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Equity Derivatives: Growth in Europe

As institutions in the United Kingdom and Continental
Europe picked up the pace of their hedging activity last
year, European markets for “flow” equity derivatives
products expanded.

Overall, the percentage of European institutions using
options products increased to 78% in 2009 from 66% in
2008. In particular, the proportion of institutions using
single-stock listed/“listed look-alike” options increased
to 69% from 59% over the period, and the use of index
listed/“listed look-alike” options rose to 68% from

60%. Among delta one products, usage of index futures
increased to 81% of European institutions in 2009 from
78% in 2008, while the share of institutions using single-
stock futures increased to 44% from 30% and ETF usage
rose to 51% from 43%. Usage of listed/“listed look-alike”
options is highest in the United Kingdom, where 87% of
institutions employ these products.

Delta One Product Usage

Total Hedge
Institutions (176) Funds (19)
Index futures I 31 % I 50 %
78% 83%
ETF I 51 % I 42 %
S [ 43% [ 38%
Single-stock futures N 449 7%
g I 30% I 29%
Index or sector swaps I 36% M 55 %
P [ 40% [ 63%
Single-stock equity swaps I 369 M 53 %
¢ quity swap I 29% I 54%
Swaps on portfolios or I 31% Il 26%
customized baskets 28% 29%
24% 26%
1
Access products EI 28% EI 38%
L I} L I}
W 2009 0% 50% 100% 0% 50% 100%

[ 2008

Note: Numbers in parentheses represent the number of respondents in 2009.
TP-notes, stock-tracking warrants/certificates, or synthetic futures.
Source: 2009 European Equity Derivatives Study.

This pick-up in institutional demand resulted in an
increase in the overall volume of options product traded
last year, as measured by the amount of commissions
paid by institutions for these trades. The equity options
commission pool increased by an estimated 16% in Europe
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Option and Volatility Product Usage
Total Hedge
Institutions (176) Funds (19)
Single-stock listed/listed [ 69 % I 95 %
look-alike options 59% 71%
Index listed/listed look-alike I 68 % I 63%
options [ 60% T 71%
“Lite exotics"/structured I 23% I 26%
flow options’ 27% 1 25%
Options on custom baskets Il 24% W 16%
of stocks 1 29% 121%
Variance swaps on indexes - 22% 42%
! Waps on Index I 28% I 42%
Fut tiit? I 19% - 32%
utures on volatility = 12% 0 4%
“Vanilla” dispersion/ I 19% I 37 %
correlation trades? 118% 21%
Swaps and options M 18% I 37 %
on dividends 119% 33%
Variance swaps on 13% 32%
single-stocks 16% 29%
L I} L J
W 2009 0% 50% 100% 0% 50% 100%
[ 2008

Note: Numbers in parentheses represent the number of respondents in 2009.
T"best of/worst of”, “knock-out” options; 2VIX futures; 3Trading implied
dispersion or correlation between basket of stocks and an index.

Source: 2009 European Equity Derivatives Study.

from 2008 to 2009. This growth stood in stark contrast

to conditions in the United States, where commission
volumes decreased 20-25% from mid-year 2008 to mid-
year 2009. In both regions, institutions experienced signifi-
cant decreases in assets under management during the
financial crisis, which served to depress the size of equity
derivatives trades overall. Across Europe, institutions on
average spent $5 million in options commissions over the
past 12 months. However, more than 75% of institutions
actually spent less than that amount. As the following
chart illustrates, more than half of European institutions
spent less than $1 million on commissions.

Latest Greenwich Findings on the Web

As a member of the Greenwich Exchange, you have access

to the confidential data from this research via our website
(www.greenwich.com). Use the username and password
provided, or contact us by e-mail (ContactUs@greenwich.com),
or call +1.203.625.5038.
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Range of Commissions Spend on Options Trades
$1-500 35%
$501-999

$1,000-2,500

$2,501-5,000

$5,001-7,500

$7,601-20,000
| | | )

0% 10% 20% 30% 40%

Note: Based on 93 respondents. Range in thousands. Reported Options

Commissions Spend averages $5 million.
Source: 2009 European Equity Derivatives Study.

