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Preparing for volatility

R

isk is back. That’s the message
from the fourth quarter when
volatility surged in equity and
credit markets. We saw returns for
liquid loans dip into negative
territory during October while volatility
indices hit a peak for the year. Along with
that we had the plunge in the oil price below
$70 a barrel, which worsened problems for
Russia and led to some anxiety among
investors relying on loan payments or
dividends from oil producing companies. The
increased risk level is a far cry from the crisis
a few years ago, but it’s a timely reminder of
the need for resilient infrastructure to cope
with turbulent times.
In the Winter 2014 issue of Markit
magazine we talk to someone with lengthy
experience of financial innovation and risk.
Robin Saunders now runs private equity firm
Clearbrook Capital Partners, but she was
better known to many in her former job
heading principal finance at WestLB more
than a decade ago. Saunders played a key role
in bringing securitisation techniques to
Europe, and reminds us of the positive
economic benefits of securitisation which has
struggled in the wake of the financial crisis.
Be that as it may, we are living with the

regulatory responses to that crisis today and
we look at two key areas in this issue. Swap
execution facilities, or Sefs, were a
consequence of the Dodd-Frank Act, and a
year after they were authorised by the
Commodities and Futures Trading
Commission we can see how Sefs have
performed in rates and credit. Is there
sufficient competition, or is the market
unbalanced by giant players? We ask
practitioners what they think.
In Europe, Mifid II is upending the
landscape of securities trading and market
infrastructure. One hot button issue is the
way fund managers pay for sellside research
via dealer commissions. Regulators are flying
in the face of industry warnings of
unintended consequences by threatening to
unbundle research payments from best
execution costs. We hear both sides of the
debate in our article, and learn more about
the industry’s preferred solution using
so-called commission sharing arrangements.
On a final note, this is going to be the last
print issue of our quarterly magazine. We are
moving to an all-digital platform in 2015 in
which we will cover industry issues in a more
timely and exciting way. We will keep you
updated as this happens.

Lance Uggla
Chief executive officer, Markit
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MARKIT NEWS

Tim Sargent, managing
director and global head
of indices at Markit

Markit launches iBoxx index to track CoCo bonds
MARKIT has launched a new
iBoxx index family to track
contingent convertible (CoCo)
bonds issued by banks in the
wake of new Basel regulations.
The bond index series will
track the performance and
emergent issuance of bank
Additional Tier 1 (AT1) and
Tier 2 (T2) CoCo instruments
in dollars, euros and sterling
with sub-indices for AT1
and T2 capital tiers allowing
more detailed analysis of the
underlying bank CoCo market.

“The growth of CoCos has seen
the notional outstanding tracked
by our new Markit iBoxx CoCo
index family more than double
in less than two years,” said Tim
Sargent, managing director and
global head of indices at Markit.
“We expect this rate of issuance to
continue as banks seek to achieve
their mandated capital goals.”
CoCo issuance has increased
sharply since the beginning of
2013 as banks seek to satisfy
the loss absorbing capital
requirements under Basel

III accords currently being
incorporated into regional
regulatory standards by the
governing bodies of the Basel
Committee members. As of
December 1st, $85 billion
notional of Basel III compliant
CoCos were tracked within
the Markit iBoxx CoCo
indices, almost three times
the $32 billion recorded on
December 31st 2013. The
Markit iBoxx CoCo indices
will be operated in compliance
with the Iosco Principles for

Markit distributes Esma short selling data
SHORT SELLING positions
disclosed to the European
Securities Markets Authority
(Esma) under new regulations are
to become available on Markit’s
securities finance platform.
Customers can now obtain a
complete view of short interest
which includes global securities
finance trade data reported to
Markit by lenders and borrowers,
alongside public short selling
disclosures. This integrates all
Esma short disclosures into a
single service which covers all
European markets under Esma’s
jurisdiction, including the UK,
Germany, France, Italy and Spain.
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Pierre Khemdoudi, director of
securities finance at Markit, said:
“The addition of all European
public short selling disclosures
to our securities finance dataset
will help position Markit as a one
stop shop for customers seeking
a holistic view on all aspects
of short selling and securities
finance.”
The Esma public short selling
disclosure data dates back to
2012 when Esma regulation
(EU) 236/2012 was implemented
requiring public disclosure of
any short position in a European
listed company exceeding 0.5% of
shares outstanding.

Pierre Khemdoudi,
director of securities
finance at Markit

Financial Benchmarks, and
are underpinned by Markit’s
independent bond pricing
service which is based on a
broad set of bond prices received
throughout the trading day
from market participants. The
prices are subject to a series of
rigorous quality controls before
consolidated bid and ask prices
are calculated, used for index
calculation and published
for every bond in the Markit
bond universe, along with a
range of analytical values.

MARKIT NEWS

Markit EDM
dominates 2014 deal
league table
2014 has been a dominant year
for Markit in enterprise data
management. Markit EDM has
signed over 20 net new sell and
buyside customers this year. In
keeping with its strong reputation
for rapid implementations, the
provider has already completed
a record 19 go-lives across
the US, Europe and Asia.
Spiros Giannaros, managing
director and global head of
EDM at Markit, said, “Markit
EDM in its Cadis days was a
buyside specialist. Two years
on, the benefits of being part
of Markit are clear. We are now
the major player in the EDM
space on both the sell and
buyside. Also, being part of a
larger organisation gives our
customers added confidence.
We have integrated with other
Markit products and services
to deliver packaged solutions
to the marketplace including
Corporate Actions, Analytics,
thinkFolio and WSO. As our
EDM solution evolves, so does
its capabilities. Increasingly

our customers understand that
we solve for any data, not just
reference data. The EDM hub
can process any type of data,
including trades and positions,
across any asset class”.
Regulatory initiatives are one
of the key reasons customers are
looking at our EDM solutions”,
Giannaros added, highlighting
the Basel Committee for
Banking Supervision’s
initiative to improve risk data
aggregation and reporting
among banks. “BCBS 239 is
at the top of the list. Boards
must now have a greater
understanding of risk data
aggregation. Processing speeds
and volumes have increased
exponentially and we have
customers already benefitting
from these improvements.”
Markit EDM has been
recognised by the industry with
three awards in 2014: Banking
Technology’s Reader’s Choice,
BuySide Technology’s Best
Data Management Provider and
ATeam’s Best Sellside EDM.

Asia Pacific vendors join
forces with Markit on TCA
IRESS and TORA, financial
technology vendors with a focus
on the Asia Pacific region, have
partnered separately with Markit
to offer Markit’s transaction
cost analysis (TCA) service to
customers.
IRESS, a provider of financial
market, wealth and mortgage
management systems, will
integrate Markit’s TCA into its
order system to enable buyside
and sellside institutions to access
Markit’s analytics.
Kirsty Gross, IRESS managing
director for Australia and New
Zealand, said: “IRESS is excited
to announce this collaboration
with Markit and I believe
their leading pre and post
trade analytics, supported by
independent expertise, will deliver
tangible trading efficiencies to
IRESS clients.”
Meanwhile, TORA has
integrated Markit’s TCA tools
into its Compass system, allowing
clients to see pre trade analytics in
their order blotter. The available
data items include the market
impact cost estimate and the
standard deviation of that estimate,
which shows the expected cost of
implementing the position.

Brad Hunt, managing
director and head of
information in Asia
Pacifi c at Markit

“We are delighted to be able
to extend our existing analytics
with Markit’s market leading pre
trade estimates through TORA’s
Compass Execution and Order
Management system,” said Robert
Dykes, chief executive officer at
TORA.
Brad Hunt, managing director
and head of information in Asia
Pacific at Markit, added: “The
integration of Markit’s TCA tools
with TORA’s trading solutions
will help investors by providing
greater insight for their trading
decisions. The integration of
our tools with IRESS trading
solutions will allow traders to act
on Markit’s insights at the point
of trade to manage the impact of
their trading activity.”

Jefferies chooses Markit for equity TCA
SECURITIES firm Jefferies has
selected Markit to provide its
transaction cost analysis software.
Markit’s TCA platform
offers analytic and decision
support tools to assess the
quality and effectiveness of a
company’s equity and foreign
exchange trading activity. The
platform verifies, compares and
calibrates the performance of
brokers, algorithms and trading
technologies.
Markit is distinguished from
other vendors in that its TCA
platform deploys a more granular
methodology that measures
cost on a fill by fill basis. This
approach allows for an attribution
analysis that identifies the portion

of the trading cost arising from
the trader’s own concession for
liquidity for an institutional size
order versus the cost resulting
from actions of other market
participants.
“Jefferies is partnering with
Markit for its non-biased opinion
about our product along with
innovative and market leading
metrics that will help to enhance
the ongoing improvement of our
offerings,” said Bill Bell, global
head of electronic and program
trading at Jefferies. “Markit’s TCA
platform will augment Jefferies’
inhouse capabilities as we continue
to focus on building great products
and accumulating best in class
liquidity for our clients.”

Other TCA systems focus on
calculating differences between
the ‘arrival price’ and average
execution price of a trade.
“We are excited at the
opportunity to provide Jefferies
with our independent transaction
cost analysis platform and
execution consultancy service,”
said Tom Conigliaro, head of
investment services at Markit.
“Our ability to combine
execution, algorithmic, venue
and order routing evaluation and
analytics will allow Jefferies to
gain actionable insights that help
reduce trading costs, cumulative
price impact and maintain
execution quality for their
clients.”

Tom Conigliaro, head
of investment services
at Markit

Winter 2014

7

A
BEAUTIFUL
THING
A poster child for Europe’s financial engineering boom a decade
ago, Robin Saunders now keeps a far lower profile as a private equity
dealmaker. She talks to Chris Blackhurst about securitisation,
WestLB and being a woman in a man’s world.

TALKING BUSINESS

R

obin Saunders has dislocated her elbow. She’s
sitting in the café of the new Serpentine
Sackler Gallery in London’s Hyde Park with
her right arm in a sling.
Saunders, 52, is in some discomfort, but she’s not
letting it get to her. There is a strong, irrepressible side
to this financier.
Given what has happened to her over the years, and
what she’s had to put up with, Saunders could be
forgiven for long having left the stage. After all, she is
not without wealth – she’s made more than enough
never to have to work again.
Saunders has done well to survive for another
reason. She shot to fame in the City 14 years ago,
putting together a series of dizzying, spectacular deals
for the likes of Bernie Ecclestone and Philip Green.
It’s fair to say that she was the poster woman of an
era, one that has since vanished. Plenty of her
banking rivals from that period, which now seems
like a distant age, have also departed. But here she is,
still striving, still doing the business. And, judging by
her grin, still enjoying herself.
She’s the founder and managing partner of
Clearbrook Capital Partners, a London-based private
equity firm. “We work with entrepreneur-led
companies, often founders, who have already built
businesses ranging from £20 million to
£2 billion plus. We marry our financial
markets expertise with their industry
expertise to accelerate value
appreciation, ideally when they’re on the
cusp of a wave of expansion but in some
cases when they’re simply seeking to
monetise their value,” she says.
Clearbrook generally invests up to
49% in a company with Clearbrook
partners joining the board. Clearbrook’s
“sweet spot”, Saunders says, is firms worth £50m to
£500m in a sector that is ripe for consolidation or
“roll ups”. “We’re looking for strong cashflows
underpinned by real assets such as property,
equipment, intellectual property rights or contractual
cashflows such as loans and mortgages,” she explains.
A typical Clearbrook transaction was an investment
in Harbourmaster Capital (Holdings) Limited,
subsequently sold to GSO/Blackstone. Clearbrook,
together with Lord Rothschild’s RIT Capital Partners
and Hutton Collins, purchased 49% of
Harbourmaster from its founders, Stewart Wilkinson
and Fabio Salvalaggio. Harbourmaster’s assets under
management increased from around €2 billion to a
peak of over €9 billion during the period of ownership.
Harbourmaster was sold to GSO/Blackstone in 2012.
Another typical transaction was completed in
August this year when Clearbrook completed on a
€400 million pool of capital from two hedge funds
for the roll up of petrol stations in Spain. The Spanish
management team will use the capital to acquire and
integrate individual family owned stations to build a
new, large and branded competitor in Spain. Other
industries in which Clearbook played a part in
consolidating include water and food testing
laboratories, pubs, asset management, power
generation and water supply.
Saunders is coy about Clearbrook’s backers, but

among them are wealthy families, hedge funds and
sovereign wealth funds. She’s also put in her own cash.
Saunders has never confirmed to stereotype. She
was born in North Carolina but brought up in
Jacksonville, Florida. She wanted to be a professional
dancer, but admits with a smile: “It wasn’t going well
and my father, who was a real estate entrepreneur,
said: ‘Why don’t you try investment banking?’.”
Somewhat bizarrely she managed to combine the
two, studying finance and dance at Florida State
University. Dance and the arts generally remain huge
passions. Saunders is heavily involved in raising
capital for the dance companies at Sadler’s Wells and
Rambert, as well as theatres including The Old Vic
and The Young Vic, the Serpentine and Sackler art
galleries, and a new building on London’s South Bank
backed by the Tate for emerging young artists.
She was married to banker Matthew Roeser and
they have twin daughters, Ella and Savannah. How
does she find the time? “I had my girls quite late in
my 30s and was lucky to have the 14 hour days
behind me. They’re 14 now, and my work-life balance
is much better.” Of course, juggling work and home
was once much more difficult. When she was advising
Ecclestone, Green and their ilk, her daughters were a
lot younger. It was part of the reason why she was

Photography: Harry Borden

“I set my mind as to what I wanted to
do and just kept ploughing through it all
until I’d got there”
regarded as something of a phenomenon.
While she was still undecided about a career in
dance or finance, Saunders found herself “serving the
coffee to a bunch of junior analysts on a visit at
Lehman Brothers in New York City”. It’s easy to
imagine the sexism she must have encountered, but
Saunders is that rare breed: a woman succeeding in a
predominantly male world.
Has she been aware of sexist things being said about
her? “Absolutely. But, hey, I’ve also felt like I’m seen as
one of the guys. Sure, I was discriminated against but
I never let it get to me. I set my mind as to what I
wanted to do and just kept ploughing through it all
until I’d got there,” she says. “I believe the capital
markets arena is extremely competitive for all
participants, man or woman.”
The visit to Lehman opened her eyes to the
possibilities of banking. “I became hooked on the
excitement of big finance,” she explains. Saunders
joined Northern Trust Bank as a capital markets
management trainee, and her first specialisation was
export finance.
She shakes her head at the memory of it now.
“Many of my peers were from Ivy League schools and
several of their families owned banks,” she says,
describing it as somewhat intimidating. “But I held
my own at originating business.”
Then came Citibank, where she again worked in
Winter 2014
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export finance. “In 1988 there was talk in the capital
markets of this new type of asset backed commercial
paper [ABCP]. I remember thinking this could be
big. It was regulatory arbitrage. Citi had quickly
rounded up about $9 billion in corporate assets, and
securitised them through CP conduits. From that, the
ABCP market alone developed into a $1.4 trillion
market,” she explains. Saunders purses her lips and
says drily: “It turned out to be a bit more than an
efficient capital mechanism for the bank.”
Twenty years later, during the financial crisis of
2007-8, ABCP conduits set up by Citi and other banks
fell victim to contagion from problems that stemmed
from subprime securitisation. But Saunders insists that
the early forms of securitisation were “a beautiful
thing”. Only much later would these innovations be
debased by declining diligence and integrity.
Saunders had always vowed to return to Europe,
having been on an educational visit when she was at
university. So in 1991 she transferred to London with

the European securitisation group for the new owner.
Securitisation was not widely used in Europe in the
early 1990s. “I often found that corporations, big and
small, were run by a chief executive officer from a
marketing and/or engineering background. They
thought all this securitisation talk was hocus pocus. It
would take what seemed like an eternity to convince
them,” she says. “But they embraced it eventually as
history revealed.” In the meantime, a plan formed in her
head. “If I can’t convince the bods to do it, or they take
forever, maybe we should be buying their companies
ourselves and unlocking their value?” she says.
Saunders and her team left Chase for Deutsche
Bank. “But there were two different cultures
operating there,” she explains. “I had two bosses. One
was ex-Merrill Lynch and the other ex-Goldman
Sachs. The Merrill guy was all about league tables and
getting local credibility. The Goldman culture was all
about making money – which transactions produced
the best reward. It was so political. So we left, about
12 of us, and went to WestLB.”
It was an unlikely match: the
aggressive American dealmaker and
the conservative, then state owned,
bank from North RhineWestphalia. She recalls one WestLB
board member, a man, saying:
“You’re a woman, you’re young and
you’re an American. How can you
possibly be successful in Europe?”
“It seemed a very blunt question, but I was asking
for an allocation of equity from the bank to carry out
our activities. As thoroughly as possible, I answered
the question and went on to explain that my goal was
to improve the ROE [return on equity] of WestLB
while adding enterprise value to their customers
through use of the debt capital markets. WestLB’s
return on equity was lower than they wanted it to be.
We agreed that my team would only get remunerated
with bonuses after the bank achieved a 15% return on
its capital,” she says, adding with a chuckle: “Everyone
thought, there I was getting access to cheap money
from WestLB but it was costing me 15% before I got
paid. It was my way of aligning my compensation with
their risk profile.”
Her title was head of asset backed securities and
principal finance. Many years earlier she’d turned
down Goldman Sachs, and left a number of other
global banks to opt for the little known German
landesbank. For the first time, she felt like her
interests were aligned with the bank’s and its
shareholders’.
Saunders is also someone who does not fit easily
into a traditional banking management structure.
She’s not a pure corporate financier nor a mergers
wizard – traditionally the top of the tree in corporate
finance departments – but a securitisation expert. She
likes to dream up new ways of making the assets
sweat, of using them as backing in return for an
injection of capital.
Saunders also likes the flexibility to move
ferociously quickly. She was at a cocktail party when
she overheard an Olivetti executive moaning that his
company needed €22.5 billion to launch a bid for
Telecom Italia. Within hours, Saunders was meeting

