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Copyright Statement

The information contained herein is the property of CitylQ Limited. Reference may be made to its

content without the prior approval of CitylQ Limite d provided that the content is clearly attributed t 0

CitylQ and specific reference is made to this repor  t.

3.5

Disclaimer

CitylQ has based this document on information obtai ned from sources it believes to be reliable but

which cannot be independently verified. No liabilit y is accepted whatsoever for any direct, indirect o r

consequential loss arising from the use of this doc ument and the information contained herein.



Introduction

Derivatives have played an important part in the market turmoil of the last six months. But are they, as has
been claimed, “Weapons of Mass destruction?” As a consultancy actively involved in the securities industry
we were keen to understand how recent events would affect the development of derivatives trading and to
find out whether attitudes to this rapidly growing area had changed and whether organisations intended to
extend their use of derivatives or to scale back.

To find out, CitylQ, in association with Northern Trust, surveyed the derivatives market, seeking to
determine:

How organisations had been affected

The impact of recent events on volume growth

Which operational issues were of most concern

Where the risks were

The role outsourcing service providers could play in the market going forward.

This report provides a summary of the findings arising from that survey. As with previous surveys we have
concentrated on presenting the results rather than seeking to overlay a consultancy interpretation.

Survey Highlights
Despite the recent set backs in the market the increase in derivatives transaction volumes looks set to
continue and at a broadly similar rate.

However the majority of the organisations surveyed admitted they were concerned or significantly concerned
about a variety of operational issues including:

Adequacy of systems
Cost and availability of specialist technology, resources and data
Sourcing of data
Growth in volumes
As might be expected counterparty risk was highlighted as the biggest operational risk for OTC trading.

On a more positive note, most of the organisations surveyed expressed with the value they valued
derivatives, and the way they managed both collateral and ISDAs.

Outsource providers were sent to be playing a small but increasing role in the market, with a number of
respondents thinking about extending their use of outsourcing services. However awareness of provider's
capabilities remains relatively low.
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Detailed Findings - Survey Population

Q. Profile of business (please tick all applicable)

Retail fund manager / Institutional fund manager / Fixed income manager / Equities manager
Commodities manager / Other (please specify)

Profile of Business

The slide represents the
business profile selected
by respondents. The
majority of respondents
had an institutional
profile with both fixed
income and equities
exposure.
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Q. Strategies currently offered (please tick all appli ~ cable):

Absolute return / Fund of hedge funds / Managed futures / High yield/Debt / Convertible arbitrage
Aggressive growth / 130/30 funds / Equity long/short / Other (please specify)

Strategies

As can be seen from the
above, Absolute Return,
High Yield / Debt and
Equity Long / Short
strategies were most
prevalent amongst the
survey population.

Other strategies
identified by respondents
included:

Property Derivatives

Quantative
Strategies

Statistical Arbitrage
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Q. What percentage of your organisation’s employees is engaged in derivatives strategies / trading /
processing?

5% / 6-10% / 11-25% / 25-50% / Over 50% / Unknown

Employees engaged in derivatives

[ 3]

[ B-10%

W1-25% As can be seen from the
e 50% above and reflecting the
0%+ :

@ nknown profile of the

respondents; the
majority of organisations
that took part in the
survey had less than
25% of  employees
engaged in derivatives
strategies, trading and
processing.
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Q. How many counterparties do you deal with for OTC derivatives?
1/2-5/6-10/11-20/21+/ Unknown

OTC Counterparties

[
[ 25
WB-10
I n1-20
o+ .
Approximately half of the

organisations who
responded dealt with
between five and twenty
counterparties, while
about a quarter traded
with  over 20 other
organisations.
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Volumes

Q. How have your OTC derivative volumes changed sin  ce January 2005? (Options — increased
significantly, increased slightly, stayed the same, decreased slightly, decreased significantly, N/A)

Credit / Property / Equity / Commodity / Exotics

OTC Volumes — Historic (from 2005)

70%

60%

Significant Increase
50%

Slight Increase
40%

Fl
Unchanged
30%

L
Slight Decrease
20%

Significant Decrease
10%

As might be expected
L nearly all respondents

reported significant
volume increases over

02/03/2009 Derivatives 2009 g the period.

