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Following decades of massive growth and success, the challenges facing the
asset servicing industry, are diverse and intriguing. Until recently, life wasn’t
so bad for custody and fund administration businesses. Some players within
the industry echoed this sentiment saying that the global economic circums-
tances have created some challenges and opportunities. For example, fund of
hedge funds’ managers, will certainly increase their financing appetite; it means
service providers will become extremely choosy. Moreover, the bankruptcy of
Lehman Brothers has introduced another challenge with regards to settlement
risk. This entails ongoing developments on technology to remain at the cutting
edge; additionally this allows the industry to face down competition.

Some players are asking themselves if the time has come to focus more on
specialization such as valuation with “quant profiles” fully provided internally;
servicing alternative funds onshore or offshore; concentrating on profitable
clients segment; attracting and retaining top talented staff and anticipating
changes in regulation.

Following the recent EU measures to resolve the current liquidity crisis, a tre-
mendous amount of questions and issues have been raised. This report was
prepared prior the rapid deterioration of the market conditions.

I's about being conscious and creating opportunities.

Michel Kabanga Kayembe
Investment Funds Advisory Services, Practice Leader
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Executive Summary

This report describes the effects of the liquidity crisis or credit crunch on custody and fund administration, commonly referred
to asset servicing. Our research conducted in August 2008, revealed that:

« Fourteen funds shut their doors in Europe. This included Spain, France and UK as investors continued to withdraw assets;

+ Six funds temporarily suspended redemptions, and reopened;

+ Mostly hedge funds were affected and some traditional and listed funds who invested in Asset Backed Securities (ABS), Mortgage Backed
Securities (MBS) or Collateralised Debt Obligation (CDO).

Whilst the industry has an indirect exposure to the credit crunch, the crisis addressed different issues in Europe to custodian
banks and fund administrators, notably in the following domains:

» Fund's valuation process for illiquid assets and complex financial instruments;

+ Margin call and collateral management when dealing with Over-The-Counter (OTC) derivatives;
+ Product control capabilities;

» Oversight to maintain compliance with regulatory requirements.

From consultations to recommendations, the temptation of over-regulation is hanging over the industry. CESR, I0SCO, the Council of European
Union and others organizations are embarking in a challenging journey to tackle these issues.

Ineum Consulting recommends that the industry continuously pursues efforts to:

+ Solve the valuation dilemma by assessing the portfolio composition, i.e. initiate a mapping process of the illiquid assets and less traded assets
onto the corresponding valuation techniques, being mark-to-matrix or mark-to-model;

+ Assign an appropriate risk profile to each individual fund by describing the complexity of strategy used whether in a perspective of hedging
the underlying assets held in the portfolio or in order to gain an exposure to the investable opportunities;

- Potentially improve the operating model by introducing the principle of third party pricing services in the value chain.

Still, there are many challenges but all are within reasonable bounds. Ross Whitehill, Head of Offshore Management at BNY Mellon Fund Servi-
ces (Ireland) contributed to our research, stressed that:

= In the primary offshore markets, the need for experienced staff continues as before and while fund withdrawals may be painful there have
been surges in money market funds and Exchange Traded Fund (ETF) that require different skill sets, different processing and obviously attract
different fees. The need for staff does drive the search into new markets and evaluating competence, getting regulators and clients comfortable
with increasing activity outside the main fund centers will always be a matter of priority.

- Complexity of investment structures and investment products remain as continuing challenges as does the need for timely, accurate and
complete information. We see an increasing demand for daily and intra day pricing and valuations, and with daily market volatility in common
ranges of 2, 3 and 4%, institutional investors are likely to want a better feel for intra-day values, particularly where it applies to collateral and
credit exposures.

The views and opinions expressed herein are those of the authors and interviewees and do not necessarily
represent the views and opinions of Ineum Consulting firm.