“You’re a woman, you’re young and
you’re an American. How can you
possibly be successful in Europe?”
Citi. She was gripped with securitisation. “It was very
exciting. It was a big decision for corporates because
they were selling their assets and, to use the current
parlance, it was very disruptive at the time,” she says.
The notion of making waves with something that
was entirely innovative clearly appealed to her. “Sale
and leasebacks and securitisation of everything from
real estate to intellectual property rights and
inventory – they’re all taken for granted now but then
they were new structures to achieve a diversification
of funding sources and efficient balance sheet and tax
treatment,” she explains.
Citi was the market leader. “I was a junior on the
team but I’d had a lot of experience from doing
several deals in the US involving Coca-Cola bottling
plants, Ryder Truck rentals and several leveraged buy
outs,” she says.
Saunders found herself making presentations to full
boards. “Securitisation was a big decision for a
company, and they had to undergo a steep learning
curve before using it. Now this stuff is all common
knowledge,” she adds.
Among those seized by the new methods were the
sole proprietors like Ecclestone and Green. “They saw
immediately how it was possible to take something
out and use it to generate a lot more capital,” she says.
But it wasn’t just the entrepreneurs. Railways,
nursing homes and hospitals were just some of the
industries to realise that they had properties they
could sell to raise cash to fund expansion and the rest
of their operations.
Saunders was in demand. She left Citi for
Manufacturers Hanover, joining on the day the firm
merged with Chemical. That bank was later
swallowed by Chase, and she found herself running

10
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Olivetti’s chief financial officer and, soon afterwards,
she committed €2 billion.
In her gung ho, no nonsense American vernacular,
this deal was “blow-out financing”. It was unheard of
for anyone to get such an amount approved so
quickly.
She took on clients who were similarly
unconventional and aggressive, like Ecclestone and
Green. “I am a straight talking kind of person and so
is she,” said Ecclestone of Saunders. “It is refreshing
to meet someone like that in the City. I have not met
that many in the financial world. To me, they all seem
to think that they are beyond being touched and do
not need to keep their word.”
The feeling was mutual. Saunders says of Ecclestone
that it was “fascinating working with someone who
had built their business the way he did – with a series
of many bilateral but co-dependent
agreements”. It was the same with
Green. “He knows his business
better than anyone in retail. He’s
unbelievably savvy at structuring
deals, real estate and tax,” she says.
Saunders oversaw a slew of
audacious deals at WestLB:
Ecclestone’s refinancing; Green’s
bid for Marks & Spencer, then his purchase of Bhs;
Wembley Stadium’s rescue; the acquisition of Odeon
Cinemas; Pubmaster’s financing. Railtrack got away
as did BT’s fixed lines.
Jealous competitors in the financial community
were sharpening their knives and waiting for her to
fall. The crash duly came with Boxclever. It was one
of the least noteworthy or glamorous deals she’d
done: an $800 million capital raising for a TV rental
company.

Boxclever, jointly owned by TV company Granada
and Japanese investment bank Nomura, was the result
of a merger of Radio Rentals and Granada’s TV
shops. WestLB helped with the funding.
Unfortunately, TV sets were becoming ever cheaper
and the rental market was collapsing. Suddenly, in
2003, Boxclever could not meet its obligations, and
WestLB had to announce losses of £1.2 billion, much
of it due to the troubled British TV company.
The shock was enormous. WestLB was unused to
exposure and found itself under focus. Schadenfreude
was very much in the air as competitor banks and
colleagues turned on its star financier.
Saunders’ colleagues at WestLB were already
gunning for her. They’d become increasingly unhappy
at her high profile. A party she organised for her 40th
birthday and 10th wedding anniversary in 2002 was

Saunders insists that
the early forms of
securitisation were “a
beautiful thing”.

“I am a straight talking kind
of person and so is she,” said
Ecclestone of Saunders.
said to have infuriated them.
The 180 guests, who included Ecclestone and
Green, as well as family and other friends, were flown
to Florence for the three day event, where they dined
in an historic palace and a 13th century church. Dress
code was “Italian medieval”. It was not an over the
top affair by City standards, but it was out of step
with WestLB’s traditional image.
All Saunders’ deals were put under the microscope.
She left and WestLB was subsequently criticised by
Winter 2014
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the German regulator for maintaining poor risk
controls. WestLB was later shut down completely, a
victim of the 2008 banking crisis.
“It was a long time ago, but nobody did anything
wrong on Boxclever,” she says. “It was one of those
freakish situations where the bottom fell out of the
industry. When the deal was signed I believe the total
financing was around four times Ebitda, so it wasn’t a
crazy multiple. What we hadn’t foreseen was that,
over the next two years, there would be a
breakthrough in technology and the price of flat
screen TVs fell through the floor. People stopped
renting TVs and the company could not reinvent
itself fast enough to compensate.”
A rescue of Boxclever could not be mounted in time.
“WestLB pulled the plug. Of course, a lot of people
were waiting for something to happen to me. There
was a media frenzy. A PR guy reported at the time that

“As I walked into the room you could
hear a pin drop: everyone looked at
me as if I were a ghost”
there must have been 1,000 articles written about our
fate within a month of the announcement,” she says.
The irony was that Saunders was close to pulling
out her unit from WestLB. McKinsey had been
brought in by the bank in the previous year because
the board was worried that Saunders’ division
accounted for so much of the bank’s profitability.
McKinsey had been through everything in minute
detail, cleared everything, and the separation was
ready to go. Instead, her group was given a larger
allocation of equity to continue the business at
WestLB with oversight of the credit committee and
the board. “Nobody saw the demise of Boxclever
coming,” she says.
Saunders left the bank in 2004, having to keep an
eye on the German watchdog’s investigation that took
another three years. By the time she emerged from
that, blame free, the credit crunch was looming.
It was a lonely period. “People you thought were
your friends scatter to the winds. I remember going to
a cocktail party during that time and as I walked into
the room you could hear a pin drop: everyone looked
at me as if I were a ghost,” she recalls.
Saunders has been quietly building
Clearbrook ever since. Like many private
capital managers, Clearbrook does not
often advertise its investments or investors.
“Right now is the most exciting time
because there are numerous roll up
strategies around,” she says.
Saunders looks around. She was
instrumental in helping to bring the new
gallery to fruition, she loves the arts, her
girls are growing up, and Clearbrook is
humming. What’s not to like? Saunders
smiles. Only her elbow, and that will
soon clear up.
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ension between the West and Russia, the elusive
recovery in the eurozone and the impact of plunging
oil prices were all themes in 2014. But what will the
next 12 months look like?
We have brought together nine leading voices in the
financial world to assess the significant events of this year
and to give us their insights and expectations for 2015.
The questions:
1. What will 2014 be remembered for?
2. What were your most important achievements
this year?
3. What emerging issues or trends should
practitioners prepare for in 2015?
4. Which will be the best and worst performing
markets in 2015 and why?
5. What will you be focused on next year?
6. Where will the next ﬁnancial crisis come from?
7. Who are the people to watch in 2015 in terms of
impact on the industry?
8. Outside work, what are your personal goals
for 2015?

5

Kurt Winkelmann
Managing director and global head of
research, MSCI
1. 2014 milestones
Besides Brazil losing 7-1 in the World Cup? On the
financial market front, 2014 might best be remembered for
the increasing awareness that we may be in a ‘new normal’
of fundamental uncertainty following the 2008 crisis. The
peculiarity of 2014 was the coincidence of low volatility in
markets for most of the year (with a couple of notable
exceptions) with increased awareness of long run
uncertainty about how fast major economies are going to
be able to grow in the next few years. Or said another way,
2014 presented the investment paradox of low volatility in
a high uncertainty market. Whether this will be the ‘new
normal’ is the big question. While the US seems to be
recovering, big questions continue to surround the signs of
further slowdowns in China and Europe. The implications
of the Fed’s withdrawal from years of unconventional
monetary policy is one aspect driving uncertainty.
2. 2014 achievements
We have been at the forefront of innovation in factor
investing, particularly in creating indexes that represent
the risks and returns in key factors such as value or quality
as well as pioneering multi factor index combinations that
take advantage of the low correlations among many factor
indexes.
More recently we have focused on the tools needed to
understand uncertainty over the longer run, not just
volatility in the short run, where we have always been
strong.
3. 2015 issues/trends
High levels of uncertainty mean that practitioners need to
think carefully about using all the risk tools that are
available to them. Modern risk managers are going to gain
insight from a lot of different places. But as investors start
to think more about longer horizons, they will have to ask
different questions, form prior investment views and add
more structure than perhaps they’re used to from financial
models that focus on correlations alone.
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4. Markets in 2015
Nobody has a crystal ball and in a way what stands out at
the moment is that many asset classes appear to have high
valuations by historical standards – rates are near zero,
spreads are tight and equities look highly valued by
measures like the CAPE [cyclically adjusted price/
earnings] ratio. So there isn’t a single asset class like tech
stocks in 2000 that stands out from the crowd.
5. Focus in 2015
First, we will continue to build on our data warehouse. We
offer not only equities and fi xed income coverage, but
hedge fund, real estate and other alternatives, and support
asset classes that meet environmental, social and
governance goals. Second, we’re entering a new era of risk.
Investors will be asking a new set of questions and we will
continue to build models that answer their questions about
short run volatility and long run financial and
macroeconomic uncertainty. Finally, model validation is a

Brazil’s 7-1 World
Cup defeat
by Germany
was one of the
surprises of 2014

key area for us in 2015, and ensuring that clients see
the results of our validation is paramount.
6. Next financial crisis?
If we knew where they were coming we wouldn’t be where
we are today. Instead of placing bets on the market, MSCI
is dedicated to providing research and tools that help
investment managers do their jobs.
7. People to watch in 2015
Given the market, the key areas of focus will be the
regulators and central banks.
8. 2015 personal goals
As an avid sailor, my personal goal is placing in the top ten
in the J/70 World Championships.
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Michael Lavelle
Head of Emea capital markets, Citi
1. 2014 milestones

Hopefully 2014 will be remembered as a
year of economic, political and social
progress. Despite many headwinds, the
world continues to grow at a steady
pace and I would expect that growth
to continue. 2014 will also be seen as
a year of political change. Extremism,
be it military or via political
disenchantment, continues to polarise
much of the Western world.

2. 2014 achievementss
At Citi we benefitted from the continuation of
economic recovery and our own ongoing
restructuring. We are even more focused on the areas
where we feel that we have a key competitive advantage:
our global network, world class products and our many
years in the emerging markets. We gained share in the
majority of our products in most markets around the
world. We feel that Citi is now a smaller, simpler, safer and
stronger company, focused on serving our core clients and
creating economic value.
3. 2015 issues/trends
An ever more connected world driven by technological
advancement dominates our thinking. Demographics are
also changing the social and political landscape. The
emerging new middle class presents an enormous
opportunity for the financial services industry. We need to
be focused on where they live, how they live, and what
financial products and services they need. We are evolving
our strategy around the developing mega-cities for our
consumer business, and the key developing geographies for
our corporate and wholesale business.
4. Markets in 2015
We think emerging markets will grow around 5% next
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year. Clearly the performance of China and India will have
a material impact on that outcome. The US and UK’s
recent significant strength should continue, but we forecast
only very moderate growth in the eurozone and Japan.
Quantitative easing is shifting from the US to Europe and
Japan, and should be very supportive for those regions and
assets generally. We think that equity markets should
outperform credit markets in 2015 if supported by global
growth and the continued recovery in corporate earnings.
5. Focus in 2015
I will continue to focus on serving our clients. Confidence
continues to return to boardrooms around the world and I
expect to see further growth in activity next year. We feel
that we are in the early stages of an M&A recovery cycle
and, if that proves to be correct, our clients will need our
advice, our capital and our distribution more than ever.
6. Next financial crisis?
There is no doubt that the banks are better prepared for
financial shocks than ever before and ongoing regulatory
sensitivity and change will only reinforce that. The next
‘crisis’ may well not be led from within financial services.
We live in an ever more connected world and one of
extraordinary social and political change. Given the speed at
which that change is happening, it may well be our ability
to manage and govern that change that will prove to be the
catalyst for extraordinary growth or seismic shocks to the
system.
7. People to watch in 2015
Politicians, central bankers and regulators will continue to
have a profound effect on markets in 2015. Heading into
political change in Japan, the UK and US to name a few, I
suspect the names of Abe, Obama, Clinton, Cameron,
Miliband and Farage will dominate headlines. Markets
will continue to hang on to every word from Janet Yellen
and Mario Draghi.
8. 2015 personal goals
On a personal level I would like to spend a few more hours
on my bike, have fun with family and dream of an
England Rugby World Cup win.
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Zoë Shaw

Head of fixed income, Hermes Investment
Management
1. 2014 milestones
Russia’s annexation of Crimea, which triggered conflict in
eastern Ukraine, caused further tensions between the
Kremlin and NATO countries, and raised questions about
the direction in which President Putin is leading the
country. The so-called Islamic State emerged from the
Syrian civil war as a new manifestation of terrorism,
financed by oil trading and skilled at sourcing recruits
through social media. Narendra Modi swept to power in
India with a strong mandate for reform and economic
development, ending a string of anaemic coalition
governments. The US ended quantitative easing (QE)
while accelerating domestic growth, shortly before Japan
committed to an immense $1.4tn QE programme,
doubling its money supply in an aggressive move to end
deflation. The fund management industry will remember
2014 for Bill Gross’ abrupt exit from PIMCO, which he
co-founded in 1971 and where he managed the world’s
largest bond fund, to manage a small unconstrained
portfolio at Janus Capital.
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2. 2014 achievements
Joining Hermes in August. Opportunities to join a fast
growing, well resourced investment management
company to focus on bringing new, timely strategies to
market are rare.
3. 2015 issues/trends
The normalisation of monetary policy, at least in the US and
UK, and its influence on asset prices, liquidity and growth.
Even after economies reach ‘escape velocity’ they will still be
in the grip of an extraordinary experiment. We should not
expect the road out of QE to be smooth, and the timing and
magnitude of interest rate hikes is unknown. The inevitable
cooling of the high yield bond market, which may or may
not happen next year, is also a risk owing to poor liquidity
after banks were forced to reduce inventory to comply with
capital adequacy regulations.
4. Markets in 2015
Credit investors should tread cautiously in the US, where

issuers favour equity holders through share buybacks and
M&A instead of strengthening their balance sheets.
European issuers, on the other hand, continue to behave
defensively and reward bondholders. However, with credit
curves at multi-year steepness amid a fragile economic
recovery, the poor liquidity premium on offer in Europe
largely offsets this.
5. Focus in 2015
Hermes will continue to roll out new strategies that
enable investors to access opportunities that are difficult
to reach, such as our UK residential real estate fund and
our China A shares product that invests in star equity
managers on the mainland. In 2015, I will be responsible
for launching access- and outcome-focused specialist
credit strategies.
6. Next financial crisis?
Wherever the crowd is convinced there is no risk.
7. People to watch in 2015
Janet Yellen, the dove with ‘tapered’ wings. Markets will
be sensitive to a re-run of 1994, when the Fed caught
them off guard by sharply raising rates, spurring a sell
off. This time around, the Fed’s asset purchase
programme means that it surely has too much skin
in the game, and from next summer Yellen
must telegraph when rate hikes are likely.
Also, Mario Draghi may be taking the
smallest baby steps to the sovereign
QE the eurozone needs, but en route
has to represent the disparate views
of up to 23 others on the European
Central Bank’s governing council,
which spans 18 countries and will
tick over to 19 in January when
Lithuania joins. UK Chancellor
George Osborne also deserves a
mention as his test has yet to come:
will he be able to keep control of the
fiscal reins and avoid widespread preelection sweeteners?
8. 2015 personal goals
Passing my grade eight clarinet exam. My daughter and I
are learning the instrument and are taking our exams
together.

