing
their alpha
generating ideas in
the most intelligent
structure serves
both our interests.”

SYLVAN CHACKMAN,
MERRILL LYNCH
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Prime brokers welcome the
introduction of 130/30 funds

How is prime brokerage for 130/30 funds different to that offered to hedge funds?

The 130/30 fund pioneered in Japan,
Australia and the US and made its
debut in the UK in July 2007. Its
popularity in the US in particular
has been fast with an estimated $50
billion of funds under management
invested in 130/30 funds in the US
alone by the end of 2007.

The adoption of Ucits III regula-
tions has helped develop the brand
and the 130/30 is now recognised
as a success alternative approved
regulated fund strategy. Popularity
of the style is growing, with more
investors — particularly institu-
tional pension and insurance com-
panies — seeing this strategy using
the Ucits IIl regulations as an accept-
able depository for investment.

Prime brokers have a mixed reac-
tion to the strategy. Some believe it
is no different than a typical long/
short strategy while others find it
has some implications on services,
particularly from the perspective
of stock borrowing.

At RBC Capital Management
Colin Bugler, managing director,

equity finance, thinks it partly
depends on “where you are in the
world and the regulatory regime
the fund is operating under.”

He points out that 130/30 man-
agers are interested in relative, not
absolute, performance. “This has
different implications from a stock
borrow perspective as they do not
expect every short to go down,
shorts only need to underperform.
Therefore stability and consistency
of borrow is more important than
‘hot’ stocks,” says Bugler.

Richard Sansaricq, global head
of prime services sales, BNP
Paribas, says the general service
is similar. “However, as these are
mainly mutual funds, reporting of
net asset value (NAV) needs to be
on a same-day basis — versus over-
night — and the prime broker no
longer has the ability to rehypothe-
cate as many of the long assets as
they do with hedge funds.”

Scotia Capital’s Patrick Blessing,
director, global equity finance, does
think 130/30 funds are different. He

says they are unlike other hedge
funds in terms of the aspects of the
services the funds require.

“What I mean by this is that
because traditional long only insti-
tutions are launching these types
of products, they have very dif-
ferent requirements with regards
to capital introduction, systems,
electronic trading compared with a
traditional hedge fund.”

He concludes: “There can also be
much closer integration required
with the funds administrator who
may still be handling the custody
aspect of their business. However
the core of what prime brokers
offer in terms of operations and
lending remains very similar.”

Glen Dailey, managing director,
head of prime brokerage at Jef-
feries & Company, thinks if a
130/30 account is part of a tri-party
agreement, “it is much more opera-
tionally cumbersome. As a straight
prime brokerage account, it is no
different,” he explains.

Prime brokerage for 130/30

“The prime broker
no longer has

the ability to
rehypothecate as
many of the long
assets as they do
with hedge funds.”

’

RICHARD SANSARICQ,
BNP PARIBAS

<

funds shares significant similari-
ties with the service of traditional
hedge funds, says Anthony Byrne,
global head of securities lending,
Deutsche Bank London. “On the
other hand 130/30 funds have a dif-
ferent legal structure and different
distribution needs.”

Sylvan Chackman, co-head of
global markets financing and serv-
ices based in New York at Mer-
rill Lynch, thinks 130/30 funds
together with the extended equity
market has placed new challenges
on asset owners, managers, cus-
tody banks and prime brokers. He
says asset owners and managers
will evolve to become significant
borrowers as well as lenders of
stock. “Now these owner/managers
must adopt ‘portfolio finance” best
practices so that they generate suf-
ficient returns from lending pro-
grams to defray the increased cost
of borrowing and shorting stock.”

Chackman also thinks that struc-
turally the impact to prime brokers
is also significant. “First, US tax
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“Stability and
consistency of
borrow is more
important than
'hot’ stocks.”

COLIN BUGLER,
RBC CAPITAL MANAGEMENT

exempt investors require their prime
brokers to provide an enhanced
financing structure as opposed to
the debit financing structures used
by most hedge funds. By utilising
the proceeds of their short sale to
finance their additional long pur-
chases — the additional 30% — US
pension plans can keep these assets
in onshore vehicles without trig-
gering UBTT or unrelated business
taxable income.”

UBTT is generated when a US tax
exempt entity has used “acquisition
indebtedness” or borrowed money
to generate earnings. Chackman
says it is critical the extended equity
structures ensure the additional
longs are purchased with short sale
proceeds and not debit financed.

