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Define Prime Brokerage

FINANCIALEDGE!

Executing Broker

gﬂ
Executing a trade

(completing a buy or
sell order for a client)
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Prime Broker

Clearing Settlement Custody
IE/
o 0
Ensuring trades are Handle the exchange of Handle the corporation
matched and confirmed securities and payment within actions on all the client’s
with counterparties the agreed time frames securities and report back
FINANCIALEDGE"
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Securities Lending Margin Financing and Secured Credit Facilities

%
Lend securities to a borrower

(often to help a client
short-sell a security)
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Prime Broker

+

Margin Financing and Secured Credit Facilities

Increases broker’s Cash lent matched to
counterparty risk the client’s securities
@ (which act as collateral)

to their clients ® I
i S oE

Leverage

their portfolio
(enhance profits)
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Securities Lending Margin Financing and Secured Credit Facilities

Not all investors can engage in

(Mainly the preserve of hedge funds)

\
Centralized clearing, settlement

and custody functions can be X
highly valuable to hedge funds Borrowing

Holding assets from Can act as an inventory for
1 hedge fund client other hedge fund clients

Short positions

%
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Trading and
Settlement Ecosystem

FINANCIALEDGE!

Trade
Can often exeche t!'ades on Settlement
behalf of their clients
+
o ‘_@

Prime Broker @A Prime Brokerage Client

May achieve a better price or

greater certainty of execution ~
(g
O —

Initial
Trade

Specialist Executing Broker
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Securities
Earns settlement fees or clearing fees seller
+
N <
@ Arrange $90,000 payment N\
Acts as a centralized hub (home base) and 10,000 shares receipt
Prime Broker
-
Direct trade to
the Prime Broker
| ]
== O
Places buy order for 10,000 )
XYZ shares at $9 per share n Fulfils role and locates seller
Specialist
. Executing Broker
Securities
buyer Earns trading commission
FINANCIALEDGE!
Securities . Securities
Earns settlement fees or clearing fees
buyer seller

+

GO N 2]
Places buy order for 10,000 @ Arrange $90,000 payment N\
XYZ shares at $9 per share n and 10,000 shares receipt

Prime Broker

Earns trading commission

May be a single fee

Likely higher fee (reflect them acting as both executor and settlor)
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Securities Lending
Ecosystem - 1layer

FINANCIALEDGE!

Short-sell a security

(5]
=" Borrow K4 Sell to
the security the market
N\ < ,
Takes place behind the scenes
++

@+

)
Requires the Prime Broker
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Margin = how much an investor is currently borrowing from the Prime Broker (securities and cash)

3

Broker charges margin Broker charges margin

Trades on a principal basis

Take on the counterparty risk of the
security lender and security borrower

FINANCIALEDGE!

No net exposure to securities’ market prices

A

Inventory of securities ()
left held at the Prime
Brokerage by their
other clients
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Pay borrow fee to
the Prime broker

Borrower

Lend security to the
securities borrower

Prime Broker

Borrow security from
the client with the
lowest cost

On some accounts
they don’t pay any
borrow fees

Pay borrow fee to
the securities lender

FINANCIALEDGE!

Y

@ Client’s borrow fee

Securities

-

Profits lowered to the spread between
the borrow fees they pay and receive

ftf e

BMg

Institutional Client

n-@-»m

Prime Broker profit =1% (3% - 2%)
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&

Prime Broker

Account maintenance fee Flat fee for maintaining an open
account with the Prime Broker

"
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Securities Lending
Ecosystem — 2 layer
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Trying to get a locate on that security

AN
-

£\
wV

N

h

++

@+ Caﬁ) I
Raised cost
of borrowing

++

+ @
a ’S

FINANCIALEDGE!
Net 1% Net 1%
borrow fee borrow fee
+ +
2% borrow fee @++ 3% borrow fee ®++ 4% borrow fee @?l
Security n Security n Security
i sroer
1% higher than if their prime broker had
sourced their own clientinventory
Borrowan Higher likely
unusgal security —
(less likely held by —
their prime broker)

borrowing

@?l cost
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Securities Borrowing Strategies

FINANCIALEDGE!

Client side

The plumbing
of Prime
Brokerages

&

How it can
achieve the
client’s goals
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( Borrow security ) ( Sell security )

Ensure short position stability

FINANCIALEDGE!

