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My Background

» I am a Canadian citizen living in Bogota, Colombia

= [ am.an independent Capital Markets Infrastructure
{ 6gcy'n'sultant and Executive Director of The Americas’

entral Securities Depository Assoc. (ACSDA)

'@p]pyed by The Canadian Depository for Securities
S(one of the world’s most advanced depositories) for

“almost 20 years

= Have been involved in consulting engagements in 12
different markets on 5 continents, working in the areas
of FMI Strategy, New Product Identification and
Development, Process Improvement, Risk Management

and Pricing.
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Realities, Trends and Tendencies
Impactilgg CSDs

/Business Realities

. Mandated Standards and Major Industry changes that are

actlng CSDs
' ,@ and Business Volume
y Versus Variable Costs

ib, ver5|f|cat|on

Trends and Tendencies

| If‘o\r-profit versus not-for-profit

‘ Integration — vertical and horizontal

~ = Beneficial Owner and Omnibus holding models
= Shortening of Settlement Cycles
= Increased Automation (STP)
= Risk Management
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Mandated Standards and Major Industry
changes that are impacting CSDs P

Global Industry moving to T+2. Onset of regulatory
pressure in the EU, USA and other nations are
following. Reduction in Settlement Risk

Reduction in securities
settlement cycles

Adoption of International
Standards and improved
harmonization of practices

Adoption of the new ISO protocol for T2S
Global focus on the CPSS/IOSCO Principles for FMIs

Demands for greater
efficiency and cost Requiring action by all FMIs
reduction

Reducing Systemic Risk: Managing liquidity,
Management of Risks counterparty, operational, legal, strategic,
and business risk

Minimum capital requirements and tools for recovery of
critical operations of the FMI and its orderly dissolution
5

Recovery and Resolution
Plans




Business Realities of a CSD
CSDs and Btlsiness Volume

= CSDsuniversally have a very high percentage of fixed
rSus variable costs

/ : %?ed (or non-variable) costs typically exceed 90% of

N ggt,al _EXpenses

K3

== CSDs have a limited ability to impact on the volumes
| ;they are processing in the short run

= Volumes are generally dictated by a combination of;
= Prevailing conditions in the capital market
= [ssuers
= [nvestors — Domestic & International, Institutional & Private
= Exchanges and other trading venues

= Government
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Business Realities of a CSD cont.

CSDs, like other businesses face almost constant demand
for more service (value) at lower cost... and since it Is
virtuaJIy Impossible to be a low cost/price supplier of

"t 2es If the market has low capitalization levels and
P 'tﬁ:\rﬁégtion volumes ...

~acehange in the business model has become essential,

| ibularly for CSDs in developing markets.

/

The:\ Business Response

CSDs (big and small) around the world are diversifying their
business to services outside their core offering and to
customers, often outside their traditional base.
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Business Realities of a CSD

Ql

| Fixed versué Variable Costs

. CSQS universally have a very high percentage of fixed
Sus variable costs

ixed (or non-variable) costs typically exceed 85% of
| expenses

=i is virtually impossible to be a low cost/price supplier
. “of services to the market, if the market has low
Eapitalization levels and transaction volumes

- = However, there is one constant... the drive and desire
for lower prices
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Business Realities of a CSD

Ql

Diversification of business and revenues

= CSDs around the globe are leveraging

- *@Relationships

‘Reputation

" Core competencies, and

; Crgétiviw

m'- row their business, not only beyond core processing
n post trade securities processing.

-
= This diversification brings new opportunities for growth
and new revenues, but also potential distractions from

core responsibilities, as well a new set of business,
reputational and financial risks
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Business Realities of a CSD

What forms is Diversification taking within CSDs?

= Looking up the value chain for opportunities to provide
tirr'ent customers with a wider range of services

2Back and Middle Office processing
Providing outsourcing solutions

fransfer Agent, Paying Agent and Registrar services to
‘igsuers

= Processing solutions for other financial instruments e.g.
Mutual Funds, Promissory Notes

= Record keeping for anything that would benefit from a
centralized/electronic solution e.g. real estate,
Insurance

/
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Trends anql Tendencies

For-profit v%rsus not-for-profit

30 years.ago FMIs (Stock Exchanges and CSDs) were
y typicglly user owned mutualized companies that existed to
| Senu e their members on a cost recovery basis

~Times have certainly changed ...

