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Prime Brokerage

A new dawn for synthetic prime brokerage

Daiwa Securities SMBC has been at the forefront of responding to
changing market conditions when it comes to securities lending. Here,
Charles Day, London-based Head of Global Equity Finance, for the
Japanese investment bank, explains how listening to investor concerns
and requirements is vital for shaping a new landscape.

Q: Almost one year on and financial
market professionals still shudder at
the very mention of Lehman Brothers.
Presumably its impact in the prime
brokerage arena was dramatic?

A: The impact in the way funds
and their investors think about prime
brokerage as a product and the financial
stability of their prime brokerage
providers has been significant.

Naturally, we have seen funds reviewing
their prime brokerage providers for financial
stability, opening additional facilities whether

physical or synthetic and shifting significant
balances from one provider to another.
There has been a strong trend towards
increasing the number and diversifying
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financing provider relationships.

Likewise, hedge funds have been looking
at the structure of their prime brokerage
relationships. Issues they are concerned
with include, simply asking for their
margin to be segregated in third party
client accounts, limiting rehypothecation
or more fundamentally how they use prime
brokerage. As an example, we are aware of
some funds looking at changing their funding
model completely and putting their non
leveraged assets with traditional custody
providers and using swaps or synthetic prime
brokerage for assets they wish to leverage.

This model is also adaptable for
the UCIT investor community.

Q: So how did the traditional
prime brokerage model fare?
Would it be fair to say this model
is now all but dead and buried?

A: Many prime brokers reduced their
reliance on their treasury departments
raising cash against the assets in the repo
and tri-party repo markets. If the prime
broker defaults under the terms of the
repo transactions the entity lending cash
to the prime broker can liquidate the assets
they are financing. The result for prime
brokerage clients is at best uncertain.

It is too early and too sweeping a statement
to claim the traditional prime brokerage
model is dead. Providers with strong credit
ratings have benefited greatly at the expense of
weaker rated providers. We have
certainly seen a significant number of
funds looking at Synthetic Prime Brokerage
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relationships as an alternative.

Q: Talk us through the increasing
dominance of the synthetic model.

A: There are several key credit related
benefits to the Synthetic Prime Brokerage
model. Primarily, the contract between the
fund and the swap provider is a derivative,
hence any assets held by the swap provider
are principal positions as a hedge to the
swap. Therefore if the swap provider repo’s
the assets in order to reduce funding costs
and then defaults, the fund sends in a legal
notice terminating the swaps. The fund can
then re-establish swaps with an alternative
provider. Status of the positions is clearer.

In addition,
initial margin can
be segregated with
a third party. There
are facilities available
that allows funds
to invest this initial
margin in money
market funds as
an alternative to sitting in cash. The
swap provider only has access to these
funds in the event of a fund default.

Q: It sounds quite complicated.
Do investors really understand?

A: Many of the aspects of Synthetic
Prime Brokerage are, in fact, similar if not
identical to a traditional Prime Brokerage
offering (see Figure 1, page 20).

One of the key differences is the ability to
vote a position, synthetic prime brokerage
does not offer voting rights, due to the
fact that any share holding is a proprietary
hedge position of the swap provider, the
fund owns the swap and not the physical
position and therefore has no voting right.

Synthetic Prime Brokerage offers the
economic performance of elective corporate
actions, the exception being in the case of a
tender where the swap provider is restricted,

“There are several key
credit related benefits
to the Synthetic Prime
Brokerage model.”

Prime Brokerage

perhaps because they are advising the
corporate. In these cases, the swap
provider will not be able to tender their
own hedge position until the tender has
gone ‘unconditional as to acceptances), as
the swap provider’s hedge cannot influence
the outcome of the tender in any way.
As I previously mentioned, initial
margin can be segregated with a third
party, the margin tools and methodologies
employed by traditional prime brokers are
available with synthetic prime brokerage.
Reporting functionality is the same,
secure portals, encrypted FTP functionality,
formatted reports or data are all available.
Signed paper confirmations are no longer
required, master
confirmations are
put in place and the
reporting package
confirms all activity,
alternatively automated
electronic confirmation
systems are available.
As the product
has evolved, clients have helped shape the
Synthetic Prime Brokerage product making
it a much more user friendly product.

