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The political, economic and financial environment of today is increasingly 

difficult to predict. Yet, in a changing world, understanding change is 

priceless. In Quintessence, we endeavour to bring insights that help 

understand the changes impacting your part of our industry. This issue 

features key updates on the five critical business themes launched last year:

Changing technology: How is digital transformation affecting custodians, 

banks and the financial services sector as a whole? A recent research paper 

from Surrey University offers a set of “rules for digital revolutionaries”. We 

bring you the highlights, supplemented by insights from our US team and 

other BNP Paribas experts.

Changing horizons: 2016 saw many new developments in China. Where 

are the opportunities for asset owners and fund managers now? And what 

forces are shaping fund distribution globally? Plus, alternative strategies for 

interest rate hedging.

Changing attitudes to risk: Managing risk now also takes into account the 

impact of climate change and CSR policies on portfolios. BNP Paribas is 

committed to being a key global, sustainable finance partner. Environmental, 

Social and Corporate Governance (ESG) has grown from a three-letter 

acronym to a key investment criterion. Is the industry driving change, or

is it vice versa?

Changing regulation: Regulation is changing OTC derivatives’ collateral 

requirements. For banks, regulation can also mean opportunity - how?

Changing business models: Outsourcing can bring so much more than 

efficient back-office processes. How are smart firms exploiting the opportunity 

in full? And how do you pick the right service provider?

We hope these articles bring you valuable insights and will help inform 

your decisions in 2017.

Patrick Colle  

General manager, 

BNP Paribas Securities Services

Philippe Benoit

Head of Asia Pacific, 

BNP Paribas Securities Services
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B 
ank of England Governor Mark 

Carney had this message for the 

Lloyd’s of London insurance market 

in September 2015: “Our societies 

face a series of profound environmental 

and social challenges … there is still time 

to act [but] the window of opportunity is 

finite and shrinking.” 

A stark warning, but one that investors 

are increasingly acknowledging. 

Incorporating Environmental, Social and 

Corporate Governance (ESG) criteria into 

decision-making processes is now seen as 

a function of good investing. ESG analysis 

looks into a company’s past and present 

business practices and measures potential 

risk based on environmental stewardship, 

corporate governance, support of socially 

responsible practices and financial 

performance.

IN

Why sound investing 
means incorporating 
ESG criteria into 
decision-making 

COP21: A NEW SENSE OF URGENCY

While the trend towards ‘sustainable 

investing’ in its various guises has been 

growing for many years, it has largely 

remained the preserve of experts in 

sustainability, notes Virginie Pelletier, 

Head of Sustainable Finance for Corporate 

and Institutional Banking at BNP Paribas. 

The ‘Paris Agreement’ that emerged from 

the December 2015 Conference of Parties 

(COP) 21 marked a tipping point: “Almost 

200 nations came together to pledge to 

limit global temperature rises to two 

degrees centigrade,” Pelletier says. “The 

regulatory and legislative developments 

that will follow as states work to make 

good on their commitments have 

transformed ESG issues into a C-suite 

topic, and one that will gain momentum.”

ASSET OWNERS LEAD THE WAY

Long-term asset owners are at the heart 

of this push. As part of the transition to a 

low-carbon global economy, leading 

insurance companies and pension funds 

across Europe and the United States have 

made public pronouncements and signed 

agreements to decarbonise their 

IT’S ALL 

BALANCE

investment portfolios. Governmental and 

public pressure is one reason, but strong, 

market-driven incentives are also 

propelling change. Institutional investors, 

with their long-term fiduciary duties,  

are increasingly concerned about the 

financial risks that ‘stranded assets’ pose 

in a low-carbon economic future. These 

stranded assets are notably fossil fuel 

reserves, and in particular coal.

“Today the world relies on fossil fuels, 

with coal representing about 40% of the 

energy mix. But globally we have a 

budget, which means that we can only 

burn fossil fuels up to a certain amount, 

after which we will go beyond a 

two-degree temperature rise,” Pelletier 

explains. “To stay below two degrees, 

companies will have to leave substantial 

reserves in the soil, so they will have no 

value. That is the risk.” 

The risks faced by fossil fuel companies 

were starkly illustrated in April 2016 

when Peabody Energy, the world’s largest 

privately-owned coal producer, filed for 

bankruptcy protection in the US. Slowing 

demand from China, competition from 

alternative sources (such as shale gas and 

THE

PAUL ALLEN 
Financial Journalist
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BEYOND  
INVESTMENT MANAGEMENT

Amine Bel Hadj Soulami, 

Global Head of 

Sustainable Investments 

at BNP Paribas’ Global 

Markets, Financial 

Institutions Coverage 

and BNP Paribas 

Securities Services

Sustainable awareness 

spreads across the 

economy, creating new 

demands from the 

financial industry. Green 

bonds – bonds issued to 

finance the development 

of brownfield sites – are 

on the rise. So are 

responsible indices, 

which are made of 

ESG-vetted stocks, and 

custom financing 

solutions. BNP Paribas 

recently participated in a 

major renewable energy 

financing programme for 

an Iberian municipality 

which wanted to upgrade 

its street lighting to 

environmentally-friendly 

LED technology. The 

wining proposal featured 

a repayment based on 

the environmental 

savings resulting from 

the new LED lighting. 

Sustainable finance is not 

a passing fad: solutions 

which take into account 

sustainability factors are 

increasingly being 

demanded by corporate 

and institutional clients. 

renewables), tougher environmental 

regulations and government pressure 

have all contributed to a slump in coal 

prices in recent years, which is hurting 

the industry.

However, the risk posed by stranded 

assets extends beyond the mining and 

utilities sectors, Pelletier says: “Climate 

change will be disruptive to the business 

models of many industries, not least 

automobiles, shipping and airlines.”

 

FINANCING THE FUTURE

As well as tackling the risks within 

existing portfolios, investors have a 

frontline role to play in driving the carbon 

transition. Technology to support the shift 

to a low-carbon world and help companies 

meet their sustainability-related needs is 

already available, with more being 

developed, but trillions of dollars will be 

required in the coming decades to 

continue financing this energy transition. 

Asset owners, with their long-term 

liability profiles and investment horizons, 

are well positioned to channel assets 

towards these financing demands. Banks, 

likewise, are seen as critical facilitators 

and are under pressure to concentrate 

their direct financing and investment-

origination efforts accordingly.

“For example, at BNP Paribas, our 

investment policies are governed by 

ESG-type rules that cover 12 sensitive 

sectors, such as coal, wood pulp and oil 

sands,” Pelletier notes. “At COP21, we 

announced we will double our financing 

of renewable energy. And many other 

banks around the world are making 

similar commitments.”

 

ACCLIMATISING TO THE NEW 

ENVIRONMENT

ESG issues will clearly become ever more 

central to governments, the public, 

corporates and the financial sector. The 

task confronting all investors is how best 

to cope with and flourish in this changing 

environment.

 In December 2015, the Financial 

Stability Board set up a Task Force on 

Climate-related Financial Disclosures. The 

purpose of the group is to develop more 

consistent and useful practices that 

companies can employ to improve the 

climate-related risk information they 

provide to investors, lenders, insurers and 

other stakeholders. While voluntary, more 

effective reporting should lead to 

better-informed investment, credit and 

insurance underwriting decisions. The 

Task Force published its draft 

recommendations for climate-related 

financial disclosure in December 2016 and 

is now running a consultation. Its final 

recommendations will be published in 

July 2017.

Meanwhile, other standards and best 

practices are emerging to help 

practitioners integrate ESG considerations 

into investment processes, says Madhu 

Gayer, Head of Asia Pacific, Investment 

Reporting and Performance at  

BNP Paribas Securities Services: “As 

investment professionals seek to bolster 

their risk-management processes, the CFA 

Institute produced Environmental, Social, 

and Governance Issues in Investing: A 

Guide for Investment Professionals in 

October 2015 in support of investors 

looking to incorporate ESG considerations 

into investment analysis.”

The UN Environment Programme 

(UNEP) and Principles for Responsible 

Investment (PRI) Initiative also ran a 

series of consultations in Asia in 2016 on 

the fiduciary duties of institutional 

investors. These Fiduciary Duty in the 

21st Century: Focus on Asia roundtables 

were hosted by BNP Paribas and included 

discussions on how practitioners, 

regulators and key market stakeholders 

can integrate ESG into decision-making 

processes and promote sustainability.

 

REBALANCING PORTFOLIOS

Then there is the question of how best  

to implement ESG considerations in 

   CHANGING ATTITUDES TO RISK
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The concept of Environmental, 

Social and Corporate Governance 

(ESG) broadly captures efforts by 

asset owners to be responsible 

investors. To dispel any confusion 

about what “ESG” really 

encompasses, BNP Paribas 

Securities Services has published 

the ESG Made Simple Guide.

The guide gives a clear definition of 

ESG and sketches a foundation on 

which institutional investors can 

build a strong ESG investment 

structure. It offers a practical 

approach to integrating ESG into 

the investment decision-making 

process, not least by outlining the 

building blocks of ESG analytics, 

such as data and scoring. Download 

the ESG Made Simple Guide today 

at bit.ly/esgmadesimple

practice. The traditional approach has 

been to remove companies or sectors from 

portfolios through exclusionary screening; 

however, as Gayer points out: “The danger 

is that investors may be left with a 

severely restricted investment 

opportunity set”.

A more refined alternative is  

best-in-class screening: using ESG  

criteria to select the companies in a  

sector that have the best strategy to  

face these challenges.

Another option is ESG integration. 

Rather than simply excluding certain 

companies or sectors, ESG factors are 

infused into the entire fabric of an asset 

owner’s investment decision-making 

process. “This becomes the heart of firms’ 

financial analysis and investment 

policies”, Gayer says, “from selecting the 

investment universe through to choosing 

benchmarks and allying with asset 

managers qualified to manage and add 

value to this kind of mandate.”

THREE STEPS

Gayer identifies three fundamental steps 

to ESG integration: “The first is to set 

explicit, best-practice ESG investment 

objectives. Firms then need to construct 

the right benchmark and portfolio. After 

that they should monitor the results to 

create a virtuous feedback loop.” 

Incorporating an extensive array of ESG 

factors that investors can use to better 

describe and understand the risks and 

opportunities in investee companies can 

only help firms make more informed, 

transparent judgments – but doing so 

depends on access to more granular  

data and an intuitive information  

portal to translate that data into  

decision-ready information. 

BNP Paribas is one of the first global 

custodians to develop an ESG risk 

management tool, ESG Risk Analytics, 

that allows investors to understand their 

ESG risks, exposure to controversies, 

business involvement and their carbon 

footprint, all online through the 

innovative DNA portal.

In May 2016, PRI and UNEP, 

representing six major credit-rating 

agencies, defined the Principles for 

Responsible Investment (PRI) Statement 

on ESG in Credit Ratings. The group has 

pledged to integrate ESG criteria more 

systematically into their analysis of issuer 

creditworthiness.

Upstream service providers, such as 

custodians and market data vendors,  

can play a valuable supporting role by 

providing tools and metrics. Stress-testing 

and reporting tools will be particularly 

crucial in enabling firms to monitor 

ESG-related risks and to identify, stay 

informed of and report on the impact  

of their investments. 

For example, BNP Paribas has teamed 

with Avalerion Capital to develop a new 

climate change stress-testing approach. 

Solutions to fill these needs are already 

emerging, and more will follow.

 

CONCLUSION

Social and governance issues have  

long had a recognised role in investment 

processes. But now, with the science on 

climate change firmly established, 

environmental considerations are  

coming to the fore. The associated  

risks are complex and significant. 

However, by formulating a robust  

ESG framework and integrating it into  

the fabric of their investment policies, 

investors will be well placed to benefit 

from and contribute to the major 

opportunities that transitioning to  

a low-carbon world will bring. For more 

information, visit bit.ly/esginsights

LOST IN ESG? WE HAVE  
THE RIGHT GUIDE FOR YOU 

 RAISING THE WIND:  Financing the transition to green energy sources will require trillions of dollars in investment 
in the coming decades - up to USD 410 billion a year according to some sources bit.ly/riskybusinessproject 
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Q
uintessence asked Constance 

Chalchat how banks can capitalise  

on the revolution currently 

underway in fintech services.