In the United States, contraction and deleveraging in the
hedge fund industry exacerbated the decline in commis-
sion volumes. “Hedge funds play a much smaller role in
the European equity derivatives market than they do in the
United States, so deleveraging had less of an impact, and

Most Important Selection Criteria
for Flow Equity Derivatives

Total Hedge
Institutions (74) Funds (6)

Competitiveness of I 74 % [ 100%
options pricing 68% 85%
Expertise of flow derivatives I 50% [ G7 %
sales professional 60% 54%
Understanding flow investment [ 46% I 50%
strategies or hedging needs 56% 62%
Consistently strong service I 358% I 50%
during volatile markets 44% 62%
Creditworthiness I 34% I 33%
of counterparty na na
Market judgement and I 32% I 33%
sense of timing A1% 38%
Quality of equity I 27 % 0%
derivatives research 1 21% 115%
Quality of flow product Il 26% 0%
settlement service 29% [ 5%
Quality of post-trade client Il 18% 0%
service and operations support na na
Willingness to commit m

. o 14% M17%
capital to facilitate larger
listed options trades = 16% [ 54%
Competitiveness of W12% M 17%
swaps pricing M12% M15%
Quality of pre-trade cr_ed|t 1% 0%
and legal/documentation
approval process na ) | na | |
W 2009 0% 50% 100% 0% 50% 100%

[ 2008

Note: Asked of a random sample. Flow equity derivatives include listed/listed
look-alike, futures, equity swaps, variance swaps, dividend or sector swaps,

ETF and access products. Numbers in parentheses show number of firms in
2009. Source: 2009 European Equity Derivatives Study.

the increased use of these products by long-only institutions
pushed commissions and overall market activity higher,”
says Greenwich Associates consultant John Colon.

“Competitiveness of options pricing” remains far and
away the most important factor considered by European
institutions when selecting brokers for trades of equity
derivative flow products, followed by the expertise of a sell-
side firm’s flow derivatives sales professionals and the firm’s
understanding of the institutions investing strategies and
hedging needs.

Looking ahead, approximately 70% of European institu-
tions expect to increase their use of flow equity derivatives
products in 2010, including 11% that expect a significant
increase. “These results suggest that the equity derivatives
business in Europe should grow at (at least) a slightly
accelerated pace in the next 12 months,” says Greenwich
Associates consultant Jay Bennett. “The flow equity deriva-
tives business remains highly concentrated: the typical
European account reports trading flow equity derivatives
with only six to seven different brokers, which compares
with about two dozen for their European cash equity
trading activity.”

Likely Change in Usage of Equity Derivatives
in 2010

2%
Flow equity derivatives

Structured/securitized
equity products

0% 25% 50% 75% 100%
I Significantly increase

Il Somewhat increase
[ Unchanged

[] Somewhat decrease
[J Significantly decrease

Note: May not total 100% due to rounding.
Source: 2009 European Equity Derivatives Study.

Structured Products: Cautious Optimism
Greenwich Associates has restructured its interview base
for equity/securitized product trades to focus the study
sample on “buy and hold” investors, as opposed to “on-
sellers.” Within this year’s revised study sample of 113
European institutional investors/banks (down from 150
in last year’s more broadly focused study), the research
results reveal the following patterns in product usage:

* A stable 88% did trades of single-stock/basket-based
products in both 2008 and 2009;

¢ The share of institutions doing trades of index-based
products increased slightly to 82% in 2009;

¢ The share of institutions doing trades of structured
volatility/correlation products trades decreased slightly
to 44%

Note: The Greenwich Associates’ research on structured equity
derivatives products featured in this report focuses on institutions
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categorized as buy-and-hold investors. For more detailed infor-
mation on structured equity dertvatives products purchased by
banks and other institutions to resale to retail customers, please
see Greenwich Associates’ complete report on Retail Structured
Products.