Q: What are the other benefits?

A: Clients often ask about placing orders,
swap orders can be placed in exactly
the same manner as underlying orders
whether it be voice, DMA, algorithm etc.
The FIX messaging protocol has a flag
that designates a swap order. However,
when placing an order, it is important to
clearly state the order is a swap order.

In a similar vein, clients occasionally believe
that they will be limited to execution with
their swap provider. In the ‘open’ markets
there are clear rules and frameworks for
“give ups’, the efficiency of this process
had been enhanced by electronic mediums.
Hence clients have the ability to source
liquidity and receive research. l
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Q: With clients benefiting, how
are service providers such as Daiwa
Securities SMBC, monitoring their risk?

A: At Daiwa Securities SMBC a number
of senior hires have been made to market
risk, credit risk and collateral management
in line with our product expansion.

Aside from our client due diligence
process, asset liquidity and concentration
are our main focus when reviewing
portfolios. Portfolios are run through our
VaR models daily and the output compared
to margin in hand, regardless of whether
the client is margined using a VaR model.

Q: In addition to an increased need
for risk personnel is your firm adding to
its Global Equity Finance front office?

A: Yes, the market environment has
enabled us to make several key experienced
hires. Steve Morgan joined us from Lehman
Brothers as Chief Operating Officer of
Global Equity Finance and Richard Smither
joined from Citigroup to manage our
front office risk management / structured
portfolio role. Stephen Friend (who
manages our sales & marketing team)
joined from Morgan Stanley and Andrew
Cope, formerly at Barclays Capital, manages
secured financing in Europe. Seamus Slowey,
who was at Citigroup, now manages all
Equity Finance technology development.

We are still expanding and adding key
personnel both in Europe and Tokyo.

Q: It looks like Daiwa Securities SMBC
is preparing for a momentous year
ahead. What else is keeping you busy?

A: The firm as a whole has a busy 12
months ahead. In May we announced that
we are acquiring Close Brothers Corporate
Finance and in mid June our parent company
Daiwa Securities Group acquired the real
estate management unit of KK DaVinci
Holdings. Meanwhile, our colleagues
across the Derivatives division are also
busy at the moment, building platforms
for retail structured products and equity
derivatives. In Global Equity Finance we will
continue to execute our planned strategy of
growth and work with our clients on their
requirements as their needs evolve. l

Charles Day, Head of Global Equity Finance,
has worked in the securities lending business
forthe past fifteen years, holding a number
of senior posts. He has worked as Managing
Director, Head of International Securities
Lending at Merrill Lynch, European Head of
Synthetic Equity at Lehman Brothers and
Asian Regional Head of Securities Lending for
Nomura amongst other high profile roles. Prior
to joining the securities lending industry he
worked as a convertible bond trader.

Figure 1: Total Return Swap - Client Long Swap
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Panel Debate - 2010 Trends

It has been one of the most dramatic years for
securities lending. ISJ picks out defining issues
and asks the views of experts across the industry

Industry experts panel:

Anne-France

Demarolle, Head of 2 010
Liquidity Manage-

ment Services,

Société Générale T d
Securities Services re n s

Mark Faulkner is 1. Managing and investing collateral

managing director is often perceived as a discipline
separate from the central stock lending

of Data Explorers program. Do you think more beneficial

owners — such as pension funds —

will seek to separate these activities

between two service providers?