Russian
Prime Minister
Vladimir Putin
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China’s
economic
slowdown may
not have been
fully taken into
account

Erik Berglof
Chief economist, EBRD
1. 2014 milestones
The return of geopolitics in Europe, and in the
Middle East (where it always was). A new
divide is descending, cutting right through
emerging Europe. The so-called peace
dividend, which helped countries
through the transitional recessions and
the global financial crisis, has been
turned into a geopolitical tax from
hugely increased defence expenditures
and distorted trade and investment
flows. Countries are spending enormous
resources on building redundancy into
payment and energy systems. The tax has
not yet reached the levels of the Cold War,
but the stakes are very high.
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2. 2014 achievements
In the wake of the Maidan events in Kiev, I had the
privilege of being part of shaping a Ukraine-led process to
create an architecture for reform. This eventually led to the
creation of a National Reform Council responsible for
designing, implementing and monitoring reform in
Ukraine and a first document, ‘Strategy 2020’. The odds
are not good for Ukraine, but there is now a stronger
national identity and sense of direction. The battle for
genuine reforms has only just begun.
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3. 2015 issues/trends
A further deterioration of the Ukraine/Russia situation
with both countries in recession. Spillovers will be
significant in emerging Europe, and to some extent in
Western Europe. Further ECB quantitative easing will
help a little, but have little impact beyond Europe.
Continued mayhem in much of North Africa and the
Middle East, with negative consequences for many
countries in the region, but some turnaround in Egypt

and Tunisia. Further slowdown in China and renewed
unsuccessful attempts by the authorities to stimulate the
economy, hampering growth in much of east and south
Asia. India may still turn the corner. Japan will not. The
US will continue driving feeble global growth, despite
domestic political paralysis.
4. Markets in 2015s
The stronger growth in the US has largely been priced in,
as has the weak recovery in Europe. The extent of China’s
slowdown has not been taken fully into account by the
markets. Look for countries and companies benefiting
from a low oil price. Avoid assets and sovereigns that could
be ‘stranded’ by regulatory action, as this risk has not yet
been fully priced in. Policy risk is the greatest obstacle to
much needed infrastructure investment in emerging and
advanced economies.
5. Focus in 2015
My new life: an exciting venture to increase the global
footprint of the London School of Economics and engage
with research-based think tanks in emerging markets to
get these countries to think beyond themselves on global
and regional issues and in terms of engaging in reform
projects in third countries.
6. Next financial crisis?
Where we least expect it, or at least not in the same place
as last time.
7. People to watch in 2015
Governor Zhou of People’s Bank of China, governor
Koroda of Bank of Japan, governor Draghi of the European
Central Bank and, to some extent, governor Yellen of the
Federal Reserve Board. It will be all about central banks
trying, but mostly failing, to stimulate growth, as little
support will come from structural reforms.
8. 2015 personal goals
To give my wife, Annie, enough stability so that she can
finish her book.
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Scott O’Malia

Chief executive officer, ISDA
1. 2014 milestones
The first made-available-trade determinations under the
swap execution facility regime in February marked one of
the last big Dodd-Frank implementations in the US,
following on from clearing and reporting the year before.
And in Europe, we saw the introduction of the mandatory
trade reporting regime and consultation papers on the first
clearing obligations. The principles agreed by the Group of
20 nations in 2009 are now really becoming a reality.
2. 2014 achievements
Well, an obvious one would be being appointed chief
executive officer of ISDA in July. As the phase of rulemaking enters the implementation stage, it seemed like a
logical time for me to make a transition to a new
opportunity. And ISDA seemed like a great opportunity.
Knowing the rules as I do, I want to take the next step and
add my voice to the debate as to how the rules will be
implemented in the market.
3. 2015 issues/trends
Achieving a global regulatory framework that is appropriate
and consistent is a top priority for the derivatives market.
Since the beginning, market participants have been seeking a
transparent, predictable and outcomes-based approach to
regulatory implementation. During my time at the CFTC, I
spoke out frequently about the need for a schedule for rule
consideration and implementation. Those concerns evolved
to apprehensions regarding the appropriate phasing of rule
implementation, and I believe the CFTC heard the concerns
and proceeded accordingly. Now, as US rules are finalised
and EU and Asian rules are being developed, the market has
highlighted important issues of cross-border harmonisation
and coordination among the various regulators.
4. Markets in 2015
ISDA does not pick winners or losers, so it’s not for us to say.
5. Focus in 2015
In addition to regulatory consistency, ISDA is involved in a

lot of important initiatives: margin, special resolution
regimes and capital, to name a few, and we need to continue
this work as we move into 2015. At the same time, I will
continue to talk to members, our board, regulators and
others to make sure that ISDA is focused on the right issues
and that we are able to address those issues appropriately.
The goal is to do the right things and to do things right.

Dodd-Frank
rules were
implemented on
Wall Street in
2014

6. Next financial crisis?
So many of the financial crises of years past are related to
real estate and property markets that it’s always tempting
to point fingers there. But again, what’s important from an
ISDA point of view is that we have a more robust and
resilient financial system. A lot of work has been done to
reduce systemic risk and increase regulatory transparency
in the derivatives markets.
7. People to watch in 2015
Definitely end users. A recent ISDA survey showed that end
users see derivatives as vital risk management tools and
expect to continue using them to hedge. End users see the
benefits of many of the regulatory reforms put in place, but
they’re worried about the effects of fragmentation on
liquidity and cost. Another recent research report
ISDA published that focused on end user use
of derivatives showed that 65% of
derivatives activity involves an end
user – from pension funds that look
to ensure they can meet future
pension obligations, to companies
hedging foreign currency
exposures. Regulators in the US
have recently introduced a
number of modifications to their
rules to ease the burden of the
new regulatory regime on end
users. We hope that continues into
2015.
8. 2015 personal goals
Last year, I bicycled across Iowa. In the
new job I hope to keep the same level of fitness,
although I find myself putting in more miles on airlines
than my bicycle.
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Michael Santoli
Senior columnist, Yahoo Finance
1. 2014 milestones
This was the year we finally began to emerge decisively
from the post crisis period. The economy, Fed policy,
financial markets and even policy debates were no longer
entirely animated by the damage, responses and debates of
the crisis and its immediate aftermath.
2. 2014 achievements
Adapting better to the fast-shifting digital media game. I’m
finding a rhythm for covering markets and business that’s
more interactive, operates on shorter cycles, and is more
video-centric and social. I feel like I’ve also stayed more on
the right side of market commentary than not, giving the
bull market in risk assets the benefit of the doubt.
3. 2015 issues/trends
An out-of-synch world in economic and policy terms, with
dramatic regional disparities in growth, demographics and
financial position. This could be the year when the main
risk shifts from over-thinking to under-thinking.
4. Markets in 2015
I’m endlessly pleased that I don’t need to try to forecast
such things professionally. Given how inherently tough
this exercise is, I’ll go with strictly contrarian logic: best
will be Turkish equities; worst will be Japanese equities.
I’m also wary of a nasty surprise in yield-hog sectors such
as US master limited partnerships and real estate
investment trusts.
5. Focus in 2015
The way the media industry reshapes itself. Massive
convergence is accelerating among traditional and ‘new’
media, online search, advertising, content production and
distribution. We could finally see some watershed strategic
moves.
6. Next financial crisis?
Where they always come from: crowded carry, faulty
correlation modelling and mismatched asset/liability
liquidity. Not sure which asset markets or banking systems
will be at the centre.
7. People to watch in 2015
Adam Nash, chief executive officer of Wealthfront, a
leader in low-fee ‘robo-advisor’ asset allocation.
Mike Corbat, chief executive officer of Citi, who
may be approaching a moment of truth in
how to structure the company. Whoever
might be named as the next chief
executive officer of Goldman Sachs.
And, of course, Janet Yellen, who has
shown a deft touch in managing
gradual policy shifts so far, with the
trickier calls still to come.
8. 2015 personal goals?
I’d like to make headway on some side
writing projects I’ve had idling, and to get
the old ’87 GMC pickup truck I keep in the
country back on the road.
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Shanghai: “Risks
lurking in China”

Dr Pirrong

Professor of finance and energy markets
Director at the Bauer College of Business,
University of Houston
1. 2014 milestones
2014 has been the year of dealing in earnest with the post
crisis regulatory changes, most notably the clearing and
SEF mandates. Wrestling with reporting issues has also
preoccupied many market participants. Then there has
been the ongoing soap opera regarding the US and Europe
approving/recognising each other’s CCPs. Cross-border
issues have proved to be particularly vexing, although this
should have been anticipated even in the afterglow of the
G-20 in Pittsburgh which seems a lifetime ago. Getting
used to the ‘brave new world’, as it were.
Although the markets were spookily quiet through most
of the year, the rout in oil and other commodities in the
fourth quarter will be remembered for a long time. The oil
price decline will be especially memorable, although it has
spawned a good deal of silly commentary.
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2. 2014 achievements
My whitepaper ‘The Economics of Commodity Trading
Firms’ was released. It has gained widespread attention, in
large part because it sheds light on a widely misunderstood
and mysterious sector of the economy. My other white
paper, ‘50 Years of Global LNG’, has helped to spark a
debate on how trading in that rapidly growing market will
evolve in the coming years. I’ve also had an impact on
policy debates on systemic risk, CCPs and commodity
markets through my writing and speaking. I published
papers on high frequency trading, and how clearing and
collateral mandates create new systemic risks even as they
may mitigate others.
3. 2015 issues/trends
Well, it’s more continuation of a post crisis trend: dealing
with the seismic regulatory changes created by DoddFrank (or ‘Frankendodd’ as I like to call it), Emir and
Mifid II. Cross border issues will remain particularly
contentious and confusing. Groundhog Day, in other
words.

4. Markets in 2015
As usual, tail risks are
mispriced. The lack of
volatility has lulled many
into a false sense of
security, but there are risks
lurking out there, especially
in China and Europe.
5. Focus in 2015
Something old, something
new. The implications of the
financialisation of commodity
markets. The systemic risk (or not) of
commodity traders. How to resolve
insolvent CCPs. My book on financial market
macrostructure.
6. Next financial crisis?
Where it always comes from: leverage, maturity
transformations, liquidity transformations. Given the nature
of crises, predicting the spark that will cause the next one is
impossible, although Europe is a good guess given its
continued malaise. The ‘reach for yield’ that has occurred in
the world of ZIRP [zero interest rate policies] is also a
concern. This inevitably involves investors taking on risks,
and in particular short option-like exposures that can be
very destabilising when the market turns and they try to
close positions. I can say, though, that post crisis regulations,
most notably the CCP mandate, will change the way that
the next crisis plays out, and not necessarily in a good way.
7. People to watch in 2015?
It’s a sign of the times that the people to watch are mainly
regulators, notably Timothy Massad at CFTC
[Commodity Futures Trading Commission] and Michel
Barnier at the European Commission. Christopher
Giancarlo at the CFTC is already making a mark as an
outspoken advocate of reshaping regulations. And, of
course, central bankers everywhere, particularly Draghi
and Yellen.
8. 2015 personal goals
More and better family time. Travel to new places.
Making new friends, reconnecting with old ones.
Winter 2014
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The IPO
market saw a
resurgence in
2014

Bob Greifeld

Chief executive officer, Nasdaq
1. 2014 milestones
Without a doubt, the rebirth of the IPO
market. We saw the market picking up
pace in 2013, but this year it really
accelerated and is one of the best we
have seen for new listings since the
early 2000s. To me, this is extremely
encouraging because these companies
represent the future and opportunity.
We know that 92% of job growth
comes after an IPO.
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2. 2014 achievements
I would say one of the best decisions
was launching Nasdaq Private Market.
Through this initiative we are supporting
private smaller growth companies with a network of
resources and solutions that enable them to stage liquidity
events and reach an investor base they may not otherwise
have been able to access.
Along the same lines, the worst decision I made was
waiting too long to start our Entrepreneurial Center,
which will launch in early 2015. The Center is aimed at
helping entrepreneurs by connecting them with their peers
and the San Francisco Bay area community through
events, education and mentoring. Supporting
entrepreneurs has always been a part of our DNA and we
are very excited about this effort.
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3. 2015 issues/trends
We live in a time when technology has defined, and will
continue to define, our professional and personal lives. It is
important not only for those in financial services, but for
those in other industries to understand how best to
leverage technology to their advantage, and at the same
time grasp important interdependencies involved with the
deployment of that technology in the marketplace. As a
company that works every day with smaller,
entrepreneurial firms, we try to absorb some of the values
that keep them alive and innovating.

4. Markets in 2015
It’s difficult to point to specifics, but generally those
markets and economies whose governments foster
policies that stimulate entrepreneurialism, and support
action and regulation that in turn supports job growth,
and aren’t afraid to explore risk taking, will win. As an
example, here in the US we have made significant
progress with the Jumpstart Our Business Start-ups Act
which is designed to ease some of the regulatory burdens
on small to mid size enterprises, and has contributed
significantly to stimulating job growth and the IPO
market.
5. Focus in 2015
At Nasdaq next year, we will continue to focus on our
customers, developing something that goes beyond their
expectations. We have been successful in this effort in a
number of areas this year, and next year you will see us
continue down this path, focusing on the ways we can
more fully serve our customers around the world.
6. Next financial crisis?
At Nasdaq, ‘lit’ markets, where price discovery is the
highest order of magnitude, are fundamental. This not
only means best execution, but trades that are processed
on time and centrally cleared with the proper risk controls
in place. Markets that continue to operate in the dark,
where price discovery is not apparent and trades are
bilaterally cleared, pose a great threat to global financial
stability.
7. People to watch in 2015
I have to answer my colleagues, of course. Hans-Ole
Jochumsen and Adena Friedman, who serve as copresidents
at Nasdaq and embody the skill and forethought necessary
for success today. Each of these individuals has played a
significant role not only in driving success here at Nasdaq,
but as thought leaders helping to shape many of the
significant trends taking hold in our industry today.
8. 2015 personal goals?
Since my knee surgery, I am no longer able to run and
train as I would like. As a replacement to running, I have
taken up bike riding and plan to log more miles next year.

The outbreak
of Ebola was
an unexpected
development of
2014

Jan Bart de Boer
Chief commercial officer,
ABN AMRO Clearing

1. 2014 milestones
Ebola, ISIS and renewed tension between Russia and the
West overshadow many of the positive things that
happened in 2014. Yet looking for the silver lining, we
think in future years the climate agreement between
China and the US might be looked on as one of historic
significance.
2. 2014 achievements
As a firm we made enormous strides in perfecting our suite
of pre trade and post trade controls. This is crucial to keep
our clients and our firm safe. We are proud of the next to
realtime risk management oversight. This covers clients’
trading activities in their own right at over 150 exchanges
and liquidity pools around the world. We improved by
bringing the calculation time for realtime P&L and VAR
to under one minute, even for high frequency trading
clients. Furthermore we created a global programme of
onsite inspection visits to grade and bolster clients’ pre
trade risk controls. Lastly, to support latency sensitive
clients we have created bespoke pre trade risk controls
within our clients’ trading machines that remain under
our control.
3. 2015 issues/trends
Obviously the amount of capital needed within a clearing
firm or futures commission merchant to support clients’
trading activities is increasing enormously. Capital charges
will differ greatly depending on central counterparty
clearing houses (CCPs), products traded and the style of
trading. Practitioners should engage with their providers
to find the most capital efficient way of using the markets
to run a position or to lay off risk.
4. Markets in 2015
As a clearing firm we do not look at markets in terms of
performance. We look for sustainable growth in volumes

traded. We want to contribute to a more stable and sound
infrastructure in every market we are active in. We have
an ongoing dialogue with exchanges and CCPs around the
world on their risk controls, and we expect every
infrastructure provider to be best in class. From a market
growth perspective we are quite excited about the Hong
Kong market on the back of its recent cooperation with
the Shanghai Exchange.
5. Focus in 2015
We are building a clearing operation in Brazil that
will open its doors in the first quarter. From
a client perspective we would like to
continue to grow our market share
among corporates that hedge their
physical exposures in the futures
markets. In Europe we have been
ready for the start of mandatory
clearing of OTC derivatives for
quite a while now. We are
confident that most buyside
firms will start switching in
2015.
6. Next financial crisis?
We truly do not know. As a firm we
do our utmost to prepare for every
eventuality through continuous stress
testing of our systems, models and procedures.
7. People to watch in 2015
The entire industry is affected by central bank and
regulatory intervention. Regulation National Market
System and Mifid I brought competition to markets.
Dodd-Frank and Emir change the way we transact
business, and Basel III/CRD4 affects the cost of doing
business. So the people to watch are still the central
bankers and the regulators.
8. 2015 personal goals?
I need to spend more days on the water. I am a keen sailor
and windsurfer and on a windy day I should not be sitting
behind my desk!
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The clock is ticking for the time honoured practice of
European investment managers paying for research via
bundled dealing commissions. Impending regulatory change
from Brussels has left brokers scrambling to defend a business
model under threat. Rachael Horsewood reports.

