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Can you describe the sudden shift in hedge fund custody 
relations post-Lehman?
Simon Kempton (SK): Th ere has been a much greater focus 
on counterparty risk by the hedge fund and investor com-
munities since the onset of the fi nancial crisis. Managers 
and their investors are now much more aware of the risks of 
losing assets or having delayed access to assets. As a result, 
hedge funds have att empted to reduce these risks by using 
multiple prime brokers and by developing relationships 
with custodians to hold their unencumbered assets.   

Hedge funds have diversifi ed both the number and types 
of counterparties that they engage with. Understandably, 
the fi nancial strength and stability of the counterparty is 
of paramount importance. Other key considerations for 
hedge funds include the asset segregation model off ered by 
the prime broker/custodian, its control framework and the 
transparency it can provide.

Certain prime brokers and custodians have been big ben-
efi ciaries of the changing hedge fund priorities and the com-
petitive landscape has been changed materially as a result.   
Brian Ruane (BK): Th e focus of hedge funds has turned to 
diversifi cation and mitigation of counterparty risk. Th e 
once ‘single prime broker to hedge fund’ model has changed 
to a multi-prime, multi-custodian model.   

Since the collapse of Lehman, we have experienced an 
infl ux of cash and securities from our existing franchise re-
lationships. Given our knowledge and expertise of the insti-
tutional investor community, our strong relationships with 
both hedge funds and prime brokers and our position as one 
of the largest global custodians, we have become the natural 
choice as a strategic partner. We provide solutions to ad-
dress our client’s needs, such as cash and liquidity monitor-
ing, custody, collateral management and foreign exchange 
hedging.
Devon George-Eghdami (DGE): Th e launch of our com-
bined prime brokerage and custodian off ering was the 
result of 12-18 months of observing the market and then 
formalising a solution. Th e fi rst market event we looked at 
was the failure of Bear Stearns, which provoked a gradual, 
rather than a sudden, shift  in the industry with regard to 
hedge fund requirements. As investors and other key play-
ers in the industry became more aware of the risks that may 
be incurred in having securities in an omnibus long account, 

there was a movement away from these structures. Th is 
knowledge and awareness evolved throughout the crisis. 
Th e crucial climax was the bankruptcy of Lehman Brothers 
in late 2008, when it became clear that the securities inves-
tors had put in a prime brokerage account could be tied up 
throughout a bankruptcy proceeding, and that these inves-
tors had become creditors, not clients.

How did you adapt to this demand – what type of services 
did you put in place for new hedge fund clients? 
SK: At Deutsche Bank we were well placed to meet these 
changing client needs and hence took on signifi cant asset 
infl ows. In addition to the fi nancial strength of the organi-
sation, clients were impressed with our product off ering, 
control framework and fl exibility. Deutsche Bank’s transpar-
ency (in areas such as margin, rehypothecation and custody 
of assets) has also been viewed positively by hedge funds 
and investors and contributed to the asset growth.

We were also able to increase staff  numbers at the appro-
priate time and direct additional investment into product 
development and the technology platform.

In terms of new services, Deutsche Bank implemented 
its award-winning Integrated Prime Custody product in 
2009. Th is is a tri-party asset segregation model enabling 
prime brokerage clients to hold their unencumbered assets 
at a third-party custodian. Th is product helps reduce coun-
terparty risk without causing any signifi cant operational 
burden to the hedge fund. Feedback from managers and 
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investors has been excellent; in the 2010 Deutsche Bank 
Alternative Investment Survey, 82% of respondents stated 
they preferred this type of tri-party model.
BR: As one of the largest global custodians, BNY Mellon has 
had no trouble in adapting to the sudden demand for custo-
dial services by hedge funds. We recognise that our hedge 
fund client’s needs are greater than those of the traditional 
asset manager. Our unique set of products and services ca-
tering to both hedge funds and prime brokers include a suite 
of solutions, covering innovative cash and liquidity manage-
ment tools, custody, and collateral management structures, 
which are continuously being enhanced to meet our client’s 
increasingly sophisticated risk management requirements.
DGE: JP Morgan was fortunate to have acquired Bear Stearns 
and its prime brokerage business in 2008. In terms of service 
provision to hedge funds, this meant that we could link our 
custody division with an in-house prime brokerage service, 
to provide safety and soundness for clients. 