Why are we at a digital turning point?

Digital technologies will have an even 

greater impact on the banking sector 

than post-crisis regulatory reforms, 

profoundly transforming banks’ business 

models and the way financial services 

are delivered. 

Manifold factors are driving this 

change. For one, client expectations are 

evolving quickly, especially as advances 

in digital capabilities take root elsewhere 

in our personal and professional lives. 

For example, across financial markets 

people increasingly use tweets or similar 

chat mechanisms to exchange vital 

information. Banks need to be present  

on those channels and adapt the  

volume and speed at which we 

propagate information.

Technology is evolving quickly, too, 

including exponential growth in data 

availability, storage capacity and 

processing power. We are seeing 

ever-faster execution speeds as clients 

invest in technology to automate trading.

Of course change is not new. But the 

banking sector has tended to shift from 

one stable or slowly evolving state to 

another. Now, though, we are moving 

into a new environment where flux will 

become the norm, forcing participants to 

become much more agile.

What challenges does this new 

environment pose for banks?

The availability of different services 

through different channels provides 

clients with alternative means of meeting 

their financial needs. In the new 

competitive landscape, banks must 

develop new, smarter capabilities and 

better-quality services to retain clients. 

That means altering how we think about 

client problems and requirements. What 

is the fundamental issue they are trying 

to address? It is not to obtain a loan, but to 

fund their business or buy a house. Most 

banks are organised around product 

verticals, whereas clients want integrated 

solutions composed of different products.

The way banks take decisions must 

adapt, too. Traditional management 

practices work with regular budget 

cycles, where investment decisions are 

based on projected tangible benefits. 

Digital transformation is challenging 

those practices. Allied to this is an urgent 

need to decrease the distance between IT 

and the business, to ensure product 

development is targeted at clients’ shifting 

Flux will become 
the norm, forcing 

participants to  
become more agile

CONSTANCE 
CHALCHAT
Head of CIB Change 
Management,  
BNP Paribas 

A DIGITAL  
COMPASS  
FOR BANKS demands. Banks will have to be more 

flexible and collaborative, with much 

shorter development cycles that take two 

weeks instead of two years, requiring a 

complete change in mindset.

Are areas of opportunity emerging?

One strength of banks is that we have  

a detailed knowledge of client businesses 

and vast amounts of historical data on 

customer activities. By leveraging new 

data mining and visualisation tools,  

we can gain deep insights into these 

relationships and develop more 

comprehensive solutions that better 

support our clients. For example,  

BNP Paribas is a major provider of supply 

chain financing and trade finance 

services. Our close relationships mean  

we are well positioned to help corporate 

clients with integrated supply chain 

management solutions. 

Trust is also a key asset. Digital 

transformation brings new risks and 

challenges in data leakage, identity theft 

and integrity of financial flows and 

transactions. Banks have an opportunity 

to reinforce their position as trusted 

service partners. The need to remain safe 

in a digital world is increasingly 

important to clients, hence cybersecurity 

is one of the top priorities for BNP Paribas 

as a group.

Ultimately, digital transformation is  

not just about technology. The winning 

equation will be humans + machines.  

For banks to flourish in this rapidly 

changing world, the emphasis must be on 

leveraging technology to help banks serve 

clients better. It is this equation that 

drastically improves performance – and  

it is what clients will continue to want. l

How will the digital 
transformation impact  
banks – and how can they 
benefit from it? 
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A
sset safety is the paramount 

objective of global custodians and 

their key obligation to clients. 

Maintaining rigorous oversight of 

assets and ensuring their safekeeping 

across networks of agent banks is now 

more important than ever to custodians, 

investors and regulators. 

But how can global custodians reassure 

clients that their assets are in sound 

hands? Global custodians use different 

contingency solutions to enable them to 

deal with adverse market events or 

sudden shocks, such as a default or credit 

situation at an agent bank. 

The first model, known as a ‘cold 

contingency’, entails a global custodian 

notifying a secondary agent bank in a 

given market that they are their back-up 

provider in the event of a problem at the 

primary provider. The second approach or 

‘warm contingency’ plan is when the 

global custodian has accounts and 

sub-custody agreements with a 

secondary agent bank, allowing for assets 

to be ported in the event of a crisis at the 

primary provider. A ‘hot contingency’ 

plan or dual network is where the global 

custodian actively utilises two agent 

banks in a single market to minimise 

counterparty risk for clients. 

Quintessence asked Dominique 

Ansiaux, Global Head of Network 

Management at BNP Paribas  

Securities Services, to explain the virtues 

of a dual network and the key 

considerations when selecting agent 

banks.

WHAT DOES THE DUAL NETWORK 

MODEL OFFER CLIENTS?

Asset safety is the most important criteria 

and a dual network facilitates this, 

particularly in a crisis situation, which 

may include insolvency, acts of god, 

adverse decisions from the authorities, or 

operational issues. Put simply, a dual 

network allows global custodians to port 

assets to a secondary provider in a timely 

fashion with minimal disruption to client 

business. Such diversification in any 

market is central to client requirements, 

as evidenced by large investors such as 

sovereign wealth funds increasingly 

demanding that their global custodians 

have a ‘hot contingency’ plan in place, 

such as dual networks. 

There are other significant benefits of 

using a dual network as it can allow 

global custodians to benchmark service 

delivery, fees and market information 

DOMINIQUE 
ANSIAUX
Global Head of  
Network Management, 
BNP Paribas 
Securities Services

WELCOME TO THE  
PARALLEL UNIVERSE 
How dual networks minimise counterparty risk 
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continuously, creating opportunities for 

cost savings and efficiencies. 

IS REGULATION DRIVING THE  

DUAL NETWORK MODEL?

Recent regulation has indeed put asset 

safety in the front seat. The Alternative 

Investment Fund Managers Directive 

(AIFMD) and the UCITS V Directive 

impose strict responsibility on depositaries 

to make sure that client assets are 

protected in custody and sub-custody, and 

this includes devising contingency plans. 

This means custodians are under 

enormous pressure to make sure assets 

are secure, especially in their network or 

markets which are higher risk, such as 

frontier markets. It is not just EU 

regulators who are pushing this issue: the 

Australian regulator (with Regulatory 

Guide 133) and the International 

Organization of Securities Commissions 

(IOSCO), for instance, are both doing so. 

IOSCO guidelines state that custodian 

institutions should maintain appropriate 

arrangements to safeguard the clients’ 

rights in client assets. A dual network 

goes well beyond compliance with the 

IOSCO guidelines or EU regulations, which 

simply advise global custodians to have 

contingency arrangements whereby 

assets can be recovered if the agent bank 

suffers a disruption of service. Similarly, a 

dual network set-up also goes beyond the 

requirements demanded by UCITS V and 

AIFMD. 

WHAT ARE THE KEY CRITERIA HERE  

IN SELECTING A SUB-CUSTODIAN?

Global custodians must conduct robust 

due diligence on secondary providers 

because of the new regulatory 

environment in which they operate.  

Due diligence on secondary providers 

ought to be carried out in parallel with 

primary provider selection and there 

should be no variation in terms of the 

scope and thoroughness of that due 

diligence process. 

Typical due diligence on a secondary 

provider will entail sending a detailed and 

bespoke questionnaire asking them to 

outline in depth their regulatory 

compliance processes, business continuity 

planning and asset safety procedures, for 

example. This should be followed up by 

an on-site due diligence visit, when these 

processes are thoroughly reviewed and 

tested by the network managers. This 

may include on-site verification 

confirming the level of automation 

between the secondary providers and 

local market infrastructure, monitoring 

operational risk controls, or checking that 

assets can be traced throughout the entire 

custody chain back to the central 

securities depository (CSD). These 

stringent selection criteria are essential to 

help guarantee that client assets can be 

held safely. The same criteria are applied 

for the periodical reviews as part of the 

ongoing monitoring process.

Industry-wide efforts are being made 

to standardise the due diligence process of 

network managers on their agent banks 

through the creation of a Due Diligence 

Questionnaire (DDQ) by the Association 

for Financial Markets in Europe (AFME). 

This standardised DDQ will free up 

resources for the agent banks at a time 

when costs are getting ever higher. It will 

allow local custodians to refocus their 

resources on different aspects of the 

enhanced due diligence process, in 

particular to support the increased on-site 

due diligence control requirements. It will 

also help the global custodians and 

sub-custodians manage their workloads 

and monitor work as it will reduce 

duplication by consolidating all of the 

standard or static data points. Ultimately 

it will provide for a more streamlined 

network manager due diligence and 

selection process. 

ARE DUAL NETWORKS THE FUTURE?

Dual networks can help minimise risk  

in all markets, which is an absolute 

prerequisite to satisfy not just clients  

but regulators under UCITS V and  

AIFMD who want clarity that assets  

can be migrated seamlessly between 

agent banks in a crisis scenario. Large 

institutional investors are increasingly 

scrutinising the operational set-ups, 

including business continuity plans, 

which global custodians have at their 

agent banks. 

The dual network model supports asset 

safety in an adverse market situation. 

This enhanced risk management and 

focus on due diligence is not going to 

diminish and dual network set-ups are 

likely to proliferate as a result. ●

The dual network 
model supports 

asset safety in an 
adverse market 

situation  
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C
hina’s quest to achieve full-scale 

internationalisation of the renminbi 

and its inclusion in the MSCI 

Emerging Market Index is still an 

ongoing process, but the country shows 

no signs of giving up. Both objectives 

would be enormous achievements for the 

country, which has put wholesale market 

reforms at the centre of its economic 

policies over the last five years. 

Considerable efforts have been made to 

reform China’s capital markets to make 

them more flexible for foreign investors. 

Three schemes have been implemented to 

draw foreign flows to the domestic 

market, with Chinese officials hoping 

these will help boost liquidity, particularly 

following the volatility of the last 18 

months. But what are these schemes, and 

how successful have they been? 

A NEW INVESTMENT CHANNEL

The established method by which foreign 

investors gained access to China’s 

domestic market was by applying for an 

investment quota through the Qualified 

Foreign Institutional Investor (QFII) or 

Renminbi Qualified Foreign Institutional 

Investor (RQFII) schemes. 

This process was partially upended 

following the introduction of the 

Shanghai-Hong Kong Stock Connect in late 

2014, which allowed foreign investors to 

incorporate A-shares into their portfolios 

simply by setting up a brokerage account 

out of Hong Kong. The investment process 

was streamlined under the Stock Connect, 

providing foreign investors with a 

complementary channel into China’s 

capital markets in addition to their  

QFII/RQFII quotas.  

In December 2016, Shenzhen was 

incorporated into the Stock Connect, 

creating the Shenzhen-Hong Kong Stock 

Connect. Whereas Shanghai is home to 

big cap stocks and established corporate 

giants, Shenzhen is more akin to the 

NASDAQ and its stock exchange offers 

foreign investors even more diversification 

within China due to its bias towards 

mid-cap and technology stocks. 

The Stock Connect’s path has had its 

challenges, but these have been resolved 

through a combination of regulatory 

intervention and service-provider 

intuition. Operational issues around 

pre-funding did cause problems for 

foreign investors at first, but custodians 

have successfully worked to minimise 

this challenge by establishing Special 

Segregated Sub-Accounts (SPSAs) or 

integrated broker-custodian models. 

The latter provide investors with 

seamless access to the Stock Connect 

through the integrated custodian solution 

covering the entire trade life-cycle from 

pre-trade checks and execution to 

clearing and settlement. Having an 

end-to-end model appeals to 

Undertakings for Collective Investment in 

Transferable Securities (UCITS) and US 

mutual funds regulated under the ’40 Act, 

which may otherwise have difficulty 

accessing China due to its 

pre-funding arrangements. These 

arrangements can be 

incompatible with a fund’s 

domestic regulatory 

requirements.