CONTINENTAL
DIVIDE
C

hange is coming to Europe’s investment
management industry. Brokers and fund
managers are anxiously awaiting the
European Securities and Markets
Authority’s (Esma) final advice to the
European Commission (EC) on Mifid II. The big
question is will it call for a complete ban on using
dealing commissions to purchase research? The
position of the UK’s Financial Conduct Authority
(FCA), which said in June that it would back Esma’s
proposals for unbundling research commissions, has
added to the anxiety of practitioners.
Esma warned in its May 2014 consultation paper
about the inherent conflicts in what it called “high
value research” from brokers. Its advice on
inducements sparked a significant amount of
comment, especially from the buyside. Most asset
managers argued that external research paid for with
dealing commissions should be viewed as a benefit for
the managed portfolio. Investment giant BlackRock
described it as “complementing the manager’s own
research and enriching the investment process”. The
UK’s Investment Management Association (IMA)
said it is crucial that the industry as a whole agreed on
a better understanding of the different types of goods
and services that can amount to research.
Daniel Godfrey, IMA’s chief executive officer,
reaffirmed this when talking to Markit. “Esma’s
proposals would create a muddled regime with never
ending debate about what was allowed and what was
not,” he said. IMA members manage over £5 trillion
of assets on behalf of UK and overseas clients.
Sellside institutions, which earn £3.5 billion a year
in commissions from UK asset managers, according
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to FCA figures, have sought to deflect the threat by
calling for more research. Michael Parslow, director
of equities and head of Emea commission sharing at
Credit Suisse in London, asserted that it was clear
from the start that there needed to be more analysis
of the potential market impact of a full unbundling
regime. “Since the publication of Esma’s draft
proposals, we have worked with our industry body,
the Association for Financial Markets in Europe
[Afme], to recommend a mechanism that provides
enhanced transparency and that complies with the
requirement to disclose the price of separate services –
best execution and investment research – which are
provided together by the same investment firm,” he
explained.
Christian Krohn, managing director of equities at
Afme, emphasised the unprecedented amount of
constructive discussion that has erupted since Esma
released its draft consultation paper in May. Trade
bodies were first to voice their concerns about
potential competitive distortions that an unbundled
research model might inflict on the market. “The
whole market immediately went in the same
direction,” said Krohn. He recalled the open hearing
that Esma organised last summer. “This was a
precursor for what was to come in the written
responses, and I think the depth and breadth of the
oppositions took Esma by surprise,” he added.
Afme provided one of the most comprehensive
responses about how investment research should be
accounted for – not just to Esma but to the FCA,
which released its own
discussion paper in
July 2014 after finding
in a survey conducted
earlier in the year that
many asset managers
were failing to value
and fully disclose the
services they received
from brokers in return
for dealing
commissions.
“Both the FCA and Esma appear to predicate their
argument on the assumption that investment research
is a benefit, and therefore an inducement that
portfolio managers are barred from receiving except
when it is of a minor nature. We fundamentally
disagree with this view,” Afme argued.
Markit also weighed in. Tom Conigliaro, managing
director of investment services, suggested a less
draconian way of forcing greater transparency. “The
risks of unintended consequences could be far greater
than what the regulators were trying to cure, and this
has been the position of many market participants for
years,” he said.
Market participants’ biggest concern is that there
are no apparent benefits in moving to a fully
unbundled regime, and that widespread attitude
towards change will not happen until there is more
consistent guidance. “Many are concerned that the
FCA has created a solution in search of a problem,”
Conigliaro contended. “The current system which
enables managers to use client commissions to fund
research has served investors and the industry well for

decades. I cannot think of any recent examples that
regulators can identify to the contrary.”
Esma admitted that it was stunned by the
magnitude of objections coming from all over Europe.
Its chairman, Steven Maijoor, said that the
organisation received more than 700 responses
covering around 16,000 pages of detailed discussion
on its consultation paper. He summarised the
feedback in a speech given in early November 2014,
acknowledging that more technical guidance was
required. Maijoor also explained that, while the
majority of respondents considered the proposals too
strict, Esma would definitely develop a final advice
that was still in compliance with Mifid II’s treatment
of inducements for portfolio managers.
Maijoor said that he would not comment further
until Esma’s final advice was released. However, an
Esma spokeswoman confirmed that its board of
supervisors needed to approve the version before it
could be submitted to the EC, and that the board
would meet on December 17th. She also told Markit
that, even though the EC asked Esma for its advice on
the potential Level 2 measures in Mifid II, the EC is
not required by law to make that its rule. “Although
we don’t expect the EC to diverge from our advice,
unless there are meaningful reasons to do so, legally
the technical advice does not prejudge the EC’s final
decision on the content of the delegated acts,” she
said.
In other words, even though the EC asked Esma for
its advice on the potential Level 2 measures in Mifid
II, the EC is not
required by law to
make that its rule.
That decision is in the
hands of the EC’s
recently appointed
commissioner for
financial services,
Jonathan Hill. The
same discretion
applies to the FCA,
although it has
indicated that it will accept Esma’s proposal.
This creates another wave of controversy,
particularly for market participants in the UK, who
say that the FCA is trying to force insidious changes.
BlackRock echoed the rest of the industry in its
response to the FCA’s discussion paper, saying that
the UK should move in tandem with the
developments in Mifid II.
“The fact is that the FCA also has the legal option
to pursue its own unbundling agenda to ban the use
of dealing commissions to pay for research. However,
we are encouraged by what the FCA stated in its
discussion paper about preferring a pan-European
approach rather than a fragmented one … so we
presume the FCA would reconsider its position if
Esma were to revise its [own],” Afme’s Krohn said.
David Lawton, director of markets at the FCA,
emphasised in late November that the UK would not
diverge from Esma’s position. “We are very keenly
engaged in the European debate about what the final
rules should look like, and we support the proposals
Esma has made,” he told Markit. “However, we do not

£3.5bn
dealing commissions paid each
year by UK asset managers

“The risks of unintended
consequences could be
far greater than what the
regulators were trying to cure”
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“The FCA still believes fund
managers would pay more attention to
their spending on research
if the money was coming out of their
own pockets”

David Lawton, FCA

26

Winter 2014

intend to make further rule changes in the UK in
advance of the forthcoming changes introduced by
Mifid.”
Lawton explained that the FCA still believes fund
managers would pay more attention to their spending
on research if the money was coming out of their
own pockets, not from their clients’. He recalled how
this was initiated over a decade ago by one of the
FCA’s predecessors, the Financial Services Authority.
“Our goal is to have a marketplace where fund
managers are acting as good agents for their clients in
terms of the use of their funds, and seeking and
securing research which is in the best interest of the
end investors,” he said.
Meanwhile, the mounting number of forums and
conferences on how to improve procurement
practices suggests that asset management firms have
been making accountability and transparency a
bigger priority. The IMA published ‘The Eight
Measures of a Good Regime for Research Payments’
among other recommendations for its members last
year. The IMA’s Godfrey explained that these
measures serve as a framework “to assess the
comparative benefits of retaining the current regime

in the UK,
amending it
in part or
moving to a
regime in which dealing
commission could not be
used to purchase research”.
Europe’s investment management community is also
showing a significant increase in the use of
commission sharing agreements (CSAs) to help
manage conflicts of interest related to research spend.
Greenwich Associates’ 2014 European Equity
Investors Research Study found that over 70% of the
UK asset managers it surveyed over the past three
years have CSA arrangements in place. Another recent
report by MPI Europe found a stronger than expected
year on year jump in the use of CSAs. The MPI survey
was conducted between July and September and
interviewed 90 asset managers, brokers and research
providers around the world. John Cant, managing
director at MPI, also noted that more buyside firms in
Europe perceived regulation as a much greater risk to
the market than they did a year ago, and that nearly all
firms taking part in the survey said that they plan to
maintain their current CSA use or increase it over the
coming year.
BlackRock said that it uses CSAs to source best
execution and research services from different
providers efficiently, and that they help managers
allocate research commissions to any research
provider they choose. The company explained in its
response to the FCA how CSAs can accommodate
fi xed or variable pricing for research, whichever is
available and in the best interest of clients, as well as
help in setting upfront budgets, robust governance
and better disclosures for end investors.
Credit Suisse’s Parslow attested to a wider adoption
of CSAs over the past year. “CSAs, together with a
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“CSAs provide the needed
framework to unbundle
research spend”

form of contract for the provision of research, enables
the portfolio manager to disaggregate its decision on
where to purchase ‘best execution’ from its decision
on where to purchase research,” he said.
The FCA’s Lawton conceded that some of the better
practices the FCA found in its review last year were at
asset management firms that used CSAs, but he
warned against treating them as a panacea. “CSAs
should be used with care, as they can still be linked
with volume of trading. We encourage fund managers
to discuss how research is priced with brokers,” he
added in his comments to Markit.
The FCA confirmed that only two of the 30
investment firms surveyed for its 2014 thematic review,
17 of which were money managers, met its standards
for dealing commissions disclosures. Still, the FCA
would not name them or provide examples of what was
good or bad. “All firms should seek to assess themselves
against our findings. Of the 30 investment managers
and brokers we reviewed, only two managers operated
at the level we expect,” Lawton said.
Others in the industry deny the FCA’s notion that
correlation between trading volumes and the use of
CSAs goes against end investors’ best interests. Many
responded directly to the FCA’s view that unbundling
would increase the potential supply of research. “We
are concerned that the contrary may actually happen
and that the asset management industry would be
more likely to react to unbundling by concentrating
its research spend on a smaller number of research
providers,” one fund manager, who did not want to
be named, told Markit.
Afme’s Krohn argued: “The greater the volume of
trading between an investment manager and broker,
the more gross commission is generated and therefore
the larger is the amount available for research
spending. This concentration of research commission
in a CSA makes it administratively easier for the

manager to instruct the executing broker with which
the CSA is held to make payments to research
providers. It does not curtail competition between
executing brokers, which are chosen by investment
managers on the basis of criteria relevant for best
execution, whereas research providers would be
chosen on the quality of their research.”
Even so, many in the industry agree that the
extensiveness of CSA use still varies greatly across
Europe. “They are the norm in the UK and France,
but there is uncertainty about the application of
value added tax to CSAs in Germany, so because of
that they are used less there,” said Krohn. MPI
Europe’s report revealed that a recent tax clarification
cleared the way for more CSA use in the Nordic
region this year.
Another broker in London told Markit that it is
becoming bad business not to use CSAs. “CSAs
provide the needed framework to unbundle research
spend whilst also meeting investment managers’ best
execution requirements in a collective manner,” he
said. The broker added that the real concern now is
how managers disclose these amounts to end clients,
since some end investors might not understand that.
“We believe most fund managers are well organised
when it comes to the amount of commission they
spend on research, often by using their broker votes
to derive value and align payments. It is just how
they officially communicate it to the end investor,”
he said.
Some buyside firms have also pointed out that
further transparency will be introduced by Mifid II in
the form of a disclosure of the total costs of a
particular fund, and that includes dealing
commissions. BlackRock explained that this is an
important disclosure because it allows investors to
compare the total costs borne by the fund regardless
of whether research was paid for with dealing
commission or with the manager’s own money and
reflected in a corresponding increase of the annual
management charge.
Not surprisingly, some of the bigger and more
sophisticated pension funds have declared that this is
not enough and rallied behind the FCA’s call for a
fully unbundled market mainly via the UK’s National
Association of Pension Funds (Napf), which speaks
for over 1,300 schemes that provide pensions for over
17 million people and has more than £900 billion of
assets. The Napf also has 400 members from
businesses supporting the pensions sector.
The organisation said that, while improved
disclosures are imperative, it does not believe that
better disclosure of dealing commission charges will,
in and of itself, encourage investment managers to
ensure a similar degree of rigour in spending dealing
commission as they would do when spending their
own money. It added that, even with enhanced
transparency, an “information asymmetry” would
continue to exist, making it difficult for clients to
value the research that is purchased by investment
managers with their money effectively.
Will Pomroy, policy lead, stewardship and
corporate governance at the Napf, told Markit:
“We believe that the current Esma and FCA
proposals contradict each other. The core

Steven Maijoor, Esma Chairman

70%
of UK asset managers surveyed
use CSAs

Christian Krohn, Afme
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Will Pomroy, NAPF

difference is that the FCA essentially restricts
commission spend to ‘substantive’ research, whilst
the Esma proposals restrict commission spend to
‘unsubstantive’ research. So, while our members are
supportive of the intention to reform this market
and bring much greater transparency to clients for
the use of their money, we have concerns that the
current proposals risk creating further uncertainty
and in turn potential regulatory arbitrage. Our
members would favour a cleaner and more
complete unbundling of all research from dealing
commission.”
Pomroy also stressed the need for more technical
guidance even if Europe does not move to a complete
unbundling world. He added: “It is essential, in the
short term, that there
is improved internal
governance of
commission spending,
and enhanced
transparency on the
use of client money, so
that a pension fund
can quickly and simply
identify the full range
of costs borne by their
investments and, in
turn, view the net
return to them. In the
long term, we believe that enhanced transparency
alone may not be sufficient.”
Indeed, many respondents to the Esma and FCA
proposals said that they hope to see dealing
commissions initiatives coordinated at a global level
through the International Organization of Securities
Commissions (Iosco). Lawton told Markit that the
FCA agreed that cooperation and coordination
between regulators is a necessity. “We frequently
discuss this with other market regulators and some of
these issues have been raised at Iosco, which is the
key global forum for markets and securities

regulators,” he said.
Nonetheless, the prospect of global coordination for
the sellside amounts to a hope that Esma’s hardline
approach will ultimately be watered down. At least 40
asset managers responded to Esma’s consultation paper,
on top of all the trade bodies that speak for them, and
almost all brought up the challenges of managing
assets for European clients in non-EU jurisdictions
with different dealing commission regulations.
Investment management firm AllianceBernstein
fired a blunt response to Esma, saying that European
regulators should clarify their policy towards the flow
of investment research from entities outside the EU. A
research analyst, who wished to remain anonymous,
told Markit that AllianceBernstein is known for
having an impressive
dealing commissions
disclosure policy
already in place.
The US Securities
and Exchange
Commission (SEC)
has been quiet about
the dealing
commissions debate
in Europe, but it is
worth noting that it
already requires
investment managers
in the region to report their commission spend to
brokers via its N-SAR form.
“There is currently no indication that anywhere else
in the world, not least the US, has an appetite for
changing the way investment managers pay for
research,” Afme’s Krohn asserted. “The Esma
proposals have generated a great deal of debate, but
the prospect of a new global standard would be
difficult to come by. The detrimental impact on
investors and issuers would be such that, if Esma were
to propose a hard dollar approach, I do not expect
that the rest of the world would follow.”

“It is essential, in the short
term, that there is improved
internal governance of
commission spending”

Coping mechanisms
Markit has always advocated the use of research budgets and CSAs for
better procurement of research and transparent payments. We have also
said that, if two managers had implemented best practice processes to
meet the FCA’s criteria for commission disclosures at the time of its review,
why not champion these ﬁrms and show the industry what everyone
needs to do?
Managers like these would set research budgets each quarter. They would
trade at a full service rate until they hit their research budget with each
broker. Once they hit that number, they would reduce their rate to an
execution rate for the balance of the quarter. They would then do a review
and assess the ethics of their decisions, set new budgets for the subsequent
quarter and continue the process.
We met the FCA in early 2014 to talk about our Commission Manager and
Vote products so that they could see examples of tools in the marketplace,
tools that help managers and brokers achieve a more transparent and overt
process of consuming and paying for research. Our Vote product helps
managers better assess the execution services they receive from their
brokers and create better evaluation metrics. Commission Manager helps
them organise research payments to brokers by virtually aggregating
commission credits.
With the right analytics and tools, managers can demonstrate that they
have a process in place, and regulators would feel more conﬁdent about
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how research is valued.
The FCA was interested and enthusiastic, but UK regulators have been
beating this unbundling drum since 2001, no matter what anyone in the
market says about the potential consequences. They fundamentally believe
that the cost of research should be borne by the manager, and that the only
way to move this industry forward is to threaten it with an unbundling regime.
Pension funds are receptive when we talk to them about this debate, but
we get into even deeper conversations with investment managers about
what will happen to the economics of the whole industry if a fully unbundled
model is put in place. Some of the larger and more sophisticated pension
plans have engaged more effectively with their fund managers, asking how
research is paid for and ﬁnding out how the process works. However, many
of the average end investors and regulatory evangelists might not understand
the process enough to opine on these unintended consequences, i.e. what
could happen to the industry if the use of dealing commissions to pay for
research was prohibited. What if it created an environment where the largest
managers and biggest brokers survive, while the small and medium ones
struggle? Would research be less available? What would happen to the
research on which their manager relies? Would small cap research be hurt
even more? These could come back to bite the pension plan industry
hardest.
Tom Conigliaro, head of investment services at Markit

SEFS

US swap execution facilities (Sefs) remain a work in progress
more than a year after their introduction, as regulators and
industry wrestle with the details of derivatives reform.
Kim Hunter reports.

Growing
pains

A

survey of the regulations of the US swaps
market is necessarily a patchwork of
competing regulatory gripes. Change
came too fast (too slow). Volume is
growing (progress is slow). It’s just like the
old swaps market (if you discount the liquidity rout).
Anonymity (not on my watch).
There are two areas of agreement. First, regulation
had unintended, often negative, consequences, the
biggest of which is the much reported fracturing of
liquidity between the US and London.
Second, the Commodity Futures Trading
Commission (CFTC), under new chairman Timothy
Massad, is attempting to figure out what works and
what doesn’t and is willing to revisit areas that don’t.
Matt Nevins, managing director and assistant general
counsel at the Securities Industry and Financial
Markets Association (Sifma), said: “A good amount of
the red tape has been cut through now and things are
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slowly improving. People like the ease and ability to
go to a trading platform. It’s just taken some time to
get there.”
Industry observers also understand that the CFTC
had to create a set of rules out of six pages of the
Dodd-Frank Act with no national or global precedent
to build on. As much as they complain that the
agency got the scope of its ambition and individual
areas of rulemaking wrong, at least they have
something in place. In the meantime, the long wait
for European trading infrastructure rules to go live in
2017 is becoming a huge problem.
This leads to the area of most intense debate:
liquidity. On-Sef trading has been slow to develop,
but volumes have increased alongside volatility over
the past couple of months as the graph below shows.
The proportion of the notional amount of US dollar
interest rate swaps traded on-Sef was just over 50%
for the four weeks to November 14th, according to

SEFS
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“Sefs’ ability to provide
trading capabilities
and liquidity is still
underdeveloped for the
way the market trades”

International Swaps and Derivatives Association
figures. For credit default index swaps the picture is
better still: around 70% of credit default swaps
trading by volume was executed on-Sef in the four
weeks to November 14th. The data shows that volume
is dominated by Sef platforms controlled by ICAP,
Tullett Prebon, IGC, Tradition, Tradeweb and
Bloomberg.
A recent Tabb Group report also suggests a shift in
protocol towards electronic request for quote (RFQ)
and central limit order book (CLOB) trading. Figures
from Icap, owner of IGDL, one of the market’s few
dually registered Sefs, show that around 40% of the
Sef swaps trading is electronic, up from zero at the
start of the year. Doug Friedman, general counsel at
Tradeweb, also reported a significant increase in
electronic trading on its TW Sef platform. “RFQ
trading remains the most popular form of electronic
execution for investors as it provides them with the
most flexibility in seeking swap liquidity. [However,
while] 12 months ago, less than 10% of rates swaps
traded electronically, that figure has already grown to
more than 40% today,” he said.
The end users support the new regime, although
they have diﬃculty with some of the detail. Supurna
Vedbrat, BlackRock’s cohead of electronic trading
and market structure, said that her firm trades all
mandated products and, more broadly, “whatever the
infrastructure is able to eﬃciently allow”. She added:
“The impression that there is no trading on-Sef is not
about willingness per se,” but that “Sefs’ ability to
provide trading capabilities and liquidity is still
underdeveloped for the way the market trades”.