Some concerns

The findings of our research conducted in August 2008 are based on a filtered sample of 41 investment funds that excluded
either Structured Investment Vehicle (SIV) or any type of conduits. The total assets of our sample amounted to EUR 36 billion.
Geographically, about 46 percent of the funds had their domicile in North America, 49 percent in Europe and 2 percent in Aus-

tralia .

Fund closures and suspension of
redemptions

The European Fund and Asset Management Association (EFA-
MA) in its 2007/2008 activity report concluded that the crisis
has had two main impacts on asset management companies:
first on revenues considering the volume of assets under ma-
nagement and second on operational procedures; unlike credit
institutions whose balance sheets are directly exposed to the
risks deriving from the credit events. Our research revealed the
following elements:

Key figures from our research

« Fourteen funds shut their doors in Europe. This included
Spain (4 funds), France (3 funds) and UK (3 funds) as investors
continued to withdrew assets. Ireland, Netherlands, Austria and
Portugal also reported one fund closure.

+ Six funds temporarily suspended redemptions, and reopened
in the following countries: Luxembourg (3 funds), France (2
funds); UK (1 fund);

Hedge funds and some traditional
funds caught by the crisis

A study conducted by Goldman Sachs for The ECB in 2006,
revealed that there is a significant structural change within
the Institutional Investors segment. Passive indexation and
program trading for example, have increasingly been used
in the growth of alternatives trading strategies. Additionally,
in the segment of new investors, mainly hedge funds has
introduced new investor classes such as high yield bonds,
which in contrast to the more traditional funds who focused
more on CDO/CLO.

Key figures from our research

+ Mostly hedge funds (33 Non UCITS) were affected and
some traditional (5 UCITS) and listed funds (3 funds) who
invested in ABS, MBS or CDO.

Number of funds liquidated, suspended / reopened

France

-—
--

Ireland

Netherlands - -

Austria

Germany*

| Total || 14 | I 6

*: Funds domiciled in other country
Source: Ineum Consulting

Assets potentially impacted by the
Credit Crunch

Hedge Funds 28,97
Listed Funds 2,6
Total 36

Source: Ineum Consulting



Challenges ahead

While asset servicing has not been as badly affected as investment banks, the liquidity crisis raised some challenges in the areas of:

* Fund’s valuation process for illiquid assets and complex financial instruments;

* Product control capabilities;
* Operating model enhancement for asset servicing.

Valuation dilemma and risk

management

Valuation became a problem because certain types of securi-
ties such as mortgage-backed securities and other derivative
products became relatively illiquid. The absence of market
quotes forced market participants to rely more heavily on
mark-to-model as opposed to mark-to-matrix techniques .
Statement 157 of the Financial Accounting Standards (FAS)
Board, which was adopted by most large firms in 2007, pro-
vides investors with a better understanding of securities that
can be priced based on readily available quotes and those
that may be harder to value.

The first step in attempting to solve the valuation dilemma
goes through an identification of the asset class universe
held in each fund, followed by a mapping process of illi-
quid assets and less traded assets onto the corresponding
valuation techniques, being mark-to-matrix or mark-to-mo-
del. Once completed, an appropriate pricing procedure can
be defined per type of assets and risk management can be
re-evaluated.

Risk management

In a second step, assign an appropriate risk profile to each
individual fund by describing the complexity of strategy used
whether in a perspective of hedging the underlying assets
held in the portfolio or in order to gain an exposure to the in-
vestable opportunities. For example, purchasing a Put option
on IBM through a regulated and exchange market to hedge an
underlying position in your portfolio will require a mark-to-
market valuation technique for a low risk portfolio.

Valuation dilemma

Valuation
techniques
Mark-to-
Model
Three types of valuations techniques
Mark-to-Model
© e+ Assign prices based on statistical inference
Mark-go-
- Mark-to-Matrix e
© < Estimate a credit spread of the asset relative to a more
- actively traded instrument that can be priced easily
Mark-to-Market
» Use of quoted prices for actively traded instruments
Mark-to-

Market

Level of complexity

Complex
Structured

Securities
(CDO, etc.)