Meanwhile reported notional trading volumes fell by
half. At the same time, the average number of brokers
used by institutions for trades of these products declined
sharply last year. In 2008, institutions used an average

6.3 brokers; in 2009 that average dropped to 4.3. These
declines were consistent across the entire region. In

the United Kingdom, the average number of brokers
used for structured equity/securitized products fell to
3.0 from 5.3 and the average in Continental Europe
dropped to 4.8 from 6.0. These declines were in part
due to sellside consolidation, in particular the demise
of Lehman Brothers. However, the lost relationships
were also due to pull-backs by both the buy side and the
sell side. “Concerns about counterparty risk and credit-
worthiness prompted institutions to reevaluate their
trading relationships, while brokers operating under
their own constraints were rationalizing their resources
and capital among their biggest and most profitable

clients,” says Greenwich Associates consultant Jay Bennett.

Concentration of Equity Derivatives Business

Average Number of Average Number of Firms

Firms Used for Flow Used for Structured/
Derivatives Securitized Products
Total institutions I 64 . 43
e [ 63
Investment managers M .6 M- 2
9 [ 6.0 [ 65
Hedae fund [ WK I 238
edge funds 70 58
Banks . 5.7 I /9
58 [ 64
United Kingdom M .3 M- 3.0
fted Ring 63 53
) 6.1 4.8
Continental Europe @‘ 6.6
W 2009 0 5 10 0 5 10

2008

Note: Based on responses from 176 “flow” and 105 “structured” respondents.
Source: 2009 European Equity Derivatives Study.

Currently, 42% of European institutions cite the credit-
worthiness of potential counterparties as an important

factor considered when selecting a broker for a structured

equity/securitized products trade, up from 39% in 2008.
“Starting last year, creditworthiness became a necessary
condition required by most institutions to even consider
working with an individual broker,” says John Colon. “All
other considerations became secondary.”

Also gaining importance as a selection criterion during
the volatile months from 2008 to 2009 was brokers’ levels
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of understanding of individual institutions’ investing
strategies and hedging needs. “While pricing remains the
most important factor considered by institutions picking
a broker for a trade of structured equity/securitized prod-
ucts, pure pricing lost influence last year to these other
considerations,” says John Colon.

Most Important Selection Criteria for
Structured Equity or Securitized Products

Total Institutions
Competitiveness of pricing for structured I /6%
equity or securitized products | 82%
Understanding investment strategies N 53 %
or hedging needs 1 46%
Expertise of sales professional for I 51 %
structured equity or securitized products 51%
Innovative new product ideas 42%
P [ 37%
) . I 42 %
Creditworthiness of counterparty e 39%
Willingness to provide liquidity for I 20 %
structured equity or securitized products 30%
Quality of post-trade client I 9%
service and operations support na
Quality of legal/documentation I 20%
approval process T 31%
. . , I 15%
Quality of clearing and settlement services e 28%
Quality of equity derivatives research M 5%
on structured products 9%
%
Pre-trade credit approval process n n35 °
. . . 4%
Prime brokerage relationship ﬁ 4%
| |
W 2009 0% 50% 100%

[ 2008

Note: Asked of a random sample. Structured equity products include transactions
in any single-stock, hedge fund-linked, mutual fund-linked, and index based
structured equity products, structured volatility /correlation products.

Source: 2009 European Equity Derivatives Study.

Looking ahead to 2010, 53% of European institutions
expect to increase their use of structured equity/securi-
tized products, and one third expects their use to remain
stable from 2009 levels. “Although counterparty risk and
creditworthiness remain real concerns, European institu-
tions are cautiously optimistic about the prospects of this
business for the coming year,” says Jay Bennett.

Specialists Gain Clout

As hedging takes on added importance for institutions

in Europe and around the world, derivatives specialists
are assuming control of a growing share of the derivatives
trading process. The share of derivatives investment/ trad-
ing decisions controlled exclusively by derivatives execution
specialists increased to 22% in 2009 from 14% in 2008.
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Despite these gains, portfolio managers and equity trad-
ers still have exclusive control over nearly half of invest-
ment and trading decision relating to equity derivatives,
and they jointly control another 25% in conjunction with
derivative specialists. “The fact is that equity derivatives
have become standard tools for gaining exposures and
taking positions in the course of the normal investment
process,” says John Colon. “As such, portfolio managers
and traders will often be the ones employing them, even
as specialists assume a more prominent role through the
hedging process.”