An additional complexity in
130/30 prime brokerage are tri-
party agreements, according to
Chackman. Under the Investment
Company Act of 1940, mutual
funds are required to hold fund
assets at a custody bank.

“No fund assets can be held at a
prime broker, even a prime broker
owned by a bank. This requires a
prime broker to deliver the proceeds
of short sales to the custody bank.
So the custody account holds the
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130’ long position and the prime
broker holds the ‘30" short. This
has created challenges for prime
brokers, as the cost of funding
is higher when loan proceeds are
transferred out rather than held,”
explains Chackman.

Aside from these structural dif-
ferences, there are also several
other distinctions between 130/30
accounts and traditional hedge
funds according to Chackman.

As 130/30 accounts begin with a
net equity of 100 and an additional
30 short and 30 long financed by
their prime broker, they will gener-
ally have 100% of their net equity
in fully paid for securities. Hedge
funds generally have far lower ratio
of net equity to total exposure.

Chackman says it is becoming
increasingly important for 130/30
managers to build portfolio finance
best practices for both their bor-
rowing and lending activities.
“Developing customised stock-
lending solutions for their fully
paid for long stock managers and
owners may significantly reduce
their financing and borrow costs.”

He also thinks that as borrowing
and leverage are capped at 150/50
in 40 Act funds, and pension plan
products generally run lower than
that, 130/30 clients borrow less
stock and finance fewer longs than
the traditional hedge fund.

“We observe many 130/30 man-
agers setting informal limits on the
amount they will pay to borrow
stock. As a result, the average cost
to borrow for most 130/30s is lower
than hedge funds,” says Chackman.

Finally, he says most prime broker
capital introduction teams target
fund of funds and the alternative
investment officer at pension plans.
“However, almost all of the $65-$75

billion in assets that have been com-
mitted by US plans to 130/30 man-
agers have come from the long-only
equity pool of assets, not the alter-
native pools of fund of funds.”

“From an institutional capital
introduction perspective,” he says,
“most prime brokers are not well
aligned to deliver into pension
plans. We have addressed this
issue by building an asset owner
coverage team and leveraging our
firm’s touch points into the long-
only equity teams at pension plans
and consultants.” ll

“130/30 is much
more operationally
cumbersome. As

a straight prime
brokerage account,
it is no different.”

GLEN DAILEY,
JEFFERIES & COMPANY A\

CONSOLIDATION SHOULD BE FLAVOUR OF THE YEAR FOR 2009

insufficient returns, given the regulatory capital required to operate a prime

Do you expect consolidation of prime brokerages over the

next 18-24 months?

brokerage business.”

Richard Sansaricq, global head of prime services sales at BNP Paribas, is
emphatic. He says there will be consolidation of prime brokerages. His own
bank may have helped the process along. Following JP Morgan Chase’s
takeover of Bear Stearns's prime brokerage business, BNP Paribas bought up
the prime brokerage services of Bank of America.

The deal, which involves the transfer of client relationships, employees and
technology systems, expands BNP Paribas's capabilities for this niche prime
brokerage with particular expertise in derivatives products.

Anthony Byrne, global head of securities lending at Deutsche Bank London,
agrees with this scenario. He says he has already seen a trend where “hedge
funds have continued to move assets to banks with stronger balance sheets
and who are less reliant upon the wholesale markets for funding. We expect
that this trend will continue.”

Jefferies & Company’s Glen Dailey, managing director, head of prime
brokerage, takes a slightly contrary view. “I don’t expect consolidation among
firms but | do expect some firms will back away from the business due to the
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At Merrill Lynch, Sylvan Chackman, co-head of global markets financing and
services based in New York, believes “there will be a rotation of prime brokers
over the next year but expect essentially the same number of participants.

“There will be ambitious newcomers looking to establish a prime brokerage
presence, and lesser committed players may exit,” says Chackman, pointing to
BNP's purchase of Bank of America's prime brokerage business.

“There is definitely room for consolidation in prime brokerage,” agrees
Patrick Blessing, director, global equity finance at Scotia Capital. “The next
year should be very interesting for those banks and brokers who are not
getting a good return on balance sheet from their prime brokerage businesses.
It provides a lot of opportunity for those that are.”