0%

Fixed Income Credit Property Equity Commodity Exotics

Q. How do you expect your OTC derivatives volumest o change over the four years to end 20127
(Options — significant increase, slight increase, remain the same, slight decrease, significant decrease, N/A)

Credit / Property / Equity / Commodity / Exotics

OTC Volumes — Projected (to 2012)

60%

50%

Significant Increase

40%

Slight Increase

L]

30% Unchanged

Slight Decrease

20%

]
Significant

10% Decrease

[ ']

0% -
Fixed Income Credit Property Equity Commodity Exotics
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Historic v Projected OTC Volumes

60%

50%

To get an overall picture
— we  aggregated the
individual totals to get a

[ | slide showing historic
30% Slsteslc growth rates compared
Prc,“ed to projected growth
rates. As can be seen
respondents have
predicted that derivative

o5 . volumes will continue to

- grow and at only a
I slightly slower rate than
0% : ‘ - : i in the years prior to

Significantant Slight increase Unchanged Slight Decrease Decrease

Increase 20009.

40%

20%
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We then repeated the exercise for ETDs.

Q. How have your Exchange Traded derivative volumes changed since January 2005? (Options —
increased significantly, increased slightly, stayed the same, decreased slightly, decreased significantly, N/A)

Credit / Property / Equity / Commodity / Exotics

ETD Volumes — Historic (from 2005)

70%

60%

4 L
Significant Increase
50%

Slight Increase
40%

Fl
Unchanged

30%

L
Slight Decrease

20%

[l

Significant Decrease

10%

Fixed Income Credit Property Equity Commodity Exotics
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Q. How do you expect your Exchange Traded derivativ. e volumes to change over the four years to
end 20127 (Options — significant increase, slight increase, remain the same, slight decrease, significant
decrease, N/A)

Credit / Property / Equity / Commodity / Exotics

ETD Volumes — Projected (to 2012)

70%

60%

Significant Increase

50%

Slight Increase
40%

Fl
Unchanged
30%

L
7 Slight Decrease

Il 0

Fixed Income Credit Property Equity Commodity Exotics

20%

Significant Decrease
10%

0%

02/03/2009 Derivatives 2009

Historic v Projected ETD Volumes

50%

40%

Again we aggregated the
individual totals to get a
a6 slide showing historic
His:ric growth rates compared

to projected growth
. Projected rates. For exchange
traded derivatives our
respondents have
predicted that derivative
volumes will continue to
grow and at only a
i 7 ‘ | =] : slightly slower rate than

Significantant Slight increase Unchanged Slight Decrease Decrease in the years prlor to
Increase 2009.

10% —
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Risks & Issues

Q. Which of the following operational issues are re  levant to you for OTC derivatives?  (Options —
significant issue, minor issue, no issue)

Adequacy of existing systems / Cost and availability of specialist buy side technology, skilled affordable
resources and data / Retaining experienced resources (Middle and Back office) / Sourcing of data for
accurate valuations (time series data etc.) / Growth in volume / Growth in complexity / Impact of new
regulations

OTC Operational Issues

Adequacy of exisling systems

Availabity of capability We were struck by the

number of areas that
were regarded as being

Sourcing of data

(] L
St significant - most
Growth in volumes . B respondents ran ked
Minor most areas as being
W significant. The only

" . ot an issue
Growth in complexity tOpiC nOt regarded as
significant was retaining
Impact of new regulations experienced resources,
which probably reflects
Retaining experienced resources the tlmmg of the SUfVGy
and the recent market

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100% trauma.

02/03/2009

Adequacy of existing systems “

Availabity of capability

Sourcing of data

Growth in volumes

When weighted it is clear
that the adequacy of
existing systems was
seen as being the most
significant ~ operational
issues of those listed,
closely followed by our
catch all “The cost and
availability of specialist
buy side technology /
skilled affordable
resources / data”.

