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Financial services firms serving individuals scramble to get their act together when it
comes to social media. Everyone seems to be rushing headlong with Facebook pages
and Twitter handles. From the surface it appears that capital markets and corporate/
institutional segments focused on banking are not going to feel any impact of this
revolution. But few would have predicted that Yves Saint Laurent would have an online
channel (www.ysl.com). Sheer demographics show that Generation X and Y are coming
of age and wealth; they expect a different client experience. So it would be premature to
conclude that capital markets will not experience any impact.

So we analyzed each aspect of the front, middle and back office to identify the value
social media can deliver. Our conclusion: Social media can change the rules of the game,
but innovators have to overcome a few hairy challenges.

Social Media: An Untapped
Technology in Capital Markets

Capital market participants, like any of us, are
discovering the power of social media in retailing.
They are turning around and wondering if
the concept can be applied to their business/
workplace as well. Sheer demographics show that
Generation X and Y are coming of age and wealth
and they expect a different experience, either as
clients or in their workplace. They are going to be
the drivers of this change.

While the retail segment focused financial services
firms are experimenting with Facebook pages,
tweets, and blogs, capital market banks’ efforts
are not easily visible to the public eye. By the very
nature of the industry, a combination of secrecy
and regulations are going to demand a special
kind of social media.

Apart from a plethora of trader blogs
(see Figure 1), efforts seem to be sporadic
and without a clear-cut strategy. Many clients
that the authors have spoken with are unsure
if there is value behind all the hype. Some are
conducting pilots to test the waters. Is social
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media relevant for capital market banks? We
decided to use the principle of ‘follow the
money’ to ferret out opportunities to use
social media across front and back office. If
there is value, firms will figure out ways to use
social media, or watch innovators take away
market share!

The Value-based Approach

Capital market banks are focused on winning
client confidence and minimizing risk, while
doing it in the most efficient way possible.
Social media offers ways to harness the
power of the community to achieve these
goals. This is already happening in other
industries. We dont go to a restaurant
without looking up reviews of other
customers (Yelp!). We like to see if others
are buying the same product (Amazon).
We are happy to join other strangers to avail
an offer if it reduces the cost for everyone in
the community (Groupon, LivingSocial). Clear
value proposition is the adoption driver in all
these examples.

Nature of Communities in Capital Markets

While public sites such as Facebook and
Twitter are the most commonly known
social media channels for retail segments,
regulations and unique client confidentiality
needs will result in a different nature of
communities in capital markets, especially for
the non-retail segment. We identified three
differences:

« Participants will have to be willing to
forego their anonymity and allow a
bank or a third party moderator to verify
their credentials. For example, confirm
if the person is a ‘qualified investor’ or
eligible to receive proprietary research
feed/ discussion.

»  The size of these communities will be
in the hundreds and not thousands or
millions. They are the equivalent of the
First Class lounge at airports.

* Interactions will have to be
multichannel. At some point, the

interaction between the bank and the
individual investor will have to move
to a secure channel like phone, secure
chat, or in-person meeting. The hedge
fund manager or trustee at some
point will prefer a direct one-on-one
interaction with the banker.

In our analysis, we have not delved into
the type of community for each scenario.
We have focused on identifying the potential
for social media to create value. This should
be independent of the nature of the
community.

We assessed Front-to-Back opportunities
for social media to do one or more of the
following (see Figure 3):

« Increase client con dence: How can
social media make an investor more
comfortable to take partin a transaction
(trade, issuance, M&A , mutual funds,
hedge funds, etc)? How can the middle
and back office teams ensure their
clients feel assured that their trades are
getting closed quickly and accurately?

* Reduce transaction cost: Can social
media reduce the cost of trading/
dealing/ raising funds? Can it reduce
the cost of asset management?

» Reduce non-systemic risk: How can
social media reduce market/ credit/
counterparty/ fraud or any other risk?

Capital markets is a very broad sector. It
includes individual and institutional investors
as well as the buy side and the sell side. We
called out the appropriate segment in our
scenarios while assessing the value of social
media.