Jonas Lindgren, head of prime brokerage at SEB, agrees. “When times
get tougher, that normally creates a wave of divestments. When there is less
money to be invested the non-core, businesses will suffer. | also believe that
the continued balance sheet problems may force changes in the European
prime brokerage landscape,” Lindgren concludes.
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Reqgulation expected for hedge
funds following subprime crisis

What are the positive and negative impacts from regulations expected on prime brokerage business?

“We think that on the whole, regula-
tion is leading to higher standards
across the industry,” declares Sylvan
Chackman, co-head of global mar-
kets financing and services based
in New York at Merrill Lynch. “For
example, clearer policies and proce-
dures around trade matching and
un-affirmed contracts are helping
accelerate the settlement cycles.”

He believes “T+0 is a real pos-
sibility in the near future”. Such
a development “benefits not only
hedge funds, but their prime
brokers and other counterpar-
ties. Another good example is the
advent of portfolio margining,
which allows for further leverage
beyond Reg-T,” he says.

Increased transparency and
clarity of policies and procedures,
together with measurement, met-
rics and accountability, will all
help increase the flow of money
into funds from institutional inves-
tors, believes Chackman.

SEB Enskilda, the largest prime
broker for on-shore hedge funds in
Europe, is used to working with
regulated funds across various
jurisdictions and regulations,
explains Jonas Lindgren, head of
prime brokerage at SEB.

“The latest developments have
turned out to be an opportunity for
us and we have never before seen
as much demand for our competen-
cies. The potential negative effects
are constraints in how assets can
be used as collateral, with risk of a
lock-in, which in turn could lead to
increased fees,” concludes Lindgren.

Richard Sansaricq, global head
of prime services sales at BNP
Paribas, raises concerns about the
intentions of US law makers. “In
their efforts to compete with inter-
national financiers, US regulatory
bodies have adopted rules to pro-
mote business in the US in a similar
fashion as their offshore counter-
parts. Portfolio margining, BD Lite

and other enhanced leverage vehi-
cles are being introduced towards
convincing US hedge funds to
maintain their businesses domesti-
cally,” says Sansaricq.

“This will not only have a posi-
tive impact on capital optimisation,
but also with legal, accounting and
offshore administration expenses,”
continues Sansaricq. “One potential
negative impact could be on capital
introduction, where the regulators
are trying to establish fair practices/
rules for engaging in this business
to develop more of a capital raising
or fee-based structure.”

Glen Dailey, managing director,
head of prime brokerage at Jef-
feries & Company takes a san-
guine stance. “The most recent
regulatory change affecting prime
brokerage is the implementation
of portfolio margin which has
been a huge positive. There have
not been any changes that have
had a negative effect.” H

“The latest
developments have
turned out to be

an opportunity for
us and we have
never before seen
as much demand for
our competencies.”

JONAS LINDGREN,
SEB ENSKILDA

LIQUIDITY IS THE MAIN CRITERIA FOR HEDGE FUNDS SELECTING PRIME BROKERS

Is there a key factor for a hedge fund when
choosing a prime broker? If so, what is it?
“The last nine months have demonstrated

the importance of liquidity management,”

says Michael Brian, European head of prime
brokerage at Barclays Capital. This he says
emphasises the need to partner with a prime
broker that can provide strong and stable
financing alongside a comprehensive multi-asset
class, cross-margining capability.

Credit worthiness, says Richard Sansaricg,
global head of prime services sales at BNP Paribas,
is the key criteria for hedge funds selecting a
prime broker — “assuming that most basic
services can be provided”.

“There are a number of key factors when
choosing a hedge fund,” confirms Anthony Byrne,
global head of securities lending at Deutsche
Bank London. These include credit worthiness,
stability and cross product margining, ensuring
the bank offers a full suite of services, competitive
financing rates and easy access to the firms
offerings and services. “Most funds realise that a
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global franchise and full suite of first rate products
enables them to leverage the most out of the bank
that they partner with via prime brokerage.”

Glen Dailey, managing director, head of prime
brokerage at Jefferies & Company, believes hedge
funds should choose a prime broker that will offer
the greatest value exchange to the client. “That
may mean access to trading, research, analysts,
conferences, capital introduction services, leverage
or just price.”

At Merrill Lynch, Sylvan Chackman, co-head
of global markets financing and services based
in New York, says a hedge fund should look for
multiple points of connectivity and interaction
with their prime broker. "A successful, valuable
relationship will not just pivot on one or two
services. There should be a number of value
propositions. You want the institution you work
with to become a significant counterparty.”