Growth in complexity

Impact of new regulations

Retaining experienced resources

Benchmark

0.75 1.00 125 1.50 1.75
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Q. How concerned are you about the risk in the foll  owing operational areas? (Options — extremely,
somewhat, neutral, not very, not at all)

Valuation / pricing / Risk management / Compliance / Back office (Processing, accounting, settlement)

Operational Area Risks / Concerns

50%

40%

Extremely
Somewhat
B
Neutral
|
Not very

Not at all

30%

20%

Again scores are high
and nearly everything is
a concern, with the
J I biggest concern being
> around  valuations /

Valuatiens / Pricing Risk Compliance Back Office ..
pricing.

10%

0%

02/03/2009 Derivatives 2009

Valuations / Pricing

Risk

This slide shows the
same information but as
a weighted score. The
benchmark (the score
we would expect if all
options were judged to
be equally important by
the survey population —
is included here to
emphasise  how  all
2.50 3.00 3.50 4.00 4.50 choices scored
significantly higher than

02/03/2009 Derivatives 2009 24 the norm.

Back Office

Compliance

Benchmark




Q. How concerned are you about the following OTC de  rivative operations and control issues?
(Options — extremely, somewhat, neutral, not very, not at all)

Lack of automation / Outstanding confirmations/unreconciled positions / Valuations / Counterparty risk /
Regulatory demand

OTC Operational Control

60%

50%

0% Extr:neiy Counterparty risk was
B seen as being of most

Somewhat concern. (It was also the

30% Ml only topic where
Fl “extremely” was the

i Not very choice of the majority of

s B o respondents. Clearly this
‘ _‘ reflects the  ongoing

10% problems in the market
I and the loss  of

] confidence that is

0%

- : : currently bedeviling the
Lack of Cutstanding Valuations Counterparty Regulatory .
automation Confirmations Risk Demands ind ustry.

02/03/2009 Derivatives 2009

Q. Which statement best describes your derivatives valuations process?

We outsource it to a specialist / We handle it in-house and support it with quality controls and expertise /
We've got some spreadsheets and it's ok / We rely on counterparty statements / We need to sort it out very
soon

Derivatives Valuation Process

| |We outsource itto a
specialist

We handle it in-house and
L 'support it with quality
controls and expertise

@leve gotsome The consensus here was
spreadsheets and it's okay . .

that derivatives

valuations were

ST ggnerally under control,

spreadsheets and we with less than 10% of

need to upgrade

respondents recognising
this as an area in need
of attention.
02/03/2009 Derivatives 2009




Q. Which statement best describes your collateral m  anagement process?

We outsource it to a specialist / We handle it in-house and support it with quality automation / We've got
some spreadsheets and it's ok / We've got some spreadsheets and we need to upgrade / We need to sort it
out very soon

Collateral Management Process

[ IWe outsource itto a
specialist

We handle it
jinchouse and support
it with quality
automation

We've got some
W spreadshests and
it's okay

We've got some
[ Ispreadsheets and
‘we need to upgrade

W d b it it
Bouvery soon
It was a similar story with
collateral management,
with 10% of respondents
expressing concern.

020372009 Derivatives

Q. Would you be interested turning to an exchange f  or traditional OTC derivative activities?

Very interested / Interested assuming liquidity is there / Somewhat interested (waiting to take a 'wait and see'
approach) / Not interested (prefer current OTC derivative structure) / Indifferent

Using an exchange for OTC derivatives

[_]Very interested
There was strong

i support for this
[ |Interested assuming . .
liquidity is there suggestion, with over
90% of those who
Somewhat .
g terested (taking a answere_d the questlon
:;;;‘;%5“" expressing interest.
However the devil is
[indifferent almost certainly in the

detail of how this would
S L work, with  concerns
[ (prefer current OTC about liquidity and a note
derivative structure) . .
of caution accounting for
over half of all
responses.
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Q. Which statement best describes your management o f ISDAs and supporting credit agreements?

It's a mess / We have some trouble keeping track of where we are / We're basically on top of it but it's not
perfect / It's fully under control but manual / It's fully under control and automated by document management

ISDA Management

-It's amess

We have some
itrouble keeping
track of where we
are

We're basically on
Itop of it butit’s not
perfect

It's fully under
Icontrol but manual

Again nearly 90% of

It's fully under

control and respondents report that
Qautomatec# by

document they are on top of the

management

issue, although there is
recognition that not
02/03/2009 Derivatives 2009 ~ everything is perfect.