& | | @&

Lending Client
Can ask for their

Calls on client to return
shares back whenever the borrowed shares

Easily return borrowed shares without
changing their net-short position

Purchase back shorted shares
to meet the broker’'s demands

Net-short 60 shares

Day 1: Borrow
100 shares

Day 2: Sell
60 shares

40 unsold shares

Use some
unsold shares
as a buffer
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Brings additional
stability to a
short position

© 28

=

Extra borrow fees

(more shares borrowed
than desired)

Purchase back shorted shares
to meet the broker’'s demands

Net-short 60 shares

Every Prime Broker has

Multiple pricin
ol J their own directinventory

sources from different
Prime Brokers

= Variety in supply/demand

) dynamics for certain securities
Clients can see whether

or not brokers are
changing their fees to
be opportunistic

Different borrow fees rather

than a market-wide fee -/

\" Return @ Day 1: Borrow Day 2: Sell

shares n 100 shares 60 shares
FINANCIALEDGE!
Diversified borrowing base (using multiple Prime Brokers)
Ao
Q Pricing benefitsz)
. . \ Worst Case:
Incentivize honesty Inventory variety Can't get direct access

Pay more intermediaries
to find a security

Borrow fees can be changed at
any time in most agreements

The borrow fee
can change daily

FINANCIALEDGE!
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Operational complexity
) 3

E = LR

— ——
Client must continually Must move securities Reduced access to
monitor each Prime between Prime Brokerage leverage from the Prime
Broker's collateral accounts to satisfy Brokers compared to a
requirements / market requirements / single Prime Broker

FINANCIALEDGE!

Evolution of Prime Brokerage
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Changes in the Prime
Brokerage market

G%} 2008 global

‘-.A financial crisis

FINANCIALEDGE!

'Oy
(rﬁv) Naked shorting
| g

Sell shares

in advance)
2008: Banned in the USA

l:,:'ii«\ M@» | ¢ ;

Risk of failure to deliver Disruptive to a market
Hedge fund has 3 days after the trade (unable to source the shares if these failures are
agreement to source the required shares before the settlement date) allowed to exist
FINANCIALEDGE"
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(3

2008: Banned in the USA

Markets settlement practices have also evolved:

2017 2024

1 @ © D © T ©
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—
-( @ ) Risk management

. gaae

ﬁ Operatlonol Better awareness of
ompIeX|ty borrow fees pricing
Lehman Brothers e
\d 6 Counterporty) Q Risk spread

The hedge funds' risk between brokers )
only prime broker
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—
(%\) Total Return Swaps

Allowed clients to gain synthetic exposure to an asset without direct legal ownership

Borrow Fee

@*’I Borrow Fee \%

o
Borrowing Client Lending Client

/,,"* Total Return Swap Agreement /,,"*\

Total Return is attributable to the client
(client gets all the asset's profit or loss)

FINANCIALEDGE!

(

Eﬂﬂ] I Borrow Fee @*’

Borrowing Client

,%‘ Total Return Swap Agreement /l-‘\

2

Total Return is attributable to the client
(client gets all the asset’s profit or loss)

Regulatory, operational, and taxation benefits Requirements for banks to hold

+ capital against off balance sheet

Artificially expand the effective supply for exposures like Total Returns Swaps
shorting that lowered borrow fees
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Industry Dynamics

FINANCIALEDGE!

()]

More
clients

Attractive to a new hedge fund

"’+

Greater

inventory n
Breadth

Diversified Can materially derisk
collateral lending exposures
Depth
FINANCIALEDGE!
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Lower collateral

/ l' Lower Pricing requirements

6 margins q

‘d Could lead to an : RISkglf O; Cllentt
operating loss unable to mee

their obligations

Must take additional risk

Prime Brokers trying to use relaxed
collateral requirements and risk
tolerances to win business
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g0 ArChe.g?s e Borrowed money to H
Capital crisis 1 Q increase exposure to =
whe ' ( concentrated positions E

e — .

hd hd Archegos Prime Brokers Archegos sought Hide some exposures with ¢
defaulted on involved lost brokers willing to allow Total Return Swaps .

margin calls billions aggressive leverage (increase leverage further) =

¥

*
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Please do not redistribute these materials without the
express permission of Financial Edge Training.
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