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Introduction
The creation of a harmonised European asset servicing
landscape has been a major objective for financial
organisations for over ten years. In light of the market
turmoil of 2008, a battery of regulatory measures and
market events is shaping the future landscape of the
European market infrastructure. Today, we would like
to focus on the market infrastructure and post-trade
related aspects, particularly collateral.
The Financial Collateral Arrangements (FCD) and
Settlement Finality Directives (SFD) were two regulatory
responses to the large increase in cross-border financial
flows faced by a European market with a highly local
structure. Welcomed by the market, these Directives
proved to be in the right direction, but still needed
improvement. The use of collateral has continuously
increased leading to a strong demand from the
industry to broaden the assets eligible to be used as
collateral. On 13 June 2013, the European Central Bank
announced greater flexibility in terms of assets accepted
as collateral (e.g. asset-backed securities). In addition to
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collateral eligibility, the recent regulatory changes
in terms of infrastructure will also lead to changes
in collateral handling and management in Europe.
The regulatory challenge mainly consists in the
appropriate understanding and implementation of
the various regulations all aiming to improve market
efficiency and investor protection but all having their
own agenda, not necessarily facilitating a holistic
approach towards a future optimised operating
model for the industry. Our topic, collateral handling
and management, will for example be impacted by,
amongst others, EMIR, MiFIR, ESMA guidelines on
UCITS and AIFMD. These regulations, however, have
their own objectives, rationale and agenda. In this
context of profitability pressure and cost cutting, asset
servicing organisations have little alternative but to
chase one regulatory hot topic after the other to ensure
compliance as soon as the regulation enters into force.
It is vital for the mid- and long-term strategy of the
post-trade providers to keep a holistic view of the target
operating model for the European post-trade industry.

First, you need to learn the rules of the game,
then you have to play better than the others
We regularly observe that the opportunity to step down
from the regulatory wave and take the time to have a
global view of where the boat is finally sailing is a 'must'
that unfortunately few institutions can afford. Despite
the obvious need to adopt a staggered regulatory
readiness implementation agenda in parallel to the
regulator’s agenda, it is fair to believe that the winning
financial institutions will be those that succeed in
adapting their operating model using a holistic strategic
approach in terms of asset servicing.

Where it was a clear 'must have' to appoint at least
one sub-custodian in each country where the bank was
operating accounts, T2S will enable the appointment of
one counterparty (a global custodian/CSD) as the main
access point to other European CSDs. This new open
architecture certainly offers opportunities in terms of
collateral management services.

The evolving regulatory framework is totally reshaping
the asset servicing landscape and is impacting the
complete value chain from the initial trade to the posttrade and custodian services. Today, we propose to
focus on AIFMD, EMIR, the Central Security Depository
(CSD) Regulation (CSDR) and the future Target 2
Securities (T2S) platform which will reshape depositary’s
roles, responsibilities and operating model in terms of
collateral handling and management.
What are the main changes?
T2S: A same level playing field for collateral
management and handling
In a nutshell, the European T2S platform will facilitate
the consolidation of pocket ponds of collateral into
a large EU pool of collateral. T2S clearly opens the
gates of the local securities business garden to provide
customers with a more harmonised European landscape
in the securities collateral and settlement activities. This
is a new strategic dimension that depositaries will need
to take into account when considering their future EU
custody network.
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T2S will create a level playing field for European market
infrastructure and stimulate competition among
industry players. In terms of collateral management,
this market event centralises all local market access
through one hub, creating a major opportunity for
asset servicing firms to build a pan-European and
international open architecture via its European T2S
hub. This hub is virtually a one-stop-shop for collateral
handling and management without changing the
physical street-side allocation of the assets used
as collateral.
From OTC to a regulated market place:
how to manage collateral
Besides the EU regulators’ and market’s objective
to harmonise post-trade infrastructure, one of the
other key objectives consists in shifting derivatives
transactions from an OTC to a regulated market
infrastructure.

The European Market Infrastructure Regulation (EMIR)
aims to organise the derivatives markets respectively
for trading and clearing on a recognised regulated
platform such as the Organised Trading Facilities
(OTF) and Central Counterparty (CCP). As a result, the
market estimates that approximately 80% of financial
derivatives products (currently, it is reasonable to
expect that IRS and CDS will be subject to the CCP
model) currently traded OTC will become subject to
a streamlined trading environment.
OTFs and CCPs aim to reduce the risk and enhance the
transparency related to these transactions. CCPs act
as a single counterparty for market participants, thus
minimising the risk related to defaulting derivatives
counterparties.
EMIR will impose requirements in terms of reporting,
risk mitigation and collateral management. As one of
the results, participants will have to provide collateral
under margin requirements (initial and variable margin)
in order to access the CCP. While still in the process
of definition, the technical standard for non-centrally
cleared transactions will also impose additional
requirements in terms of exchange of collateral. In
both cases, collateral will need to be mobilised and
segregated with no opportunities for rehypothecation
or reuse.