Vedbrat cited the example of package trades that
cross CFTC jurisdictions, i.e. transactions involving
more than one swap or instrument, one leg of which
is subject to the trade execution requirement. Her
firm wants to be able to RFQ both legs as a single
transaction to avoid taking basis risk or paying for
bid-ask multiple times. Tradeweb’s Friedman
highlighted that many packages can already be priced
and traded electronically, but the industry is working
on the operational challenges and speed of pricing in
some of the more bespoke packages.
A broad and in many places relatively shallow
market like the swaps market relies heavily on market
making for liquidity. By creating an influx of market
makers in the less risky, shorter maturity trades, open
access to Sefs seems to have improved their liquidity
and tightened spreads, according to Vanguard’s head
of fi xed income derivatives trading, Sam Priyadarshi.
Conversely, he added: “Out beyond ten years, where
the smaller swap dealers are not willing to take on the
risk, liquidity has deteriorated a little, though not a
lot, and the bid-ask is wider.” Priyadarshi, like other
end users, trades RFQ on a “handful” of Sefs that
meet his firm’s requirements.
The predicted liquidity split between London and
New York has also become manifest. “I liken [Sef
liquidity] to a canary in a coal mine. It’s not dead yet,
but it’s lying on its side,” said Dexter Senft, Morgan
Stanley’s cohead of fi xed income electronic markets.
The fragmentation is “worrisome”, he said. Senft also
fears for the market long term. He believes that the
comparison between swaps and futures will inevitably
arise once swaps have moved into more standardised

Doug Friedman,
Tradeweb

Supurna Vedbrat,
BlackRock
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IRS Trades, total volume, Jan 2014 to Oct 2014
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products and CLOB trading has thus become viable.
Senft has previously said that he expects 30% of the
swap market volume to migrate to swap futures, but
now expects that to take longer than the two years he
originally predicted.
US banks, including Morgan Stanley, Bank of
America, Citi, Goldman Sachs and J.P. Morgan, have
de-guaranteed all or some of their London based
swaps business and boosted capitalisation in the
London subsidiary to enable dealing as a “non-US
person” under CFTC rules. Nobody blames them, but
as a senior Sef executive complained: “The exit of the
US banks has shifted trading in euro, yen and sterling
interest rate swaps to Europe. Given that interest rate
swaps are 80% of the overall market, that’s eﬀectively
half the swap market gone at a stroke.”
It is ironic that the execution facilities the
regulation was designed to create should be starved of
volume at a time when they have the extra costs of
ringing the changes the regulator has asked them to
bear. As one Sef board member put it: “I can tell you
it’s not very appetising.” Another executive at a large
Sef said: “Some of those with volume are not making
a profit; the rest must be wondering how they can
keep the lights on.” They’re hoping for change, he
said, but he couldn’t see where it will come from.
Consolidation seems inevitable, although to what
extent is not yet clear. One observer suggested that 15
or more Sefs may close, the only ones with a price tag
being those with a “nice” bit of technology (a
compression tool, for example) and then only at cents
on the dollar.
Other than outright closure, other possible routes
to consolidation may make Sefs more like exchanges,
or involve the exchanges themselves. Tradeweb’s
Friedman noted that designated contract markets
would be able to steal a march on the competition if
they are allowed to leverage the vertical nature of
their expertise, i.e. their relationship with their
clearing entities.
So far, the exchanges proper seem more interested
in clearing than execution. CME’s $655 million
counter bid for GFI following an initial bid by BGC
Partners would seem to back that up. It would involve
selling oﬀ the wholesale brokerage and clearing
business to a management led consortium.
Get ahead, get a Mat

One change that does seem likely is to the mandatory
listing made-available-to trade (Mat) process and that
is likely to make start up Sefs’ positions worse,
although it will please the CFTC’s other critics. The
initial broad set of Mat applications was scaled back
to the benchmarks before the first mandates in
February, but not before the breadth of initial
applications highlighted that it is in any struggling
Sef ’s interest to work on the infrastructure of a
particular swap and capture volume while others
scramble to oﬀer it. Sefs at this year’s WMBA
sponsored SefCon confirmed that it is in their DNA
to “list everything”, but neither the CFTC nor end
users consider that outcome acceptable.
Vanguard’s principal and senior derivatives counsel,
William Thum, told Markit: “We are very concerned
that it is left to the good faith of the Sef to get the
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proposals correct.” Thum would prefer a more
evolutionary path to Sef trading altogether, but is
particularly concerned that imposed mandates,
especially in the case of package trades and nondeliverable forwards (NDFs), both the cause of
considerable controversy, should be applied with a
“critical eye” to operational ability and overall
liquidity. Vanguard and Sifma worry in particular
about front running if they are forced to request three
quotes (as they are at present) in less liquid contracts.
Yet another complex phase-in of package trades was
announced in November, which eﬀectively gives relief
in the most problematic areas until February 2016.
CFTC’s Massad gave a speech at SefCon in
November in which he said, in the context of NDFs,
that the agency wants to think about the relationship
between clearing mandates and trading. According to
sources familiar with CFTC thinking, a non-public
consultation has been launched.
CFTC commissioner Mark Wetjen told Markit that
the issues raised often have more to do with
mandating products for trading than with Sef trading
per se. It is therefore “more than appropriate” that the
CFTC should reconsider how they impose them, he
said, adding: “Having the CFTC impose trading
mandates rather than the Sef would probably lend
itself to a more orderly and predictable process.”
Given Massad’s apparent sympathy for changing
the Mat process, it seems possible that he would be
prepared to issue interim relief in the meantime, or
schedule in the introduction of any swap whose
immediate mandatory trading is likely to have a
negative eﬀect on the market.
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Competitive edge

Competition between and within entities was part of
what has been dubbed the “aspirational” nature of
CFTC regulation. Former chairman Gary Gensler
envisaged creating open market access to up to 100 or
more Sefs, improving pricing and liquidity as he
went. However, few think these extra-Congressional
aims were laudable or have been achieved.
One competitive issue relates to the CME’s rule on
trading invoice spreads, combined swap and futures
positions, which states that the futures leg can be
traded only on exchange. “I don’t know as a technical

matter yet whether it would violate any CFTC rule,”
said Wetjen. “But it doesn’t feel right that you could
hoard all the market activity for an invoice spread
package, and it doesn’t seem consistent with some of
the overarching policy goals of Sefs more generally.”
Neither has regulation broken the oligopoly of the
big five interdealer brokers, or slowed data terminal
giant Bloomberg’s ascent to dominance. “The
complexity of the new regime favours the present
incumbents across all sections of the market,”
explained Morgan Stanley’s Senft, while one Sef
executive complained: “The new players are the same
five plus Bloomberg. And how can you compete with
Bloomberg when its $10 trading fee is below cost?”
Bloomberg declined to be interviewed for this article.
The sheer eﬀort it takes to get through the day in this
complex new situation is a major reason for trading in a
known way on a known entity. For end users that
largely means via RFQ. Vanguard, for instance, might
describe its ideal platform as an all to all market with
hybrid protocols, RFQ (including voice assisted) and
request for stream as well as an active order book, but
so far the firm has been conservative in trading RFQ
only at a handful of platforms with the greatest
liquidity, the greatest number of liquidity providers
and the best infrastructure for eﬃcient trading. “If
there is more adoption of CLOBs by liquidity takers
and liquidity providers we will take advantage of that,”
Priyadarshi said.
Vedbrat added that average price allocation is one
area in which CLOBs have not caught up with the
way asset managers trade. She thinks that the Sefs will
develop solutions in the next few months. “Preferably
at the CCPs,” she added. Tradeweb’s Friedman agrees.
“CLOB trading will likely evolve over time, after the
buyside demands greater trade velocity for certain
standardised liquid swaps,” he said.
Business as usual for the dealer to dealer platform
means on-Sef trading on a name give-up basis.
However, a source close to the regulator said that
anonymity is high on the CFTC’s agenda. Wetjen
said that he and others at the CFTC have been asking
market participants what, if anything, about the
platforms with only dealer to dealer activity
discourages customers from joining and actively
trading. The answer? “Name give-up seems to be one

Matt Nevins, Sifma
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with Bloomberg when
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the proportion of index credit default
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issue. So called dealer to dealer platforms that use or
employ introducing brokers but keep them outside
the Sef legal entity could be another,” he said.
Anonymity is one area in which no dealer to dealer Sef
(i.e. an ICAP, Tradition, GFI or BGC) wants to go first.
“The first one that goes anonymous is sending a signal
that the buyside is becoming part of its platform. You’ll
get wider spreads or even dealers withdrawing from that
platform,” said one observer. The other side of the coin
for dealer to dealer platforms is concern about bigger
asset managers or hedge funds playing the markets. “If
they’re able to enter the market anonymously they could
hit you three times instantaneously: through direct
trading on block trades, via an anonymous order book
and via Sef RFQ,” he said.
BlackRock’s Vedbrat suggested a compromise: fair
and equal disclosure rights. “In a systematic way that
would enable every participant to decide whether to
give limited information to another participant,” she
explained. For example, the Sef should default to
non-disclosure and ask each participant to identify
which participant they are willing to disclose. In all
cases execution takes place anonymously so there is
no price diﬀerential.
Anonymity is just one of the questions on which the
24 temporarily registered Sefs need clarity to finalise
their rule books as they head towards full registration.
“We’re happy to create a straight through anonymous
market,” said one Sef executive. “But it stands in
contrast to the permission to people to do disclosed
RFQs. The CFTC needs to give clarity on what
business models work.”
Another thorny issue is position limits, a statutory
requirement that nevertheless needs revisiting for a
market that, unlike physical commodities, has
potentially infinite liquidity across multiple competing
venues. It has been suggested that the CFTC do an
indepth study of trading across the whole market, onand oﬀ-Sef, to put the rule into context.
Yet another is the ‘15 second’ rule, the crossing
delay which requires a customer order to be displayed
for at least 15 seconds before it is filled. The delay at
some venues is much lower than that and still
problematic. “It’s one reason the inter dealer brokers
have moved their brokers inside the Sef. Otherwise,
prearranged trades submitted to the Sef would get

‘picked oﬀ ’ in the majority of cases owing to the
aggressive nature of those order book liquidity pools,”
said one market participant.
More broadly still is the question over whether you
can have an aﬃliated broker/dealer when you’re
running a Sef.
There are also questions about how platforms raise
fees, including whether they can be capped based on
trading in products traded oﬀ-Sef with the same
company. CFTC rules appear to suggest that you
can’t, given the requirement to treat all customers
equally. But there are complaints that these rules have
not been applied consistently.
One area that has given Sefs genuine relief is the
recent no-action letter clarifying that a block trade can
trade on-Sef, a position adopted to aid compliance with
CFTC regulations covering pre execution screening
and prompt clearing. “The intention was about the
delay, not where they’re traded. That’s one rule that
should be changed,” said one market observer.
Back to the future

Certainty will not come to the US swaps market until
European market infrastructure rules come on stream
in 2017. The nature of that certainty is a matter of
interpretation. Morgan Stanley’s Senft told Markit:
“Some people think the issue will be resolved in 2017
when Mifid II comes in and the two regimes become
similar, that given a chance of frying pan or fire the
large players will register in both jurisdictions. But
that seems like a stretch to me, especially when people
prefer one method of trading.”
Wetjen focused on the cross border process itself.
“[It’s] certainly not broken,” he said, but referring to
the equivalency determinations made so far, it’s a
matter of “building on work that’s already been done”.
Back on domestic soil, SEC rules will also go live
and SEC registrations will be made, perhaps solving
some inter-jurisdictional issues, perhaps creating
domestic fragmentation. One market participant
suggested that the SEC might be planning to make
all players a Sef at the same time in a simple
registration process, giving two years’ no action relief
on the rules and then phasing them in gradually.
Pity the CFTC, which had to blaze that trail and is
now faced with revisiting its own process as
registrations become permanent. Wetjen confessed to
still being “torn” on the appropriate time to make
some of the changes he thinks might be necessary, but
feels he has enough clarity on registration to think
that adjustments should be made sooner rather than
later. “We need to be pragmatic in what’s expected,”
he said, without giving further detail.
One market participant, who stressed that he has
every sympathy for the CFTC’s task and appreciation
of its eﬀorts, nonetheless said that it may have an
ulterior motive for the changes: to give it powers that
it doesn’t have under existing rules. “At the moment,
since they don’t have the ability to mandate these
things directly, they have to tie it to something else,
like non-discriminatory access,” he said.
This same observer, despite thinking that the
original CFTC rules overreached its mandate, would
rather the rules were tougher than unclear. “Just don’t
leave us in limbo,” he said.
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MIFID II

Mifid II regulations are set to shake up trading and distribution across Europe.
Michelle Neal considers the implications for transparency, infrastructure and market
conduct in fixed income.

Preparing
for change
Introduction

The second Markets in Financial
Instruments Directive, known as
Mifid II, will introduce changes
across the entire trading and
distribution landscape in the
European Union. Some of the
biggest changes are likely to fall on
a broad set of fixed income markets
across cash and derivatives. The
impact of Mifid II will be far
greater than its predecessor, Mifid
1, which only really touched on
cash equities from a market
transparency perspective. Mifid II
will have consequences across all
areas of the market and be a huge
implementation challenge,
especially from a data and
technological perspective. But if we
get it right, Europe could end up
with a more transparent and
efficient market structure while
still maintaining sufficient

liquidity for markets to function
well. The implementation rules
being written by the European
Securities and Markets Authority
(Esma) will have a big role to play,
but the markets have a good track
record of coping with and
responding to new markets
regulation. Mifid II also presents
an opportunity to align regulatory
implementation spend with
platform investment that is positive
for the broader market structure.
Esma is currently writing the
detailed rules underpinning the
legislation. The challenge is to
develop rules that are compatible
with the framework law that was
finalised in June, are
internationally coherent, and bring
benefits in terms of transparency
without affecting market
functioning negatively. Achieving
something which satisfies all

stakeholders will be challenging,
but we should be optimistic that
the market impact of rules will not
be ignored, although the industry
needs to be proactive in this
regard.
Focusing on fi xed income in
particular, there are three areas
where significant change will be
observed: transparency, market
structure and market conduct.
Transparency

Market participants are likely to
be familiar with the fact that
Mifid II requires increased
transparency for fi xed income
products. Specifically, pre and
post trade transparency
requirements will apply to bonds,
structured finance products,
emission allowances and
derivatives traded on Mifid
trading venues. Post trade
Winter 2014
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2017
the year Mifid II rules will come
into force

reporting to the market will be
required for all products ‘traded
on a trading venue’ (whether
actually undertaken on a
multilateral venue or OTC).
Details of the price, time and size
of transactions must be made
public as close to realtime as is
technically possible (Esma has
proposed this to mean within five
minutes). Deferred publication
delays of up to end of day + 1 are
being proposed for transactions
based on their size and the
liquidity profile of the product/
group of products.
Pre trade transparency will be
required for venue-traded
products regardless of whether
they are actually traded on a
venue or OTC. Transparency
waivers are available for less
liquid instruments or for quotes
above a certain size. For some
OTC bilateral trades, the
Systematic Internaliser (SI)
regime will require prices quoted
below a certain size to be shared
with other clients.
Our view has always been that,
if calibrated correctly, more
transparency can support the
market in a positive way.
The impact of the legislation
from a transparency perspective is
likely to fall heaviest on smaller
trade sizes and larger blocks.
‘Average’ trades with a regular
size, to the extent that they exist,
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may well see the lowest degree of
impact. The mechanics of the
RFQ waiver for small sizes, and
the size up to which transparency
will be required, are going to be
the most important factors.
Implementing Mifid II in this
area could be particularly
challenging, given the current
market model and preferred
trading protocols of clients. Esma
will have to determine the
meaning of making an RFQ
response public in practice, and
the threshold up to which this
applies. If the required
transparency creates a disincentive
to quote, or exacerbates the
problem of winner’s curse (for
example, by making RFQ
responses immediately public to
all), dealers are likely to reconsider
how they serve clients.
Small trades could also be
affected by the post trade
transparency regime. Esma has
proposed that trades up to a
certain size should be reported to
the market within five minutes.
Given the vast number of ways in
which fixed income products are
traded across Europe (for
example, with retail clients via
voice), this requirement will
present an implementation
challenge simply in terms of
recording the information and
printing to market in time.
The short post trade delays for
block trades could disrupt the
ability of participants to transfer
large blocks of risk. The proposals
for even the largest trades in less
liquid products to be published
with price and actual volume by
the end of T+1 will place a
premium on good risk
management. There is a significant
difference for cash and derivatives
here compared with the US, where
the actual volume is masked for
trades above a certain size. Large
trades may become more expensive
under the proposed EU regime.
The fact that actual volumes will
be published also increases the
emphasis on implementing more
resilient hedges.
Trading and market structure