THE CIBM: A GRAND OPENING 

Despite its USD 6.8 trillion size (as 

of Q2 2015), foreign investors 

have yet to tap into the China 

Interbank Bond Market (CIBM) 

and they represent a mere 

single-digit percentage of the 

overall transactional volume on 

China’s domestic bond market. This has 

prompted Chinese authorities to act, 

offering more foreign institutional 

investors quota-free access to the CIBM, 

thereby enabling them to trade in the 

domestic cash-bond market, which 

includes credit bonds and rates. In July 

2015, the People’s Bank of China (PBOC) 

announced a relaxation of the rules for 

foreign central banks and sovereign 

wealth funds to allow them to trade on 

the CIBM. The latest announcement is 

LAWRENCE AU
Executive Advisor,  

BNP Paribas 

Securities Services

CHINA TEASE FOR  
NEW INVESTORS
Quintessence reviews a series of schemes  
intended to attract foreign investment 
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more generous than many industry 

experts had anticipated and extends 

quota-free access to commercial lenders, 

securities firms, insurance firms and 

asset managers. Short-term or speculative 

investors are excluded, although some 

hedge funds adopting a long-term 

investment horizon may be able to trade 

on the CIBM. Inflows have yet to reach 

critical mass, but around only 20 

applications from foreign investors have 

been received since the authorisation 

process opened in May 2016. 

What explains this slow take-up? One 

reason is that investors are still learning 

the CIBM’s operational processes. For 

example, Chinese government debt is 

relatively straightforward to gauge, but 

higher-yielding corporate debt is more 

complex and requires investors to go 

through a learning curve. But perhaps the 

biggest reason is exchange rate volatility 

and until this stabilises, flows will not 

increase rapidly. 

QFII AND RQFII

China’s liberalising agenda has not 

bypassed QFII or RQFII, with the 

securities regulator announcing in 

September 2016 that asset allocation 

restrictions on the quota schemes would 

no longer apply. Historically, foreign 

investors using the schemes were obliged 

to invest 50% of assets in securities, 

while their cash ratio was restricted to 

20%. This has now been scrapped in the 

latest reforms to affect the QFII and RQFII 

initiatives. 

June 2016 saw the biggest news: the 

announcement that the US would be 

allocated an RMB 250 billion (USD 38 

billion) investment quota under RQFII in 

the hope that the MSCI would include 

China in its Emerging Market Index. 

While this did not come to pass, the 

liberalisation of the investment quota 

schemes won favour in the US (now 

recipient of the second-biggest quota after 

Hong Kong) and may yet help in the 

quest to be upgraded by the MSCI. 

Other entry points into the domestic 

China market such as the Stock Connect 

and CIBM will likely win more market 

share as foreign investors become more 

familiar with them. CIBM covers 

approximately 90% of the bond market, 

while the Stock Connect and its eventual 

inclusion of exchange-traded funds 

(ETFs) will give foreign investors access 

to about 85% of China’s securities market. 

If foreign investors can obtain access 

through the Stock Connect, ETFs or the 

CIBM, there is limited need to apply 

through QFII/RQFII, so the quota system 

could be completely disintermediated and 

subsumed by the other schemes, which 

give foreign investors quota-free 

exposure to China.

WHAT ARE INVESTORS DOING?

The biggest investors in China are 

Asia-Pacific based, but macroeconomic 

drivers are encouraging non-APAC 

investors to consider China in their 

portfolios. Europe, for example, is in a long 

period of low, zero and negative interest 

rates, which is having a major impact on 

the viability of fixed-income investing. It 

also has an ageing population and rising 

pension fund liabilities which, coupled 

with an inability to draw yields from 

fixed-income investing, is leaving those 

investors in a bind. Chinese bonds offer 

good yields; presenting an attractive 

option for European capital allocators to 

meet their liability challenges. 

In the US, meanwhile, equities are 

costly and interest rates are very low, 

with investors frustrated at the ongoing 

delays over a long-anticipated rate rise  

by the Federal Reserve. Again, this may 

encourage US investors to consider 

increasing their China bias. 

The Chinese market is complex and 

prone to sudden regulatory change, 

which can catch investors by surprise. 

Working with custodians with a physical 

presence in the country and a wide 

network of global branches can help 

investors considering China and using 

government-backed investment schemes 

such as the Stock Connect, the CIBM,  

QFII and RQFII. For more information,  

please visit bit.ly/china_updates l

The schemes give 
foreign investors 

quota-free exposure 
to China

 EXTENDED REACH: The Stock Connect will eventually give foreign  
investors access to about 85% of China’s securities market

CHANGING HORIZONS
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O
nline platforms are digitising the 

fund distribution industry on a 

global scale. Digital transformation 

is gathering momentum with the 

help of three major disruptive forces: 

investor demands, technologies and  

new regulation.

NEW INVESTOR GENERATIONS

The growing demand from investors for 

digital solutions is the primary driver 

behind this trend. New generations of 

investors, including Gen X and Gen Y 

investors, influenced by baby boomers, 

are tech-savvy and seek control of their 

investments via a seamless, unified 

digital service at relatively low cost.  

They want more engagement in the 

investment process and appreciate 

decision-making tools, charting tools  

and educational resources. 

Another distinct characteristic of these 

investors is their belief in the wisdom of 

their peers. In addition to experts and 

financial advisors, they value opinions 

and views from multiple, less traditional 

sources such as friends, colleagues and 

other investors.

CONSTANT RISE OF NEW TECHNOLOGY

The second disruptive factor in fund 

distribution is the constant rise of new, 

digital technologies. To cater to evolving 

investor needs, manufacturers and 

distributors adopt data-driven approaches 

to deliver the right product and stay 

competitive. Predictive analytics and big 

data enable manufacturers to translate 

large volumes of historical data into 

valuable insights that, in turn, drive 

product development. Typically, asset 

managers with predictive analytics do 

better than non-adopters across several 

customer-related sectors, such as 

competitor monitoring, advisor profiling 

and sales optimisation. 

Fidelity Investments is a good example 

of this evolution with WealthScape, an 

advanced analytics data platform that 

empowers deeper conversations with 

clients, potentially driving better planning 

outcomes. Given the cost of customer 

acquisition, US asset managers are also 

adopting new strategies within the 

robo-advisor model, revamping them 

from D2C to B2B, as seen last year in  

the US with BlackRock and Invesco. 

These investors 
value opinions  

and views from 
multiple, less 

traditional sources

JEAN DEVAMBEZ
Global Head of Product 

and Client Solutions AFS, 

BNP Paribas 

Securities Services

DRIVEN TO DISRUPTION
On the distribution side, content-rich 

websites, social media and mobile apps/

bots have become critical channels for 

reaching mass market investors. 

Compared with traditional distribution 

channels, online fund distributors not 

only hold a clear cost advantage, but  

also offer investors a more simplified  

and transparent investment experience.

REGULATION: A GAME-CHANGER

Regulation is also a game-changer in  

the fund distribution industry. Impending 

Markets in Financial Instruments 

Directive legislation (MiFID II) introduces 

a series of new requirements covering key 

topics such as investor protection, product 

governance and investment advice. 

The inducement ban and the increased 

transparency of costs and charges are 

expected to have a profound impact on 

manufacturers and distributors. Like  

the Retail Distribution Review (RDR) in 

the UK, the new inducement rules under 

MiFID II will shake up the fund industry 

in Europe: both manufacturers and 

distributors will have to redesign their 

pricing models. And the transparency of 

advisory cost will enable much greater 

scrutiny of fees, further encouraging the 

use of the low-cost solutions (exchange-

traded funds (ETFs), fund of funds) that 

allow manufacturers and distributors to 

achieve economies of scale. 

Lastly, unbundled pricing may drive 

the multiplication of no-rebate share 

classes, a type of commission-free share 

asset class already popular in UK. The last 

two years have also seen an increasing 

number of regulators accelerating their 

regulatory frameworks in order to 

catalyse fintech development. 

Striking a balance between developing 

innovation and safeguarding investor 

protection remains a real challenge.  

As distribution continues to shift onto a 

virtual interface, fund manufacturers  

and distributors need to leverage ‘nextgen’ 

platform strategies to remain visible, 

competitive and prepared for forthcoming 

regulatory changes. ●

Three inextricable forces are revolutionising 
the future of fund distribution platforms 

 RINGING THE CHANGES:  Digital transformation is being 
driven by investor demand
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RULES  
FOR DIGITAL 

REVOLUTIONARIES
Key takeaways from the BNP Paribas commissioned study 

on digital innovation in the financial services industry

ALAN BROWN
Professor of 
Entrepreneurship and 
Innovation, Surrey 
Business School  

T
he disruption caused by digital 

technology, coupled with changes in 

regulation and markets, is putting 

the financial services industry on a 

VUCA (Volatility, Uncertainty, Complexity 

and Ambiguity) playing field, a US 

military term for combat environments. 

The lack of a shared understanding of 

what the terms ‘digital’ and ‘digital 

innovation’ mean, their implications 

within a business and where they should 

be deployed makes it hard to justify and 

fast and often’ and ‘don’t follow the 

crowd’. Even if an organisation has a clear 

set of digital aspirations and has aligned 

its decision-making and work processes,  

it is likely to fail without a corresponding 

shift in culture.

CONFUSING ENVIRONMENT

A dilemma arises when conventional 

management practices are applied to a 

VUCA environment. When organisations 

don’t know what their aim is, how do 

they organise and manage themselves? 

In this uncertain scenario, business 

strategy looks more like the managerial 

equivalent of a set of rapidly evolving 

hypotheses. The threats now facing 

financial institutions do not lend 

themselves to traditional analysis,  

so these hypotheses have to be applied  

to the confusing reality.

Luckily, a few discovery-driven 

methods have emerged with the 

following principles: (a) Absorb ideas  

on a topic from a wide range of sources;  

(b) Brainstorm guesses addressing that 

topic; (c) Design and conduct tests to flush 

out key unknowns or validate critical 

initiate digital investment decisions. Most 

organisations do not have a framework 

for interpreting the signs bombarding 

them, let alone deciding how to react. 

WHAT HAS MADE US STRONGER  

COULD KILL US 

Financial institutions’ management 

structures and processes evolved to meet 

the need to control operations at scale, 

resulting in a numbers-based focus on 

measurement, monitoring and analysis. 

But this is ill suited to the challenges of  

a VUCA environment posed by digital 

initiatives because of the difficulty in 

quantifying its potential. Traditional 

management struggles to strike a balance 

between centralised coordination of 

digitisation and an approach that ‘lets  

a thousand flowers bloom’. 

But the obstacles posed by the 

traditional organisational ‘recipe’  

go deeper than rigid structures and 

decision-making processes: the need for 

high repeatability and low variance, as 

few faults as possible and a sober 

assessment of operational risk do not sit 

well with the innovation mantras ‘fail 

BEN SHENOY
Director of the Business 
Insights Lab, University 
of Surrey’s Centre for  
the Digital Economy
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assumptions; (d) Keep iterating until you 

have reduced the unknowns to tolerable 

levels. In the financial services sector, 

these might include the following: 

industry ‘stacks’ will be the new  

blueprint for banking; asset management 

distribution will be redrawn; and fintech 

innovators need the infrastructure 

support of large, established banks as 

much as those large organisations need 

the start-ups’ new ideas and energy. 

 

COORDINATING INNOVATION  

AND OPERATION

Various organisational structures  

can manage innovation-operation 

‘ambidexterity’:

u  Centralised: Digital initiatives are 

coordinated by a central unit. This 

ensures a higher level of control 

and a more direct link to corporate 

strategy. The resultant efficiency 

comes at the expense of creativity 

and a lack of sensitivity to weak 

signals in the marketplace.

u  Decentralised: Digital initiatives 

are controlled by divisions. The 

greater speed and responsiveness 

of this approach can come at the 

cost of reduced coordination across 

the digital activities, risk of 

duplication and investment in silos.

u  Catalyst: This aims to strike a 

balance between centralised and 

decentralised models. It assumes  

a coherent and articulated digital 

strategy, communicated locally  

to divisions via ‘digital catalysts’, 

whose role is to share knowledge 

and transmit learning about  

digital innovation.

u  Dispersed: An extreme version of 

the decentralised model, there is 

no specific focus on all things 

digital. Digital initiatives, processes 

and skills are fully integrated into 

the normal operating model.

