


TECHNOLOGY FORUM: COLLATERAL MANAGEMENT

Collateral management
A business practice in its own right

Lombard Risk recently took part in a unique forum in which intellectual capital was dispersed
through a question-and-answer roundtable activity on how collateral management has become an
essential part of financial institutions’ frameworks for risk and requlatory compliance
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Risk: What do you see as the most signi cant advance in collateral
management in 2007?
Helen Bramley: As the International Swaps and Derivatives Association
reports, the number of margin calls doubled and the required collateral per
call increased signi cantly. Collateral management desks struggled to keep
up. Executives began to realise that managing collateral on an ad hoc basis
is over. Collateral management became a ‘business-critical’ function.
Further, while the importance of managing capital for credit mitigation
purposes is clearly understood, the recent credit tightening highlighted
the need to preserve a greater cash cushion. Fortunately, the ability to
utilise non-cash collateral assets progressed to the point where it is not
only cheaper but also more manageable with the right technology. Global
collateral management solutions like Colline® evolved to a level whereby
every facet of a collateral team’s day can be covered, from legal agreement
automation through to exposure management and dispute resolution.

Risk: What are the three key areas for collateral operations teams to
address in the coming year?

HB: Put simply: to manage risk levels, gain more control, and stay
compliant. During times of turmoail, the old adage ‘cash is king'rings
especially true. Liquidity is paramount and measured by the speed and
cost with which an asset can be realised. Collateral teams must improve
non-cash assets' utilisation to increase the return on cash and provide
trade exibility without reducing returns. Further, although individual
investment areas may be satis ed with their investments, collateral desks
must guard against overexposure due to asset concentration. Automated
collateral management can help control concentration risk by tracking
concentration limits and providing the basis to analyse exposures.

In addition, collateral operations teams will be expected to impose
more stringent controls over the whole risk management process. A
good way to accomplish this is to streamline day-to-day processes with
a solution that handles routine collateral calls automatically. Collateral
desks can then be free to handle major collateral issues prioritised based
on business impact. Again, with agreement volumes growing, collateral
teams must e ectively tackle the increased reconciliation burden. It's
nearly impossible to keep up without a good system. More frequent
reconciliation provides greater protection. The challenge lies in doing

it. Again, this is where a good collateral management solution such as
Colline® can step in to reduce operational risk.

Recent events highlighted weaknesses in some risk management
operations because critical information about exposure levels and asset
utilisation wasn't readily available. Collateral teams will be challenged to
provide up-to-date information, ranging from counterparties to assets at
risk. Automated collateral management solutions have all of the reports
necessary to help make informed decisions.

Risk: What are the components of a successful collateral programme?
HB: The most e ective operations take an integrated approach to
collateral management by incorporating trading, credit, customer
support, legal, treasury, regulatory and technical requirements. An
enterprise approach to collateral management ensures that all collateral-
related information is consistently processed and managed according

to policy at all times, not just when collateral calls may be required.
Additionally, automation dramatically improves a collateral desk's ability to
support increased volumes while avoiding additional risk.

Risk: What types of investors are looking to use collateral management
technology and how are they attempting to mitigate risk using this
technology?

HB: Higher credit standards and changing market conditions make it
necessary for all parties involved in any type of collateral-based activities
to use collateral management technology.

Banks can have collateral agreements with thousands of counterparties
and, apart from pure risk reduction, automated collateral management
o ers the ability to enter into more complex or structured products in a
more controlled manner.

Hedge funds and asset managers are increasingly taking control of
collateral management directly instead of relying on a sell-side bank or
prime broker to advise when collateral is required.

Fund administrators and custodians o er a‘one-stop-shop'including
‘self-service'to provide their customers with collateral solutions and
expertise in one central environment. Hedge funds can have their
collateral safely managed, yet still retain control over collateral movement
decisions and exposure calculations.

Corporations are increasingly using collateral management as leverage
to yield more trading power to their rm. A robust calculation tool is a
prerequisite to avoid being at the mercy of a completely reactive function.

Risk: What market developments would help Lombard Risk develop
new products and services?

HB: Industry standardisation concerning trade valuation guidelines and
global regulations governing multinational trading would be important
new developments for Lombard Risk. These advances will fuel Lombard
Risk's ability to develop solutions that improve inconsistent collateralised
global trading and reduce incomplete manual counterparty reconciliation.
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