Colin Bugler, managing director, equity finance
at RBC Capital Management, has a simple answer.
“Honesty is the key to partnership. A fund manager
needs to work with a prime broker that is willing to

point out the ‘inconvenient truths' of running a fund
so the manager can build a sustainable business.”

“The critical factors when appointing prime
broker are the funds strategy and their investor
base and hence the key decision making criteria
vary from one fund to another,” says Jonas
Lindgren, head of prime brokerage at SEB.

“The common denominator for any
decision should however be the prime broker’s
commitment and continuity for the prime broker
business. Commitment will ensure support for the
fund when times get tougher and continuity in
running the business means investments into the
product development,” Lindgren says.

“The fund should also have an understanding
of the overall business of the firm offering prime
brokerage in order to avoid unpleasant surprises
related to counterparty risk,” concludes Lindgren.

Patrick Blessing, director, global equity
finance at Scotia Capital, has a concise answer:
“When you cut away all the noise around prime
brokerage, it comes down to one very simple
thing: a high level of client service.”
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Pricing of illiquid vehicles is major
cause of concern for brokers

How are prime brokers valuing instruments and what are the problems they face? Will the
increase in illiquid instruments be a major factor only in the short to medium term or
will it have a longer-term impact for future valuation?

Pricing and valuation concerns
have come to the forefront for both
prime brokers and hedge funds in a
post subprime world. Transparent
and consistent valuation processes
are needed to ensure current valu-
ation of assets. Prime brokers have
a vested interest in ensuring correct
pricing of portfolios, particularly
when they contain illiquid or hard to
price financial instruments.

At Scotia Capital, Patrick
Blessing, director, global equity
finance, takes the problems posed
by complex and illiquid instru-
ments seriously. “Pricing of illiquid
instruments is one of the most
important aspects facing the hedge
funds business in general. From a
prime brokerage point of view, it's
important to ensure illiquid assets
are valued accordingly. But even
more important, particularly from
a margin finance perspective is
ensuring that the ‘risk’ of the posi-
tion is been looked at and moni-
tored appropriately.”

He says prime brokers need to go

well beyond simply looking at the
valuation of the instrument.

“You need to assess the overall
liquidity and volatility of the
position within the context of the
overall portfolio. You also need
to have the resource and culture
in place to spur discussion with
your hedge fund clients in not only
explaining why we place certain
risk parameters on specific posi-
tions,” explains Blessing.

“We also need to promote con-
structive feedback to continually
educate our risk departments and
improve procedures.”

At BNP Paribas Richard Sansa-
ricq, global head of prime services
sales, says prime brokers are using
a combination of multiple vendor
pricing sources and dealer poling.
“The issues prime brokers face are
with illiquid or bespoke instruments
where limited pricing references are
available,” says Sansaricq.

“The increase in illiquids is
already a long term, major factor
in terms of valuations. In order

to win meaningful market share,
prime brokers differentiate them-
selves by transacting in illiquids to
capture traditional business,” San-
saricq explains, adding: “It seems
that dealers will be forced to take a
marked-to-market approach versus
a marked-to-model approach sooner
than we’ve seen in the past.”

Anthony Byrne, global head of
securities lending at Deutsche Bank
London comes at the problem from
a different angle. “In our experience
the appetite from managers to have
illiquid assets in their portfolio has
significantly decreased. This is not
something that we expect to see
increase in the short term.”

He points out that his bank has
a large and experienced risk team
that performs detailed analysis on
illiquid instruments held as part of
a more diversified portfolio.

Glen Dailey, managing director,
head of prime brokerage at Jef-
feries & Company says prime
brokers use vendors for pricing
public securities. For him, “illiquid

securities are carried at cost or
marked by the manager.”

“Nliquid instruments will always
be a challenge to value,” declares
Sylvan Chackman, co-head of
global markets financing and serv-
ices based in New York at Merrill
Lynch. “Valuations may not reflect
liquidity in the market. Hence lig-
uidation values may be lower than
mid-market marks suggest. This
will continue to be an issue for prime
brokers over the long term, regard-
less of price sources used.”

At SEB, Jonas Lindgren, takes a
conventional line. “For liquid and
listed instruments the generally
available sources are used. When it
comes to illiquid and exotic instru-
ments and structures, it is, of
course, much more challenging.”

Lindgren says one of the lessons
learnt from the turbulent market is
that “the theoretical models used as
tools for determining values have
not worked properly” and “more
dynamic valuation methods are
needed” in future. W
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