MATCHING CAPABILITIES AND AIMS

Given what has made financial 

institutions perform well over the  

last few decades, most organisations show 

a large and growing mismatch between 

what they want to achieve in the digital 

arena and their current capabilities. One 

clear consequence of this is the need to 

align the digital strategy with the talent 

strategy and monitor and manage the 

talent pool continually.

By now it should also be apparent  

that digital savvy cannot simply  

reside in a few individual ‘transplants’: 

digital will eventually need to permeate 

the entire organisation. Management  

of digital cannot reside solely in the 

technology group: making sense of  

digital, and formulating and  

executing appropriate responses,  

must become integral to general 

management discussions. 

Such a matching exercise is a  

two-way street: an organisation’s existing 

strengths should shape its digital strategy. 

Incumbents can use their expertise when 

negotiating collaborative arrangements 

with partners, giving them access to 

rapid, low-cost innovation. These unique 

capabilities also extend to intangible 

assets, such as incumbents’ position of 

trust with their customers, their access to 

customer data and their knowledge of the 

regulatory environment.

 The preceding ‘rules’ have profound 

implications for the changes required  

in incumbents’ organisational DNA.  

For example:

u  The need for collaboration contrasts 

with a focus on specialisation of 

tasks that has resulted in silos;

u  The call for greater 

experimentation, and embracing 

associated failure as learning, is  

at odds with a sensitivity  

to excessive risk;

u  A more democratic, ‘middle-out’ 

perspective on nurturing 

innovation can conflict with a 

traditional, top-down approach 

geared to maintaining control in  

a highly regulated environment.

Ultimately, this is a leadership challenge 

about balancing the need for 

organisational transformation while 

retaining the strengths of the core 

operation’s DNA. But how can leaders go 

about changing their organisation’s DNA 

to accept digital? Behavioural science has 

uncovered some principles that differ 

from classic approaches:

u   What might appear to be 

resistance to change may actually 

be a lack of clarity about what’s 

required and why, often arising 

out of a communication failure.

u  What might appear to be a lack  

of effort to effect change might 

simply be mental exhaustion.

u  Changing people’s long-term 

behaviour requires changing  

their day-to-day habits. 

FLUID APROACHES

Digital technology is causing ructions 

across the financial services sector and  

its onset is clearly changing some of the 

rules of the game. The greater need to 

understand what is happening outside 

organisations is driving a shift towards 

more fluid approaches to implementing 

projects, more external collaboration with 

fintechs and the need to synchronise 

digital innovation efforts with core 

operational activities.

As incumbents struggle to clarify their 

digital aspirations, the need to focus on 

organisational issues is paramount. It is 

still crucial to avoid the classic traps of 

formulating bad strategy, to match digital 

aspirations with organisational 

capabilities and for leaders to mutate their 

organisation’s DNA to accept the ways of 

working demanded by the evolving 

digital world.

Incumbents need to adapt how  

they make sense of signals in their 

environment, but it is worth bearing  

in mind that, in the face of all the digital 

hype, the fundamental principles of  

doing sound business have not 

disappeared, no matter how different  

the landscape appears. 

 Read the full report here  

bit.ly/rulesdigital ●



The conditions 
offer enormous 

opportunities for 
early adopters

C
ontrasting the relatively proactive 

approach to fintech  

in countries like the UK and 

Luxembourg, US regulators have 

been more cautious, partly reflecting a 

desire to ensure full understanding of 

and transparency into these emerging 

frameworks. Nonetheless, in its recent 

white paper entitled Supporting 

Responsible Innovation in the Federal 

Banking System: An OCC Perspective, the 

Office of the Comptroller of the Currency 

readily acknowledged the need to 

continue fostering new solutions with the 

capacity to improve accessibility and 

efficiency for financial services clients. 

The report also highlights the negative 

consequences of avoiding new 

approaches altogether. 

In the US, investors seeking fintech 

opportunities in the making have been 

anything but reticent: during Q2 2016 

alone, US venture capital deals 

approached USD 1.3 billion, or more than 

half of all fintech-based fundraising 

through the period worldwide. With a 

slew of stateside startups setting the 

BRUNO CAMPENON
Americas Head of 
Custody & Clearing, 
BNP Paribas 
Securities Services 

US FINTECH  

FORGES AHEAD
pace, today the US accounts for 57% of 

global fintech market share, well ahead 

of Asia and Europe combined with 31% 

and 10% respectively. In addition to 

payments, equity and credit, key drivers 

of fintech solutions in the US include 

investment banking – not to mention 

wealth management (at present roughly 

one in four millionaires worldwide reside 

in the US). Such fertile conditions offer 

enormous opportunities for early 

adopters in particular, with just a fraction 

of market share representing the 

potential for significant revenue 

generation going forward.

Rather than seek stakeholder status, 

during 2016, US financial institutions 

increasingly chose to forge distribution 

partnerships with (or acquire outright) 

firms on the fintech forefront in order to 

maintain access to the sector’s 

burgeoning ecosystem while assessing 

the needs of the consumer/client. 

US banks have also been more 

aggressive about securing patent 

protection for their tech investments, in 

part to avoid ceding territory to well-

funded fintech start-ups: in the past three 

years alone, patent applications covering 

blockchain and related technologies 

among US financial firms surged more 

than 80%, according to data from patent 

research company Relecura in conjunction 

with The Wall Street Journal.

For their part, start-ups have continued 

to mine revenue opportunities within B2B 

as well as B2B2C channels, while looking 

out for attractive partnerships and 

strategic-investment alliances. l

USD 1.3 billion
US venture capital deals in the fintech sector, Q2 2016

CHANGING TECHNOLOGY    
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E
arly-adopting asset managers started 

their outsourcing journey with 

selected back office activities in the 

early 1990s, driven primarily by cost 

optimisation. Twenty-five years later, the 

outsourcing proposition is no longer 

confined to administrative functions.  

Cost efficiency and risk mitigation  

remain primary drivers, but they  

are only one part of the story.

MOVING UP  
THE VALUE CHAIN

SCALING UP TO SUPPORT GROWTH

There is no ‘one-size-fits-all’ approach  

to outsourcing. Asset managers differ 

regarding which aspects of their business 

could be outsourced and which are core 

and should remain in-house. However, 

most understand that outsourcing can  

not only reduce cost; it can also ‘de-risk’ 

operations and provide immediately 

available scale to support growth. 

The benefits that an experienced 

service provider can deliver increase as 

the outsourcing relationship is extended 

further up the value chain, from back  

to middle to front office. Outsourced 

activities can also cover collateral 

management, cash management, FX, 

derivatives clearing and execution, and 

enhanced reporting. Outsourcing aspects 

of the dealing operations is also attractive 

Outsourcing is no longer only about back office processes and cost efficiency. 
Welcome to outsourcing 2.0
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Co-development of 
tailored solutions is 
a compelling way to 

take the lead

MAXIME BOYER 
CHAMMARD
Head of Investment 

Services & Analytics,  

BNP Paribas 

Securities Services

to some firms. Where there was once  

a concern that outsourcing strategic 

functions risked diluting an asset 

manager’s client experience, today  

it can actually enhance a manager’s  

unique value proposition. 

Open-architecture platforms offered by 

a few select service providers can be 

calibrated to meet an asset manager’s 

specific needs, while future-proofing the 

platform technology is the responsibility 

of the provider. Outsourcing removes 

distractions that could divert an asset 

manager’s attention from their core 

investment priorities. 

ADDED VALUE FROM DATA

The term ‘outsourcing’ suggests the 

handing over of processes or activities 

that are clearly defined and functional. 

Indeed, managers initially employed 

service providers to handle specific 

functions, such as reconciliations. 

Relationships were founded on a 

transactional basis but, with the  

arrival of ever more complex 

international trading and distribution 

environments, the challenge of managing 

operations internally grew quickly. 

Today, the focus has moved beyond core 

services to the additional value that can 

be derived from the better use of the data 

being delivered. This has increased the 

importance of leveraging sophisticated 

digital tools to utilise data commercially. 

Where outsourcing was once exclusively 

process-centric, it is now increasingly 

data-centric. 

Previously deemed a sensitive area, 

we are seeing a growing client interest in 

outsourcing various aspects of data 

management. The cost of sourcing, 

scrubbing, enriching, storing and 

aggregating data can quickly spiral  

out of control and this has triggered 

reconsideration of what can be 

outsourced. Technology is facilitating a 

move towards a ‘partnership’ data model, 

where asset managers access data 

through flexible means such as 

application programming interfaces 

(APIs), potentially using third-party tools 

which have been fully integrated and 

hosted by their service provider. This 

gives them the benefits of full access to 

their data and software tools without 

having to maintain the underlying 

infrastructure. 

As technology has enabled the capture, 

organisation and transmission of huge 

amounts of data, analytics has become  

an increasingly important component of  

a service provider’s proposition. Integrated 

technology has strengthened the link 

between data analysis and robust 

decision-making across all aspects of the 

asset manager’s business. It is no surprise 

therefore that asset managers are 

investing increasingly in analytical tools 

and resources. But today they have a 

choice: to develop and maintain this 

capability internally or use a provider that 

can meet this need, supported by scale, 

functionality and continuous investment. 

To enhance data quality, in particular 

data consistency, accuracy and speed 

between front, middle and back office,  

the industry is increasingly looking to 

simplify the investment management  

and operations architecture. Some of  

our clients are investigating a front-to-

back integrated platform hosted by a 

third-party provider. In this set-up, the 

asset manager accesses and uses the 

front office components of the platform 

(asset management, pre-trade compliance 

management, risk management and 

order management), while the third-

party provider ensures the post-execution 

processes on the same technical platform.

STRATEGIC PARTNERING

Asset managers regularly review the 

relevance of outsourcing against their 

strategic development plans. Whether 

making acquisitions, consolidating 

geographically disparate operations  

or diversifying into new strategies, an 

experienced service provider can help  

to make the transition a smooth one. In 

particular, the weight of regulation under 

which asset managers operate has 

increased exponentially in recent years. 

And while engaging a service provider 

does not outsource the responsibility, it 

makes available the expertise and 

experience needed to navigate layers  

of regulation across multiple regions, 

thereby de-risking the entire operation.

The evolution of outsourcing has 

spawned a new breed of service provider, 

including technology companies. 

Typically, they are based on a specific 

competency and can provide deep, often 

cutting-edge solutions, but procuring 

services in this way can result in a 

piecemeal model rather than a scalable, 

integrated service.

BEYOND COST EFFICIENCY 

The future of asset managers and 

service providers is inextricably linked. A 

low-yield environment, increased trading 

complexity, international competition, 

increasingly efficient fund ranges and 

investment models, manager consolidation 

and technology innovations will change 

the landscape of the industry over the 

next five to eight years. A partnership 

model that insulates managers against 

these forces and allows co-development of 

competitive, tailored solutions is a 

compelling way to take the lead. ●
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D
espite besting their S&P 

counterparts, the meagre 2.02% 

return notched by US hedge funds 

during 2015 was certainly nothing 

to crow about. The weakness continued 

into 2016: through mid-October returns 

stood at 2.64%, according to Hedge Fund 

Research’s HFRX North America Index, 

and has remained firmly in the red zone 

(-2.61%) over the past 36 months. 

