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Fixed income lending and
borrowing is, unlike in the case

of equities, still some distance from
being able to leverage technology
to the fullest extent. But more peo-
ple are coming to realise the ben-
efits that centralised technology
can deliver, writes Brian Lamb,

CEO of Equilend.

ixed income lending on
aglobal scale is argpid-
ly developing compo-
nent of the broader
securities finance
industry, yet it still has
some way to go to cach up with
other parts of the business. Though
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to a casual observer the mechanics
of borrowing and lending appear
the same regardless of the asset
cless, there are in fact some funda
mental differences between fixed
income and equities securities
finance. Examining these differ-
ences and considering the develop-
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ment of the industry to dae are
important first steps towards under-
standing wha makes fixed income
securities finance unique, and can
help us understand how regpidly this
part of the market is globalising,
standardising and centralising.

Equities vs. fixed
Income

The drivers behind fixed income
and equities lending and borrow-
ing, such as the need to cover a
failed position, are quite often simi-
lar for both asset classes. However,
the dynamics of these two securities
are very different and this affects the
way the relative trades are executed
and maintained. With equities, we
need to consider corporde actions
and dividends, whereas in the fixed
income market, we have coupon
payments and callable issues.

In addition, equities are, for the
most part, listed and exchange trad-
ed whereas fixed income, particular-
ly treasury and sovereign debt, is
largely traded over the counter.
Listed securities are inevitably more
standardised.

Listed securities prices are very
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TECHNOLOGY

Ten to fifteen years ago, fixed income
securities finance was much more closely
aigned with repo and reverse repo than
it was with equities finance. As time
went by, however, we have seen anum-
ber of important changes occurring
within financial firms. The first is a nau-

ral progression towards centralised cross- .
* asset technology in the front office.

clearly defined & the end of the day
where over the counter securities
are by their naure more varied.
Finally, the size of atypica equities
finance trade is much smaller than
tha of afixed income finance deal,
in part because of the lots in which
they are normally traded. In the
treasury market, for example, it is
quite common to see trales in
increments of §25-50 million.

Larger volumes in fixed income
can mean increased counterparty
risk while its over the counter
naure and its relaionship with the
interest rate market can make pric-
ing more complex and labour inten-
sive. Today it can still be difficult to
identify the right price, the right
rebae rae or the right fee for a
fixed income security.

Although technology is helping
to drive efficiency and even out the
complexity between the two asset
classes, by its very ndure fixed
income is an innaely more opera
tionally intensive instrument and
this is one of the reasons why it has
been harder to standardise.

Beyond their inherent differ-
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ences, the sophistication of technol-
ogy solutions to manage equities
and fixed income lending and bor-
rowing has developed a different
raes over time. This is largely due
to the fact thet securities finance was
never a single, centralised entity
unto itself within firms but grew out
of the back offices of the very sepa
rae equity and fixed income sides of
the business.

Ten to fifteen years ago, fixed
income securities finance was much
more closely aligned with repo and
reverse repo than it was with equi-
ties finance. As time went by, how-
ever, we have seen a number of
important changes occurring within
financial firms. The first is a naural
progression towards centralised
cross-asset technology in the front
office. There has been increasing
pressure within banks to develop
stronger cross-asset capability, driv-
en by client need and economies of
scale. In addition, banks and broker
dealers have come to see the benefit
of bringing some of the securities
finance elements out of the back
office and combining solutions tha
were formerly separate. Finaly,
there is the human element. There

will dways be abehavioura and cul-
tural resistance to change.

An equity specialist is not neces-
sarily a fixed income specialist and
in the past tha fundamentd differ-
ence has led to ahigh level of segre-
gaion between those desks. This
was in turn reflected in the technol-
ogy and infrastructure tha grew up
to support them. Over time, how-
ever, this resistance has broken
down and with it the ‘siloed
goproach’ to these sides of the busi-
ness. We are still some way away
from being able to leverage technol-
ogy to the fullest extent but more
people are coming to redlise the
benefits tha centrdised technology
can deliver.