Jane Milner is DEMAROLLE: As cash reinvestment
market specialistat and securities lending are not necessarily
. part of the same market, with different
SunGard Securities g involved, they could be perceived
Finance as being two different activities which
could lead beneficial owners to choose
different service providers in order to
obtain a top notch service for each activity

Sam Sparhawk while diversifying the risks. However,

.. the recent crisis has proved two things:
runs the securities - one, liquidity is the key. Hence it is
lending business crucial when reinvesting the cash
at PNC Global collateral to have a precise knowledge of

the stability of the balances in order to
Investment Servicing  achieve the relevant liquidity. Therefore,
no one is in a better position than the
. . securities lending provider to match the
Paul Wilson is liquidity needs on both activities.
managi ng director, - two, transparency matters more than
Fi ina & the number of players when consider-
nancing ing risk management. Consequently,
Markets Products, a comprehensive description of the
at JP Morgan services to be provided and an adequate
reporting should achieve more than a
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segregation of duties for beneficial
owners.

FAULKNER: The ability to lend a
portfolio, distribute it and extract the
appropriate value from lending transactions
is a skill. The ability to manage cash is
another skill, and a different skill. The
ability to manage and move non-cash
collateral is a different skill again.

It is entirely possible for one organisation
to have strong capabilities in all three —
but it is also entirely understandable for
specialisms to emerge. There are now choices
for customers to unbundle these services —
or not —and see them as interchangeable,
distinct and complementary services.

So, someone might hire a global
custodian or third party agent as the
lender of assets to extract the intrinsic
lending value; then appoint a third party
cash manager - or maybe do this in-
house - and also to use a tri party provider.
There is no one right way to do this.

It’s healthy we’re having this debate.
Hopefully the people best qualified to
provide the necessary service that the clients
want will win, because to some extent this
is all part of the inevitable ‘unbundling’ of
services which itself is part of the securities
financing markets growing up. Technology,
and the ease with which information can
be exchanged, has opened the way for
these different expertise and services to
be dealt with by different specialists.

SPARHAWK: At PNC we’ve always
believed you should have a subject matter
expert managing the liquidity for the sec
lending activity. So in our programme
we focus on trading and the actual loan
execution. Since the inception of our
programme BlackRock has managed the
short term cash — we feel they are the
subject experts in liquidity management
and have brought that expertise to our
programme and it’s been a good relationship,
particularly over the last two years.

I think arm’s length relationships on
the cash management piece relative to
the trading piece is a trend that may
evolve. Again, that’s been our philosophy

Panel Debate - 2010 Trends

— having the expertise on the liquidity
size. We've always followed a short term,
prudent strategy in the management

of the cash pool — we see the value in
that structure and that relationship

MILNER: This might happen, particularly
where the institution has its own expertise
in cash reinvestment. It would not present
issues from an operations perspective, as
long as there is integration between systems.
When cash (or non-cash) collateral is given
to other experts to manage, the results
(how the cash is invested or the non-cash
collateral given) needs to be uploaded
into the securities finance system in order
to effectively manage exposure. Having
one side of information - the trade side,
but not the collateral side - means you
cannot fully undertake your exposure
management. Securities finance systems
can generally deal with either direct
or indirect collateral management.

WILSON: There’s been some discussion
around this and there does seem some
positives and negatives. I think what will
occur is that the due diligence beneficial
owners will undertake will focus on two
aspects, the strengths of the Agent as a
distributor of securities and how competent
are they as a manager of cash collateral
— rather than simply, how good are they
at securities lending? There are a number
of providers, including JPMorgan, who
will get a tick in both boxes, but there
may be some providers that are good at
distribution but not at cash re-investment
and visa versa. In those instances I can see
the potential for unbundling. If a beneficial
owners decides on the unbundling route
there needs to be a clear demarcation of
responsibility. For example, in the current
market environment, it’s possible that the
cash manager may not be able to generate
any significant or positive return. If that were
the case the beneficial owner will still be
paying fees to the Agent for the distribution
and they will still have to pay fees to the
cash manager who’s generated a zero or
negative return. I still think if someone
is a good distributor of securities and an
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excellent cash manager with segregated
accounts tailored to clients specific needs,
there will not be a reason to unbundle.