Private Equity

Real Estate

lliquid Liquicﬁy
Assets of Assets

Liquid
Assets

Less Actively
Traded

Source: Ineum Consulting



Product controls capabilities

Product innovation entails capabilities to adequately challen-
ge the front office with skilled staff, systems and processes
in middle and back office. As asset class universe is evol-
ving, some custodian and fund administrators have enhan-
ced their business models by implementing valuation tools
initially used by investment banks such as Summit, Murex
or Kondor.

Traditional asset servicing value chain has evolved and will
continue to do so to embrace the use and administration of
complex products.

Improving the operating model for
Asset Servicing

Core and value-added capabilities can introduce alternatives
in the operating model service delivery. We have observed
that, this could be achieved in different ways:

Challenges ahead

» By automating derivatives trades and sourcing valua-
tions, custodian banks and fund administrators are in a
position to compete with investment banks and particu-
larly their Prime Broker business. We have seen a trend to-
wards Middle Office OTC outsourcing services, securities
lending and extensive usage of borrowing / cash financing
services;

By introducing a Trustee/Custodial function who will
ensure that:

» Depositary duties of the bank are fulfilled though re-
gular reviews including due diligence on Prime Broker
and Broker dealing with OTC derivatives;

» Fund governing bodies are regularly informed of all
breach and board decisions are taken accordingly;

« Changes in regulation are effectively translated into
operational controls.

* By outsourcing portion of business where the organiza-
tion does not have sufficient expertise. This could include
the administration of alternatives funds such as hedge
funds or traditional funds investing in new asset class
such as secured bank loan or high yield debts.



Challenges ahead
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Regulation: a response to the challenges

Fund’s valuation principles
The key principles for valuation of hedge funds including fair value and disclosure are summarized below.

Valuatlon hedge funds / CESR Fair Value and Disclosure

Source: Ineum consulting

Enhance the existing Risk management regulation

The key findings of the report on the “subprime” crisis conducted by I0SCO and CESR consultation on risk management are summarized below.

ISOCO report on subprime crisis /| CESR risk management

Source: Ineum Consulting




Regulation: a response to the challenges

Temporary ban on short selling of publicly traded financial and insurance companies

In an effort to protect investors and markets, the US Securities and Exchange Commission (SEC), and others European financial authorities
temporarily prohibit short selling on financial and insurance stocks.

The measure which is not applicable to market maker or counter party in block trade transactions; requires to report all cumulated net economic
short position exceeding 0.25% of the capital of one of the financial companies involved.

Thus, the Asset Servicing industry is challenged on its monitoring capabilities when dealing with securities lending to promptly recall
transactions and adequately handle orders execution and settlement.

The table below provides the key elements applicable in some EU countries.

SHORT SELLING RULES - APPLICABLE IN SOME EU COUNTRIES AS
OF SEPTEMBER 19TH, 2008

Source: AMF, CSF, AFM and FSA




Regulation: a response to the challenges

Source: AMF, CSF, AFM and FSA




Regulation: a response to the challenges

Source: AMF, CSF, AFM and FSA




Viewpoints and key priorities from market participants

The subprime raises the question
of which custody and fund admi-
nistration business model is best
suited to weather the problem
and prosper: specialist provider
with niche focus or universal
banks?

It is fair to note that both groups have
suffered as a function of the credit
crunch.  The universal banks, who
have custody and fund administration services as an embedded capability,
and generally greater exposure to the mortgage and credit markets than spe-
cialist providers, have suffered doubly. They have lost significant amounts
through write downs and write offs and have suffered the consequent igno-
miny of falling asset values impacting ad valorem revenue generation. Some
scope for making back part of those losses through widening credit spreads
has existed but clients aversion to those groups who have had to make si-
gnificant write offs has affected those universal banks ability to repair the
damage.