For JP Morgan, having a robust and well-established cus-
tody offering linked to prime brokerage services means that 
hedge fund clients who are requesting custody services in-
house receive the flexible all-in-one package the current en-
vironment requires. Many investors at the time of the crisis 
were looking to segregate their unencumbered long securi-
ties for protection, safety and soundness in a segregated ac-
count. As a result, our evolution in developing a combined 
prime brokerage/custody offering matched their needs.

Can you describe your current custody services for hedge 
funds – how does it compliment and work with your other 
hedge fund services?
SK: Deutsche Bank offers a full suite of services for hedge 
fund clients including prime brokerage, securities lending, 
custody, fund administration and asset segregation. The 
firm’s footprint provides global market coverage including a 
very extensive emerging market network. There is close con-
nectivity and integration between different products, with 
consolidated reporting across multiple product types.   
BR: Through our dedicated, global service teams, BNY Mel-
lon provides an enhanced level of servicing centred on our 
client’s investment portfolios. Our services provide hedge 
funds with various alternatives in managing their cash and 
securities across pledged and non-pledged investment 
structures. These options align with the needs of the prime 
brokers and hedge funds and allow for both to achieve great-
er control, transparency and risk mitigation – A win-win so-
lution. In addition, our enhanced custody offering is highly 
integrated with our fund administration service, enabling 
BNY Mellon to be a full service provider. 
DGE: The integration of custody and prime brokerage serv-
ices at JP Morgan has created opportunities to tie in tradi-
tional securities and operating services for hedge funds with 
financing provided by prime services. On the securities 
servicing side of our business we offer a number of solutions 
for hedge fund managers, including: hedge fund administra-
tion, middle-office management, derivative and collateral 
management services, global custody, tri-party repo, per-
formance management and cash management services.

Where do you see new areas of business coming from 
– has the boom in hedge fund style Ucits been good for 
custody business? 
SK: Ucits and managed accounts are certainly areas of signif-
icant growth and opportunity. Year on year we have seen a 
50% increase in investor interest in Ucits products, and 34% 
of investors expect to be invested in this area within the next 

12 months (source: 2010 Deutsche Bank Alternative Invest-
ment Survey). This trend will certainly provide significant 
growth opportunities for managers and service providers 
alike. One shouldn’t forget the greater complexity, controls 
and workload that these structures bring, but the benefits far 
outweigh these issues. 
BR: Our clients have looked to BNY Mellon’s expertise in 
helping to adapt to the constant changes within the various 
regulatory environments. As new options arise in structur-
ing alternative investment vehicles, such as Ucits, we lend 
our global reach, knowledge and infrastructure, through 
such product offerings as risk analytics and trustee services, 
that complement our traditional fund administration capa-
bilities. Through our strong hedge fund and prime broker 
partnerships, we believe there will be more opportunities to 
offer our support and direction in navigating through this 
fluid environment.
DGE: The increase in focus on Ucits funds, and 40s Act 
funds in the US, by the global hedge fund community has 
been welcomed by the trust banks, but, as always, the devil 
is in the detail.

Alternative asset managers have been drawn to these 
products by an increase in demand from institutional inves-
tors for regulated funds, particularly those offering absolute 
returns. Specifically, in relation to regulated European funds, 
the recent implementation of the Ucits III directive has ena-
bled alternative managers to replicate their conventional 
offshore hedge funds more easily in investment wrappers 
that are increasingly becoming seen as the ‘gold standard’ 
for distribution purposes.

Concurrently, the recent market has resulted in tradi-
tional asset managers offering a broader range of products to 
their investors, particularly more complex products that are 
both in demand and yield higher margins.

Custodians have been quick to recognise the opportuni-
ties of a sudden wave of interest in regulated products. How-
ever, aside from the natural increase in assets under custody, 
traditional trust banks need to swiftly address the more 
complex servicing needs of alternative managers, under-
stand the operational risks of supporting hedge funds, and 
rapidly come to terms with the custodial and accounting 
challenges of more complex financial derivatives. Moreover, 
hedge fund managers are increasingly seeking assistance 
with distribution, an area in which the trust banks have not 
traditionally been engaged. 