DMA Attracts New Trading Volume

“The research results reveal a significant increase in the
share of futures trading volume executed via direct-market-
access (DMA), which rose to 34% in 2009 from 22% in
2008,” says Jay Bennett. “The large turnover and relatively
thin margins for brokers make futures trades ideal for
DMA execution.” The share of European options trading
volume executed via DMA or smart-order routing elec-
tronic trades also increased, albeit more modestly, to 18%
in 2009 from 11% in 2008. Driven by increases in DMA
use in Germany, Italy and Spain, electronic trading of
options rose to 20% of volume in Continental Europe,
whereas DMA volume in the United Kingdom increased
only to 10% as more options volume requires capital
commitment. Banks, which execute 60% of their futures
volume and a steady 30% of their options trading volume
via DMA platforms, remain Europe’s biggest users of
electronic trading.

Proportion of Options and Futures Trading
Volume Done via DMA Electronic Trades*
Self-Directed DMA/Smart-Order Routing Electronic Trades

Options — Percent Done DMA Futures — Percent Done DMA

2009 (122) 18% 2009 (124) 34%
2008 (120) 1% 2008 (127) 22%
2007 (97) 12% 2007 (150) 21%

0% 26% 40% 0% 20“’/0 46%

Note: Numbers in parentheses represent the number of respondents. Reported
Futures Commissions Spend averages $3 million. *Via order management
systems or email. Source: 2009 European Equity Derivatives Study.

Consultants Jay Bennett and John Colon advise on the European
equity markets, including equity derivatives.

Methodology

Between May and June, 2009, Greenwich Associates conducted
interviews with 190 institutions in Austria, Belgium, Denmark,
France, Germany, Ireland, Italy, Luxembourg, the Netherlands,
Norway, Spain, Sweden, Switzerland, and the United Kingdom
that invest in equity derivatives. Interview topics included
market trends, service provider assessments, and compensation.
Greenwich Associates asked each trader; portfolio manager, or
derivatives specialist at these institutions to name their top five
firms for equity derivatives.

© 2009 Greenwich Associates, LLC. All rights reserved. No portion of
these materials may be copied, reproduced, distributed or transmitted,
electronically or otherwise, to external parties or publicly without the
permission of Greenwich Associates, LLC. Greenwich Associates®,
Competitive Challenges®, Greenwich Quality Index®, and Greenwich
Reports® are registered marks of Greenwich Associates, LLC.
Greenwich Associates may also have rights in certain other marks
used in these materials.
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Importance of Creditworthiness
October 2009

The financial strength of financial service firms and client
perceptions of broker counterparty risk are having a
strong impact on the competition among sell-side firms
for equity derivatives trading business from European
institutions.

More than 90% of European institutions say they are
actively monitoring the creditworthiness of sell-side
firms, and more than one third say the creditworthiness
of potential counterparties is one of the most important
criteria they consider when selecting a broker for a trade
of flow equity derivative products. “Creditworthiness was
not even on the list of most important selection criteria
before the start of the global financial crisis,” says John
Colon.

Fifty-three percent of European institutions use credit
rating agencies to monitor and assess the counterparty

Greenwich Exchange NMembership Benefits

The Greenwich Exchange, an extensive sharing of market trends and
analysis, is available only to individuals and organizations participating
in Greenwich Associates research studies.

e Greenwich Reports — Comprehensive summary of study
results combined with analysis of issues and trends that influ-
ence your business.

e Greenwich Market Pulses — Key insights on emerging and
topical market trends affecting your industry.
e Greenwich Benchmarks and Rankings — “Best of Breed”

evaluations and comparative analysis of industry practices across
the global and regional markets.

¢ Greenwich Custom Analytics — Segmentation of research
for the peer group or market segment most important to you.

e Greenwich Compensation and Staffing — Peer reported
industry compensation data to ensure congruence between
performance and pay at the organizational and individual level.