The specialist providers have not suffered to the same extent but equally
have less opportunity to make good through other profitable broad based
banking activities that their universal cousins might. Recent FX volatility
will help as will healthy spreads but it is clear that there are uncertain days
ahead for asset managers and asset servicers, particularly those with expo-
sure to weak credits.

Fund boards of directors are obligated to evaluate the accuracy of
the valuations including when valuation is provided by third pri-
cing services. As some funds failed to adequately evaluate their
pricing, what would you recommend as service provider?

The Board of Directors will normally delegate the Fund’s valuation process,
which will be detailed in the legal agreements, to the Fund Administrator.

The Fund Administrator should then provide the Board with their pricing po-
licy and seek its approval. The following are a number of points that would
normally be included in such a policy document;

* Policies applied to Price Feeds received from vendors,
« Pricing policies for equities and for fixed income,

» Derivatives and OTC Derivatives policies.

« Fair valuation, suspended, stale and static pricing.

In addition, the Service Provider should seek to have the Board establish a
pricing committee to monitor and review pricing procedures, so that there is
an ongoing mechanism for ensuring that there is no disconnect between the
work that is being done by the administrator and what the fund board expects
or believes to be happening.

Ross Whitehill,

Head of Offshore Management at The Bank of New York Mellon

Liquidity decreased for subprime products led some broker-dea-
lers relying more on price models than on third party pricing ser-
vices, i.e. failed to establish or adhere to procedures regarding
issuance and resolution of margin calls.

Is it a true statement what would you recommend?

From experience none of our clients has actually changed their methodology
or source for pricing Illiquid Fixed Income instruments used for valuation
purposes, Data Vendor to Broker especially off the back of subprime pro-
blems. There is of course tighter scrutiny around validation i.e. stale checks
etc across the board.

Evaluations of price from any vendor, say IDC, are a form of ‘model’. To
maintain accuracy, any groups like IDC would use actual trades to assist
their calculation. Where we hit illiquidity in the market this can cause issues
in building a price but this would be across the board not just unique to a
Data Vendor. It is obviously important that the pricing provider be an indus-
try recognised/approved source with whom the service provider and client
base can be confident.

The question is probably more applicable to the broker-dealers or traders
actively involved in trading the products and possibly the Prime Brokers
providing Collateral Management services to their clients.

In general the view of most Central Pricing Units is that it appears clients
have stayed with a recognised data vendor with increased scrutiny around
Stale Price checks.

Several cases of cross-border insolvency involving offshore in-
vestment funds come into the spotlight (Cayman Islands amongst
other). Would this damage the Off-shoring business?

Any form of scandal or market event quite naturally scars a reputation and
the offshore funds market is no exception. The major funds markets in Eu-
rope such as Luxembourg and Dublin for example though are not generally
impacted by insolvencies in other jurisdictions like the Cayman Islands, and
potentially vice versa.

Specifically, the institutional investment market looks to the type of failure,
who was involved, the trading strategies employed, and what the root cau-
ses were before passing judgment. In mature markets that are known to be
well requlated and professional, to an extent it will be business as usual.
If the event that causes a failure is generic such as a subprime problem or
anything that is broad based in the industry, market participants will take a
pragmatic view.

If any of the participants had the sense that the failure was because of lack
of proper governance or regulatory oversight in the market, the impact could
be broad based and the market generally would be punished.
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Viewpoints and key priorities from market participants

The sub-prime raises the
question of which custody
and fund administration bu-
siness model is best suited
to weather the problem and
prosper: specialist provider
with niche focus or universal
banks?

Itis very difficult to say if the sub-
prime crisis has impacted more or less niche players or universal banks. At
CACEIS, the 2 main trends that we have observed over the last few months
are the following:

» Some of our Clients have showed a certain appetite to launch funds
investing in those depreciated assets.
«From a transaction volume point of view, we have noticed some small
decrease in subscriptions and slight increase in the number of redemp-
tions of shares from investors.
It is for sure that our ongoing efforts to monitor the profitability of our
clients and products have been reinforced since the sub-prime crisis.