Yes, brokers or advisors cannot just tweet
away or post what they are doing like
celebrity updates. But we believe FINRA
(Financial Industry Regulatory Authority)
guidelines on social media are not restrictive
and do not hinder innovation. They bring
clarity and allow use of social media in a
controlled manner. So we haven't dug deep
into regulatory challenges associated with
the various ideas proposed in our analysis.
Innovators will find a way.
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1. Social Media in the Front Office

We conclude that Front Office is fertile for
social media to deliver value in multiple ways.
If existing players do not embrace social media,
this area will experience significant disruption
and disintermediation.

a. Research and Trade: This area is already
experiencing rapid innovation. Investors
are experimenting with concepts like mirror
investing when an investor community
signs up to follow the investing actions of a
star trader. An example of mirror investing
is what is available via Covestor.com. Note
that free flowing information among
investors has to be circulated with caution.
The recent controversy on Expert Network
employees’ facilitation exchange of
confidential information to a select group
of investors highlights the challenges in
this area. The mosaic theory of developing
an investment thesis with publicly available
information should be applied with care.

b. Product Development: When asset
managers devise new models to launch
a fund, they have to rely on third party
consultants or existing client relationships
to assess likely demand for the new fund.
They are often limited to circulating
brochure-wares in meetings. This can
change significantly if they could share
their models and back tests to a community
of investors/ financial advisors to review
and share feedback. This will increase client
confidence, reduce product launch costs,
and more importantly, assure successful
launch of the fund during its development!

c. Client Acquisition — Product and Service
Distribution: Pitching your idea and
convincing investors to invest in your idea
is the very core of capital markets. While we
do not see face-to-face interactions going
away, there is ample room for social media
to facilitate this and reduce the cost for
all parties. Even for road shows and book

targeted audience across geographies and
time zones.

This is especially useful for new or mid-
sized players who do not have pre-existing
database of buyers or access to a large sales
network. This will also expand the market
and make it economical for smaller sized
deals to access the market and potentially
get better valuations.

While this area has a few emerging players
like Hedgefund connection, SecondMarket,
and SharePost, their ability to provide a
liquid market is still to be tested. (How did
Grandma become an “accredited investor”
in her afterlife? By Dennis K. Berman, April
12,2011, Wall Street Journal)

. Performance Measurement and

Reporting: The rating industry’s reputation
has nosedived with the recent crisis. The
Madoff scandal has exposed the need for
greater transparency in the execution of
fiduciary responsibilities. It is not practical
to hold investor calls every week or increase
one-on-one client communication beyond
an economical and pragmatic threshold,
but rating agencies or fund custodians
might be forced to facilitate creation of an
investor or client community of “followers”
and ensure this community has full access
to their fiduciary actions and rating/
investment decisions.

While today’s trustees and some buy side
segments might appear unlikely to join
such communities, it is a matter of time
when they will come under increasing
pressure from their stakeholders to manage
funds more effectively and transparently.
Social media can dramatically bring down
the cost of investor communication. This
will play a key role in bringing transparency
to the oversight such custodians provide
to investors.

2. Social Media in Middle/ Back Office

building activities, the conversations can  Once an order is placed, post the investment
be continued beyond the presentation decision, the key parties related to the
meetings. It can also help broaden the transaction are reduced - the client, banks
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(brokers: primary, executing), market maker,
industry aggregators, and the counter party.
We see social media-like solutions making
an impact through the services provided by
the aggregators. Also, social media concepts
around efficient collaboration within the bank
are more relevant in this space.

a. Portfolio Reconciliation and Margin Call
Dispute Resolution: Prime brokers provide
marginand collateral managementservices
to their clients across asset classes. The
recent credit crisis exposed the complexity
of assuring accuracy and consistency of
portfolio details among all parties of the
trade. If there is a data mismatch, it can
take several weeks for a bank to resolve a
margin call dispute with the counterparty.
Given the volume and complexity of
trades, there are a number of parameters
to compare/ analyze. Keeping track of
counterparties and inter-relationships is
an ongoing challenge. Depositories and
custodians can play a key role to help
resolve such disputes and help the
community identify sources of recurring
errors.They canfacilitatediscussionsamong
community members in combination with
the analytics to identify the sources of the
inconsistency, and bring down the time
to resolve disputes among community
members or improve their ability to assess
counterparty risk. This will reduce the cost
and risk for the entire community.