As the industry continues to expand, 

scale has gradually become synonymous 

with success: today the vast majority of 

AUM is controlled by a mere 12% of hedge 

funds, according to alternative industry 

research group Preqin. Those who only 

flock to the largest funds, however, may 

be missing out on one of the industry’s 

best-kept secrets: smaller, start-up or 

emerging hedge funds that, despite 

having significantly lower AUM and only 

a few years’ experience, have nonetheless 

demonstrated an uncanny ability to 

outperform their larger peers. 

CHANGED PARADIGM 

Historically, hedge funds have served as a 

non-correlative strategy to help offset 

losses in traditional investments during 

down markets, while holding steady or 

posting moderate gains in up cycles. No 

ANDREW 
DOUGHERTY 
Head of Alternative and 

Institutional Solutions, 

North America,  

BNP Paribas  

Securities Services

longer the exclusive club it once was, 

today’s hedge fund industry includes 

large public and private pension plans, 

insurance firms and other mainstream 

entities. Along the way AUM has soared, 

rising from just USD 257 billion in 1996  

to an estimated USD 3 trillion today, 

according to HFR. 

The growth in institutional 

participation has led to a larger and more 

competitive environment for hedge funds, 

making alpha generation more labour-

intensive in the process. It has also  

placed increased emphasis on funds’ 

due-diligence practices, which itself has 

weighed on returns due to the added  

cost of implementing more robust 

risk-management solutions. 

LOWER-COST OPPORTUNITIES

And as the industry continues to  

expand, non-correlation has been  

harder to come by; larger funds in 

particular have been more likely to  

move with the broader market.

In a market where the biggest 

winners often have the slimmest 

margins, the ‘2 and 20’ historical fee 

structures of hedge funds, in which 

investors pay a 2% AUM charge and  

20% of total annual gains, have become 

increasingly problematic, particularly 

given recent sub-par performance. 

This has led many clients to seek 

lower-cost opportunities elsewhere, 

including exchange-traded funds (ETFs) 

and liquid alternatives, as well as index 

mutual funds and other passive 

strategies: over the first quarter of 2016, 

hedge fund redemptions exceeded  

USD 15 billion, according to HFR. 

This is not to say investors have not 

been well served over the long haul. Since 

1990, the industry has returned 10% 

annually, as measured by the HFRI Index. 

Much of that gain came during the go-go 

’90s, however, during which time hedge 

funds yielded an annualized 18.3%, 

compared to just 3.4% yearly since 2006.

Nevertheless, with stock multiples 

getting pricier and interest rates still at 

unimpressive levels, hedge funds continue 

to represent an attractive – and in some 

instances, necessary – opportunity for 

institutional asset managers. 

Globally, alternative strategies have 

been integral to pension-plan alpha 

THE NICHE FACTOR
Those who only flock to the largest hedge funds may 
be missing out on one of the industry’s best-kept  
secrets: smaller, start-up or emerging hedge funds
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Despite the loss of some notable  

heavy hitters, such as the California 

Public Employees Retirement System 

(CalPERS) and New York City’s pension 

fund (NYCERS), the number of 

institutions with hedge fund allocations 

currently stands at around 5,000, 

according to Preqin. And with good 

reason: from 2008-2014 pension plans 

suffered a 9% drop in funded status, 

according to data from Moody’s, as 

liabilities increased by 69.5% while  

assets grew by just 42.5% through  

the period. 

With the number of retiring baby 

boomers on the rise, pressure on pensions 

to maintain sufficient funding will almost 

certainly persist, according to Moody’s. 

SHORING UP CONFIDENCE

Going forward, many believe that the 

smallest funds are likely to produce the 

most impressive results. 

Indeed, the ability for emerging hedge 

funds to outpace their larger, more 

mature counterparts, particularly during 

these challenging times, could go a long 

way towards shoring up the confidence  

of sceptical investors. 

Nor are these micro businesses (which 

generally have less than USD 1 billion 

AUM and have been operating for three 

years or less) run by novices: many niche 

firms have seasoned managers who have 

quit larger, less nimble companies in 

search of greater flexibility and the ability 

to invest more creatively. 

In his recent paper Enhancing Portfolio 

Returns with Emerging Managers, Mark 

Many  believe 
that the smallest 

funds are likely to 
produce the most 

impressive results

T. Finn of Vantage Consulting Group noted 

that emerging funds tend to have the 

latest technologies and operational best 

practices often lacking in the largest 

firms. Having learned from the mistakes 

of the past, today’s niche managers can 

draw on their vast expertise to create a 

smarter, more innovative and 

streamlined approach to investing. 

The formula seems to be working: 

according to Preqin, returns for  

emerging long/short funds during the 

first three years of operation averaged  

an impressive 8.8% net of fees through 

the post-crisis period, outdistancing 

mature funds by nearly 3.5%. 

While many institutions have steered 

clear of newer funds due to their minimal 

track record and capacity constraints, 

using a programme specifically designed 

to nurture such strategies can help allay 

concerns and a number of institutions, 

among them CalPERS and the Teachers 

Retirement System of Texas, have already 

established platforms dedicated to these 

potentially potent emerging funds.

GLOBAL EXPERTISE

To support their continued vitality in  

the years ahead, micro funds and more 

established players require a reputable 

partner with both global expertise and 

product bandwidth who can help them 

secure regional representation in key 

distribution markets, as well as ensure 

streamlined trading, settlement and 

reporting capabilities.

In today’s challenging regulatory 

environment, having the resources of a 

large, multinational administrator with 

significant cash reserves can help funds 

handle such diverse activities as cash 

monitoring, oversight and safekeeping. 

Combining risk management, operational 

efficiency and regulatory compliance 

goes a long way towards keeping 

sceptical investors in the fold, while 

allowing managers to focus exclusively 

on sound portfolio management. For 

more information, please visit  

bit.ly/hedge_funds ●

generation. With rates expected to remain 

soft for the foreseeable future, managers 

will likely continue to rotate into hedge 

funds and other alternatives. 

A slew of new data appears to support 

this. According to Preqin’s Global Hedge 

Fund Report, combined hedge fund AUM 

approached USD 3.2 trillion through the 

end of 2015, fuelled by USD 71.5 billion in 

new capital inflows. 

And the PwC/AIMA Global Hedge Fund 

Distribution Survey found that 44% of 

global hedge fund managers anticipated 

introducing a new product by the end of 

2016; over 60% noted an increase in 

hedge fund AUM.
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T
he traditional way financial and 

non-financial institutions such as 

corporates hedge interest rate risk is 

to enter into an over-the-counter 

(OTC) interest rate swap with a willing 

counterparty. Post-financial crisis 

regulation aimed at reducing systemic 

risk in the derivatives market has made 

this once-straightforward process more 

complicated and expensive. The Dodd- 

Frank Act and European Market 

Infrastructure Regulation (EMIR) both 

require vanilla OTC instruments to be 

cleared at central counterparty clearing 

houses (CCPs). Dodd-Frank has been live 

for several years, but EMIR is gradually 

being introduced, although pension funds 

(for example) have a clearing extension. 

The CCP substitutes itself as counterparty 

to buyer and seller, taking collateral from 

NICOLAS RICHARD
Head of Derivatives 
Clearing Sales,  
BNP Paribas  
Securities Services

them both to cover market risk, and 

thereby guarantees trade settlement in 

the event of one party defaulting. 

To ensure settlement finality, CCPs 

require users (clearing members) to post 

initial margin and variation margin; the 

latter can be called several times per day 

depending on market volatility. Initial 

margin must come in the form of 

high-grade collateral such as government 

bonds or cash, while variation margin is 

cash only. As a result, the cost to OTC 

derivative users of centrally clearing their 

trades has been heightened. Accessing the 

eligible collateral is not straightforward, 

either. High-grade collateral is a finite 

commodity and its diminished availability 

has been exacerbated by investor flight to 

safe bonds. Equally, banks and insurers 

are obliged under Basel III and Solvency II 

to hold high-quality liquid assets (HQLA) 

to improve the chance of withstanding a 

credit shock. A real issue could emerge 

whereby financial institutions hedging 

interest rate risk through OTC 

instruments may be unable to source 

eligible collateral to post to CCPs. 

In other words, firms may struggle to 

hedge their interest rate risk if a collateral 

squeeze materialises and CCPs do not 

change their collateral policies, such as 

permitting equities subject to haircuts to 

be posted as margin. 

SWAPPING TOTO
OPTIONS

APPING
OTHER

Heightened margin requirements 
for cleared and uncleared OTC 

derivatives are driving financial 
institutions to explore alternative 

interest rate hedging models
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users from hedging their risk bilaterally. 

So, what are the alternative options?

THE ETD MODEL

One option to continue interest rate 

hedging is to move more transactions 

from OTC to a standardised, exchange-

traded derivative (ETD) model, following 

the path trodden by OTC commodity 

derivatives, which have been increasingly 

standardised over the last 20 years. Most 

are now transacted on electronic 

exchanges and centrally cleared. The 

credit default swap (CDS) trading space 

also shows great standardisation. 

Enabling standardisation will require 

institutions to engage with their bank 

counterparties and create standardised 

credit support annexes (CSAs) clearly 

outlining the terms and conditions around 

collateral obligations. One key benefit of 

standardised contracts is that they 

usually have better margining terms.  

The core challenge is whether there is 

sufficient liquidity in the market to 

support standardisation. 

Equally, interest rate hedges can be 

highly bespoke and a one-size-fits-all 

model may not provide sufficient 

protection against adverse interest rate or 

price movements, but some transactions 

may be standardised if the OTC trading 

route becomes excessively expensive. 

However, as standardisation grows, 

standardised products will simply be 

another option by which firms can hedge 

their risk. 

THE DSF SOLUTION

Another potential solution is a deliverable 

swap future (DSF). This provides users 

with interest rate swap exposure like a 

forward contract, while allowing for 

margin savings that are commonly 

associated with futures. DSFs are a blend 

of on-exchange and OTC. They can also be 

traded electronically. The buy-side 

acknowledges the greater trading venue 

choice; margin savings and reduced 

reporting requirements over OTCs are 

major advantages of DSFs. 

DSFs are not going 
to replace the OTC 

market because 
some hedging 
activities will 

remain bespoke

Despite these obvious advantages, 

buy-side attitudes are broadly split on the 

overall usefulness and effectiveness of 

DSFs. Many organisations hedging 

interest rate risk have specific 

requirements and a DSF may not provide 

sufficient coverage. The DSF market is also 

quite illiquid, although it is still in the 

early stages of development. In practice, 

DSFs are not going to replace the OTC 

market because some hedging activities 

will remain inherently bespoke, but DSFs 

are a growth market and they could 

complement buy-side firms’ avenues for 

hedging their interest rate risk. 

INNOVATIVE RESPONSE

Regulation of the derivatives market (ie; 

heightened margin requirements for 

cleared and uncleared OTCs) poses 

difficulties for market participants and 

may present a challenge to legitimate 

hedging activities. This has led firms to 

review their margining practices and 

respond in a competitive and innovative 

way. Financial institutions are exploring 

alternative hedging models such as 

standardised ETDs or DSF hybrids. We 

expect these products will become 

increasingly popular in the coming years, 

but they do not herald the end of the OTC 

market. Financial institutions will always 

require bespoke contracts to hedge their 

interest rate risk appropriately. In this 

regard, ETDs and DSFs should be seen as 

complementary instruments available 

to financial institutions in executing their 

hedging strategies. l

UNINTENDED CONSEQUENCES

The issue has been exacerbated by a 

growing number of banks (known as 

futures commission merchants or FCMs 

in the US and clearing banks elsewhere) 

becoming increasingly reluctant to act as 

clearing members on behalf of buy-side 

clients at CCPs. This is an unintended 

consequence of Basel III, which subjects 

banks to leverage ratio and net stable 

funding ratio rules, obliging them to hold 

increased capital to support business 

activities and safeguard against market 

volatility or black swan events. This 

requires banks to hold capital to support 

not only their own derivatives trading 

activities, but also when acting as 

conduits to CCPs for clients, where they 

operate under agency agreements and do 

not have primary risk in the event of 

shortfalls. The rules also stipulate that 

banks fund initial and variation margin 

at long-term funding rates, which is likely 

to be very costly. Banks are already 

withdrawing from the clearing business. 