Q. What impact has OTC growth had on the size and s ignificance of your legal activity?  (Options —
significant, moderate, insignificant, none, don’t know)

Growth in size of in-house team / More outsourced legal work

OTC Impact on Legal

40%

35%

30%

|
Significant

Moderate

B

Insignificant

Nene

Don't know

25%

20%

15%

10%

It's clear from this data

that there has been
moderate growth in both
I in-house and outsourced

In house growth Outsourced growth Iegal.

5%

0%
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Market Trauma

Q. How strongly do you agree with the following sta tements in relation to your organisation’s
reaction to the recent market trauma with respect t o derivatives? (Options — strongly agree, agree,
neutral, disagree, disagree strongly, N/A)

We don't handle derivatives, so we don't care / It makes our lack of progress in derivatives look like a smart
strategic decision / It will reverse the growth in our derivatives volumes / It will slow down our advance into
derivatives and structures / It makes no difference to us or our deployment of derivatives

Market Trauma...

50%

o |
< Strongly Agree
=}
Agree
30% o
Neutral
20% [ Disa.gree Clearly, whatever is
Stmngly“magree happening in the market
F m our respondents see
Mot Opleien themselves as:
0% Being involved in
derivatives
We don't handle derivatives so we don't care processing

Concerned as to

how the market

is performing
02/03/2009 Derivatives 2009

Market Trauma...

50%

40%

]
Strongly Agree
o
Agree

30% o
Neutral
-]
20% - Disagree
o
Strongly Disagree
]
No Opinion

10%

0% : Again the response
reflects the survey
population who in most
cases have made
considerable progress in
derivatives.

Our lack of progress looks like a smart move

020372009 Derivatives 2009




Market Trauma....

50%

40%

a
St I .
rongﬁy e On a more serious note

S5 Agéee the response to this
Neutral guestion indicates that a
= O
Sk — Disagres mlnorlty_of respondents
o do believe that the
Strongly Disagree
recent market
10% | . " .
No Opinion uncertainties will reverse
p— the growth in volumes.
0%

However  the most
popular belief was that
Will reverse the growth in volumes volume growth would not
be reversed. This relates
closely to the response
to our more detailed
guestion on volumes.

02/03/2009 Derivatives 2009

Market Trauma....

50%

40%

]
Strongly Agree
o

= Agree
30% o
Neutral
-]
20% : —] — Disagree
]
Strongly Disagree
10 [— L] 1 I
10% by i As with the previous
guestion this statement
on L seems to identify a split

in our respondents
views, with a third
expecting recent events
to delay their plans while
just under a third
expecting no change in
02/03/2009 Derivatives 2009 : pace.

Will slow down our advance into derivatives




Market Trauma....

50%

[+
e Strongly Agree
o

Agree
30% o
Neutral
- -]
20% . Disagree
]

Strongly Disagree
10% —

Perhaps the most telling

Makes no difference to us statement is this, the final
one. Nearly 40% of

respondents will have an
impact on their derivatives
processing activities.

]
No Opinion
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Outsourcing Arrangements

Q. Do you use a derivatives outsource providertos  upport any of the following?  (Options — yes, not
currently but would consider, would not consider)

Front office data requirements / Provision of front office trading applications / Power of attorney for
affirmation (Markitwire) / Power of attorney for confirmation (DTCC / T-Zero) / Credit risk and counterparty

risk monitoring / Risk and analytics / Monitoring, tagging and reporting on strategies / Strategy performance /
Other (specify)

Outsource provider support

PoA confirmation

PoA affirmations

FO Data Requirements

Risk & Analytics Yes
m
Maybe
FO Trading Requirements m
Ne
geerentonty As further context 73%
of respondents said that
Strategy Monitoring they processed
0%  10% 20%  30%  40% 50% 60%  70%  80%  90%  100% derivatives transaction

in-house.
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Outsourcing Intentions