Trioptima offers a service for banks to
compare their portfolio information with the
counterparty.

“A  web-based community network with
around 160 institutions using the service,
triResolve performs over 8,000 group
reconciliations (or 31,000 legal entity level
reconciliations) per week. Key performance
reports are generated by triResolve users
for their weekly regulatory submissions. And,
most importantly, the work flow process for
break management is transparent and efficient
both internally and with the counterparty.”
(Source: Trioptima company website)

b. Collaboration between Front and Back
O ce: There are several instances when

front office needs to advise back office on
processing of specific trades. Instead of
back and forth over emails, several firms
have found it to be more effective to use
chat channels and message boards. An
internal controlled community is created
and information is shared transparently
to ensure rapid resolution of issues and
minimal confusion over instructions.

c. Client Reporting: Reporting has been
identified as a competitive differentiator
among wealth management firms. It is a
key element of communication between
the bank and the client. It is an area of
great consternation among clients as
they struggle to understand these reports.
A lot of time is spent in figuring out
what seem like errors in their report but
are often discrepancies caused due to
different FX rates, or cut-off times used in
the calculations.

Face-to-face interaction between the client
and advisor/ banker will remain critical, but
social media-based tools can play a role in
minimizing the face time spent on non-value
adding discussions like discrepancy resolution,
and use the face time to understand client
needs or share information on market
developments, etc. Client or Family Office
managers can collaborate with their bankers
to resolve all queries without having to wait
for the next meeting. Common queries can be
used to create FAQs available to all clients.

What Does This Mean for Banks?

There are clearly a number of areas to
apply social media innovatively across the
front and back offices. Front office definitely
offers more opportunities with the potential
to expand client base and deepen existing
relationships. It can drive greater transparency
and accountability. This will accelerate the
market dominance of banks with great service
and quickly penalize banks not addressing
their customer concerns in a timely manner.
While it is challenging to provide a set of
prescriptive actions for an emerging area,
the authors recommend the following actions:
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Strengthen capabilities to manage
information content securely

Social media requires comfort with
growth in the number of employees
who can publish content outside
the secure boundaries of the bank.
This not only requires enhancement
of content publishing tools, but also a
culture of self discipline and education.
Employees need to understand the
regulations and company policies on
acceptable actions using social media.

Start with internal use of social media

While it is the communities involving
clients/ prospects that offer most
value, it will be best to build the
culture around use of social media
by forming communities within the
bank. This could be for a combination
of purely internal processes as well
those impacting clients. For example,
the front and back office could
collaborate to accelerate closure of
client tickets. This means becoming
comfortable with publishing breaks
in the process or specific client
complaints within the community
discussion boards. The information
is accessible and visible to a wider
audience albeit within the bank. It
definitely requires discipline and
objectivity among all participants.

Initiate  participation in  closed

communities

the bank allow

could

Gradually,

participation in select communities
which include clients. For example,
research analysts could write blogs
and facilitate  discussions  with
clients subscribing to their research
reports. Commonly asked clarification
questions could be published and
per community feedback on some
discussions could be made available
to all.

+ Bewilling to experiment and iterate

Social media is undergoing innovation
at a rapid pace. Banks need to
continuously monitor developments
and changes in attitudes towards
them. They need to be willing to
experiment  while ensuring that
reputational and regulatory risks are

kept under control.

Conclusion

Social media-led innovations are
happening all around us. It seems highly
unlikely that they will bypass the capital
markets. This is a capability that cannot
be bought as it requires a fundamental
change in the culture around information
sharing and interaction in the digital
space. Hence, banks have to invest upfront
and be part of the evolution. Else, they could
face extinction.