This could make it even harder for clients 

to trade OTCs, as becoming a direct CCP 

member is too costly for most. 

But not all OTCs are centrally cleared. 

Some are viewed as too bespoke, complex 

or risky for CCPs. Regulators are mindful 

that CCPs are systemically important risk 

concentrators and subject them to 

rigorous risk management protocols. As 

such, a number of OTCs will continue to 

be bilaterally traded. However, regulators 

are also pushing measures to tighten up 

the bilateral OTC world, as many of these 

instruments are difficult to value and are 

less liquid than on-exchange derivatives. 

The Basel Committee on Banking 

Supervision and the International 

Organization of Securities Commissions 

are pushing through rules requiring 

increased margining requirements for 

bilateral OTCs. As with centralised 

clearing, this will oblige financial 

institutions to provide eligible collateral for 

the market risk on bilateral transactions. 

This will also come at a cost and could 

discourage resource-constrained OTC 
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FINE-TUNING FINTECH
Regulators are walking a tightrope between protecting investor 
interest and fostering innovation in the financial marketplace
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The UK leads  
in a progressive 

fintech regulatory 
framework

ANNE-LAURE 
COUTURIER
Strategic Analyst,  
BNP Paribas 
Securities Services

T
he rapidly growing fintech sector is 

attracting the attention of regulators 

and the last two years have seen an 

increasing number of financial 

regulators reviewing and adjusting  

their regulatory frameworks in order  

to catalyse fintech development. 

OUT IN FRONT

The UK – incidentally the only country 

that exempts Bitcoin trading from 

taxation – has also been leading the  

race in creating a progressive fintech 

regulatory framework. UK policymakers, 

known for a mix of fintech-friendly 

measures, have been exceptionally 

responsive to innovations in the  

booming financial technology sector. 

Early in 2014, the Financial Conduct 

Authority (FCA) launched Project 

Innovate, an umbrella initiative that 

provides fintech startups with direct 

support and regulatory flexibility. Its 

Innovation Hub has already helped 

hundreds of fintechs navigate their  

way through rules and regulations. 

BRINGING YOU THE LATEST IN  
REGULATORY INTELLIGENCE

Our collection of cross-industry 

regulatory memos is aimed at 

keeping you up to speed with the 

latest developments in the  

industry. Created by our Public 

Affairs team, each concise 

Regulatory Memo covers a specific 

regulation, including scope, 

implications for the industry and  

the key dates in the regulatory 

process. As a bank that is actively 

engaged with the regulators and 

follows developments closely, 

we also give our point of view on  

each regulation. 

Recent updates include key 

cross-industry regulations such as 

EMIR, obligations for cash equities 

and fixed-income clearing, the 

Chinese Interbank Bond Market  

and MiFID II, the EU Directive for 

markets in financial instruments. 

The regulatory memos are 

available at bit.ly/regulatorymemos

The FCA currently has some new ideas 

brewing, including: 

u   A regulatory sandbox that will 

enable fintech companies to test 

their new products in a ‘safe space’;

u   A robo-advisor unit to help firms 

develop automated services;

u   A programme centring on 

RegTech, the technological 

solutions designed to facilitate 

efficient and effective compliance 

with regulation.

Luxembourg is another early mover  

in the fintech space and was the first 

country to give Bitcoin currency status, 

defining it as “scriptural money” in 2015.

IN HOT PURSUIT

Hard on the heels of the frontrunners, a 

number of countries are learning the best 

practices and quickly closing the gap.

Inspired by the Innovation Hub, Japan, 

Singapore and Hong Kong set up help 

desks and fintech contact points to aid 

start-ups to identify applicable rules and 

comply with them. Switzerland and 

Australia are planning fintech sandboxes 

to facilitate regulatory agility. 

In addition to favourable regulations, 

some jurisdictions, like Singapore, also 

offer attractive tax benefits, while others 

promise fintech-friendly policies and 

assistance from government, such as 

Hong Kong’s InvestHK programme.

PLAYING IT SAFE

Meanwhile, in most of continental Europe 

and – somewhat surprisingly – the US, 

regulators appear to be adopting a more 

cautious approach. 

German regulator BaFin set up 

working groups to review the fintech 

industry in June 2016. 

In the US, the Office of the Comptroller 

of the Currency (OCC) published a white 

paper in March 2016 investigating fintech 

regulatory frameworks. While signalling 

their support for fintech loudly and 

clearly, these regulators are taking their 

time to fully understand the new sector 

before making any bold moves. 

France is another example of the 

cautious approach. Regulators integrated 

crowdfunding in 2014 and more recently 

set up a dedicated unit to help fintech 

companies, but they remain very cautious 

on relaxing regulatory constraints for the 

potential disruptors. 

At a global perspective, the G20 

Financial Stability Board (FSB) has 

started to evaluate the risks posed  

by fintech to global financial stability  

and has proposed a framework for 

categorising major areas of the sector.  

It is also evaluating the sector’s potential 

risks to consumers, public authorities 

and financial stability.

But this is no easy act for national and 

global regulators. Maintaining a balance 

between fostering innovation to help their 

national fintechs achieve competitiveness 

in the global marketplace, and helping  

to safeguard a transparent and stable 

financial system, remains a real challenge 

for all regulatory agencies. ●G
et
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T
he cost and complexity of post-trade 

operations and technology have 

pushed the outsourcing of these 

functions to the top of the agenda  

for many banks. They are faced with 

increasing regulation, the rising cost of 

capital and the complications of offering 

multi-asset class solutions on system sets 

that may have been fit for purpose once 

but now are outdated and costly to run 

or develop. These factors have been 

widely acknowledged in numerous 

conferences and articles. Suffice to say 

that the traditional questions of why 

banks should outsource and what  

should be outsourced are yesterday’s 

debate. The question that most are 

asking now is: to whom?

For most of my working life, banks have 

explored the idea of outsourcing to a 

mutualised entity created for this 

purpose, but this appears just too difficult 

to achieve. The real and present options 

for outsourcing are provided by 

commercial entities viewing post-trade 

outsourcing as an extension of their 

established activities. However, their 

profiles differ greatly. 

So, what are the key attributes that  

an outsourcing bank should look for in  

an outsourcing partner? They are not of 

equal importance to each bank, and each 

entity seeking this business has different 

attributes, so banks will come to different 

conclusions and quite distinct 

partnerships will be formed. 

GENUINE BENEFITS

While the traditional ‘lift-out’ approach 

to outsourcing may initially seem 

attractive to some, further reflection  

may lead to the view that this is in fact  

a sub-optimal approach: it does not really 

solve the fundamental issues, it just 

moves them.

To be genuinely beneficial, outsourcing 

really has to change the operational cost 

dynamics, simplify and improve 

technology, and offer faster development 

and support of new products. And it has 

to be robust, compliant with current and 

future regulation and let everybody sleep 

at night. 

So, among the attributes that banks 

seek in an outsourcing partner are:

PICK A  
PARTNER 
For the sell-side, the question is  
no longer why or what to outsource:  
it’s whom you partner with 
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Experience

Looking back is not always the best  

way to move forward. However, most 

entities who are considering outsourcing 

something as crucial as their post-trade 

operations will want to partner with  

an institution that has considerable 

experience in the global securities 

industry as well as outsourcing. 

Having a few experienced people at the 

top of the organisation is not enough: it 

is a matter of having strength and 

depth throughout the company. 

Integration

If the outsourcing institution can 

integrate the middle and back office 

functions with clearing and custody, 

vertical economies of scale can be gained 

with fewer hand-offs. If it means that 

the outsourcing bank can reduce the 

costs of running a network of agent 

banks and market infrastructures,  

so much the better.

Global capabilities

Forward compatibility of operating 

models will most often dictate the  

It’s essential that the 
partners involved in 

outsourcing share 
an approach to 

innovation – it’s a 
question of culture

ALAN CAMERON 
Global Solutions Sponsor, 
Clearing and Custody 
Services, BNP Paribas 
Securities Services

need to be global. This has as much  

to do with culture as it does with 

operations and market knowledge.  

As requirements change, so will the 

geographies – and only providers with  

a global footprint can meet the challenge 

of being global and future-proof. 

Technology

One of the prime reasons to outsource is  

to simplify and modernise the system set 

being used. It is hard to imagine that any 

outsourcing company can provide this 

in-house. So, outsourcing to an 

institution that is free to use market-

leading technology is important; even 

more so if it has an alliance with a 

technology firm that is committed to  

the endeavour.

Innovation

What is needed today is unlikely to be 

what is needed tomorrow. It is already 

apparent that big data and distributed 

leger technology will transform our 

post-trade world. Other developments 

(beyond my imagination) will be just as 

disruptive in the life of most outsourcing 

partnerships. 

What is really essential is that the 

partners involved in outsourcing  

share an approach to innovation:

it’s a question of culture. 

Trust

Every partnership will have problems: 

it is how they are dealt with that 

matters. Service-level agreements, 

contracts, commercial terms, 

performance indicators and so on  

are all important, but amount to  

little without trust. 

The attributes listed above are in no 

particular order, but trust must be the 

most important in any partnership. 

How companies choose whom they  

can trust varies, but as it is built on  

a combination of character and 

competence, trust is certainly easier to 

find in an established relationship than 

when you are starting from scratch. ●

Viability 

Outsourcing is a long-term commitment. 

It only makes sense to outsource to an 

institution that is going to be in this 

business in the long term. Commitment  

in itself is not enough: many firms are 

committed to businesses that fail. 

The outsourcing partner must also  

be able to attract other clients in order  

to build a viable business that delivers 

economies of scale and supports 

investment in the future. And it has to be 

‘centre of their plate’; anything else is too 

risky. A one-off deal may appear initially 

attractive; however it is unlikely to be 

easily replicable or an indication that the 

partner is committed to building a 

sustainable business. 
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I
n 2012, the China Insurance 

Regulatory Commission (CIRC) outlined 

new rules to ease the restrictions on 

outward investment by Chinese 

insurance companies and by 2015 the 

Commission had implemented regulations 

that extended investment possibilities to 

bonds, securities, real estate, investment 

funds and derivatives in 45 non-Chinese 

markets, from emerging to developed 

jurisdictions.

In 2016, BNP Paribas surveyed  

12 Chinese insurers and conducted 

interviews with senior executives  

from the top 20 insurers in China. 

Results showed that the majority are 

looking for asset and market-risk 

diversification and many are enthusiastic 

about investment opportunities outside 

their domestic market. 

This change also offers significant 

opportunities for asset managers and 

global markets.

NEW OPPORTUNITY

Reports indicate that, at year-end 2015,  

49 Chinese insurers had received 

authorisation to invest in overseas 

markets and had foreign investments 

totalling USD 36.7 billion, an increase of 

50% since 2014. Overseas investment has 

been low, with overall holdings 

accounting for only 2% of Chinese 

insurers’ total assets of CNY 12 trillion 

(USD 1.8 trillion) as of Q4 2015. The CIRC’s 

15% overall capital cap still leaves 

significant room for additional overseas 

investment. A January 2016 report by 

Z-Ben Advisors estimated Chinese 

insurers will invest up to USD 100 billion 

overseas by 2020 – approximately 2.7 

times the amount invested in 2015.

All firms in the BNP Paribas study 

planned to make overseas investments, 

with more than 40% intending to do so in 

2017. More than 80% will invest more 

than USD 500 million in foreign assets 

over the next three years; over 8% will 

invest more than USD 5 billion.

These insurance firms expect to invest 

between 1 and 10% of their total assets 

PHILIPPE BENOÎT
Head of Asia Pacific,  

BNP Paribas 

Securities Services

overseas in the next three years, with 

half anticipating investing between 5% 

and 10%, and 40% anticipating investing 

around 1 to 4%, an increase on the 

current 2% average. Two factors account 

for the current low percentage: lack of 

HEADING WESTHEADING WW
Chinese insurers are in the market for 
new overseas investment opportunities
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Investment opportunities in Asia  

Pacific (APAC) will also continue to  

attract Chinese-funded insurers due  

to the region’s strong GDP growth.

