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Different constituencies — shared challenge

Fund Manager - extensive use of derivatives for asset allocation,
economic exposure and hedging purposes

Operations Manager — need to understand modus operandi and
operational risks and advance the internal operational knowledge as
well as resources

Client Services Manager — need to understand how derivatives
impact investment performance and the associated operational risks

IT Manager — providing technology which is “scalable”, tracks a
transaction through its lifecycle and integrates data flows across risk
management, portfolio construction/optimisation and trading systems




Demand & Supply - “new” investment Strat

— Liability Driven Investments (LDI)
— Investment aim is to match and if in deficit to outperform liabilities

— LDl assists reducing short-term risks and to separate return-generating
asset classes from those used for the purpose of risk control

— 130/30
— 100% investment into an index
— Sell 30% in stocks expected to do worse than the market
— Take proceeds from short sales to go long stocks likely to beat the index

— Hedging / leveraging
— Extensive use of derivatives to manage and hedge investment risks

— Use of futures, swaps and exchange-traded-funds (ETFs) to create low-
cost beta exposure
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Derivatives — use @ Schroders

Management of investment risks
Expression of certain investment views

Effective means of adjusting portfolio durations (e.g. through futures
and/or Credit Default Swaps)

Effective modification of corporate bond exposure (e.g. through CDS)
Efficient hedging of foreign exchange rate risks (e.g. FX Swaps)
Economic exposure to an underlying security

Directional arbitrage
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Derivatives use @ Schroders - ETD

Currency Bonds

— Currency Options — Volatility Futures

— Currency Futures — Interest Rate Futures
— Bond Futures

Equities — Index Futures

Single Stock Options — Bond Options
Index Options — Interest Rate Options
Singe Stock Futures
Index Futures Commodities
— Commodity Futures
— Commodity Options
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Derivatives use @ Schroders - OTC

Currency Bonds
— Currency Forwards — Interest Rate Swaps
— Currency Swaps — Interest Rate Swaps — Zero Coupons
— Inflation Linked Swaps

Credit Default Swaps — Basket
Equities Credit Default Swaps — Single Name
— Total Return Swaps ABS Credit Default Swaps
— Contract for Difference (CFD) CDS Default Swaps
CDS Swaptions
Bond Options

— Currency Options

— Single Stock Options

Commodities

— Cotton Swaps

— Orange Juice Swaps
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Industry inefficiencies — the race Is on...

Standardisation and/or harmonisation of data is very difficult as every
OTC deal is custom-based on bilateral negotiations

Pricing transparency is a critical factor of fair and independent
valuation for both investors and, increasingly, regulators

Collateral management requires significant operational, technological
and legal expertise (war for talent?)

Buy-side accounting systems typically do not support complex
dealing structures, data flows and investment instruments

Derivatives systems were not built for fund managers

Global Securities Services providers have yet to build (a) scalable
solution(s) that match(es) component-based outsourcing trends
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Key internal challenges - resourcing

Search for the most efficient (multi-locational) operating model
Decision on centralisation vs. decentralisation of Derivatives Ops

Decision on whether or not, what component and to whom to
outsource (technology, processing, compliance, control, data mgmt)

Ability to recruit, train and retain talent (Operations, Technology,
Compliance, Legal, Data Mgmt)




Derivatives - Target Operating Model 2008

Key internal challenges - technology

Need for scalability and functionality to ensure that data is accurate,
timely, relevant and easily accessible

Decision on whether application service providers can provide life-
cycle support

Decision on whether global securities services firms and/or prime
brokers will be able to provide life-cycle support

Decision on whether Derivatives processes are central or peripheral
to the core systems architecture




Key industry challenges — operational Nirvana?

Challenge Priority Optimal Solution?

Price Capture Ease of access Electronic use of brokers’ pricing model

Trade Capture Low cost ($) Integral to FM’s order management system
Compliance Timeliness Integral to FM’s order management system
Confirmations Scalability, low $  Electronic interfaces, use of industry standards (IS)
Accounting Integration, low $ Integral to accounting platform or outsource
Valuation Risk Reduction Independent valuation agent, outsource, use of IS
Payment Scalability, low $  Integral to accounting platform or outsource

Collateral Mgmt Risk Reduction Integrated system (incl. workflow tools and recis)

Conclusions

Derivatives are very effective investment vehicles

Operational risks and operational costs vary and are typically high for
the more bespoke derivatives instruments

Scalable and function-rich technology is emerging, but not yet
mature (buy and sell-side)

Integrated outsourcing solutions remain either in the planning or
early development stage

Regulators are increasingly focusing on the appropriate level of
transparency (incl. valuations) and operational controls

Measuring cost/benefit of using derivatives remains a challenge for
many fund managers
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