54
== 0f the world’s 150+ CSDs there are only 2 (that T am
aware of)) that operate on a not-for-profit basis

= A 'Iarge number of FMIs are now public companies, with
many that trade as listed companies on stock
exchanges

= CSDs generally are achieving higher levels of
profitability than Exchanges
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Trends and Tendencies

Integratioﬁgof Market Infrastructures
Horizontal

Fis HgiZontaI integration of post trade infrastructures has
| #¥also been prevalent over the past 20 to 30 years.

V 25

.= £Driven by the desire to realize necessary economies of
" scale and other efficiencies
= There are still however numerous markets with more
‘than one CSD and at least one market with 3.
= The principal barriers to Horizontal Integration are;
= The prospect of reduced competition

= Loss of control
= Loss of market status in the case of cross border integration
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Trends and Tendencies

Integratioﬁgof Market Infrastructures
7 Horizontal cont.

. Hgiiontal integration of post trade infrastructures is a
@ critical imperative in some markets to achieve efficiency

" can be) could make the difference in the health if not
. t(ne survival of the market

= Horizontal integration provides a greater potential for
cost reduction synergies than Vertical integration
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Trends and Tendencies

Integratioﬁgof Market Infrastructures
Vertical
Fia Veitical iIntegration has come full circle

) @ISEock Exchanges recognized that they needed to
. festablish a clearing and settlement capability to support
“htheirexchange, which of course they did.

o X }ubsequently, they divested the post-trade activities in
arder to focus on trading and market creation, which of
course were much more interesting and profitable
activities, leaving others to care for the clearing and
settlement of their trades ... essentially dismantling an
existing vertical integration.
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Trends and Tendencies

Integratioﬁgof Market Infrastructures
Vertical cont.

/ = Butitimes have changed ...
the past decade or more, Exchanges have come

4 ﬁ:\' f’-‘f‘l.

dodirecognize the error in their original strategy.

N Their business and profit margins in many cases were under
" attack from competition in the form of other trading systems

They realized the strategic importance of vertical integration
. and in some cases reintegration of post trade infrastructures,
and began aggressively acquiring CSDs and clearing houses

which had generally retained their monopoly position and profit
potential.

= Currently, 8 of the 10 largest, and 14 of the top 20 largest
publically traded Exchanges (by share value) own a majority

interest in the post trade infrastructure.
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Trends and Tendencies

Integratioh‘gof Market Infrastructures
/Vertical cont.

= Exchanges have certainly come to recognize the value
. M6frvertical integration ...
- ‘imenhancing their overall profitability
B fu n*protecting their market franchise
 In creating economies of scale
In enhancing strategy harmonization
and ...

= In Enhancing trade execution through to settlement risk
management
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Trends anql Tendencies

Integration of Market Infrastructures

Issues to Consider
/ While there are some very positive aspects to vertical integration, as

ngl‘ag the now prevailing for-profit Financial Market Infrastructures,
w|§..’g;end raises some important and potentially complicated

. ovwce issues

'n‘ do you ensure that the interests of the capital market
|n\clud|ng the government, issuers, participants and investors are
properly considered?

= Where do the rights of the market infrastructure shareholders rank
relative to these other stakeholders?

= What about market access to potential FMI competitors or access
to the facilities of a CSD by a potential competitor to its Exchange
owner?
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Trends and Tendencies

Integration of Market Infrastructures

Issues to Consider

kG Should the Vertical Silo be required to demonstrate that it is
“ {lge/cost competitive with other markets, and if so, with what
&pt,ber markets?

¥ ,__“{C‘ilven the monopoly or pseudo monopoly status of some parts of
Sathe Vertical Silo’s business, should there be any limitations on
profit levels?

o What about cross subsidization of trading costs from the CSD or
Clearing House?

= A great many markets have been, and are well served by
the vertical integration of their market infrastructures,
most particularly in the initial market development stage
.. but how do you ensure that continues to be the case?
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Trends and Tendencies

Beneficial Owner and Omnibus holding models

= The @mnibus model was introduced in the 1970s to cope with the
é/ s er explosion as trading volumes increased

he disadvantage was that great reliance was placed on the
“Custodian maintaining proper records and the issuer was
d‘isintermedlated from the investor.
= While there was an advantage from making all securities fungible,
there was little to stop one customer’s shares being used
(temporarily) to settle another customer’ s transaction.
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Trends and Tendencies

Beneficial O%vner and Omnibus account structures

Issues to Consider

kG Should the Vertical Silo be required to demonstrate that it is
“ {lge/cost competitive with other markets, and if so, with what
&pt,ber markets?

