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The ability to quickly and accurately identify counterparty-
related threats to funding costs, stability and asset safety can 
be the difference between staying in business during market 
dislocations -- or not. Putting it bluntly, if you wait until a 
liquidity crisis hits to cobble together an analysis based 
on an array of spreadsheets, it is probably too late. Large 
successful fund managers have tracked key metrics about 
their counterparties for years, resulting in more balanced 
and informed interactions with each of their counterparties.  

During the 2008 crisis, managers armed with this powerful 
data set more successfully protected their assets—and their 
funds—from counterparty failures.  Prudent counterparty 
management through systematic data intelligence did not 
escape the notice of astute fund investors. Many notable 
investors expanded their due diligence post-2008 to include 
a thorough analysis of detailed counterparty metrics as 
well as how managers tracked and proactively managed 
counterparties on a daily basis.

Today, proactive treasurers also seek to actively quantify 
and specifically track the fees paid to their providers. This 
effort is motivated by more than saving a few critical, 
performance-enhancing basis points. Tracking the fees 
paid to counterparties via transparent, metrics-based 
tools, enables fund managers to negotiate significantly 
better funding terms and receive value-added services 
commensurate with the fees being paid. 

In this paper, we will focus on several areas to pay attention 
to – concentration risk, credit risk and exposure, wallet 

share, relative fees and rates, as well as cash and collateral 
optimization.  Each area is discussed in light of a common 
theme: 

There is nothing worse than being caught off guard and 
“taken out of a trade” due to nonperformance or a liquidity 
squeeze at a bank/prime broker/custodian bank; as such, 
understanding what and where your exposure is and how 
best to monitor and actively manage it is mission critical.

Credit Risk and Exposure

Exposure is probably the first area that comes to mind when 
looking at counterparty metrics. Fundamentally, exposure is 
about how much you are owed and how much you owe. 

A primary objective of treasury managers in the investment 
management industry is effective counterparty management 
– the ability to systematically measure and manage liquidity 
while minimizing the associated funding and counterparty 
concentration risks. 

Increased diversification is 
effective in mitigating both 
counterparty exposure and 
yielding more financing options. 
However, it certainly adds 
complexities with regards to 
relationship monitoring and 
supervision. 
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Most critically, you need to clearly see and understand your net exposure, in terms of assets that would be at risk, if a given 
counterparty were to go out of business or if another counterparty decides to decommission or divest a certain part of their 
business.  There are several important questions to be answered:

• Are you able to quickly understand the exposure to counterparties across business and asset types (e.g., physical and 
synthetic prime brokerage, swaps, and derivatives)?  

• Equally, do you have a way to identify the exposures that may be split between the separate regional and legal entities 
within your counterparties?  

 
Underlying these calculations must be accurate and timely mark-to-market prices used to calculate valuations and exposure. 
To answer these questions, you must know: 

• Is this information readily available?

• Where does it come from and what is the integrity of the data? 

• Are you taking marks from the counterparty where the trade was executed, from a third-party service, from an internal 
system, or from a combination of the above?  

 
Some will say that price discovery can be a subjective measure and it should be no surprise that prices on all but the most 
transparent, liquid markets will not necessarily be consistent across the board. But how much tolerance is reasonable? Those 
tolerances should not be the same for every asset class or across all market conditions but should be thoughtfully defined 
and carefully monitored. A highly effective treasury function will not only track the marks used internally to value an asset, 
but also compare the variation in marks from different providers and internal trading systems, raising red flags when the gap 
between exceeds prescribed thresholds, and give the ability to adjust those tolerances by asset and market conditions.

Tracking Margin Calls

To help minimize their risk, each party typically requests and keeps more collateral than required for each trade. In the 
process of responding to or initiating margin calls, disputes can arise if each party uses different prices to calculate exposure.  
The most efficient way to visualize differences is to independently calculate calls based on agreement terms, then compare 
directly to counterparty statements in automated dashboard views.  Tracking those disputes, including reasons for the 
dispute and an automated workflow process to escalate the issue based on the time outstanding and materiality should be a 
feature in every treasury solution. This is a key tool that enables Operations groups to efficiently do their jobs. Often margin 
disputes seem minor when viewed on a very granular basis. But aggregating the information across portfolios can tell a 
very different story about counterparties and markets. The ability to track, aggregate and report disputes can allow senior 
managers to see the patterns developing that may have gone unnoticed otherwise.

Monitoring Counterparty Strength 

There are other dimensions to counterparty exposure. It is not just who owes you money or to whom you owe money to—it 
is about overall strength of each counterparty or legal entity within this counterparty. To effectively protect your assets at 
each of your counterparties, you need answers to these questions:

• What is the overall status of that counterparty? 