2. With steadier markets since
March and a continuing drive for
liquidity, do you perceive more lenders
receiving equities as collateral?

DEMAROLLE: Even though we have
seen high volatility over the past year on the
equity market, there has been no disruption
to the pricing and liquidity process; this is
why risk departments on the lender side
are keen to accept equities from the main
indexes as collateral. The advantages of this
collateral are a good correlation when the
securities lent are equities and a potential
diversification of risks.

FAULKNER some With equity collateral
institutions don’t have you get a more
correlated mark-to-
market structure in the
event of broker default”

Sam Sparhawk, PNC

the option for this
kind of transaction,
due to regulation.
There is a popular
groundswell in
America to help the
regulators better
understand that
allowing collateral in
the form of equities
may be a good idea. It is often said how
well things went at the time of the Lehman
Brothers default from a securities lending
perspective. That was partly to do with
Lehman Brothers’ success with placing
securities as collateral — equities and bonds.
The broker dealer, as a large borrower, had
perhaps historically the highest non-cash
to cash collateral ratio. So some lenders
retrospectively thought: “thank God we
had tradeable, liquid securities assets as
collateral rather than having had large pools
of illiquid, discounted cash re-investment
assets”. So although Lehman Brothers did
provide cash collateral too, this default

has ironically helped some in articulating
the argument for non-cash collateral.

SPARHAWTK: It’s an interesting topic.
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We’ve had conversations with the borrower
side of the transaction, they have brought this
up as an alternative to cash collateral. The
conversation is definitely out there, especially
with regards equity repo. However, at this
point, our client base has continued to follow
a cash-collateral mandate. That might be due
to regulation, or equity market volatility.

In saying that, our programme
for cash collateral has been safe and
effective. So clients see the value of that
across our programme and haven’t
had a reason to move out of this

MILNER: In Europe bonds, and
particularly government bonds, have been
the preferred form of non-cash collateral.
But there is definitely an argument for
better correlation between what’s lent and
the collateral itself,
which would therefore
require equities
collateral. From a
system perspective
taking equities as
collateral is perfectly
acceptable. The real
driver is the risk
perceptions of the
underlying asset
owner. There is greater
volatility in equities
but greater transparency; like so many
decisions there are different facets to consider.

WILSON: There is an increasing demand
for more equity collateral. There can be a
much higher correlation between equities
as loans versus equities as collateral as
broadly they will move in the same direction.
Equities from the top indices — such as S&P
500 — are going to be highly liquid securities
with a high amount of transparency around
pricing. I think there is a good argument that
there maybe lower risk in taking equities in
these instances compared to certain fixed
income securities. We do accept equities
as collateral, though I think there is a lot
of work to be done with many beneficial
owners to get them comfortable with this.
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3. What other investment factors
might influence the proportion of stock
loans receiving shares collateral?

DEMAROLLE: Invariably, the collateral
depends not only on the eligibility decided
by the lender and their appetite to take risks
but also on the market availability and the
related cost. Without a doubt, the abundance
of cash available on the borrower’s side
makes the GC equities look expensive.

FAULKNER: People are embracing the
ability to take non-cash, certainly at the
vendor level. Whether the regulators will
relax at this time is debatable. Some argue
that, intellectually and empirically, non-cash
collateral makes good sense. But trying to
get some boards of organisations that are
risk averse to sign
up to new collateral
guidelines that
includes equities at
the moment — even

“Having one side of
information means you

Panel Debate - 2010 Trends

the importance of collateral liquidity is better
understood. Taking equities may now become
be a more favoured, but in the US many types
of beneficial owners would be unable to take
equity collateral without regulatory change.
The other advantage is price transparency of
exchange-traded instruments such as equities.

WILSON: The first factor is regulation — is
it allowed under the regulations that various
beneficial owners operate (i.e. UCITs, ERISA,
40’s Act). The second issue is determining the
appropriate haircut — is it going to be 110%,
or more? Thirdly, if the borrower defaults,
the beneficial owner now owns those equities.
The question is: does the ownership of the
collateral take the beneficial owner over a
reportable ownership level when combined
with the stake they might already hold?