What transfer agencies could bring as recommendations to in-
crease transparency for investors (key information to disclose in
prospectus, suspension of subscription redemption, etc.)

First of all, the TA appointed by the Fund, which means the Fund promoter,
is not allowed to do any recommendation to the end-investors, unless speci-
fically required by the Fund promoter. Transfer agency has been considered
for years as a back office business driven by the regulatory pressure and

Etienne Carmon,
Head of international product development at

CACEIS Bank Luxembourg

investment managers’ requirements. The nature and contents of the informa-
tion to be disclosed to investors are usually originating from there.
Furthermore, information provided to the investor does not necessarily tran-
sit via the TA, at least for the Fund’s institutional Clients.

Therefore, even if the Transfer Agent was able to make recommendation, the
only counterpart to whom he can do it is the Fund promoter.

Several cases of cross-border insolvency involving offshore in-
vestment funds come into the spotlight (Cayman Islands amongst
other). Would this damage the Offshoring business?

Managing a fund and distributing it onshore while the administration is
conducted in a tax wise jurisdiction should not seriously be impacted mainly
due to the advantages in the regulatory regimes.

European funds suffered from massive outflows in the final three
months of 2007 (EUR 178 Billion, FTfm/Lipper Feri). Recently it
seems that there are some recovery signs. What would you consi-
dered as your top 3 challenges: in terms of service offerings,
market coverage: geographical reach and regulation)?

Our challenges are intimately linked. We are looking into new markets such
as Asia where CACEIS is going to open an office before end of this year.
The Middle East and South American countries may become of interest for
CACEIS but in a later stage. Those markets are surrounded by specific regu-
lations that require additional investment in terms of knowledge and IT costs
at least to tackle the language and reporting challenges ahead.

In countries where we are already active, we are exploring how we could
enlarge our service offering. As an example, CACEIS Prime TA® solution is
specifically designed to support the Asset Manager in their effort to expand
their business abroad and to offer to the distributor a central point of contact
for all their trades.



Viewpoints and key priorities from market participants

The Prime Broker marketpla-
ce was mainly dominated by
Investment Banks. As some
of the top ten firms were di-
rectly impacted, what type of
opportunities would you see
as hedge funds service pro-
vider?

There has been discussion within the industry for some time now about the
changing roles of prime brokers and hedge fund administrators, and the
extent to which the services historically provided by these organizations are
interchangeable. In particular as the industry has moved to a multi-prime
broker environment fund administrators have been required to provide many
of the risk management and reporting services across assets serviced by
a number of prime brokers so that the manager has a global view of their
assets. We see this is a development which is complementary to rather than
undermining the historic prime brokerage model.

However what we have seen in recent weeks and months is a sequence of
events that few could have anticipated. Therefore what has been seen recent-
ly is a flight to quality in terms of funds seeking to place assets with very
highly rated banks. BNP Paribas’ Prime Brokerage and Securities Services
businesses have been major beneficiaries of this, thanks to the group’s AA+
credit rating, one of the three highest in the world. It is our firm belief that
these assets will remain with highly rated banks, and therefore the ability
to accept assets and the financial standing of the institution will become of
primary importance to funds when selecting their service providers.

The asset class universe has evolved tremendously over the past
decade. Although Hedge Funds were mainly impacted by the li-
quidity crisis and some traditional funds who invested in ABS,
MBS or CDO; what would you recommend in terms of disclosure
for both Institutional and Retail Investors?

Literally dozens of papers have been published by governments and industry
bodies regarding hedge funds’ disclosure of their investments and pricing
models, and | don’t see any merit in going over the arguments again here.
My thinking is simply this: institutions are professional investors and funds
seeking investments from these bodies may or may not decide to disclose
information regarding their activities, providing that any disclosure is not
misleading. Therefore the old maxim of buyer beware must apply — | do not
understand how an organization can position itself as a professional inves-
tor on one hand and then on the other say when investment returns are poor
that insufficient information was provided.