Some of the rules around trading
and market structure are much
better known as they are largely
informed by the US experience of
CFTC rules which came earlier

If calibrated correctly, more
transparency can support the
market in a positive way
in 2014. Mifid II will introduce
the G20 obligation for sufficiently
liquid and standardised
derivatives to be traded on
multilateral venues. We will
probably see a similar impact in
the EU as in the US in terms of
increased electronic volume
resulting from this requirement.
A number of cross-border
extraterritorial issues are likely to
emerge, as was the case under the
clearing rules in Europe
(European Market Infrastructure
Regulation) and the US. The
trading obligation will apply
where just one of the
counterparties is based in the EU.
Non-EU platforms will need to
be deemed equivalent to EU
multilateral trading facilities and
organised trading facilities
(OTFs). So the design of the
OTF regime in Europe will also
have important consequences for
international markets. If OTFs
and the associated RFQ
transparency requirements differ
substantially from the swap
execution facility regime, we
could see trading for certain
products fragmented across EU
and US platforms.
The experience in terms of cash
bonds is a lot more uncertain as
pre trade transparency for cash
bonds is not something that the
EU as a whole or the US have
experienced. Platforms hosted by

third parties will have to contend
with the same issue described
above in terms of the operation of
the RFQ protocol, and
transparency will also apply to
OTC trading via the SI regime.
Firms that provide liquidity
bilaterally to the market on a
significant basis will need to be
authorised as SIs to do business,
and market participants may
include whether the firm they are
dealing with is an SI in their
counterparty selection process.
Market conduct

Regulators have been rightly
focused on conduct issues, and
Mifid II’s conduct rules are going
to have the biggest impact on
services provided to retail
investors, particularly around
investment advice, inducements
and information provision.
However, there will be impacts
on the wholesale side as well,
albeit more limited.
The Esma proposals in relation
to inducements for portfolio
management raise the prospect of
a de facto ban on the provision of
investment research to these
clients. This would mean that
research would have to be paid
for separately to offset the
perceived risk that research
hampers best execution or causes
the portfolio manager to act in a
way that is detrimental to the

requirements which apply to
retail clients to professional
clients. This could mean
substantial additional
requirements for firms serving
professional clients in terms of the
potential re-papering of
agreements and the provision of
reporting. Additionally, client
classification may have to be
re-run as a result of changes. For
example, local authorities are now
to be classified as retail investors
as opposed to professional clients.
Conclusion

Michelle Neal, Deutsche Bank

ultimate needs of their end client.
Esma had not finalised its views
on this point at the time of
writing, but if research is not
permitted it may have to be paid
for directly by the portfolio
managers, which would
fundamentally change the model
of research provision to clients
based in the EU.
The requirement for products to
have an identified target market
could mean that changes are
needed to product governance
and new product approval
processes, particularly for
products which may be
distributed to clients broadly.
Some of the Esma proposals
around information provision to
clients involve extending the

Esma will finalise the proposals
discussed in this article over the
coming months. Regardless of the
outcome, a substantial amount
of change is coming with Mifid
II and firms and their clients face
a big implementation challenge.
Some of the requirements
will present a systems and
technological challenge (such as
trade and transaction reporting)
but will also promote a much
more transparent and efficient
market structure with better
price formation. It will be easier
to monitor for execution quality
and to conduct more effective
market surveillance, for example.
Regulatory change and increased
electronification of markets
means that the way clients interact
with banks is evolving. Banks
that adapt to this change most
effectively will continue to provide
value across all client touch points.
Finally, the application of Mifid
II in early 2017 should not be
seen in isolation, given the other
regulatory initiatives on the
horizon such as the UK Fair and
Effective Markets Review which
is looking at wholesale fi xed
income markets in terms of
structure and market practice
standards. The SEC has also
indicated that it intends to look at
pre trade transparency and best
execution in bond markets.

Michelle Neal is managing
director, head of listed
derivatives, markets
clearing and FIC market
structure at Deutsche
Bank, and sits on the Esma
Secondary Markets Standing
Committee in a personal
capacity.
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Explaining credit
Former CDS trader Terri Duhon tells
Edward Russell-Walling about her
journey from the backwaters of Louisiana
to running a highly successful education
and consultancy business.

I

t’s an old complaint: no one
really understands the complex
world of financial derivatives.
Well, some people do. Having
dealt in derivatives, Terri
Duhon built a second career out
of explaining them to others.
Now she is using that as a
platform for a third career.
Duhon was a bright child from
a poor community who used her
brains to build a completely
different life. Born into a Cajun
family in Louisiana, Duhon’s
educational trail out of the bayou
began with her maternal
grandmother, the first person in
her family to graduate from high
school. Her father was the first to
go to college, so no one was
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entirely surprised when she won a
place at a special high school for
gifted children, known in the US
as a ‘magnet’ school. That was the
start of what became her life. “I
couldn’t have done any of the
things I do today without it,” she
admits.
After winning a place at the
Massachusetts Institute of
Technology (MIT), Duhon’s idea
was to do mechanical engineering
because she wanted to design
racing cars. Then she discovered
that real automotive
manufacturing was rather more
humdrum, so she switched to
mathematics. While she wasn’t
entirely sure where this would
lead, the many recruiting banks
that swooped on MIT seemed to
offer possibilities. “I went to some
presentations and thought this is
really interesting. And then I read
Liar’s Poker.”
Michael Lewis’s racy memoir of
life as a Salomon Brothers bond
salesman conveyed the energy
and excitement of the financial
markets. So some interviews later
Duhon found herself on a

graduate programme at JP
Morgan and, in no time at all,
worked out what she liked best.
Given her numeracy and quick
comprehension, the company
liked her too, and she started
work as an interest rate swaps
trader. It was 1994.
“It was a nice place to work and
I spent three years there,” she
recalls. “Then, in 1998, I was
asked to move into credit
derivatives.” These were early days
for the credit default swap , created
by JP Morgan and still very much
a bespoke business. “There were
some standardised definitions, but
every bank had its own idea of
what it wanted on the contract.”
Working alongside a so-called
‘single name’ CDS trader, who
was doing about five trades a
month, Duhon was the ‘exotics’
trader, which meant doing just
about everything else. “We did a
handful of trades in 1998,” she
says. “It was kind of exciting,
though at first I wasn’t sure about
having moved from the interest
rate swap desk, which was a
successful business and one of the
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largest in the market.”
The JP Morgan credit
derivatives team was, in Duhon’s
words, “pretty special”, and many
of them moved on to do other
interesting things. One was
Blythe Masters, who later became
JP Morgan’s global head of
commodities. Masters reported to
Bill Demchak, now chairman,
president and chief executive
officer of PNC Financial Services.
Andrew Feldstein, also part of the
team, went on to found Blue
Mountain Capital Management.
Peter Hancock, who established
the global derivatives group, was
recently appointed chief executive
officer of AIG. Another of JP
Morgan’s early credit derivatives
pioneers was Tim Frost, who
founded Cairn Capital.
The early deals were called
Bistro trades, as in Broad Index
Secured Trust Offering, and were
used to take credit risk off banks’
balance sheets by pooling
identifiable loans (not mortgages),
tranching them up and selling the
result to investors. “It was about
capital efficiency and risk
management, and the driver was
how regulatory capital worked,”
Duhon says. “Investors had no
idea what the product was, so we
spent a lot of time educating
them. That was the fun bit.”
The educating ‘bit’ was going to
assume a lot more importance in
her life. In the meantime, other
banks started structuring similar
products and the CDS market
took off. There was much
poaching of JP Morgan staff,
particularly during the merger
pains following its 2000 takeover
by Chase Manhattan. “Two or
three years after the Chase
merger, the JP Morgan team was
distributed around the Street, and
you knew someone everywhere.”
Duhon stuck around for a
couple more years, although,
importantly, she moved to the
London office in 1999 as the
European business began to take
off. It was here that she met
husband-to-be Matthew Peacock,
founder of Hanover Investors. In
2002, she was lured away to ABN
Amro as global head of credit
structuring.
Duhon remembers this time as
a growth phase for the CDS
market but also as a difficult

period involving a lot of credit
events, including the collapse of
Enron, Swissair, WorldCom and
Parmalat. With hindsight, she
says the market could have
learned a lot more from these
early difficulties.
She had the first of her three
children in 2003 and when she
returned from maternity leave,
the excitement she had felt for her
work was gone. She worked for
another six months before
making an amicable exit. “It was
always going to happen, but
maternity leave was the trigger,”
Duhon says. “I’m a mother now
and I need flexibility.”
What did she have that others
might want? One thing was an
intimate knowledge of this
complex market, so she decided to
build an education and
consultancy business around that.
There was a clear need for
expertise from outside the banking
world, but in 2004 many insiders
had packed up and left so there
weren’t many experts around. The
parties who needed to bone up on
CDS were many and varied.
“There was real demand from law
firms, regulators, operations and
sales people in banks, asset
managers and hedge funds,”
Duhon remembers.
It was a heady time. Credit
derivatives were transforming the
industry. Before they came along,
banks used merely to give out
loans. Now they were “originating
credit risk”, repackaging it and
distributing it. “We were using
bank balance sheets more
efficiently and providing new
investment products to clients,”
says Duhon. “That meant banks
could offer more capital to
borrowing clients and more
investments to investing clients. It
looked like a win-win. With
hindsight, it was building a
leverage bubble in the system.”
Be that as it may, everyone was
looking to get a handle on the
market and demand for Duhon’s
strategic consulting and financial
products training services was
intense. “I worked more than I
have ever done in my whole life –
weekends, holidays. But it was
exciting. I was building
something.” As the business grew
in New York as well as in her
home base of London, she hired

other trainers and consultants,
experienced women like herself
who were looking to do
something outside banking. She
called the new firm B&B
Structured Finance. B&B? Bed
and breakfast? She looks slightly
wary. “Oh well, I guess everyone
knows anyway. Bitches and
bonds.”
Why that? Why not? she
replies. Because she could. It was
an inverted reference to the
shortage of females in high
finance, but it also expressed the
confidence of women who knew
they were good at what they did.
Mind you, what they did was
sometimes too late to be helpful.
Duhon remembers getting a call
from one risk manager who said
he had just bought a $1bn
securitisation. “Can you tell us
what they are?” he asked.
There was also, it turned out, a
demand for expert witnesses in
litigation around credit
derivatives. This side of the
business began in quite a small
way, but in 2007, as the credit
crunch kicked in and Duhon
could see trouble ahead, she made
a major effort to build it up. It
requires an ability to take a very
complex product and describe it
in plain language which can be
understood by lawyers and judges.
That often means explaining not
just how something works but
why it works, and what people
were thinking when they did what
they did. Being something of an
educator is crucial to that. “There
are lots of experts, but they are
not all good at explaining things.
It’s a skill to be able to take
something complex and make it
simple.”
The expert witness activity has
the benefit of being countercyclical to training. Training is
seen as a non-essential expense so
it falls off when the industry is
not doing much business. It’s
precisely then that they are more
likely to be litigating.
Ironically, 2008 was B&B’s
biggest training year. Clients had
large training budgets and plenty
of demand. Then, in the fourth
quarter, as the following year’s
budgets were being prepared,
demand fell off a cliff. “In 2009, I
thought the business was over,”
Duhon confesses. As it turned
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“When you put together the
structure, you needed to think
about how to unwind it”

There was a need for
consultancy in the
carnage that followed the
Lehman Brothers collapse
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out, there was a need for
consultancy in the carnage that
followed the Lehman Brothers
collapse as piles of derivatives
contracts were unwound.
“Through the bull market it
was clear that, when you put
together the structure, you
needed to think about how to
unwind it,” Duhon explains. “But
unless you’re very experienced,
you think it will never happen
and it’s not important. The result
is sloppy documentation.”
When the losses started, the
contracts actually did need to be
unwound. But many were
inconsistent, ambiguous or
unclear, and someone had to help
determine how to do it. That
generated a lot of work for
B&B. The education
business is still running,
although it has broadened
its focus from credit
derivatives in particular
to financial markets in
general, offering courses
ranging from an
introduction to markets
through different
asset classes to
exotics trading.
“We have made it
very dynamic to
suit a financial
markets
audience,”
Duhon says.
“It’s not that
they have a
short attention
span, but they
are used to
being

constantly engaged and
stimulated. So it needs to be a
high energy experience.”
When Duhon started B&B, she
quickly realised that the key to its
success as a training company was
fulfilling the demand for generic
knowledge about the trading
floor. So her next step was to
write a book about it. How the
Trading Floor Really Works is
aimed at a wide audience –
pending or recent graduates,
financial market professionals not
directly involved in trading, and
anyone else who is interested.
Like the training courses, it uses
lots of real life stories to make its
point because, as Duhon puts it:
“Facts are slippy, but stories are
sticky.”
If Duhon’s first working decade
was the corporate experience, the
second was the life of the
entrepreneur. The present, third
decade is more of a portfolio: a
medley of different projects, some
of them, as she says, quite
“meaty”. She remains an adviser
to B&B, mixing that with some
consulting. She has worked with
various regulators, on topics such
as CDO mis-selling and market
manipulation. Other projects
include a probe into anticompetitive behaviour and a
study of what the financial
services industry could look like
in the future.
She has also been invited onto
some boards. Since last year, for
example, she has been one of
three independent directors on
the board of the UK payments
system, CHAPS. It’s owned by

the banks that use it so, for
governance reasons, the Bank of
England insists on independents
who can veto matters posing
systemic risk. She is also on the
board of Operation Smile, an
international charity that funds
reconstructive surgery for
children with facial deformities.
As an American from the
trading floor, Duhon’s
unashamedly direct manner can
have a bracing effect in British
boardrooms. A colleague on the
CHAPS board says she’s fearless
about putting the one question
that needs to be asked.
“It never occurred to me to look
at this as a male industry that I
couldn’t be a part of,” she says.
“Some people say that if it had
been Lehman Sisters instead of
Lehman Brothers it wouldn’t have
gone bust. That’s not totally true
but it is something to think
about, and I would like to see
more women in finance.”
Some women in male
dominated industries, such as
investment banking, find it easier
to get on by behaving like men.
Duhon is no shrinking violet but
says that she was never other than
herself on the trading floor. The
generalisation says that women
have better interpersonal skills
while men are more analytical
and aggressive. “On the trading
floor I felt comfortable in all
those roles,” she says. “Being
yourself is the key to finding the
place that makes most sense for
you. If you play anyone other
than yourself, you may still
succeed, but it will be harder.”

x

BOOK REVIEW

Curing the
leverage disease
Book review by Nicholas Dunbar

T

he financial crisis that began in 2007 was
accompanied by the Great Recession which
in Europe may never have really ended.
Until now, policymakers have acted on the
basis that bringing about recovery in the
wider economy meant fi xing the troubled banking
system and restoring its capacity to lend.
But the fitful pace of recovery (only just taking hold
in the US and absent in Europe) has raised questions
about the wisdom of this policy, which caused high
unemployment and increased inequality.
Published in May, House of Debt turns on its head
the conventional wisdom about the crisis and
recession, and offers a new explanation of why the
situation got so bad and how the ‘cure’ may have
worsened the disease.
The authors are two respected US economists who
are expert at crunching microeconomic data on
American borrowing patterns and uncovering
explanations for what they see. Their starting point is
the remarkable statistic for US household debt, which
doubled to $14 trillion between 2000 and 2007. Mian
and Sufi argue that this build up of debt was
responsible for the ensuing havoc because of its effect
on borrowers.
To understand this argument, consider mortgage
borrowers versus those who invest in their mortgages
via bank deposits. The borrowers tend to be poorer
than the investors, who have spare cash. As Mian and
Sufi put it, a poor man’s loan is a rich man’s asset.
However, the risk distribution is highly asymmetric
because mortgage holders have a senior claim on
property while borrowers’ equity claims are junior
and get wiped out first. When US house prices fell
from late 2006 onwards, losses were concentrated
among the poorest segment of the population who
had leveraged exposure, while the richest segment, the
savers, were cushioned.
This explains why inequality increased during the
Great Recession. But Mian and Sufi don’t stop there.
Using economic analysis that reads like a detective
story, they show how the evaporation of poor people’s
wealth led to a collapse in spending, effectively
causing the Great Recession itself. To show causality,
they point out that spending initially fell
predominantly in the areas of biggest housing wealth
declines.
Th is collapse in spending among leveraged
borrowers was so severe that it amplified the

localised bursting of the housing bubble and made
it contagious. Th at mechanism caused the Great
Recession to spread from areas dominated by the
housing bubble, such as southern California, to
places like Indiana and Tennessee which produced
products that Californians suddenly stopped
buying. The result was chronic unemployment
across the US.
So what are the lessons for policymakers? Consider
the ‘bank lending view’, according to which shoring
up ailing banks and boosting their lending is said to
lead to economic recovery. It turns out that the lack of
credit from banks was never a constraint on
businesses or a reason that workers were laid off
during the recession.
Yet policymakers shied away from allowing
borrowers to modify underwater mortgages out of
fear that doing so would damage banks and prevent
lending. The most egregious example of this was in
Spain, where the law permits banks to chase
borrowers for loan arrears even after repossessing their
homes. As Mian and Sufi point out, it didn’t save
Spain from suffering one of Europe’s deepest
recessions.
Instead of propping up banks, policymakers should
focus stimulus efforts directly on underwater
borrowers to restore their spending ability. Mian and
Sufi have no truck with moralists who argue that
profligate borrowers got what they deserved in the
crisis, a stance that is logical but politically naïve.
To prevent credit bubbles happening again, they
propose a new contract: a ‘shared responsibility
mortgage’ (SRM). This resembles a standard fi xed rate
mortgage with a crucial difference: if a house price
index falls, the principal owed automatically declines,
reducing the repayments on the loan.
Mian and Sufi claim that the decline in housing
wealth would have been $2.5 trillion less than it was
if SRMs had been in place when the US housing
bubble burst. Of course, one could also argue that the
prevention of wholesale fraud in home loans and
securitisation before the crisis might have had a
similar impact with less effort.
Counterfactuals aside, the idea of loss-absorbent
debt is a hot topic right now. In a sense, Mian and
Sufi’s proposal is a granular-level analogue of fellow
economist Anat Admati’s campaign to make bank
balance sheets more absorbent by increasing equity
capital ratios.
The elusive recovery (absent in the eurozone) means
that Mian and Sufi’s ideas should get a serious hearing
among policymakers.