• What are their financials like? 

• How have they changed recently? 

• Are there red flags that go up in your system as a result of widening CDS spreads? 

• Do you monitor the capital structure of your counterparties for leverage, earnings surprises, recent news or 
fundamental shifts in strategy? 

• Do you maintain a dialogue with management of your counterparties and understand their forward-looking strategy?  
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If a fund manager has outsized exposure to a prime broker whose CDS spreads have widened, it may be time to rebalance 
trades. Managers need to be able to nimbly shift trades away from one counterparty and toward another. The first step to 
being prepared is to track the numbers and counterparty status, and then marry the two. Optimally one should always have 
a “what if” view if the need arises to quickly rebalance your portfolio across the counterparty ecosystem, all in a seamless 
and automated fashion. In other words, if the need arose to quickly close 
trades with one prime broker and move them to another, what would 
be the optimal distribution of your trading book across the remaining 
counterparties? 

Net Exposure (Isn’t Always What It Seems) 

Just because you know how much is owed to you (or how much you 
owe a counterparty) doesn’t mean you can actually collect on the net 
basis in a default scenario. A system that can decompose exposure, 
taking into consideration differences in jurisdictions, bankruptcy regimes 
and agreements, provides a far better way to look at the exposures than 
a simple total. Accurate static data, consistently updated, is critical to 
getting these numbers right on an ongoing basis.

Take, for example, a fund using one counterparty in multiple jurisdictions 
for PB, FCM, OTC Clearing, Repos and Derivatives. Chances are each 
agreement differs in terms of legal rights in bankruptcy netting. Calculating 
exposure across the portfolio of transactions when netting might apply 
to some agreements or jurisdictions and not others can result in material 
differences.

Funding/Liquidity Risk 

Funding risk is an integral component of overall exposure. Going back decades, nothing has put buy- or sell-side firms out 
of business more quickly than loss of funding. Mimicking processes such as the sell side’s Liquidity Coverage Ratio (LCR) 
to understand where there could be potential funding gaps, including the liquidity differences between assets, will yield 
important insight into how a firm can withstand market turmoil. Establishing liquidity reserves is a critical best practice. A 
treasury system can help manage the analysis behind benchmarking and updating those reserves.

Stress Testing

Systems should include functionality to stress test portfolios under different scenarios in order to understand potential 
portfolio as well as counterparty exposures, and stress tests should be run on a regular basis. The potential counterparty 
exposures generated by the stress tests should also feed into the analysis of exposure by jurisdiction and bankruptcy regimes 
described earlier. But there is also a risk of making stress tests too complex in the process. This is a place to keep things 
simple.

Dividing the Wallet Among Counterparties 

How a firm divides its available wallet and monitors those numbers is of paramount importance. Bank counterparties are 
under more and more pressure to achieve a certain return on dedicated resources. If a client does not perform at those levels, 
they risk being jettisoned. This has major ramifications on counterparty metrics, not all of which are intuitive.

53% of hedge funds 
have a counterparty 

management committee.  
Formalizing the review 

process allows managers 
to better monitor their 

relationships and extract 
the maximum value from 

their partners. 

2016 E&Y Global Hedge Fund  
and Investor Survey



© 2017 Hazeltree Fund Services, Inc.  |  Proprietary      5 

Measure and Manage your Prime Broker Relationships

To effectively manage your prime broker (PB) relationships, fund managers need to understand exactly how much they are 
paying their PBs and for which services. Additionally, a fund manager must understand how their prime brokers measure 
returns. This is considerably more difficult than it sounds. There is little consistency (or often transparency) across PBs on the 
methodology of how their clients’ P&L contribution is benchmarked. Some prime brokers include the benefit that one client 
may bring in facilitating business with another; some don’t track that at all. Others may manage toward a book of business 
that is netting friendly (i.e., not all one-way exposures) thus reducing balance sheet footprint. The list goes on. It is incumbent 
on fund managers to understand the different approaches and optimize accordingly. This could mean doing only certain 
types of business with specific prime brokers. But at the same time, fund managers must avoid a serious secondary effect: 
concentration of one-way risk with any specific PB. This is where counterparty metrics and diligent monitoring become 
crucial.

If service providers aren’t making money from your business, they have no incentive to provide you great service. It is in the 
best interest of fund managers to insure adequate returns to each of their service providers, if for no other reason than to 
guarantee continuity of service. In a stress situation, the important relationships will be those that stand the best chance of 
surviving.  A treasury management system’s ability to provide in-depth wallet share information to a fund manager enables 
them to be fully up-to-date on how the revenue they generate is being distributed. The next step is to understand if this 
constitutes an important relationship for their PB – information only the counterparty can provide. Increasingly, fund managers 
are attempting to assess revenues and net profits earned by their counterparties holistically, by developing methodologies 
to understand the different services and related costs involved in the respective business lines. Also, clients are assessing 
their impact to the overall counterparty franchise, considering risk(s), diversification benefits, and the depth of relationships 
across the bank. Adjustments to strategy can then be made based on the manager’s objectives. But it all starts with regular 
dialogue based on accurate and up-to-date numbers.