T2S will create a level
playing field for European
market infrastructure and
stimulate competition
among industry players
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Asset servicing firms seeking an optimised T2S, CSD
and CCP operating model will be well advised to adapt
their collateral management capabilities in parallel to
their infrastructure connectivity. In addition to timely
trade confirmation, portfolio reconciliation or dispute
resolution, managing collateral will become more than
a competitive advantage in this context of centralisation
of assets and collateral pools. Marked to market
valuation, eligibility assessment or assistance in setting
up the client’s intragroup exemption criteria will be
essential to lock the asset managers’ client base looking
for a post-trade one-stop-shop.
Safekeeping of collateral will also change under the
new regulations of EMIR and AIFMD both impose
requirements in terms of appropriate safekeeping of
financial assets used as collateral. The general principle
consists in the obligation for a depositary to keep all
financial assets (i.e. including collateral) within its subcustody network. As a result, keeping financial assets
in custody generates an obligation of results for the
depositary meaning that it will need to return without
undue delay any loss of financial asset collateral.
This strict liability for the depositary generates
additional custody risk for the depositary bank.
It will be key to define a sound collateral safekeeping
strategy in order to be in a position to control and
mitigate the risk of financial losses on the financial
assets held within the sub-custody network.

Depositaries must be aware that legal title transfer
of financial collateral given by their AIF’s will remove
the obligation to maintain the assets within their subcustody network and hence the strict liability in terms
of assets. On the contrary, financial collateral received
by the fund with title transfer will become an asset to
be kept within the network of the depositary with full
liability in the event of loss of the asset.
As an illustrative example, when financial asset
collateral belonging to the investment fund is held
with a prime broker or a counterparty of the fund,
the depositary is faced with major challenges. If the
depositary bank appoints any counterparty as a subcustodian to hold the fund’s financial assets, which is
the direction the market is currently tending to take, the
depositary will need to safe keep these financial assets
with the same standard and care as with its traditional
network. Considering the fact that prime brokers do
not use the same network as the depositaries, it will
be a major challenge for depositaries to prove due care
and diligence in terms of safekeeping of financial assets
given as collateral without title transfer. As an example,
we can mention the obligation for the depositary to
monitor the pre-agreed rehypothecation limits when
the fund’s long assets are fully given as collateral to the
prime broker. The prime broker then reuses these assets
based on complex indebtedness calculations for which
any further segregation and asset allocation reporting
on their street side becomes a major challenge.
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In addition, appropriate segregation of the collateral is
also one of the key issues when dealing with a clearing
member to access CCP. The counterparty may either
choose to have omnibus or individual segregation of
records and accounts for direct and indirect clients.
As a result, reconciliation and day-to-day administration
of collateral will become more complex due to the
potential dichotomy of segregation between two
counterparties.
Central Security Depository (CSD): the place to be?
The question of liability and segregation of collateral
may take a different perspective when being addressed
under the scope of a Securities Settlement System (SSS).
The SSS concept is the current regulatory definition of
the CSD and ICSD market infrastructure. The AIFMD
and probably the forthcoming UCITS V and VI have
provided a specific status for the asset in safekeeping
under the SSS regime.

