Observation Deck
The Importance of Corporate Governance:
The Case of MF Global
Paula Solanes, Portfolio Manager
Once again an event comes to light that shines on the importance
of corporate governance. Recent headlines regarding MF Global
(MFG) are a great illustration of the value of strong corporate
governance and the significance of a firm being run in a prudent
fashion with complete transparency to all stakeholders. There
is a valuable lesson here for investors: relying on regulation
alone to safeguard investor assets may not be sufficient. There
are steps that money managers can take so that appropriate
measures can be in place to protect client accounts. At SVB
Asset Management, we take these issues seriously and have
always ensured proper segregation of client funds. Our control
framework is very transparent in order to mitigate exposure to
risks such as those incurred by MFG.
MF Global’s business came to a crashing halt at the end of
October. The firm made considerable investments in sovereign
debt which turned out to be much riskier than what was
initially anticipated. In addition to the European exposure,
MFG was highly leveraged. This combination of factors led
to the downgrade of MFG and subsequently their bankruptcy.
Once MFG hit junk status, margin calls increased for the
firm and there is speculation that the firm used client funds
to meet its obligations. Meanwhile, the prospective buyer for
MFG, Interactive Brokers, backed out of acquisition talks once
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it learned of the cash deficit leading MFG into bankruptcy.
Regulations made it possible for MFG to commingle funds with
clients; however, just because such behavior is permissible does
not necessarily make it prudent.
Listening to the testimonies and reading news articles one word
comes to mind: obscurity. There are a number of questions
regarding MFG’s processes and procedures, including how the
firm tracked which client accounts were considered off-limits
and which ones the company could access. It may be some time
before the details are all revealed about the question of what
happened to $1.2B. The CFTC, SEC and the Federal Bureau
of Investigation have been investigating MFG’s books in an
attempt to discover where the missing client funds are located.
This brings us back to the issue of corporate governance and the
significance of constructing a scheme that builds accountability
in an investments business. It is important to create a sound
system which provides transparency and accountability and is
easily verifiable on a continuous basis. It is one thing to build
a mechanism to control risk at the time an investment firm is
established; however it is even more important to periodically
test the system and assure that the proper controls are in place.
As time passes, businesses grow, strategies are re-evaluated and
business priorities shift. It becomes critical at these pivotal
points to make sure that processes and controls are in place
to meet the constant changes. Testing current processes is
essential in maintaining a sustainable business. Providing the
additional layer of controls through checks and balances is part
of safekeeping clients’ assets.
Corporate cash management requires a high level of prudence
and a model that segregates the duties of the asset manager and
the custodian while providing independent financial reporting.
For corporate cash it is important to make sure that there is an
agreement in place which prohibits the commingling of assets
as well as the use of client assets by the manager or custodian.
As an industry best practice, asset managers and their partners,
including the custodian and reporting platform, should provide
regular verifications of their controls through SSAE16 reports.
SVB Asset Management has consciously created a framework
that provides these controls.
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Economic Vista
Debi Hanson, Portfolio Manager
There were a few bright spots in the economic data released during
December. Job growth and unemployment claims gave reason to
cheer as job creation was positive (up 120K) and continuing claims
for unemployment benefits stayed under the 4 million mark. The
economy has created a total 1.448 million jobs through November
2011, the most since 2006. The hope is this trend will continue
into 2012.
Consumer confidence also picked up this month. According to
the University of Michigan survey, confidence has risen to a sixmonth high of 69.9 and the Consumer Confidence Board index at
a four-month high of 56.0. Whether this reflects optimism going
through the holidays or a true change of heart is yet to be seen.
The housing numbers picked up this month with existing home
sales rising to a 10-month high, while new home sales rose
modestly. The National Association of Realtors revised downward
the number of homes sold since 2007 by 14 percent. Other
revisions for that same time period included inventory and prices,
although these were little changed. These revisions make the
housing problems look even worse than thought. There have been
pockets of higher sales and prices, but foreclosures are on the rise
again and overall expectations are for the industry to struggle for
another 12 to 18 months.
GDP for the third quarter was revised downward to 1.8 percent
from the previous estimate of 2.0 percent. Personal consumption
boosted growth with a contribution of 1.24 percent versus the
0.49 percent in the second quarter. Other items contributing to
the growth included nonresidential fixed investment, exports and
federal government spending.

Credit Vista
Melina Hadiwono, CFA, Head of Credit Research
Since the implementation of the 2010 amendments to Rule 2a-7,
the SEC has been working with the Financial Stability Oversight
Council to evaluate options to further strengthen money market
funds. The SEC also held a public Roundtable on Money Market
Funds and Systemic Risk with various market participants,
including investors, academics and U.S. and foreign financial
regulators. Numerous comment letters from market participants
have been submitted in response to the President’s Working
Group (PWG) on Money Market Fund reform. Most recently,
during the Securities Industry and Financial Markets Association
Annual meeting, remarks from SEC Chairman Mary Shapiro on
November 2011 indicated that the next wave of money market
fund (MMF) reform proposals will be announced fairly soon. At
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this point, Floating NAV and capital buffers possibly combined
with redemption restrictions seem to be the options with the
greatest viability. For our review of some of these alternatives,
please see attached link to our article Money Market Reforms: The
Next Chapter Unfolds.
Today, we have a high degree of regulatory activity in the money
market fund space with regard to the operation of these funds.
Many of these reforms have been in effect for over a year now and
most MMFs operate with substantially high liquidity positions. In
the past several months, MMFs have demonstrated resiliency in
the face of turbulent market conditions.
Further deliberations and the composition of roundtables are likely
to be held prior to the implementation to the changes to ensure
that stakeholders’ comments are taken into account. Additional
reforms are likely to come into play in 2012, but the devil is in
the details. Careful analysis on impact of last year’s reforms and
any proposed changes is important to ensure that the reforms
will preserve the utility of money funds for investors without
destabilizing financial markets.

Trading Vista
Minh Trang, CFA, Portfolio Manager
Going into the last month of the year, rates stabilized as the flow
of news coming out of Europe slowed and traders focused on
better economic data on the home front. The Eurodollar Synthetic
Forward Rates (EDSF) for one year held just under 70 basis
points throughout the month. Overall trading fell a bit as market
participants lightened up their inventory in anticipation for yearend. One-year industrial corporate names traded about minus 20
to EDSF for a yield of 0.50 percent, while financials were a bit
wider at 0.70 percent. Two-year paper traded at 0.65 percent for
corporate names and 1.10 percent for financials.
In regards to government securities, yields were little changed.
Treasuries with maturities under three months continue to trade
at zero or negative, with one-year at 0.11 percent and two-year at
0.25 percent. For agency debt, one-year traded at 0.20 percent and
two-year at 0.40 percent with callable issues trading at 0.35 percent
and 0.50 percent over the same period.
With the expectation that the Federal Reserve will leave rates
unchanged for 2012, it is very likely that these rates will stay the
course with the new year. The government space has been solidly
anchored. However, more news from Europe and the possibility
of additional rating actions could cause some volatility in the
corporate space. Hopefully, the new year will bring some calm in
light of these events.
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