Although hard to quantify (much less track), relationships with service providers should be a continual focus for fund 
managers. Understanding your counterparties’ global strategy will provide valuable clues on how those important service 
providers view your business. If a European bank, for example, wants to become more focused in their home markets, it 
raises a warning flag about their appetite to do business in the U.S.  Furthermore, in a stressed market, the deeper and 
more important the relationships and knowledge at senior levels are about each other’s businesses, the better the chance of 
sustaining that business relationship.

Securities Borrowing Costs 

Securities borrowing costs are among the most important components of a hedge fund’s wallet spend. When a hedge fund 
manager is short assets and delivers by borrowing them through their PB, they are charged for the securities borrowed.  For 
difficult to find assets – perhaps a recent IPO or a scarce corporate bond, which typically ranges between 15-25% of a short 
portfolio depending on a fund’s strategy – those fees can be high enough to have a material impact on the economics of the 
trade. But those rates change with supply and demand in the market. Hedge fund managers can measure and determine the 
reasonableness of security borrowing rates by comparing rates from two or more sources: 

• Indicative rates generated by other PBs they transact with in a particular asset and provide lists to clients, and  

• Independent services have acquired access to the origination of trades in the market (sourced from primary data) and 
publish that data for a fee. 

 
Hedge funds can compare the positions on their books to the market data to determine if they are paying reasonable rates. 
If not, they can ask to re-rate the position back to market levels or, failing that, move the position to a different counterparty. 
The comparison process is best when systematically automated, especially for larger hedge funds.
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Managing the “Balance of Trade”

There are a variety of factors that are useful to consider when assessing the “balance of trade” with providers.  Understanding 
the relative profitability / revenue opportunity the relationship brings to the Prime Broker vs, the resources delivered to the 
Client relies on facts, metrics and an open, two-way dialogue.   

The first step is to assess the total and allocated “wallet” across providers, defined by balance, transaction, billing, or other 
metric relevant to the relationship(s).  Knowing how many ways a fund interacts with the provider across the global platform 
is key. Understanding the mix of cash executions, FX/derivative trading, bespoke structuring and banking relationships, in 

addition to more traditional cash and synthetic financing relationships, 
will define true franchise value.

A natural next step would be to understand the trends over time of 
the allocation of the short book (the mix of easy to borrow vs. hard to 
borrow) and discuss with providers to know that the mix is optimal for 
both sides.  Analyzing the value of the available and rehypothecated 
long securities from a financing perspective (funding of debit 
balances) or from a supplemental revenue perspective (potential 
revenue generating lending opportunities) provides further insight 
into the balance of trade.  Also, knowing the financing and lending 
value related to long positions enables fund managers to consider 
alternate financing structures such as swaps for diversification or 
lending value.

Usage of valuable (often scarce) resources is harder to quantify but 
equally important in assessing true balance of trade.  For example, 
the opportunity costs inherent in transaction-by-transaction level 
rate optimization, usage of balance sheet and liquidity (in absolute 
and relative terms), corporate access, IPO allocations, customized 
services, facilitation trades, re rates, buy-ins, etc.

Cash and Collateral Optimization

With the push toward cleared derivatives and more recent changes on margin requirements for non-cleared derivatives, 
many market participants are faced with posting more margin, with greater frequency, in support of their trading activity. 
This change has, by and large, impacted the hedge fund community in different ways based on their agreements. Typically 
hedge funds were always asked to provide initial margin (IM) and variation margin (VM) in support of their derivatives and 
other securities financing activities. The ability to optimize both cash and collateral is a potential source for operational alpha 
at hedge funds. But this activity, often relegated to a spreadsheet, becomes very complicated very quickly.

Understanding Cheapest to Deliver

Simply put, the exercise is about determining the cheapest asset that is eligible to deliver to satisfy a margin requirement. 
The process starts with understanding exposures that will generate margin calls. It is important to note that margin calls may 
go in both directions, although those owing margin often let the other side do the heavy lifting.  Each agreement will specify 
what collateral is eligible to post. In an ideal world, the least scarce asset (“cheapest to deliver”) is used to satisfy a claim. But 
how does one know what that asset is? Assets that have scarcity value (known as “specials” in the repo world and “hard-to-
borrow” in securities lending) will never be the cheapest to deliver except under unusual circumstances. Those assets can be 
better utilized in specific lending transactions and to use them as margin collateral is giving money away. A treasury function, 
with appropriate automation, needs to marry exposure calculations with collateral eligibility schedules, and then overlay a 
prioritization process to determine which asset is the best to provide. 