ASSETS DIVERSIFICATION

Since the CIRC’s relaxation of overseas 

investment restrictions, Chinese insurers 

have been diversifying their overseas 

investments, with the overwhelming 

majority preferring listed securities, 

private equity, fixed income and real 

estate. However, there is some interest in 

other asset classes; one third of insurers 

surveyed were considering investing in 

local infrastructure and one fifth said 

they would consider hedge funds. 

With QE depressing returns on 

fixed-income assets in major economies, 

Chinese insurers have been investing 

heavily in real estate projects in developed 

markets. Sixty per cent of respondents 

said real estate was their biggest 

investment, against 40% for fixed income. 

Thirty per cent have significant stock 

investments and 10% invested heavily  

in private equity.

GREATER EXPECTATIONS

As they move to new horizons, Chinese 

insurers expect more from their 

custodians. Seventy per cent of 

respondents ranked “local market 

understanding” as the most important 

criteria in evaluating a custodian. In the 

European market, for example, insurers 

highlighted the need for an experienced, 

local custodian who understands the 

region’s financial markets, has extensive 

relationships with local institutions and 

regulatory bodies, and is able to react 

quickly to legal and regulatory changes.

Moreover, custodians must provide 

Chinese insurance companies with a 

diverse array of services beyond asset 

safekeeping, trade settlement and 

valuation, such as cash management, 

securities lending, foreign exchange 

services and financing. Insurers may also 

wish to work with different divisions of 

the bank beyond custody, including 

Chinese insurers  
will invest up to  
USD 100 billion  

overseas by 2020

corporate banking, investment banking 

and asset management.  

Commercial real estate has recently 

attracted significant investment from 

Chinese insurers, so it is highly beneficial 

for the custodian’s bank group to be able 

to provide project recommendations and 

valuation services, complementing the 

role of the international real estate agency.

Given time-zone differences, APAC-

based firms require a 24/7 service and 

custodians must accommodate close 

partnerships. Having a local branch close 

to clients is crucial. 

Sixty per cent of the insurers surveyed 

identified credit rating and responsiveness 

of staff to specific requests as key in 

choosing a custodian bank. Balance sheet 

capital strength is also a core factor. 

C-ROSS requirements stipulate that 

Chinese insurers must submit quarterly 

reports, newsletters, stress-test reports 

and other documentation. Working with a 

custodian who can enable this to be done 

seamlessly is integral to ensuring 

compliance with C-ROSS.

 

MASSIVE POTENTIAL

Overseas investment by Chinese insurers 

is entering a new phase as firms seek to 

benefit from a wider base of high-quality 

assets. Slow economic growth and a 

challenging interest rate environment  

in developed markets pose challenges  

for Chinese insurers, but their wider 

investment horizons create new 

opportunities for non-Chinese asset 

managers and global markets. One  

thing is certain: overseas investment  

by Chinese insurers is still far from 

reaching its full potential. ●

in-house international investment 

expertise and the fact that premiums  

are mostly paid in CNY, creating 

currency mismatch risk as overseas 

investments can be vulnerable to foreign 

exchange fluctuations. 

Even though the China Risk Oriented 

Solvency System (C-ROSS) introduced 

risk-based capital requirements and closer 

duration matching for assets and 

liabilities, appetite for outwards 

investment is expected to continue. The 

drivers are decentralisation of domestic 

market risk, asset diversification and 

asset liability matching. Moreover, 

overseas ventures allow access to types  

of investment that cannot be found  

in China.

WHERE CHINA MAY INVEST

The resumption of economic growth, the 

appreciation of the US dollar, excellent 

market infrastructure and regulations 

make the North American market highly 

attractive for Chinese investment. One 

executive interviewed acknowledged 

that, while the US market return on net 

assets was not high, it was undoubtedly 

the best region for investment when risk 

adjustment, exchange rates and other 

factors were taken into consideration. 

While some global funds may be 

reluctant to invest in the US market due 

to the appreciation of US assets, Europe is 

emerging from the economic crisis as an 

alternative investment destination for 

Chinese insurers. This is due to its 

undervalued assets, wider range of 

high-quality asset targets for investment, 

transparent financial markets and strong 

legal systems, and unique benefits, such 

as a degree of harmonisation of regulation 

of financial services and other industries 

through European Union membership.

Although the quantitative easing (QE) 

extension in the Eurozone weakened the 

Euro exchange rate, financial market 

conditions and investor confidence are 

gradually improving in the region, and 

the Eurozone economy is on a gradual 

upward trajectory.
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S
ecurities services is an increasingly 

technology-based business. 

Emerging innovations – including 

big data and blockchain – are 

rapidly and profoundly transforming our 

environment and client expectations, 

producing both enormous change and 

opportunities for banks to enhance our 

offerings. Keeping pace with this wave of 

digital innovation, and leading in its 

development and commercialisation 

wherever possible, is vital. 

DIGITAL FOCUS

At BNP Paribas Securities Services, our 

digital innovation and transformation 

programme is a key priority and the focal 

point of our strategy for 2020 and 

beyond. To this end, in conjunction with 

BNP Paribas Corporate and Institutional 

Banking (CIB), we have pooled existing 

digital initiatives and skills into a single 

unit, the Innovation & Digital Lab. 

Through the Lab, we aim to develop 

and test these emerging digital 

technologies by creating new solutions 

together with our clients and partners, 

with an emphasis on the four dimensions 

which we believe will shape the future of 

securities services: 

Enhance the client experience 
Clients want to do more through 

digital channels. At BNP Paribas 

Securities Services, we are enriching 

our web platform, NeoLink, to boost our 

clients’ autonomy and productivity by 

enabling greater self-servicing. This 

includes opening accounts, querying 

information and asking for expertise. 

We are also devoting significant 

investment to improving data access, 

enabling clients to leverage the data they 

own within our legacy platforms so they 

can build on it to develop performance 

indicators and the like. And we are 

reviewing the user experience to make 

the customer web journey more user- 

friendly, with a mobile web capability.

Improving the customer experience 

also means knowing more about our 

clients, so we are investing in gathering 

information on clients’ activity on our 

web platform. With this, we can better 

evaluate their satisfaction with our 

service and identify areas where we  

can further support them. 

Develop new business models 
Our industry is changing and new 

business models are emerging. We 

support a diverse range of clients, 

spanning asset managers, asset owners, 

banks, brokers and corporates. 

In partnership with our clients, we are 

investigating how we can launch 

platform-based solutions that will enable 

them to meet and collaborate with each 

other in their respective areas of interest. 

The new digital technologies will be a 

powerful enabler of such activities and 

will help us refine existing business 

models, create new product and service 
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PHILIPPE RUAULT
Head of Innovation & 
Digital Lab, BNP Paribas 
Securities Services

DO OR DIE  
IN THE  
DIGITAL AGE
Embracing change is vital if securities services are to 
avoid being left behind by the technology revolution



ISSUE 1 – 2017 | QUINTESSENCE_31

processes to see where they can introduce 

more digital tools and automation. 

We have embarked on that journey. 

Optical character recognition, for instance, 

enables us to transform information, such 

as a fax, into digitised data for faster 

access and use. 

Automation technologies present a full 

spectrum of possibilities. At one end, low 

intelligence process automation 

technologies allow us to industrialise 

various routine and repetitive tasks, and 

give us much greater processing power 

through their ability to work 24/7. In the 

middle, medium intelligence tools such 

as Natural Language Processing and 

Natural Language Generation are used to 

analyse and generate text in natural 

language. At the other end, sophisticated 

machine-learning tools can be used to 

help answer basic client questions where 

the information can be difficult to find 

quickly. For example, what tax 

documentation is required if I am a 

South African wanting to invest in 

Taiwan? Machine-learning tools can 

scour our systems for the necessary data 

then feed it automatically to the client 

support team or the client directly 

through our web portal.

Assist employees 

Employees are the key asset in any 

service industry. Wherever possible,  

we are trying to digitise the workplace  

to lighten employee workloads and 

increase efficiency by automating  

basic and repetitive tasks and deploying  

innovative systems and collaborative 

working tools. This will free staff to 

focus on solving complex problems, 

Our industry is 
changing and new 

business models  
are emerging

propositions that better support clients’ 

needs and allow us to enter new markets 

and/or develop our business. 

Blockchain is a key development area 

and we are investigating how it could be 

used to transform the fund distribution 

model. We have also built a platform to 

electronically record and manage 

securities on blockchain. The first phase 

– supporting crowdfunded securities for 

start-ups and small and medium-sized 

companies, in partnership with 

fundraising specialist SmartAngels – is 

well underway. The next step is to handle 

and standardise the entire lifecycle of a 

mini-bond on the platform: the recording 

of a security, change of ownership, 

payment of coupons, etc. We also plan to 

develop new features, particularly cash 

management. The long-term goal, once 

regulations permit, is to apply the 

technology to listed markets by creating  

a multi-asset platform capable of 

managing complex assets.

Optimise processes 

To enhance efficiencies, reduce costs and 

operational risks and improve 

responsiveness to clients, savvy market 

players are reviewing all their end-to-end 

   CHANGING TECHNOLOGY
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PROCESS

SCALABILITY TO GROW  

WITH CLIENTS

ENHANCED EFFICIENCY, 

RESILIENCY AND RISK CONTROLS

DIGITISED MODEL INTEGRATES 

INFORMATION FLOW ACROSS 

GEOGRAPHIES AND SERVICES

EMPLOYEES

TECHNOLOGY-ENABLED  

CO-DEVELOPMENT WITH CLIENTS

PRODUCTIVITY-ENHANCING  

TOOLS FREE STAFF TO FOCUS  

ON SOLUTION-BUILDING AND  

CLIENT SUPPORT

CUSTOMER EXPERIENCE

DATA ANALYTICS TO INFORM 

DECISIONS AND MITIGATE RISK 

INTERACTIVE VISUALISATION TOOLS 

TO GENERATE INSIGHTS

TIME-SAVING TOOLS AND SERVICES 

THAT ENHANCE CLIENT 

PRODUCTIVITY

NEW BUSINESS MODELS

CONNECTIVITY PLATFORMS 

SIMPLIFY ACCESS TO COMPLEX 

MARKETS AND SUPPORT 

INVESTMENT 

DATA-AS-SERVICE TO SUPPORT 

CLIENTS’ OWN DIGITISATION 

PROGRAMMES 

building solutions and client support.  

For example, two years ago we began a 

product-lifecycle management project to 

digitise all our product catalogue, pricing 

process, approval workflows for new 

product launches and so on. Meanwhile, 

through our Digital Working programme, 

BNP Paribas is working on an internal 

social media platform as a way to foster 

greater collaboration.

COLLABORATE TO COMPETE

To be successful in digital 

transformation, we believe banks will 

need to collaborate more with different 

business and technology teams 

internally, and externally with other 

banks and fintechs. 

Cooperating with fintechs – as we 

have done with SmartAngels – is 

mandatory. Fintechs tend to be agile  

and innovative and start with a clean 

technology and development slate, so 

finding the right partners can help  

banks expedite their digital 

transformation projects. 

The reverse is also true. Even where 

fintechs are positioning themselves as 

competitors, such as in P2P lending, 

banks can still play a role as a trusted 

partner in the post-trade process to 

support the exchange of assets and cash 

and manage the security lifecycle.

Inter-bank collaboration is crucial, too, 

especially during a technology’s 

discovery phase. Blockchain is a prime 

example. Distributed databases could 

lead to a massive change in 

intermediaries’ business models, so it is 

vital banks are active in this space – as 

we are witnessing with the R3 

consortium and Fundchain initiative in 

Luxembourg. Areas such as Know Your 

Customer (KYC) and settlement 

instructions, where banks have been 

struggling for a long time and gain no 

competitive advantage, are similarly ripe 

for collaboration. 