But overall going
forward I do think
there will be an
increase in the amount
of equity collateral.

if the regulators do cannot fu lly

embrace it — may be 4. A close

a struggle. Eurogeans un d erta ke yo ur relationship with
b i) exposure management” TRl b
about the collateral . for the discussion
Fhey’re taking. Cash J ane M1 ln er, S un G a rd of legislation in

is a safe form of the market, as well
collateral in of itself, as the growing

but when you turn it into something

else it can be a different story, it becomes

a reinvestment asset. The appropriate
balancing of that reinvestment asset with
the liability to return the cash back to the
broker is the key risk here - and that’s where
some people have been found failing.

SPARHAWK: I think over time people
may look at alternatives. With equity
collateral you do get a more correlated
mark-to-market structure in the event of
broker default. However, nothing in our
programme at this point has prompted a
more direct discussion of equity repo.

MILNER: Liquidity is a key benefit of
equities - and clearly following recent event

understanding of the industry for the
wider world. How do you assess the
relationship up to now —is it close enough?

DEMAROLLE: Securities lending, while
playing an important role in the financial
world by ensuring liquidity and hedging
opportunities to investors, has recently
suffered from the flow of criticism over short
selling with some lenders accusing borrowers
of facilitating the fall in prices of lent stocks.
As a matter of fact, securities lending,
as an OTC market, was one of the least
transparent sectors in the financial markets.

Consequently, it is of paramount impor-
tance for the industry to make regulators
aware of the specificities of securities lending
activities. In recent months, the industry,
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through associations and committees, has
worked significantly with regulators in this
direction with a view to providing greater
transparency on transactions and help-
ing distinguish short selling positions from
securities lending positions. However, the
cooperation between securities lending
and regulators should not overshadow the
initiatives taken by the industry to provide
detailed information to beneficial owners on
transactions carried out on their portfolio.

FAULKNER: I think if you were at a
regulator you might feel somewhat sceptical
of certain parts the industry’s reputation
for being adept at managing risk, due to
recent history. It’s not just an issue of there
being a lacking of
confidence between
customers and
providers; there has
also been a breakdown
between providers
and regulators. What’s
good to see is that

“One of the things the
securities lending
industry can improve is
interaction and

and helps a more efficient market in
the terms of securities availability.

With regards regulation, I think lenders
should continue to tell their stories as a
product that can add alpha to portfolios,
managed with the appropriate risk
mitigation. The majority of securities lending
is actually in the bond market, particularly
the government bond market. Equity
lending is in the minority in terms of overall
percentage. Then within this, short selling is
only one activity; there are other arbitrage
strategies that present the need for securities
lending. I think it’s important to pursue
product development for securities lending
and work with the regulatory bodies around
the continued evolution of the products
and efficiency — all
within the context of
appropriate risk
management. A strong
communication is
important in terms
of the message to
the market place.

they’re all prepared 3

to put the work in engagement W.Ith MILNER: The

to understand one reg u lato rs and Other answer to this question
another and achieve o o may be different

a regulatory regime 1 nd ustry bOd] es depending which side
that everyone wants, of the Atlantic you

namely producing
a balanced, sensibly
constructed

and regulated businesses that doesn’t

put anyone at unnecessary risk.

It’s a complex business with many conduit
relationships. Regulators have to go out of
their way to meet people who they don’t
necessarily regulate but who they know are
the customers and counterparts of those they
regulate to get a ‘360 degree’ understanding
of what’s really going on. That’s very
welcome. It will help in the long run.

SPARHAWK: We experience a very
strong relationship with our regulators. We
have an open dialogue with them about
our processes and products. When we
look at securities lending it’s an important
provider of liquidity to the market place
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Paul Wilson, JP Morgan

are from. When there
are changes in the
US regulation, since
it is a more homogenous market, there is

a considerable amount of collaboration
between regulators, market participants
and service providers (including technology
suppliers). SIFMA is active in orchestrating
and managing these types of forums.