¥ ,__“{C‘ilven the monopoly or pseudo monopoly status of some parts of
Sathe Vertical Silo’s business, should there be any limitations on
profit levels?

o What about cross subsidization of trading costs from the CSD or
Clearing House?

= A great many markets have been, and are well served by
the vertical integration of their market infrastructures,
most particularly in the initial market development stage
.. but how do you ensure that continues to be the case?
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Trends ang Tendencies
Omnibys M§del

/

J»'
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Intermediary

Beneficial
owner

CSD and
Central
Registrar
|
| |
Intermediary
| |
| | |
Nominee Intermediar Nominee
Intermediary
|
Beneficial Beneficial Foreign
owner owner nominee
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Trends and Tendencies
Beneficial Owner Model
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Trends and Tendencies

Positive Asp“ects of the Beneficial Owner Model
= Allows the CSD to act as the central registrar and
/  elimihate any time gap between settlement and
| fkegistration
P ']|ates the CSD ability to offer centralised asset
8ervicing operations for the market
. .akes the calculation tax at the CSD level possible.
. Enhances the opportunity for the CSD to provide asset
servicing support for issuers
= Significantly increases transparency and provides an
additional level of protection for investors

= Does not allow an intermediary to internalize settlements
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Trends and Tendencies

Potential L|m|tat|ons of the Beneficial Owner Model
‘= Tt is model with domestic application only and it can
yreatly complicate cross border business, particularly

Awhen linking with a CSD with a different model
. Relies on CSD Participants to maintain the accounts
~correctly with the CSD
Q' \etting at the beneficial owner level requires more
sophisticated netting algorithms (this represents a major
~ |ssue in large volume markets)
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Trends anql Tendencies

Custody Models — Recent Trends
= Theresis no prescribed best market practice in terms
of she Omnibus or Beneficial Holder models
e 2Caost efficiency is less of a driver than ensuring legal
b “gertainty and minimisation of risk
= aSome of those countries with the largest populations
" have adopted the retail model
= Foreign ownership limits are still common, however
foreign ownership limits are very difficult to manage
and enforce in a wholesale environment
= Transparency and investor protection are major
drivers of the move of many markets to a Beneficial
Holder Model

/
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Trends ang Tendencies

g
Shortening Settlement Cycles
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Trends ang Tendencies

Increased A%.‘ltomation (STP)
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Trends anc] Tendencies

Risk Managément
= In the_past CSDs thought in terms of “Risk
y Avgidance”. That concept is now obsolete

”: )s, like other businesses, are required to take and
/) m‘éh_age risks in order to meet their objectives and to

- '}\g- nerate value for their stakeholders

== An important part of managing the organization’s risk
~level is in understanding what level of risk (appetite)
the organization has for various types of risk
(financial, operational, legal, reputational), and how
you manage within those levels
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Trends and Tendencies
FMI Categof*ies of Risk to Assess and Manage

Counterparty

Operational

Risk Management
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Trends and Tendencies

Change is G%nerating New Risks

/= The volume and complexity of risks CSDs are facing is
"~ increasing constantly;

Complexity and value of business transactions
vAdvances in technology
" Globalization and linkages to other markets

== Speed of product cycles and the pressure for new
-\ services and new sources of revenue

= There is no reason to believe the pace of change will
not continue to increase
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Trends anql Tendencies

Board‘and Ifisk Committee Responsibility

= The CSD Board and Risk Committee, whether defined
by eglslatlon or not, have a responsibility to challenge

mnagement to demonstrate the effectiveness of their
" /processes in identifying, assessing, and managing the
N i gamzatlon s risk exposures.

5 ffliey must also fully understand the level of risk that

the organization is willing and capable of taking in the
purswt of value creation.

» Without that understanding it will be difficult or even

Impossible for the Board to effectively fulfill its risk
oversight role.