House of Debt
by Atif Mian and Amir Suﬁ

Nicholas Dunbar is a
financial journalist and author
of The Devil’s Derivatives
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Leveraging PMI surveys
to help investors
P

Armins Rusis and
Chip Carver, coheads
of Information
at Markit
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urchasing Managers’
Index (PMI) data is one of
Markit’s most interesting
products, and we have created
new tools for our customers
to leverage this data. In the
following pages we show how
our research signals combine
with the PMI indices to help
equity investors with their
decisionmaking.
As our note explains, we do
this by creating sector PMIs and
analysing common industry
output variables in each sector to
build a scoring mechanism that
can be used as a buy or sell signal.
A nine year backtest of buy and
sell portfolios shows attractive
cumulative outperformance,
suggesting that the tool could help
investors who use a factor-driven
approach.
We also continue to showcase
the traditional use of the PMI
series for economic analysis. In

this issue chief economist Chris
Williamson highlights how
worldwide PMI data indicated
weakening growth in the fourth
quarter. Russia and Brazil are
showing some of the steepest rates
of decline since the financial crisis.
The Chinese economy may still be
growing at a healthy rate compared
with these countries, but its 7.3%
growth in the third quarter was
the weakest reading since 2009.
As our exchange traded product
data show, that weakening hasn’t
been reflected in Chinese equity
prices, and foreign investors are
eagerly using ETPs to access the
formerly closed domestic market.
It is an interesting question
whether hopes of a central bank
stimulus maintain the disconnect
between market prices and
economic fundamentals.
We consider a similar question
in the eurozone, where CDS
prices, measured by our iTraxx

indices, have been responding
in subtle ways to indications
from the European Central
Bank over the scale and timing
of quantitative easing measures
intended to stimulate flagging
eurozone economies. The CDS
signals are more stark for Russia,
as the term structure of default
probability shows a significant
increase over the past year.
The plunge in oil prices is
another market variable feeding
into our indicators, particularly
dividends paid by master liquid
partnerships in the energy
sector. This has created investing
opportunities in the sector,
although the risks are finely
balanced. Finally, we track one
of most widely discussed areas in
the market, namely the success or
failure of technological innovation.
Here, short selling data provides
a useful indicator of investor
sentiment on winners or losers.
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Lonely at the top
Photograph: Shutterstock

US and UK remain
standout performers in
lacklustre global economy

D

ivergent global growth
trends look set to persist
into 2015, with the US
and UK outperforming in an
otherwise near stagnant global
economy. However, there are
signs that growth is waning even
in these star performers, which
could have major implications for
policy and asset prices.
The latest official data show that
the US and UK remain by far the
brightest lights among the major
economies. Both saw another
period of strong, above trend
growth in the third quarter. In
contrast, the eurozone struggled
to avoid recession and, at the time
of writing, official data showed
Japan already back in recession.
Emerging markets, meanwhile,
remained a shadow of their pre
crisis selves in terms of growth
rates. China’s pace of expansion
has slipped to the weakest for five
years, Brazil is grappling with
recession and Russia is struggling
in the face of sanctions.
This pattern of divergent
growth trends persisted into
the fourth quarter, according to
business survey data, with the

added concern that growth rates
have continued to deteriorate, and
the lights have faded even in the
US and UK.
Markit’s worldwide PMI
surveys, designed to measure
the pace of economic growth in
advance of official data such as
gross domestic product, signalled
the weakest expansion for seven
months in November. So far, the
fourth quarter of 2014 is set to
see the slowest global economic
growth since the fourth quarter
of 2013.
The main causes of the
disappointing pace of growth are
the usual suspects. The surveys
once again signal near stagnation
in the eurozone and across the
emerging markets as a whole in
the fourth quarter.
Eurozone flirts with recession

Sighs of relief were heard when
the eurozone avoided sliding
back into recession in 2014, albeit
by the narrowest of margins,
but there’s still a chance that
a renewed downturn will be
seen in 2015. The eurozone
PMI was more buoyant than
the official data in mid 2014,
but has gradually edged closer
to stagnation. Eurozone GDP
growth of just 0.1% is signalled
for the fourth quarter.
There are some bright spots in
the single currency area, notably
Ireland and Spain, which appear

Global economic growth
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rejuvenated in recent months.
However, the situation has
deteriorated to a worrying extent
at the core. France’s downturn
has deepened, and the steepest
drop in business activity for a
year left the economy reliant on
rising government spending to
keep another recession at bay.
Unemployment, meanwhile,
has climbed to a post crisis high
of 10.5%. Growth in Germany
has slipped to the weakest level
for a year and a half, due in part
to weaker export performance.
Worries about Russia and
Ukraine and the related sanctions
are clearly continuing to hit
business confidence and trade in
northern Europe. Italy is striving
unconvincingly to pull out of
yet another recession, barely

registering any growth in the
fourth quarter so far.
Ongoing emerging market
malaise

Growth in the world’s main
emerging markets also remains
disappointing. The Chinese
economy expanded by 7.3% in
the third quarter, its weakest pace
since early 2009. The Markitcompiled HSBC PMI surveys
indicate a near stagnation of
growth to a six month low in
November, and the government
may fail to meet its 7.5% target for
the year. The expectation is that it
will aim even lower in 2015.
Brazil and Russia are seeing
some of the steepest rates of
decline since the height of the
global financial crisis. Brazil
Winter 2014
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pulled out of recession in the
third quarter, but the PMI data
already points to a renewed
downturn in the fourth quarter.
The headline PMI for Brazil
has sunk to its lowest since May
2009.
Russia’s downturn has also
deepened as service sector
business contracted at the
sharpest rate since May 2009.
Some respite came from an
increase in manufacturing
production, reflecting import
substitution following trade
sanctions and the sharp drop in
the rouble, but business optimism
has collapsed to a five year low.
Russia faces the unenviable
combination of economic
contraction and spiralling prices.
Abenomics flounders

Japan is floundering after a sales
tax increase tipped the country
into recession. April’s tax hike
from 5% to 8% was designed
to help reduce the government
deficit, which now stands at
more than 240% of GDP, but
proved too much for the fragile
economy. Initial estimates of
official data showed the economy
contracting in the second
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and third quarters of 2014 as
spending was cut in the months
following the April tax rise. PMI
data have painted a brighter
picture than the GDP numbers,
suggesting that the economy is
bouncing back (largely owing
to exporters gaining from the
weakened yen), but the upturn
is only modest, and certainly
not enough to argue against
Prime Minister Abe postponing
a further planned rise in the sales
tax in 2015.
US and UK growth wanes

Global economic growth
therefore continues to be led by
the US and the UK, as has been
the case for much of the past year
and a half. The US notched up a
1% increase in GDP in the third
quarter (which equated to an
annualised growth rate of 3.9%)
and UK GDP jumped 0.7%
(2.8% annualised).
However, even these top
performers are showing signs of
struggling in the face of subdued
global business conditions.
Markit’s PMI data suggest that
the US economy slowed towards
the end of the year. Economic
growth is likely to have waned

to 2.5% in the fourth quarter,
according to the Markit PMI.
There are also signs that
growth is slowing in the UK.
PMI data points to quarterly
GDP growth of around 0.6%
in the fourth quarter (similar to
the 2.5% annualised pace in the
US).
In some respects, slower
growth in the US and UK is
to be expected, representing
some cooling from above trend
growth rates earlier in the year.
Companies responding to the
PMI surveys also report that
growth expectations for the
year ahead have been lowered
alongside the prospect of central
banks tightening policy in
2015. In both cases, the pace of
expansion has merely eased to
something approaching longterm
growth rates.
However, the surveys
challenge the
theory that
the US, with

its vast domestic market and
self sufficiency in energy, has
‘decoupled’ from weak demand
in the rest of the world. Th is is
important, not least because the
concept of decoupling has been a
key factor driving share prices to
record highs.
Fortunately, low inflation
linked to plummeting
commodity prices should help
to boost consumer spending,
and means that central banks
have greater scope to keep
policy loose even in fast growing
countries such as the US and
UK, presenting a favourable
climate for corporate profits.
But the data flow will need to be
watched closely in the coming
months to gauge the extent
of any further slowing in US
and UK economic growth, as
this will clearly have a material
impact on the policy outlook
and could consequently drive
major changes in exchange rates
and asset prices.

Chris Williamson
chief economist
chris.williamson@markit.com
@WilliamsonChris
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The ECB’s quest for more quantitative easing
Credit markets are trying
to anticipate the decisions
in Frankfurt

T

he European Central Bank
(ECB) Governing Council
meeting on December
4th was an eagerly anticipated
economic event in Europe.

Credit markets were expecting
new quantitative easing (QE)
to be announced, but there was
no consensus among market
participants on the timing.
ECB president Mario Draghi’s
comments on November 21st to
allow more time for measures
introduced in September, namely
the asset backed securities
and covered bonds buying
programme, to show their effect

European credit indices

80

350

70

300

60

250

50

200

40

150

30

iTraxx Europe Crossover
iTraxx Europe Main (right axis)

11 Jan
2014

2 Mar
2014

21 Apr
2014

10 Jun
2014

30 Jul
2014

18 Sep
2014

7 Nov
2014

70%
60%
50%
40%
30%

20

20%

10

10%

0

0

80%

Default Probability

Spread (bps)

400

100

Photograph: Shutterstock

Russia Default Probability

90

450

50

eventually expand its arsenal of
‘unconventional instruments’ to
achieve its inflation rate targets
over the next two years.
Eurozone inflation rates are at
a five year low, and the ECB is
running out of options to boost
the region’s economic growth and
avoid deflation.
Following ECB vice president
Vitor Constâncio’s comments
on November 26th, there is

Russia default probability
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on the wider economy had raised
doubts that new QE would be
introduced this year.
Any expectations of new QE in
2014 were quashed on December
4th when Draghi pledged to
reassess monetary stimulus and
balance sheet expansion “early
next year”.
Regardless of the timing,
there is a consensus across
the market that the ECB will
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a growing expectation from
global markets that the ECB
will grow its balance sheet to
figures similar to those seen at
the beginning of 2012 through
buying sovereign bonds in the
secondary market. If the central
bank decides to take this course
of action, it is highly likely to
drag down already record low
yields on sovereign bonds.
How are credit spreads
reacting to QE expectations?
The Markit iTraxx Europe Main
index tightened throughout
the last week of November to
end the month at 57.75bps, a
level surpassed only after the
announcement of the ECB’s
ABS and covered bonds buying
programme. However, the
Markit iTraxx Europe Crossover
index, formed of European subinvestment grade corporates,
displayed the most substantial
rally by tightening 44bps over the
same period. Both indices have
been priced tighter since Draghi
stressed the importance of raising
inflation “as fast as possible” on
November 21st.
The Markit iTraxx Europe
Main and iTraxx Europe
Crossover indices widened
following Draghi’s December
4th speech, indicating that the
market expected the ECB to
further expand its asset purchase
programme in 2014 rather than
2015.
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Drop in oil price

Russia’s credit default swap
spreads are duly responding
to plunging oil prices and the
tensions with Ukraine.
Member states of the
Organisation of the Petroleum
Exporting Countries (Opec)
held a meeting in the last week of
November to discuss a potential
reduction of daily oil production
with the intention of reversing the
recent big drop in oil prices.
The price of Brent crude was
at a four year low following
Thanksgiving as Opec’s decision
to continue with a daily output
of 30 million barrels assured the
markets that oil supply would
remain high.
However, there have been
reports that Opec is attempting
to drive the price of oil below the
breakeven threshold of major US
shale projects, which have enjoyed
an increased market share over
recent years.
Russia, on the other hand,
produces over 10 million barrels
of oil a day and has decided to
maintain its current production
rate. Russian CDS widened by
18bps on November 28th to close
the European session at 318.5bps.
This substantial movement in
the creditworthiness of Russian
debt can also be seen in the
underlying default probabilities.
The chart above shows how the
default probabilities of Russian

CDS when the protests in Ukraine
began on November 21st 2013
compare with those a year later.
The current steeper shape on
the short and long ends of the
curve is a significant indicator of
deteriorated creditworthiness as
a result of increased geopolitical
risk.
Consumer confidence

The impact of low oil prices on
consumer sentiment is a hot
topic in the US and Europe
as we approach the end of the
year. US consumer confidence
was at a seven year high in
November, according to the
Thomson Reuters/University of
Michigan Consumer Sentiment
index, which increased from its
October level of 86.9 to 88.8. The
European Commission’s flash
consumer confidence indicator
came in at -11.6 for November,
showing a drop of 0.5 points
compared with October.
An interesting question that
the credit market is now asking
is how, if at all, the performance
of oil will affect
monetary
policy
decisions

in the short and medium term.
After all, Draghi did mention in
his December 4th speech that
the ECB will be “particularly
vigilant” in assessing the
impact of oil prices on eurozone
infl ation trends in the medium
term.
On the other hand, Deutsche
Bundesbank president Jens
Weidmann, known for his
opposition to the ECB buying
sovereign bonds, has interpreted
low oil prices as “a mini stimulus
package” owing to the additional
spending potential it gives
consumers over the festive season.
Although a low oil price is boosting
consumer spending, its role in
keeping eurozone inflation low
is a concern for the ECB in the
medium term.
The number of sovereign CDS
trades could increase if the ECB
starts purchasing sovereign
debt, further tightening bid/
offer spreads on these contracts.
Credit markets will keep a close
eye on consumer confidence,
the situation in Ukraine, the
reshaping oil market and, above
all, any signals from the ECB
on the timing of possible new
QE.

Akif Ince
assistant vice president, Credit Products
akif.ince@markit.com
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A game of two halves
2014 has shown us two
distinct environments: a
white hot run up
followed by a dramatic
increase in volatility

Game of two halves: Loan market volatility
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T

he shift occurred about
halfway through the year
as technical and broader
market factors brought bouts
of volatility to the traditionally
stable loan market.
The first half of the year saw
returns creep consistently higher
as cash poured into retail funds.
There was little drawback for
investors, despite beginning to see
regular retail loan fund outflows
over the summer.

Technicals

The market started to experience
its first noticeable period of
volatility in late July. The full
primary market pipeline, coupled
with investors having less capital
to work with from persistent
outflows, sent prices tumbling.
Stability came in the form of
collateralised loan obligation
managers, already looking to
bring new 2014 deals, scooping
up paper at a discount, along with
the naturally cyclical slowing
of the primary market supply
pipeline.
New deal flow began again
after Labour Day. Persistent fund
outflows weighed on the market
leading to strong downward
pressure on the loan market.
A recent surge in bid wanted
in competition activity for this
time of year also played a part in
pushing the market lower.
Fundamentals

Being kept afloat by the
underlying demand from CLOs,
uncertainty about how the new
risk retention rules would affect
CLO managers and their demand
for loan assets (as detailed in
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the note ‘After 2014 success,
CLOs well placed to meet 2015
challenges’) added to the volatile
environment.
Concern over the deteriorating
economic situation in Europe
and weak growth in the US has
affected the broader market.
Specifically, news in October of
a possible recession in Germany,
in the context of a market with
already heightened volatility,
sent prices and returns plunging
to a yearly low. The spreads on
sovereigns widened across Europe
and global traders had a nervous
outlook.
As 10-yr Treasuries rose from
2.16% to 2.39% in the second
half of October, loan fund
outflows began to slow down and
a cheap secondary market offered
a fruitful buying opportunity.
Showing signs of a mature
marketplace, the loan market
saw a correction once investors
deemed the risk worthwhile.
Flight to quality

During the wider rebound,
higher rated paper made up the
most ground. Lower rated paper
has not recovered, and there is
potential for another bout of
volatility just under the surface.
Fixed income traders are wary
of taking any undue risk and
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fund managers are concerned
about being stuck with bad
paper if conditions worsen and a
liquidity crunch sets in.
2015 and beyond

Market players have cited a
feeling that the year wants to
end early. If new CLO issuance
is not as robust at the close of
the year as many predict, it
should start the loan market
off in the right direction for Q1
2015 as the demand will simply
be postponed until the
early months of
2015.
As we look
further into

2015, there are several factors
that could bring about volatility
next year. There will also
be questions about how the
primary market will handle the
2016 maturity wall later in the
year. CLO boutiques are being
squeezed out by new rules,
and the loan investor base is
likely to consolidate. A smaller
marketplace encourages more
extreme volatility as there are
fewer players to fund a rebound.
A sudden shift back to loan fund
inflows would cause the market
to adjust as it reacts to the new
capital. Giving advantage to
the issuers would see a wave of
opportunistic execution.