It would be great for the same thing to
happen in Europe - there are, however,
further complications, not least of which
being that there are multiple regulators
with potentially different viewpoints

and operating under different national

and transnational jurisdictions.

WILSON: I think the relationship has
been very positive. JP Morgan continues to
have dialogue with a number of regulators
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to help them understand the industry

and help them in their deliberations on
appropriate regulation. Those discussions
are healthy and beneficial to everybody. I
think one of the things that the securities
lending industry can continue to work on
is improving interaction and engagement
with not just the regulators but with other
industry bodies, such as the Investment
Management Association and the NAPE In
that regard there is still work to be done.

5. Operational risk has emerged as a key
area of concern. How do you anticipate
operational risk will be further reduced,
if at all — further regulatory scrutiny
or enhancements to technology?

DEMAROLLE:
Financial institutions
have taken steps to
further monitor and
reduce their operational
risks which are
increasingly perceived
as being a major threat
to banks. Significant
budgets have been
allocated to improve
the operational
process though
additional scrutiny
and controls. IT
improvement is obviously part of the
program. However, further regulation or
spearheading Information Systems cannot
ensure per se the reduction in operational
risks. This is more a question of culture:
make sure each collaborator throughout
the process puts the client first and takes
the necessary steps to master operational
risks. Beneficial owners will put more
value on the providers that are able to
demonstrate their expertise in this field.

FAULKNER: It is both, but I think the
key question that people can now ask is not
simply for the firm’s manual on operational
risk management. They can instead look an
organisation that’s been active in securities
lending for years in the eyes and say: ‘tell me

“The Lehman default
has ironically helped
the argument for

non-cash collateral”

Mark Faulkner,
Data Explorers
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what you did through the Lehman Brothers,
talk me through your execution capabilities
- when you had to call a default with one

of the biggest borrowers in the world, how
did you actually do it?’ I think that practical
way of thinking should be at the centre of
all future decision-making processes. So
much for the theory — what really goes on?

SPARHAWK: It’s a combination of
technology and business process. I come
from the perspective of a custodial agent
bank lender, so the concept of STP has long
been a practice of ours as a custodian and
securities processor, and our commitment
to technology is aimed at processing a
transaction as automated as possible and
quickly as possible. For securities lending this
means things such as the
trade date notification
of sales - making sure
that sale instructions
are communicated
electronically and
on trade date so a
reallocation or a recall
can be handled as
soon as possible.

Having as much
automation and
technology in place
in terms of what’s out
on loan, the need to
recall for corporate actions, needing to
process volumes for corporate actions — all
the culture around STP and handling the
core day to day processing as efficiently as
possible is at the core of the strategy. That’s
an area that continues to be pursued by
agent bank lenders. I know the buy side
is working on enhanced technology for
enhance trade communication and it’s an
area that does get attention. PNC continues
to invest in our technology platforms to
make sure we’re managing operational risk,
both technology and business process.

MILNER: I feel there can still be a
fair amount of operational risk within a
securities finance environment. The reason
for this is because there are a lot of activities
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that take place during a trade lifecycle. It’s
not like a buy-sell transaction where stock
and cash move in opposite directions and
that’s the end of it. In addition to settlement
risk there is a long lifecycle with may
activities that need to take place: settlement
management, exposure management, fee
management, corporate actions entitlements,
returns, collateral substitutions and so on.
As a result there are windows of potential
operational risk along the line. Much of
this risk involves activities between market-
participants. Although there are automation
services in this space, the active usage of
these services is much more advanced in
the US. In Europe, there can be so many
exceptions highlighted by the automation
that sorting them out in the time available
is a difficult task.

So, my view is that
there is a long way
to go to actually get
the benefit from IT
automation for a
lot of the lifecycle
operational activities.
The number of
variables in securities
finance is one of the
system challenges.

