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New demands on State Street's capital cushion 
 

By Kiah Lau Haslett 

State Street Corp.'s pending acquisition of Goldman Sachs Group Inc.'s hedge fund administrator will further cement its role as a dominant player in the 
space, but the purchase impacts capital at a time when Basel III implementation is expected to reduce the company's formerly ample cushion.  

Hedge fund servicing deals make sense for both buyers and sellers, because they allow dominant players like State Street and Bank of New York Mellon 
Corp. to get larger while allowing exits for players without scale or who see the business as non-core. Deals such as State Street's $550 million cash 
acquisition of Goldman Sachs' hedge fund manager are expected to grow in number, industry observers say. 

But after the deal was announced, State Street provided guidance on the capital position during a July 17 second-quarter earnings call that was lower than 
previously anticipated. Analysts in subsequent reports generally applauded the acquisition and largely — but not entirely — brushed off the capital 
disclosure. 

The hedge fund administration space has consolidated and outsourced, showing that there is an appetite for such services, said James Abbott, an attorney 
at Seward & Kissel LLP. Large hedge funds have outsourced servicing activities as investing clients demand greater transparency and access to 
information in the wake of financial scandals and bankruptcies. But greater outsourcing demands require firms to have more technology, systems and 
software. 

There are "a few really big administrators or middle office service providers, and they're getting bigger in part because a lot more business is going to be 
available," he said. "I'm sure they're going to continue to beef up by acquiring smaller ones. For Goldman, this is not a core activity. For State Street, it 
certainly is." 

Goldman's administrative unit created a "one-stop shop" for managers that used the company for prime brokerage, said Ross Ellis, vice president at SEI who 
follows trends in the hedge fund industry. Units such as these are relatively easy to carve out as an ancillary business and are not as integrated into the 
rest of the firm. Additionally, deal volume and valuations present opportunity for sellers. 

This deal follows similar deals such as the March bidding war for GlobeOp Financial Services, a hedge fund specific administrator with about $173 billion 
in assets, between TPG Capital Management LP and eventual buyer SS&C Technologies Holdings Inc., as well as the sale of Citadel LLC's Omnium to 
Northern Trust Corp. announced in May 2011. The deals show a growing trend that custody institutions recognize the convergence between alternative and 
traditional investments and asset managers' needs to service both.  

"It does make a lot of sense for traditional fund administrators: They want to get the alternative book but it'll take too long to grow organically or to build it from 
scratch. [They're thinking] 'We're big banks, we've got a lot capital, it's a drop in the bucket and it gets us in the business right away,'" Ellis said. "But the 
devil's in the details now." 

The deal is estimated to reduce the bank's Tier 1 common ratio between 75 to 80 basis points. That normally would not be a concern for the bank, which has 
said it sees its high capital ratios as a strength. But the purchase could have unfortunate timing based on a management update about Basel III. 

State Street management said as recently as April 17 that the bank had a 17.1% Tier 1 common ratio under Basel I and would have a more-than-sufficient 
Tier 1 common ratio of 13.2% under Basel III. But the bank believes a Federal Reserve proposed rulemaking regarding implementation could have a 
disproportionate impact on the weighting of certain securities and might drop its Tier 1 common ratio to 9.8%. Management said a runoff or reinvestment of 
securities could bring the ratio back up to 12.0% by the end of 2014, above management's goal of 10%. 

Credit Suisse's Howard Chen was "not overly concerned" about the capital guidance, he wrote in a July 17 report. The bank still has high capital ratios 
compared to U.S. peers, and he believes the bank will be able to return a significant amount of capital based on accretion expectations and earnings. The 
Goldman Sachs Administration Services deal "solidifies" the bank's position in alternative investment servicing space but is expected to reduce Tier 1 
common ratio by 75 to 80 basis points, he wrote. 

Guggenheim's Marty Mosby wrote in a July 17 report that the bank's strong capital position allowed it to purchase the hedge-fund administrative business in 
the first place, as well as complete a $480 million share buyback. But Bank of America Merrill Lynch's Cynthia Mayer lowered her estimates on the bank on a 
more conservative revenue outlook. The Basel III capital setback was exacerbated by the purchase, which had "little accretion," she wrote July 17. 
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