Managers and investors 
alike acknowledge that 
institutional investors 
are becoming more 
knowledgeable with regards 
to trade financing and 
how relationships with 
counterparties impact 
the business; however, 
additional education is still 
needed in certain areas. 
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Since cheapest to deliver assets change over time, the process will not be a one-off per trade. Some fund managers want to 
fully optimize their collateral usage, constantly evaluate their book taking into consideration all the trades done during the 
trading day and allocate them to their appropriate prime brokers to optimize their margin impact. This may be overkill for 
all but the largest fund managers, especially if it does not take into consideration the non-trivial cost of moving securities 
around and other operational constraints.

Posting Cash Versus Securities

One might expect that securities would be favored over cash margin, but that is often not the case. The majority of margin 
posted to counterparties by the buy side, according to both ISDA and anecdotal evidence, is cash.  There can be several 
reasons for this, not all of which are purely economic. Cash is simply easier to manage, while securities are harder to track. 
Ironically, fail-safe mechanisms to prevent fraud have been known to stop movements of securities when not delivered 
versus payment (DVP), making simple cash movements the path of least resistance operationally. In a zero or near-zero rate 
environment, cash may very well be the cheapest to deliver asset. And no one ever complains when they receive cash. But 
there are analysts who say that as interest rates rise, the balance may tip toward securities. It will not depend on the absolute 
level of interest rates, but rather on the spread between what cash can earn sitting in a collateral account (if anything) and 
the return on the securities provided as margin. Finally, the process of picking securities to move to satisfy a margin claim 
may be unmanageable for some operational groups.

Utilizing Securities as Margin to Conserve Cash

Using cash also may impact investment flexibility. Not being able to implement a strategy because the cash necessary to 
execute is encumbered can potentially create problems. Also, there are case studies of asset managers freeing up valuable 
investment capital through the use of a robust collateral management process, effectively pulling back an “over-collateralized” 
portion of cash to be more efficiently deployed.  In many cases firms have shown the investment in such processes or 
systems to be a fully self-funding exercise.  Planning for how to pull back cash and substitute securities is another worthwhile 
exercise and one that a treasury system can support.

Irrespective of whether a fund manager uses cash or securities, optimizes actively or simply uses available cash, tracking 
those transactions in robust systems is a critical counterparty metric. Not knowing exactly where a fund’s assets are located 
is a recipe for disaster. Investors will flag the problem immediately.

Conclusion 

Every fund manager’s top priorities include protecting their investors’ assets and generating returns on those assets. This 
paper has highlighted the criticality of setting and actively managing against a core set of counterparty metrics to protect 
assets.  The importance of getting this right cannot be overestimated.  Anticipating and planning for market dislocations 
is a best practice that requires particular focus on counterparty management, and requires a solid data and information 
foundation with far greater capabilities than spreadsheets can deliver. A systematic approach to counterparty management 
must interface with accounting, order management systems, exposure monitoring processes and other parts of a fund’s 
infrastructure.  Integrated treasury management systems are becoming more mature and refined, enabling fund managers to 
do more with less, far more easily and effectively than ever before. In addition to the clear asset protection benefits enabled 
by these systems, case studies have shown that the implementation of such systems easily pay for themselves, in some cases 
many times over, by creating greater efficiency, enabling better decision making and generating real savings through cash, 
collateral and financing optimization. 
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About Hazeltree Counterparty Metrics™ 

Hazeltree Counterparty Metrics reduces a fund’s counterparty risks by effectively tracking its assets across counterparties 
and providing comprehensive exposure reporting. Hazeltree Counterparty Metrics enables effective management of 
counterparty relationships with a detailed scorecard that aggregates all interactions to transparently and easily compare 
prime broker costs by commissions, securities financing, and net interest on a year-to-date, month-to-date and daily basis, 
balance sheet consumed, ROA, and wallet share analysis. 

 
About Hazeltree

Hazeltree is the leading Treasury Management solution provider, serving hedge funds, asset managers, fund administrators, 
insurance companies and pension funds with powerful, proactive performance enhancement and risk mitigation capabilities 
that generate operational alpha, reduce a range of risks and streamline operations. Hazeltree’s integrated treasury management 
solution includes comprehensive cash management, securities financing, collateral management, counterparty management 
and margin management capabilities. Hazeltree is headquartered in New York with offices in London and Hong Kong. 
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