For retail investors clearly the position is very different, and the maximum

Chris Adams,
Global Head of Product, Alternative Funds BNP
Paribas Securities Services

amount of information should be disclosed. Therefore the issue in this case
is whether certain asset classes are appropriate for retail investors if the
fundamentals of that asset class is that there is not a high degree of dis-
closure.

Several cases of cross-border insolvency involving offshore in-
vestment funds come into the spotlight (Cayman Islands amongst
other). Would this damage the Offshoring business?

The recent turbulence in financial markets has brought into sharp relief that
when funds are imperiled, it is absolutely critical that their activities are
rigorously controlled both internally and commercially by robust legally en-
forceable agreements, and externally by transparent and rigorous regulation
and legislation. This is absolutely imperative if the rights of investors, ma-
nagers and administrators are to be protected.

Investors know which fund domiciles afford the greatest levels of legal and
regulatory protection, even if on occasion this is through bitter experience.
Therefore | do not believe that these cases will necessarily damage the offs-
hore industry, but | do think that institutional investors in particular will
focus to a much greater extent on the protection that they are afforded by
virtue of where a fund is domiciled, and will make their investment decisions
accordingly.

What would you consider as being your top 3 challenges in the
current market conditions (regulation, clients and staff retention,
market positioning, etc.)?

The greatest challenge is always, irrespective of market conditions, attrac-
ting high quality employees. The market for talent in the financial services
industry broadly and funds industry specifically is fiercely competitive.
Whilst Luxembourg benefits from access to a well-educated and highly mo-
tivated workforce spread across four countries supported by a largely mo-
dern and efficient transport infrastructure, it is impossible to underestimate
the challenge of attracting the very best candidates.

The new challenge that we face at the moment is that whilst historically the
market's expectation was that in times of turmoil it was the hedge funds
that would fail, what we see now is that it is the investment banks servi-
cing the funds that have come under the greatest pressure. Therefore hedge
funds need to reinvent their business model so that the fund and the trading
counterparty are each protected from the default of the other, rather than
as has occurred historically whereby the trading counterparty, typically an
investment bank, solely protecting itself from the fund.

It is in this environment that the major custodian banks have a role to play,
and the precise definition of that role is the major challenge. One thing is
clear however — default risk is going to be the number one consideration for
hedge funds for the foreseeable future, and therefore custodians that are well
capitalized with sound risk management practices will continue to benefit
from this seismic shift in the industry.
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About Ineum Consulting

Ineum Consulting is a strategy, organisation and information systems consulting company. Ineum Consulting,
objectively helps its clients make strategic, operational and technological decisions.

The company’s range of services, based on its in-depth knowledge of its clients’ businesses and ability to implement
specific solutions, is a unique asset. Ineum Consulting has 1,050 employees in France, Belgium, Luxembourg, the
Netherlands, Switzerland, United Kingdom and the United States. It is part of Management Consulting Group Plc,
which has over 30 offices on the five continents.

About Ineum Consulting Luxemburg

Ineum Consulting Luxembourg was established in March 2006. Since then the team has grown significantly. Our
staff comprises experienced, highly knowledgeable, multicultural and dynamic consultants with solid references
in consulting and/or industry.

Our service offerings are dedicated in the first place to the financial services industry. These industry skills are
supported further by more specific offerings such as financial management and strategic IT management, which
we propose also to our clients in the public sector, as well as in the industry & services.

The overall focus is threefold: strategy, improving operational performance and project/program manage-
ment. Furthermore, Ineum Consulting has demonstrated its ability to adapt to the size and business scope of our
customers by focusing on a collaborative approach and creative style, and our ultimate goal is of course geared
towards results.
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