B. Butterill & Associates



Trends and Tendencies
Defining Risk Capacity and Risk Appetite

/ Ris

‘.\?

k 'gapaaty ‘refers to the maximum potential impact
sk event that the firm could withstand and remain

ggng concern”(1).
I “ rappetite “expresses the total amount of risk that
_aen,-,prgamzatlon is willing to take to achieve its strategic

' ob]e\ctlves and meet its obligations to its
stakeholders”(2)

Capacity > Appetite

(1) Committee of Sponsoring Organizations of the Treadway Commission (COSO),
Strengthening Enterprise Risk Management for Strategic Advantage, 2009
(2) Towers Watson, Risk Appetite -The Foundation of Enterprise Risk Management, 2010

B. Butterill & Associates



Trends and Tendencies &
Elements of Risk Appetite (1)

EXisting RiSK  The existing level and distribution

- Profile of risks across risk categories
:' N Risk The maximum risk a company may
Ca pacity bear and remain solvent

Risk The acceptable levels of variation

_ | an entity is willing to accept around
- - Tolerance specific objectives
Desired

L evel of Risk What is the desired risk / return level

! . (1) Towers Watson, Risk Appetite -The Foundation of
i Cerill & Associgies Enterprise Risk Management, 2010



Trends and Tendencies
Some-Final 'i*houghts on Risk

, = CSDs should ...
| ake understanding their appetite for Risk a
: %_entral part of the Business Strategy

|dent|fy what strategies they are and are not
? willing to pursue because of the level of risk

- protect their REPUTATION like a priceless jewel,
\because once it is lost, it is often impossible to
- regain
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International Standards
ox ¢ b

B. Butterill & Associates



- &

Operational Quality and Reliability

I1SO 16372

ISO 10962 I1SO 18774

ISO 6166 I1SO 10383 ISO 17742
CFI FISN 0
ISIN Financial MIC Financial IGI
International Market Issuer and
g Instrument . Instrument
Securities ID s as Identifier Guarantor
Classificati Short
number Code ID
on Name
New: LEI

Interoperability

Harmonization and Standardization
Consistency
Quality and Efficiency



CPSS/IOSCO Principles — Risks being

Liquidity Risk

Loss of Credit

Concentration
of Risk

Risk
Management

P

Addressed

Confront and
manage financial
shocks

Constitute a channel
through which these
shocks are
transmitted to
markets

Promote financial
stability and support
economic growth

Maintenance of
liquidity and
prevention credit
and financial losses

Control of
Systemic
Risk

Central

Objectives Transparency

Financial
Stability




Factors Influencmg Pricing Approaches

= A great number of factors influence a CSD’ s pricing

approach, including;
= For-profit versus not-for-profit structure

@ [Level of competition
(= Desire for fee schedule simplicity or tolerance for complexity

. 2 Nature of the cost base
= CSDs have a highly fixed cost base, yet many opt for
' prlcmg structures which yield a highly volatile

| revenue stream
= Desired level of revenue stability ... or tolerance for volatility

= Avoidance of cross-subsidization
= Regulatory involvement
= Historical market practices
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Pricing Trends

. Transparency in pricing has increased significantly ...

= Most CSDs now post their fee schedule on their
vebsite
" European code of conduct — many CSDs include fee
“»_calculation examples

‘Many, however, remain almost incomprehensible

r|ce lists are increasing, not decreasing in size and
cbmplexmy

= Unbundling of prices
- = Cross subsidy avoidance

= Growing business complexity

= Profit motivations



Pricing Trends

= _Pricing phllosophles and approaches are as varied as
ever ...
Ad valorem pricing is extremely common, and can
a fbe found in fees for custody/safekeeping, asset
- W7a "servicing and transaction processing — leading to
enormous differences in pricing between CSDs
Use of tiering and volume discounts are extremely
» prevalent
« Extremely varied revenue models
= Increased revenue from non-traditional sources
= There are “traditional” CSDs realizing 90+% of their
revenue from trade processing services and some
realizing 75+% from custody related services.




Pricing — Volume remains King

= In 1982, Tﬁ‘e Canadian Depository for Securities (CDS)
averaged 12,600 exchange trades per day

= In 1982 the cost to clear and settle an exchange trade
CAD 0.63

S

z e T

“years later
)h October 16, 2014 CDS processed a record 3,178,013
“exchange trades
: Ih 2014 the cost to clear and settle an exchange trade is
CAD 0.005

There is no substitute for volume growth in
reducing prices in a material way



Pricing Matters

1
CSDs are benchmarking their prices and pricing practices
/ 1o other CSDs as a result of stakeholder pressure

=S B K &=

]
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of,

“As part of their Recognition Order, CDS in Canada every
Two years must compare their pricing with other CSDs to
demonstrate that their competitive position has not
deteriorated
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‘hank you and Happy 10t
~ Anniversary

Bruce Butterill
bruce.butterill@gmail.com
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