In the future, market infrastructure
like CCPs and CSDs will be subject
to specific regulatory framework
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Indeed, as per the directive, safekeeping in a SSS is
not considered a delegation of the custody function.
Therefore, when assets are deposited with a SSS, the
depositary can envisage adapting a risk based on due
diligence (as opposed to a fully-fledged due diligence).
This consideration is less obvious when the SSS further
sub-delegates the safekeeping of these financial assets
to a non-SSS institution. In this latter case, fully-fledged
due diligence could be considered. In the case of a
full SSS safekeeping chain, the requirements on assets
segregation as set out in AIFMD would not apply.
In the event of a loss of financial instruments held
in custody at a level of a full SSS safekeeping chain,
the normal liability regime of the depositary (i.e.
obligation to return lost financial instruments except in
certain circumstances) applies as a matter of principle.
However, the depositary may rely on and allege that
the loss at the level of a full SSS safekeeping chain
is an external event beyond the depositary’s control
and equivalent to an obligation of means in terms of
safekeeping.
Under EMIR, Central Counterparties (CCPs) are required
to hold collateral assets posted as margin or as default
fund contributions at an SSS level, where possible.
The main rationale for these considerations relates to
the fact that market infrastructure such as CSD but also
CCP, Organised Trading Facilities are subject to a specific
regulatory framework (EMIR, CSD, MiFIR) as well as
national legislation, EU and global standards such as
the ESCB/CESR and CPSS/IOSCO recommendations for
SSSs) making an obligation for a depositary to return
lost financial assets or even settlement risks in general
rather unlikely.
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CSDs will also be subject to their own specific
legislation which is being prepared by the Commission
(CSDR). The regulation will provide the CSD with a
European Passport and harmonisation with a common
T+2 settlement cycle in Europe. The CSDR is key to
preparing CSDs in view of the T2S platform.
The major global custodians have understood these
new regulatory and market dynamics. The Bank of New
York Mellon set up a new CSD earlier this year and has
signed the T2S framework Agreement. J.P Morgan
has also chosen to be positioned on the CSD area but
under a partnership agreement with the London Stock
Exchange (Monte Titoli post-trade infrastructure) to set
up a new CSD in Luxembourg.
The ability to centrally manage and mobilise collateral,
currently divided up into multiple location pools,
is probably one of the major challenges financial
institutions will have to address in the next coming
years.
The combination of custodian collateral services
together with CSD and integrated CCP market
infrastructures is probably a strategic orientation
to address the collateral management challenge.

CCPs act as a single counterparty for
market participants, thus minimising
the risk related to defaulting derivatives
counterparties
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Is the new securities target model so simple
to define?
Obviously and unfortunately not! The trend towards
market infrastructures consolidation is clearly there
and will be accentuated in the next coming years. The
custody business will also be reshaped in line with the
various market and regulatory trends. More competition
and globalisation will also impact the number of EU
sub-custodians. On the other hand, there are a series of
financial, regulatory, fiscal and operational challenges
such as day-to-day asset administration (e.g. corporate
actions, tax reporting aspects) that will still require
dedicated local sub-custodian expertise that not all
CSDs can directly provide.
Linking the dots
What will the securities business look like in the next
three years? As we have seen, several regulatory and
market considerations are driving the new framework
and the current business landscape will be different
with a much more integrated EU market.
Efficiency of collateral management and handling will
be particularly crucial in the coming years and will
require a new business approach and services. Estimates
are that the demand for collateral could increase by
US$4 to US$5 trillion in the coming years as a result
of the new regulatory framework.
An impact assessment of current and future collateral
organisation and solutions should be conducted by
financial institutions to evaluate their ability to address
the new requirements as well as to benefit from a
central and holistic view of their needs and assets
in terms of collateral.

Leveraging from the new European post-trade
environment and defining the future strategic business
model for their depository network are also strategic
topics on the 'to do list' of the EU financial institutions.
As we have seen, this exercise is closely related and
must be done together from a collateral management
perspective.
All the players in the post-trade value chain are currently
facing the question of their future business model in
the new European environment. The answer to the
question is far from trivial as it will probably drive these
players’ business operations for the next decade.

It increasingly appears that the main global custodians
are positioning themselves (via a CSD infrastructure)
as a one-stop-shop in terms of asset servicing at
the European level. Most of the others, financial
institutions active in asset servicing have a unique
opportunity today to leverage from this new landscape
while anticipating the new regulatory requirements
(collateral margin), achieving operational efficiencies
and developing new business opportunities. In order
to achieve this strategic objective, linking the dots
of the regulatory framework is probably the right
approach.

To the point:
• European market infrastructure will change
dramatically in the coming years further to
the regulatory (EMIR, AIFMD, CSDR, etc.)
and market framework (T2S)

• This potential centralisation may also offer
the opportunity to develop a central and
consolidated view of the collateral capability
and needs

• The new post-trade landscape will move
from a collection of 25 domestic markets
into a common European level playing
field in terms of settlement and collateral
management

• Global custodians are increasingly
positioning themselves (via CSD
infrastructure) as one-stop asset servicing
providers with direct access to T2S (and
EU domestic markets) and global collateral
management services

• Efficient collateral management will be
required to anticipate and meet the future
margin requirements as foreseen by the new
regulations
• There will be a new opportunity to access
different European domestic markets from
one main counterparty (a CSD or a global
custodian) under the new T2S environment

• Financial institutions have a unique
opportunity to revisit their current asset
servicing business model to anticipate
the new regulatory framework and
leverage from the new European market
infrastructure landscape
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