For more information, please email us at ContactUs@Greenwich.
com or call +1.203.625.5038.
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Mechanisms Used to Measure
Creditworthiness of Counterparties

Total United Continental
Institutions Kingdom Europe
(171) (41) (126)
it defaul
Credit default swaps 5% 1% 23%

(CDS) spreads

Credit ratings from credit

rating agencies (CRA) 83%

54% 53%
Proprietary credit

analysis 47%

56% 43%

Other
Do not measure
creditworthiness

|
0% 75% 0% 75% 0% 75%

Note: Numbers in parentheses represent number of respondents.
Source: 2009 European Equity Derivatives Study.

risk, and 47% do their own proprietary analysis of counter-
party creditworthiness. Hedge funds tend to rely more
on their own internal analysis of counterparties and

less on credit ratings, which are more commonly em-
ployed by insurers. Hedge funds are also more likely
than other types of institutions to use credit default

swap (CDS) spreads to determine counterparty risk.
Across Europe, 35% of institutions use CDS spreads for
this purpose.

Fewer European institutions last year cited brokers’
willingness to commit capital to facilitate large trades as
an important selection criterion. In fact, the share of
institutions overall requiring dealers to commit capital
to facilitate options trade declined from 2008 to 2009.
This reduction originated in the United Kingdom,
where the practice is much more common than it is

on the Continent. Only a stable 27% of institutions in
Continental Europe require capital commitments from
their options brokers; in the United Kingdom, the share
of institutions requiring sell-side capital commitments

dropped to 58% in 2009 from 72% in 2008.

© 2009 GREENWICH ASSOCIATES



Greenwich Associates Leaders: European Equity Derivatives

The following tables list the 2009 Greenwich Leaders in
Equity Derivatives in terms of market penetration and
franchise quality.

Deutsche Bank and J.P. Morgan rank as the leading
dealers of flow equity derivatives in Europe by market
penetration, with 55-60% of institutions citing the firms
as an important trading relationship in these products.
Morgan Stanley ranks third, followed Goldman Sachs and
Bank of America Merrill Lynch and Credit Suisse, the

last two of which tie for fourth place in the rankings. The
2009 Greenwich Quality Leaders in Equity Derivatives are
BNP Paribas, Deutsche Bank, J.P. Morgan, and SG Equity
Derivatives.

Firms cited as Greenwich Quality Leaders have distin-
guished themselves from their competitors through
client quality ratings that exceed those of their com-
petitors by a statistically significant margin.

Greenwich Share and Quality Leaders

E GREENWICH

Greenwich

Share Leader

E GREENWICH

Greenwich

Quality Leader

Flow Equity Derivatives — Europe
Important

Share Leaders Relationships

Flow Equity Derivatives — Europe

Quality Leaders

Deutsche Bank 59%
J.P. Morgan 55%
Morgan Stanley 49%
Goldman Sachs 41%
Bank of America Merrill Lynch 39%
Credit Suisse 39%

Note: Based on 177 institutions.

Consultants Jay Bennett and John Colon advise on the European
equity markets, including equity derivatives.

Methodology

Between May and June, 2009, Greenwich Associates conducted
interviews with 190 institutions in Austria, Belgium, Denmark,
France, Germany, Ireland, Italy, Luxembourg, the Netherlands,
Norway, Spain, Sweden, Switzerland, and the United Kingdom
that invest in equily derivatives. Interview topics included
market trends, service provider assessments, and compensation.
Greenwich Associales asked each trader; portfolio manager, or
derivatives specialist at these institutions to name their top five
firms for equity derivatives.

The Greenwich Share and Quality LeaderSM designations are
determined entirely by the resulls of the interviews described above
and do not represent opinions or endorsements by Greenwich

BNP Paribas
Deutsche Bank

J.P. Morgan

SG Equity Derivatives

Note: In alphabetical order.

Associates or its staff. Such designations are a product of numeri-
cal scores in Greenwich Associates’ proprietary survey studies that
are generated from the interviews and are based on a statistical
significance confidence level of at least 80 %. No advertising, pro-
motional or other commercial use can be made of any name, mark
or logo of Greenwich Associates, including but not limited to,
Greenwich Associates®, Greenwich Share LeaderSM | Greenwich
Quality Leader’™ | and Greenwich Quality Index® without the
express prior written consent of Greenwich Associales.
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permission of Greenwich Associates, LLC. Greenwich Associates®,
Competitive Challenges®, Greenwich Quality Index®, and Greenwich
Reports® are registered marks of Greenwich Associates, LLC.
Greenwich Associates may also have rights in certain other marks used
in these materials.
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