It is imperative that banks leverage 

their internal expertise as much as 

possible as well. Within BNP Paribas CIB 

we have launched an Innovation Factory 

which has been fully deployed with 

Securities Services to help focus and 

accelerate ideas-generation and 

implementation. By engaging 

collaborators on targeted innovation 

challenges, we strive to incubate new 

ideas and transform them into concrete 

products and services in less than six 

months, while developing a community  

of intrapreneurs within the organisation.

INVESTING SMART AND WIDE

With such a huge number of rapidly 

evolving digital innovations and 

initiatives, inevitably there is a risk 

factor in choosing what to pursue. Some 

technologies will prove transformational. 

Others will come to nothing. The 

question is, which ones? To maximise 

the potential competitive advantages on 

offer, a degree of trial and error will be 

inevitable – and essential. 

We believe it is important to stay 

proactive, to monitor everything and 

invest widely. The risk of doing nothing  

is far greater. l

CLIENT-CENTRIC 
TRANSFORMATION

CHANGING TECHNOLOGY    
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T
he 2008 financial crisis highlighted 

inefficiencies in the over-the-counter 

(OTC) derivatives market, especially 

around counterparty risk and 

transparency. Following the G20 

Pittsburgh Agreement in 2009, the 

regulators’ approach to addressing these 

included clearing transactions through a 

central counterparty (CCP) or, if they 

cannot be cleared, subjecting them to 

mandatory exchanges of collateral. 

While this sounds obvious, 

implementation is another story for 

regulators and financial (and non-

financial) institutions, who must revamp 

processes across a number of business 

areas, especially collateral management.

WHY THE NEED FOR COLLATERAL?

Centralised clearing obligations on  

interest-rate and credit derivatives under 

Dodd-Frank have been around for several 

years, but the European Market 

Infrastructure Regulation (EMIR) is being 

implemented through a piecemeal or 

gradual approach (see Figure 1). This will 

require all financial organisations to adapt 

post-trade processes to ensure compliance 

with their clearing obligations. 

Some pension funds, which have been 

granted an exemption until August 2018 

at the latest, are investigating the benefits 

of clearing their interest-rate swaps, given 

the lower spreads offered by banks on 

long-dated trades. 

Meanwhile, non-standard or 

insufficiently liquid OTC derivatives will 

remain outside clearing obligations, as 

will instruments that benefit from an 

explicit clearing exemption. Tougher 

margin requirements will be imposed  

on uncleared OTCs (including FX). 

The US, Canada and Japan went  

live first (in September 2016) for entities  

above USD 3 trillion notional equivalent of 

uncleared derivatives, imposing 

exchanges of daily initial margin (IM) 

and variation margin (VM). 

The EU, Switzerland and a handful of 

Asia-Pacific markets, including Australia, 

Hong Kong and Singapore, are expected  

to go live this year. G
e
tt
y
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THE COLLATERAL  
CLOCK IS TICKING
The regulatory approach to 
addressing issues in the OTC 
market is rational in theory 
– but as always the devil is 
in the detail 
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Mandatory daily VM will be introduced 

in March 2017 for all financial institutions 

in the US and EU, but with some subtle 

differences. For instance, the US exempts 

physically settled FX forwards and swaps 

from the variation margin requirements, 

while the EU does not. In fact, the US will 

impose a same-day settlement of the 

collateral, while the EU’s latest technical 

standards seem to aim at more flexibility. 

Without equivalence and substituted 

compliance, parties to cross-border trades 

will probably have to comply with the 

‘toughest’ regulatory provisions.

OPERATIONAL HEADACHES

Although a large part of the market is 

already collateralised with VM, the 

stringent nature of the regulation will 

oblige many market participants to 

renegotiate collateral agreements quickly 

before the rules enter into force. The 

industry has issued the International 

Swaps and Derivatives Association (ISDA) 

2016 VM protocol to facilitate the 

compliance process. One of the biggest 

difficulties here is that many parties may 

need to maintain a legacy Credit Support 

Annex (CSA) for trades entered into before 

March 2017 (alongside a ‘new’ or ‘replica’ 

CSA, as the case may be) for trades made 

after that date. The impact on  

operational chains will need to be 

considered carefully, as the application  

of the legacy or the new/replica CSA will 

differ, depending on trade lifecycle events. 

Firms must put efficient processes in 

place to meet the new margin rules, but 

the dual-CSA feature is not the only 

complication. Items such as cross-

currency haircuts, IM thresholds and 

minimum-transfer amounts (e.g. how 

these would be split under different 

umbrella CSAs) must be analysed 

carefully: the devil is in the detail.

The provisions related to IM will come 

into force gradually (see Figure 2); more 

firms will come under these obligations 

when the notional threshold reaches  

EUR 8 billion equivalent in 2020. The 

provisions oblige firms to exchange IM 

and segregate it with a third-party 

custodian, forbidding the reuse of these 

assets. The contractual framework is 

21/06/2016

Clearing for IRD 

(cat 1 - dealers)

21/12/2016

Clearing for IRD

(cat 2 – FCs > 8bn )

09/02/2017

Clearing for CRD 

(cat 1)

09/08/2017

Clearing for CRD

 (cat 2)

16/08/2017

End of  2y relief 

for pension 

schemes

16/08/2018

End of additional 1y relief 

for pension schemes

21/12/2018

Clearing for IRD

(cat 4 – NFC+) 09/05/2019

Clearing for CRD (cat 4)

21/06/2019

Clearing for IRD and CRD

(cat 3 – FCs < 8bn )In its final report on the clearing obligation for financial counterparties with a limited volume of activity (dated 14 Nov 2016), ESMA proposed an additional phase-in of two years for the 

clearing obligation for Category 3 firms set initially to 21/06/2017 for IRD and 09/02/2018 for CRD. The report has been submitted to the EC for endorsement of the draft RTS.

Note: Where a contract is entered into between two 

counterparties included in different categories of 

counterparties as defined in Article 2 of EMIR, the date  

from which the clearing obligation takes effect for that  

contract shall be the latest of the two.

2016 2017 2018 2019

FIGURE 1: EMIR–OTC CLEARING TIMELINE

IRD = Interest Rate Derivatives

CRD = Credit Derivatives

specific and needs the early involvement 

of firms’ legal departments.

For IM, regulators authorise firms to 

make use of a table-based approach or an 

internal model. While the former can be a 

pragmatic solution for firms with smaller 

portfolios, it may cause substantial 

funding costs for those with larger ones. 

For firms choosing the internal model, the 

ISDA has coordinated the roll-out of the 

Standard Initial Margin Model (SIMM). 

This model relies on a ‘sensitivity-based 

approach’ which captures the main risk 

factors of each asset class (through their 

respective deltas and vegas in the case  

of products with optionality) and the 

non-linearity of risks through a 

‘curvature’ factor. 

The SIMM also incorporates weightings 

and correlations within the same asset 

class. For some asset classes (equity and 

credit), where the underlying activity 

sector could be subjective, central 

crowdsourcing has been implemented  

to allow consensus among participants. 

The use of the SIMM, however, implies 

regular audit processes, frequent 

backtesting and possibly validation by  

the supervisor. The challenge will be to 

ensure that (1) calculation, (2) agreement 

of calls and (3) settlement in a segregated 
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custody structure can happen as quickly 

as possible. Connectivity between 

derivatives systems, pricers and collateral 

will be key for both VM and IM. 

Moreover, the same-day settlement 

imposed in the US and other jurisdictions 

also carries a set of constraints and will 

drive the market to the most straight-

through processing solutions. For 

instance, Acadiasoft Marginsphere 

already enables some market participants 

to exchange their margin calls through a 

centralised utility and automatically agree 

or dispute the margin calls. For IM, this 

will facilitate the investigation of disputes. 

WHY IS COLLATERAL MANAGEMENT 

NOT STRAIGHTFORWARD?

Concerns of a ‘collateral squeeze’  

or ‘collateral shortfall’ have broadly 

subsided. The market now does not fear 

an overall shortfall so much as a velocity 

issue, which would result in the OTC 

market grinding to a halt. Sufficient 

high-grade collateral seems to be available 

for OTC users currently, but there are 

complications. 

Basel III rules are forcing banks to hold 

high-quality liquid assets (HQLAs) while 

capital and especially liquidity constraints 

(liquidity coverage ratio (LCR) and net 

stable funding ratio (NSFR)) are leading  

to some pressure on repo market activity. 

Many buy-side firms are sitting on large 

inventories of high-grade bonds which, 

despite yielding negative interest, are 

viewed as relatively risk-free assets. 

Sourcing available collateral requires 

good connections between participants. 

The main problem for collateral users is 

its liquidity and velocity, which must be 

posted, sometimes on the same day, to  

the relevant counterparty. The biggest 

risk OTC derivatives users will face is a 

sudden demand for additional collateral  

at times of severe market volatility. 

HOW CAN SERVICES PROVIDERS HELP?

Effective collateral management is key. 

Service providers, such as custodian 

banks, can offer their clients a wide array 

of solutions, including robust and highly 

automated systems connected to market 

utilities, secured credit facilities and a 

triparty platform that can facilitate access 

to liquidity providers, helping market 

participants address collateral challenges. 

Such solutions are only valid if the 

collateral is settled and held securely by 

the collateral service provider, acting as 

custodian, with the appropriate account 

structure. This is crucial, especially given 

the segregation requirements imposed by 

the Undertakings for Collective 

Investment in Transferable Securities 

(UCITS), the Alternative Investment  

Fund Managers Directive (AIFMD) and  

by regulators. OTC users need to finalise 

their preparations around collateral 

management in good time, mobilising  

and aligning all internal teams (front 

office, risk, operations, legal, compliance, 

IT). Moreover, margining rules across 

major economies are not being created  

in tandem. 

Working with a global provider across 

these markets is crucial to understanding 

regional differences and dealing with the 

process in optimum fashion. Clearing and 

bilateral margining will inevitably 

become the norm very quickly and firms 

need to be ready to meet regulatory 

deadlines. The clock is ticking. ●

1/09/2016

Mandatory IM and VM for 

entities above USD 3 tn* 

(excl. physically settled fx 

forwards and swaps)

3/02/2017

Mandatory IM (excl. physically 

settled fx forwards and swaps)

and VM (excl. physically  

settled fx forwards)

for entities above EUR 3 tn*         

1/03/2017

Mandatory VM for 

all entities (excl. 

physically settled 

fx forwards)

03/2017

Mandatory VM for  

all entities (excl. 

physically settled fx 

forwards and swaps)

1/09/2017

Mandatory IM for 

entities above  

USD 2.25 tn* 

01/09/2018

Mandatory IM for 

entities above  

USD 1.5 tn*

1/09/2017

Mandatory IM for 

entities above  

EUR 2.25 tn* 

03/01/2018

Earliest  deadline 

for VM on 

physically settled 

fx forwards **

01/09/2018

Mandatory IM 

for entities 

above EUR 1.5 tn*

31/12/2018

Latest deadline 

for VM on 

physically 

settled fx 

forwards **

01/09/2020

Mandatory IM 

for entities 

above EUR 8 bn*

01/09/2020

Mandatory IM 

for entities 

above EUR 8 bn*

1/09/2019

Mandatory IM 

for entities 

above  

EUR 0.75 tn* 

1/09/2019

Mandatory IM for 

entities above  

EUR 0.75 tn * 

* Threshold measured as a group’s aggregate month-end average notional amount of non-centrally cleared derivatives for March, April, and May of the respective year.
** VM obligation on physically settled fx forwards due to enter into force on the earliest of (1) entry into force of MiFID2 (due 03/01/2018) or (2) 31 December 2018.

2016 2017 2018 2019

FIGURE 2: MARGIN REQUIREMENTS FOR NON-CLEARED DERIVATIVES;  
 US AND EU IMPLEMENTATION TIMELINE

Clearing and 
bilateral margining 

will inevitably 
become the norm
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