Q. Do you expect to make use of outsourced derivati  ves services in the next 4 years?

Yes / Already use / No

Q. If yes, in which areas? (Tick applicable forbot h OTC & ETD)

Trading tools / platform (ASP) / Risk management / Trade capture / Confirmation or affirmation / Life cycle

processing / Model-based valuation / Fund accounting / Portfolio reconciliations / Collateral management /

Risk and Performance reporting / Concentration limit reporting / Credit exposure monitoring / Strategy and
hedge effectiveness
reporting / Funds or
regulatory  compliance
reporting / ISDA
negotiaton /  Other
(please specify)

Given that the responses
to this question are from
30% of the total
population we should
treat the numbers with
caution.






Outsourcing Suppliers

Q. What is your perception of the services of the f
excellent, very good, good, average, poor, ho opinion)

ollowing derivative outsource providers? (Options —

BNP Paribas / Citi / HSBC / JPMorgan / Northern Trust / State Street / The Bank of New York Mellon / Other

(please specify)

The majority of
respondents either had
no opinion or offered no
response to this
qguestion. As such the
awareness levels shown
here are considerably
lower than in similar
surveys of investment
admin outsourcing
carried out by CitylQ and
reflects the fact that the
market for outsourcing
around derivatives is still
at an early stage of
development.

We then weighted the responses and compared them to a benchmark (the score that would have been

expected had respondents spilt evenly between each choice)

Given the size of the
sample we cannot infer
too much from the result
- particularly for
organisations for which
awareness levels were
low. However the results
are included here for

completeness. One
other organisation was
mentioned by
respondents - RBC

Dexia.



Appendices

About the Survey
The survey was carried out between December 2008 and January 2009.

The survey results have been compiled based on responses received from 33 organisations. An analysis of
the survey population reveals the following.

Business function Percentage
Retail Fund Manager 45%
Institutional Fund Manager 64%
Fixed Income Manager 61%
Equities Manager 58%
Commaodities 18%
Other 45%
Job function Percentage
Operations 21%
Front Office 9%
Risk / Compliance 3%
Finance 12%
Executive 10%
IT 18%
Other 27%
Location Percentage
UK 67%
Europe 18%
Rest of the World 15%

Most survey questions were non-mandatory — as such not all respondents answered all questions.

Results shown as a percentage reflect the total number of responses to the question and not the total
number of respondents.

Where respondents have been given the opportunity to make multiple choices the percentages shown may
exceed 100%

Weighted questions have been calculated using a formula of the kind:
(Ax3) + (Bx2) + (Cx1) = result

Where:

A = strongly agree

B = somewhat agree
C= neutral



Participants Comments

A selection of respondents comments are set out below. Some minor editing has been carried out for

reasons of clarity.

“Growth in derivatives has fallen back and will pick up again once markets/volumes do, as they are integral
to trading strategies. Certain types will become "commoditised" e.g. CFDs, CDSs with exchanges moving
into this space. OTC Options also catered for by initiatives such as BCLEAR, as the emphasis on

counterparty risk continues.”

“The recent market activity will, over the next 6 months to 1 year, dramatically increase listed derivatives
business and speed up the transition of OTC to a listed-like format.”

“We don't agree with having to provide collateral and, therefore, with CSAs as our clients'/funds', as
principals, use of derivatives are not the risk which should have collateral provision required. If anything,

collateral should be supplied by banks/brokers/counterparties to our funds as they are the risk!”

Analysis of outsourced functionality

If already use, in which areas?

Trading tools / platform (ASP)

Risk management

Trade capture

Confirmation / affirmation

Life cycle processing

Model-based valuation

Fund accounting

Portfolio reconciliations

Collateral management

Risk and Performance reporting
Concentration limit reporting

Credit exposure monitoring

Strategy and hedge effectiveness reporting
Funds / regulatory compliance reporting
ISDA negotiation

Other (please specify)

oTC

9%
6%
9%
24%
12%
9%
18%
15%
18%
6%
9%
15%
3%
6%
12%
0%

ETD

0%
0%
3%
9%
6%
0%
9%
9%
6%
3%
0%
3%
0%
0%
0%
0%
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