Dane Quigley
associate, Loan Pricing
dane.quigley@markit.com
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RESEARCH SIGNALS

Economic momentum
and sector returns
PMI surveys can generate
signals that help equity
investors

sector PMI data to create a
scoring system designed to
measure changes in economic
momentum across sectors.
Sector allocation has become
an increasingly important aspect
of portfolio construction as
globalisation has blurred the once
clear delineation of country and
industry diversification effects.
The implications of major market
events, such as the 2000 internet
bubble and the 2008 financial
crisis, have made investors more
keenly focused on the importance
of sector allocation in their
portfolios.
We introduce a systematic
method using sector level PMI
data to identify relative sector
performance as part of an overall
portfolio strategy. This sector
data tracks the same variables as
standard national PMI surveys,
adding depth to the existing
PMI coverage and allowing for

P

urchasing Managers’
Index (PMI) data is used
by economists to gain
insight into underlying business
activity more quickly than with
equivalent official government
data. Central banks are also
known to put considerable weight
on the surveys when formulating
interest rate decisions, but
could the PMI data also contain
valuable information to guide
decisions for equity investors?
We investigate by using eurozone

PMI sector indicator buy/sell portfolio performance
1-month cumulative return
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identification of key growth
industries and associated drivers
on a monthly basis.
The PMI dataset contains
information across a number
of business metrics, which can
differ depending on the type of
sector (manufacturing, services
or construction). We therefore
focus our analysis on the common
variables of output, new orders,
output prices and backlogs of
work, in addition to employment
metrics.
Four factors are used in the
composite score representing a
mix of specific index values and
changes in sector momentum:
strength in charges, orders,
backlogs and orders versus
employment. These factors
capture improvement at the sector
level and identify relative strength
in economic expectation across
sectors. Buy and sell signals are
assigned to the most and least
attractive average scores and,
in general, are
allocated to
the top and
bottom
one to
two
sectors.

To test the effectiveness of
the indicator, we reviewed
one, three, six and 12-month
cap weighted returns for buy
versus sell portfolios from
February 2005 to September
2014. Our results suggest
that the PMI sector indicator
achieves attractive short term
(one month: 0.9%) and long
term (12 months: 4.3%) average
spreads, providing an additional
layer of performance to existing
strategies. A time series
review of one month returns
demonstrates a cumulative
return in excess of 200%,
handily outperforming the sell
portfolio (-3%) and market
(105%), proxied by the average
return across all sectors.
Recent scores, based on
August PMI data released in
mid-September, signalled an
attractive rank for financials in
the eurozone owing to strength
in the level of work outstanding.
Conversely, technology scored
poorly owing to declining
backlogs and high employment
versus orders.
In summary, the PMI sector
indicator is a top down measure
computed using a scoring system
designed to measure changes
in momentum between sectors
based on Markit PMI survey
data. Our sector indicator creates
a systematic allocation strategy
to take advantage of growing
sectors and underweight or short
contracting sectors.
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Tracking investor sentiment on innovation

Short selling data
provides insights into the
likely winners and losers
among technology
companies

T

he lesson drawn from the
past decade’s crop of tech
firms is innovate or face
a slow descent into irrelevance.
Short selling data provides a
useful gauge of which tech
companies are seen as winners
or losers. Apple and Samsung
were relatively small players in
the handset market a mere seven
years ago, but have carved out
an overwhelming dominance in
the smartphone category. Not
surprisingly there is negligible
shorting activity in both stocks.

Left behind

A decade ago, Finnish firm Nokia
had 40% of the global mobile
phone market and Blackberry was
experiencing rapid growth. Now
these two firms have declining
market shares, both shipping a
total of just 7.5 million units in
the past quarter (note that Nokia’s
shipments are under the Microsoft
umbrella as it recently divested
its Mobile division). These figures
represent a meagre 2.5% market
share for each company.
Short sellers haven’t been
far behind these firms’ recent
headwinds, as Nokia and
Blackberry saw heavy and
increasing demands to borrow as
their market shares retreated from
pre smartphone era highs.
Shorting innovation

While innovation is hard to
gauge, we look at shorting activity
in the constituents of three new
exchange traded funds from
ARK Asset Management which
track innovative firms in the
manufacturing, internet and
biotechnology spaces to gauge
investor sentiment among current
innovative themes.
Overall average short interest

Short interest across ARK Innovation ETF constituents
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across innovative firms is much
higher than the market average.
The current average demand to
borrow shares in the constituents
of the three ARK innovation
ETFs stands at over 4.8%, more
than twice the market average.
Interestingly, the constituents
across all three sectors tracked
by ARK indicate roughly the
same average demand to borrow,
despite seeing vastly varying
constituents.
Tech powerhouse Google is
present across all three innovation
funds as the company has been
bullish in buying and backing
innovative firms in the past few
years. Short sellers have shown
little appetite to short Google,
which sees only 0.2% of its shares
out on loan.
The other three firms to feature
across all three innovation ETFs
are Amazon, chipmaker NVIDIA
and ‘big data’ firm Splunk. The
last is the most shorted of the
group, as it provides relatively
niche services and is less
established than its peers.
3D yet to set

Constituents of the industrial
innovation ETF see the highest
short interest with an average of
5.1% of shares out on loan.
Among the firms driving
the demand to borrow are 3D
printing companies which aim to
decentralise production. Stratasys,
the largest pure play 3D printing

firm by market cap, sees 16.7%
of its shares out on loan. Its
peers, Exone and Organovo,
have also seen heavy short
interest, with twice the demand
to borrow compared with the
rest of the industrial innovation
fund. Following a similar trend,
prototyping firm Proto Labs has
19.3% of shares out on loan.
Short sellers also remain
sceptical of the current field
of publicly listed robotics
companies, with iRobot seeing
the largest demand to borrow
among the ETF constituents with
21% of shares out on loan.
Web innovation

The web has been the enabling
platform of innovation for much
of the past decade, but it has not
been a harmonious journey for all
internet investors as established
giants outgrew their original
fields which pitted them against
new startups. Short sellers in
constituents of the ARK Web x.0
ETF, which tracks innovative
web companies, have been
concentrating on cloud based
computing
firms.
The most
shorted
constituent of

the ETF is Athenahealth, which
offers cloud based medical record
services. The firm has over 26% of
its shares out on loan, a number
that has more than doubled in the
past six months.
Also in the medical cloud
computing sphere is Medidata
Solutions, which helps drug
companies manage clinical trials.
The firm’s inability to grow profits
in the current year has seen short
sellers circle, and it now has
12.8% of its shares out on loan.
The other companies heavily
targeted by short sellers in the
current crop of web innovation
firms are listing and classified firms
which provide online advertising
space. These have faced tough
competition from universal web
platforms such as Google’s, which
have encroached on their services.
As a result, Yelp and Zillow had
more than 10% of shares out on
loan at the end of November.
Biotech

Biotechnology companies
developing commercial molecular
diagnostic tools have attracted
significant short interest in recent
months, most specifically genetic
or molecular diagnostic firms.
Exact Sciences Corp is
developing genetic tests for the
early detection and prevention of
colorectal cancer. The company
had 26% short interest at the end
of November.
Aff ymetrix has developed
a genetic chip technology
that acquires, analyses and
manages genetic information
for the diagnosis, monitoring
and treatment of disease. The
company had 18% of its stock out
on loan at the end of November.
Finally Fluidigm, which develops
and manufactures proprietary
Integrated Fluidic Circuit systems
for gene expression analysis, has
10% short interest.

Relte Stephen Schutte
assistant vice president, Securities Finance
Email: relte.schutte@markit.com
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CLOs well placed to meet 2015
challenges after 2014 success
Few markets have
experienced the type of
success enjoyed by the
collateralised loan
obligation market
through 2014

The wave of issuance has
put some pressure on spreads,
especially on 2.0 paper, as the US
and European markets finished
the year considerably softer than
when they started, especially in
the lower part of the capital stack
(see chart).
Despite the boom in issuance,
much attention has been focused
on risk retention regulation and
the volatility in the loan market
over the past few months (as
detailed in the note ‘A game of
two halves’).
CLO managers are now actively

I

ssuance had surpassed $100bn
by December and, given the
pipeline of new deals, this
number is expected to be higher
as we close out 2014.
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looking at ways to conform to the
risk retention rules released earlier
in the fourth quarter. Some
possibilities include the formation
of a fund to act as sponsor, a
to the approach explored by
the European CLO market.
There is also the possibility of
consolidation among CLO
managers as some newer players
may not have the ability or capital
to meet the retention rules.
Market developments

The market is starting to place
even further emphasis on the
manager, determining how risk
retention and/or Volcker rules
may affect them in the future.
They are also exploring whether
to take the vertical slice approach
and retain something from each
tranche, or to retain it all from
the equity portion. The general
feeling in the market is that
investors in the deal, especially at
the equity level, would probably
prefer the manager to
take it all from
the equity so
that the two

have aligned interests, as opposed
to being spread throughout the
capital structure.
Regardless of how the market
ultimately shakes out, it will have
a further two years to settle once
the final announcement around
risk retention is made, which
should be before the end of 2014.
It has been harder over the
past few months for managers
to source loans that have higher
spreads and attractive coupons
attached. The distributions due to
be made to the equity are likely
to fall as a result, and we have
observed the loss adjusted yields
on equity tranches widening out
to 100-250bps.
This has been a bumper year
for the CLO market, and few
predicted the amount of new
issuance. We expect issuance
to remain constant in 2015,
especially in the first quarter.
Given the regulation and
increased scrutiny of the market,
we expect CLO managers to focus
even more on strategies to survive
and grow their business to match
or surpass this year’s success.
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Challenges ahead for
Master Limited Partnerships
The past decade has seen
a proliferation in Master
Limited Partnerships
(MLPs), providing
investors with additional
ways to collect income
via the boom in North
America’s oil and natural
gas industry

H

owever, the environment
for MLP dividends has
evolved rapidly since
June. Yields have jumped as oil
prices have fallen. Despite this,
our review of the sector shows
that yield sensitivity is greatest
for MLPs engaged directly in
oil production. Overall, we find
that MLP dividends are currently
stable despite the unfavourable
environment. But the potential
for a prolonged period of cheap
oil and rising interest rates could
pose long term risks for MLP
dividends regardless of strategic
focus.
Our analysis comprises
55 MLPs in the Alerian and
Cushing 30 MLP indices. MLPs
outperformed the broader energy
sector as oil, represented by
West Texas Intermediate (WTI)
crude, dipped from $108 in
June to below $70 in November.
However, MLPs exhibited greater
sensitivity compared with the
broader market when oil fell
below $90.
MLP strategy explains yield
variation

Most MLPs operate with
a midstream focus, chiefly
transport and storage of oil or
natural gas between production
(upstream) and refining activities
(downstream). Midstream
MLPs derive cash flow via long
term contracts to use their

Relative performance of Alerian and Cushing MLP indices with
declining oil prices
Relative Performance of Alerian and Cushing MLP Indices with declining Oil Prices
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energy transport infrastructure
(pipelines, rail, tankers). This
imparts cashflow stability largely
resistant to short term commodity
price swings. However, nine
MLPs in our coverage are
engaged directly in upstream
production. Their shares declined
24% on average from WTI’s
June peak through to November.
Prices for the remaining 46 were
down less than 1% on average.
Annualised yields for the oil
producing MLPs rose 308bps
to 12.3%. The average yield for
the remaining rose just 37bps to
5.8% over the same period. The
yield effect is due to price only, as
dividends have been stable over
this period.
Dividend outlook

We view MLPs as stable despite

Source: Markit

the environment. If oil prices
stabilise, the dip may represent
an opportunity to capture
higher yields. In aggregate, we
expect dividends to rise 11% to
$29bn in 2015, driven by the
stable midstream. However, we
anticipate minimal dividend
growth for the nine productionbased MLPs. We expect them to
raise dividends 1.5% on average,
compared with 10.4% for the
midstream. We believe 12 month
forward yields will average 12.4%
for oil producers and
5.8% for the
remaining 46
MLPs.

MLPs are expected to balance
dividend growth against
capex. While the environment
encourages caution, MLPs have
not been reducing investment. To
the contrary, MLPs must expand
to support longterm dividend
growth. Some producers are
eyeing opportunities to expand
via M&A, citing attractive
valuations for production assets
and attractive financing.
Potential headwinds

Oil prices are not expected
to recover in the near term.
The US Energy Information
Administration expects WTI to
remain at $78-$79 in 2015. If oil
declines further, even midstream
MLPs could be affected. Industry
experts assert that prolonged oil
prices below $70 could slow down
US production. If production
is reduced sufficiently because
of price, attainable rates for
midstream infrastructure may
decline because the contractual
rates are needs based. Interest
rates are another concern.
Growth financing will become
increasingly expensive as rates rise
in 2015. Rising rates and lower
oil prices may produce significant
headwinds for MLP dividend
growth over the long term if
existing trends continue.

Virgil Calahong
vice president, Dividends
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Behind the wall: investing in China
As China opens its markets to foreign investors, ETFs
are a key tool for gaining access

AUM of US Listed China A Shares ETFs
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one of China’s largest companies,
Alibaba. The trend is adding to
the pressure on the government
to open up the barriers and allow
foreign investment in domestic
listed firms.
The widespread call for foreign
investment has led Chinese
officials to facilitate the ShanghaiHong Kong stock connect to allow
global investors, institutional and
retail, to trade increased amounts
of A shares. The deal, which went
live on November 19th, makes $9
trillion worth of stocks and bonds
from mainland China available
to foreign investors. International
money managers are now able to
purchase $2.1 billion in Chinese
shares a day.
China’s decision to open the
doors to its domestic market
comes at an opportune moment
for foreign investors. Only a
fraction of Chinese companies
are listed or sell debt offshore, but
investors have poured more than
$10 billion into US listed exchange
traded funds focused on China.
The Shanghai Composite Index is
up nearly 37% on the year, largely
on hopes of increased stimulus
from the People’s Bank of China.
ETF issuers have been
scrambling to issue new funds
focused on the newly available
A shares. Almost 40 ETFs have
now been registered and await
approval, tracking domestic

Millions

he Chinese market has long
been kept off limits for
foreign investors looking to
capitalise on the world’s second
largest economy and third largest
equity market, just behind the US
and Japan. China uses a complex
share class system to protect its
markets from being dominated
by foreign investment. However,
China has opted to loosen its grip
with the launch of a ShanghaiHong Kong stock connect,
allowing global investors to access
‘A shares’.
A shares are stocks of companies
that are incorporated in mainland
China and trade on the Shanghai
and Shenzhen exchanges. They
are considered the primary shares
in China and the best barometer
of the Chinese market, and are
strictly off limits to non-Chinese
investors, except for the select
few professional investors that
have met special requirements.
Beyond A shares, there are also B
shares and various other versions
that allow for foreign investment
but are generally considered to be
illiquid.
N shares are a new crop of
Chinese stocks for companies
headquartered in mainland China
but which have chosen to list their
shares on the New York Stock
Exchange or Nasdaq to open them
up to foreign investment. This
fast growing group now includes
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shares and debt. Deutsche
X-Trackers Harvest CSI 300
China A-Shares ETF (ASHR)
is the largest of the handful of
ETFs that were allowed to trade
A shares prior to the ShanghaiHong Kong stock connect. It
has attracted more money than
any other China focused ETF
since its launch. ASHR saw $156
million in inflows in November.
The ETF is also trading at the
highest premium of all US ETFs
owing to the excess demand given
the ability of the ETF to buy the
underlying securities.
Corporate debt securities in
China are also a huge draw for
investors. Take the launch of
KCNY, a US listed
Chinese fi xed
income ETF.
The average
yield on AA

rated debt in China due in three
months is 4.31%, compared with
an average of 0.09% in the US.
Investors are also speculating
about the changes index providers
will make to global gauges.
China’s market is becoming more
accessible, and the weightings
of global indices could see some
adjustment. China currently
comprises 20% of the MSCI
Emerging Markets Index.
Investors are expecting this to rise
to anywhere from 30% to 50%,
leading to large shifts in the 53
MSCI Emerging Market ETFs.
Foreign investment in China
grows by the day, and professional
and retail investors should expect
to see a surge in China focused
ETFs in the marketplace as
issuers fight to meet the demand
for access to the world’s second
largest economy.

James Hohorst
associate, ETPs
james.hohorst@markit.com
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$1.7bn
net inflows into volatility-linked
funds this year
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EUROPE
INDEX
(realised volatility
in European investment
grade credit)

4%

jump in short interest across
the S&P 500 in the opening
weeks of October

73%

level reached in October,
the highest since the ‘taper
tantrum’ in 2013

LOANS

4

worst performing days
in 2014 were October
10th – 14th

-0.62%

EQUITY
VOLATILITY

19.8%

high for the 90 day ATM option
implied volatility in October,
almost double the July figure

total YTD returns for
liquid loans were pulled
into negative territory
from a single day loss

RESEARCH
SIGNALS

4.2%

+0.7%

single largest positive
daily return for the year
two days later

of relative underperformance
for high volatility large cap
stocks in November
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