The winning providers will be those who are able to 
seamlessly integrate custody, financing, execution and ad-
ministration in a single package.

What kinds of techniques will help prime brokers  
establish the best custody services for their clients? 
SK: Assisting clients in managing counterparty risk is, and 
will continue to be, hugely important for clients. The segre-
gation of assets, cash solutions and transparency around re-
hypothecation are all key to meeting client requirements. In 
addition, clients and investors need to be assured that their 
service providers have, and can evidence, a robust control 
framework. We believe that independent certification of 
control processes will become increasingly important with-
in the industry (hence Deutsche Bank recently undertook 
a SAS70 for our international prime brokerage business, in 
conjunction with PwC). 

Ongoing investment in automation and infrastructure 
platforms is also critical to ensuring the continued demand 
for new products, services and markets can be met. Having 
a truly service-orientated culture, in which people are pro-
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controls and workload that these structures bring, 
but the benefits far outweigh these issues
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Simon Kempton, Deutsche Bank

active, responsive and flexible to client needs, is critical to 
successfully servicing the client base.
BR: Prime brokers are evolving their business models in or-
der to address the market’s growing need for sophisticated 
risk management solutions. Hedge funds are finding it nec-
essary to listen to their investors who are demanding alter-
natives for the custody of their assets. The spectrum of mod-
els range from the traditional prime brokerage structure to 
ones involving third-party custodians. The ability to seam-
lessly offer hedge funds one or several of these models that 
could cross over multiple platforms can pose a challenge. 
BNY Mellon is unique in that its long-standing partnership 
with prime brokers has enabled us to become an extension 
of their business model, by creating valued-added services 
that enhance the hedge fund’s as well as the prime broker’s 
experience.

In a changing regulatory environment, what are the 
emerging opportunities for custodians? 
SK: Rather than simply dealing with a changing regulatory 
environment, it is important to play a part in contributing to 
the reform through the advocacy process. 

Prime brokers and custodians will focus on enhancing 
their systems and processes to ensure that their services, 
controls and reporting meet future requirements. These re-

quirements will continue to develop and be shaped not just 
by managers but also by investors and regulators.

Given the likely asset growth in the industry and the 
changing regulatory environment, there are likely to be 
significant opportunities and threats for prime brokers and 
custodians. Ucits, as we‘ve discussed, is likely to be a signifi-
cant opportunity. Managed accounts will be too.       
BR: Driven by their institutional investors and regulatory 
changes, hedge funds will continue to be sensitive to risk 
management and the ability to achieve transparency. As 
one of the largest global custodians servicing the world’s 
most sophisticated institutional investors across multiple 
markets, BNY Mellon provides highly developed risk ana-
lytics and integrated enhanced reporting that marry both 
the pledged and non-pledged structures of a multi-prime, 
multi-custodian model.
DGE: Prime brokers are increasingly challenged to provide 
a broader suite of traditional custodian and administration 
products. The keys are flexibility and integration; brokers 
need to be flexible enough to support the varying opera-
tional and product demands of their clients while simulta-
neously offering integrated functionality that reduces their 
underlying clients’ operational risk and expense.

As the fund management industry converges, so those 
prime brokers with custody divisions can add significant 
value by providing consultancy advice in terms of establish-
ing non-local funds.

For Ucits, prime brokers can assist fund promoters 
through the provision of synthetic derivative techniques 
that enable offshore investment strategies to be pursued 
within regulated funds. For 40s Act Funds, the seamless 
integration of custody services with physical shorting ca-
pabilities is critical in helping managers reduce operational 
risk and expense.

As an industry leader in both the prime brokerage and 
global custody spaces, JP Morgan is able to effectively an-
ticipate the future needs of its client base in ever-evolving 
markets where changing regulation is playing an increas-
ingly significant role in shaping the financial landscape.

The collapse of Lehman Brothers in September 2008 sparked a 
reassessment of the hedge fund/prime brokerage model