Bringing the timeline a little
closer to today, there have been a
number of other key industry
changes in the last few years which
have hal an impact on the fixed
income lending market. Obviously,
there are macro-economic factors
such as the level of US debt and the
stae of the current interest reae
market, but within the financia



Credit derivatives growth over the
past five years has been staggering and
shows no sign of slowing down. The
credit landscepe in the last five years
hes been reldively healthy when com-
pared with other periods in history.
There are fewer defaults and those
tha have occurred have been handled
more efficiently by the marketplace.

world itself the advent of the devel-
oped credit market and the deriver
tives space has probably hal the
most significant impact. Credit
derivatives growth over the past five
years has been staggering and shows
no sign of slowing down. The cred-
it landscape in the last five years has
been reldively heathy when com-
pared with other periods in history.
There are fewer defaults and even
those events tha have occurred have
been handled more efficiently by
the marketplace. The stabilisation of
this market has a times exerted a
downward impact on fixed income
securities finance spreads.

As well as internal reviews of
firms’ technology, a mentioned
above, the lest five years have aso
seen aproliferaion in externa tech-
nology for this side of the business.
Solutions providers and plaforms
are a big part of this evolutionary
landscape and are enabling the mar-
ket to operde efficiently. In many
ways, however, this growth and the
efficiency it affords are stabilising
the market and thereby contribut-
ing to further reduced margins.

Today, we perceive amarket in a
state of transition. Many of the same

issues the fixed income securities
lender had to dea with ten to fif-
teen years ago - pricing, rebate rate,
billing, collaeralisation and coun-
terparty risk management - still
remain but margins have shrunk
dramatically. Partly because of this,
volumes have risen, thus further
increasing counterparty risk issues.
An environment in which the
spreads are a single digit basis
points typically cannot afford to
support alarge number of individu-
as to work on that business for any
length of time, and consequently
margin pressure has forced some
players to think carefully about their
position in the market.

Over time a number of firms,
including well known banks and
broker dealers, have made the strate-
gic decision not to participate in the
fixed income securities finance busi-
ness because it required too much
capital and too large abalance sheet
against too small a return. Broker
dealers might still have a responsi-
bility to provide liquidity and thus
remain in the market, but certainly
many banks trying to focus on prof-
it have found it easier to look else-
where.
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Against this background, it is
clear tha those firms tha invested
early enough to put the necessary
infrestructure in place are currently
efficient enough to make a worth-
while profit from fixed income
finance. Conversely, those firms tha
are still confronting the complexity
and growing strictures of the indus-
try without the necessary support
are faced with achoice: increase and
maintain their investment in opera
tions and technology in order to
crede economies of scale or contin-
ue to accept a manua environment
together with the associaed ineffi-
ciencies and higher costs — hardly an
dtractive option for afirm interest-
ed in aprofitable outcome.

There have been technology
solutions available for fixed income
but to deae these have been dis-
parae and dissimilar. With listed
securities such as equities it has
been easier to standardise the
process whereas this has not been
the case in the fixed income envi-
ronment. Looking forward, howev-
er, we will see the fixed income
finance market begin to capitaise
on and benefit from advances made
in the equities finance market. In
addition there is also room for
increased standardisation with the
growth of globa business.
Proliferation in hedge funds is driv-
ing further globalisation and to date
it has been typica for loca debt to
be managed by loca experts using
local systems. Development in tech-
nology is affording firms the oppor-
tunity to apply aglobal process and
standardisation to a traditionally
regiona and fragmented market-
place.

There is an irony then tha tech-
nology has contributed to the
increase of efficiency thus leading to
a reduction of spreads which has
made the environment less appea-
ing for some. However, to those
who remain committed in the
industry, technology investment
also represents their best hope of
centralising  their  operations,
increasing their efficiency and fur-
ther improving their profitability.
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