WILSON: There
is already a great
deal of oversight of the securities services
industry by regulators. Operational risk is a
critical risk that we spend an extraordinary
amount of time focused on controlling and
mitigating which our technology helps us do.
We understand operational risk well and we
have the appropriate structure in which we
continue to invest to make it more flexible
achieve higher STP and reduce risk further.

6. Did the tri-party model for lending
securities achieve the kind of success that
can be expected — or did the initiative for
an intermediary model further drive the
discussion for a central counterparty?

DEMAROLLE: The recent turmoil in
financial markets has obviously led to
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“The growth of the
tri-party model and the
use of a collateral agent
is driven by more partic-
ipants looking at their
counterparty exposure ”

Paul Wilson, JP Morgan

previous practices being put in question.
There is no single way for lending securities.
The industry goes through an assessment of
the different options and the triparty model
may be appropriate to certain players or in
particular circumstances. In the array of
transaction possibilities, the use of central
counterparties is an interesting initiative.

FAULKNER: Tri-party agents like JP
Morgan and BNY Mellon help provide
what could be called rather unglamourously
“the operational glue”. They are showing
their tremendous capability for operation
robustness, straight through processing
and the ability to operate across the globe,
though they may have some competition in
Europe from Euroclear and Clearstream.

It’s a great business
opportunity for them
and a wonderful
launch pad into the
core of the prime
brokerage business,
particularly given
the legal uncertainty
concerning the
segregation of assets.
The Bear Stearns’
prime broker model
was very US-centric
and had some
collateral management
issues, though I'm sure JP Morgan will
have addressed these issues head on.

A central counterpart is one possible
next step for the securities lending market
and essentially involves transacting with a
single counterpart. I would think that BNY
Mellon and JP Morgan and their peers will
be seeking the contract to be inside the
processing of a CCP doing all the things
required of collateral managers, such as
settlement, processing, marking accounting
and netting. It’s not a question of ‘either/
or’ between the tri-party model and a CCP,
it’s just part of making the next step.

SPARHAWK: I'm a proponent of agent
bank lending which custody and securities
lending under one roof. That being said,
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there are examples of tri party lending
models that work, and we are a tri party
agent for several mandates. You've got to be
committed to technology and the operational
platform to provide that type of lending.
You can have the model where you have
the tri party bank that is either holding
the collateral or moving the security.
In our third-party lending model we’re
executing the loans with the street and
asking the custodian to deliver securities
to us so we can deliver them to the
borrower. So through effective messaging
you want to be able to move securities as
seamlessly as possible and ensure your
back office model is up for the task in
terms of staff and technology platform.
It’s hard to
say how big the
tri-party model
is. I think most of
the lending I see
is still custodial
agent lending.
The importance
is offering a
competitive and
strong program,
whether an agent
bank or third
party lender.
You must have
the right trading
philosophy,
and if you're
bringing cash
management into
the mix you want to make sure you have
a strong cash management offering with
the appropriate risk mitigation in place.
We’re having some dialogue concerning
a central counterparty and I think it
will take some time to fully develop
those models. We will participate in the
industry dialogue concerning a CCP.

securities ”

SGSS

MILNER: Although use of a tri-party
agent can improve efficiency, as previously
mentioned the need to integrate the
underlying details is necessary to get
the maximum benefit. This is necessary

“The recent turmoilin
financial markets has
obviously led to previ-
ous practices being put
in question. There is no
single way for lending

Anne-France Demarolle,

Panel Debate - 2010 Trends

because securities finance commonly feeds
enterprise-wide risk solutions. With the
recent Lehman default, although users

of tri-party services might have known
that they held Lehman collateral to

cover their exposure, they may not have
been aware of the underlying details.

A CCP faces the same intermediation
questions. A CCP brings risk mitigation
benefits, but they could also bring
complications from an operational
perspective. Where central counterparties
have been successful in other markets,
those markets have not had the lifecycle
complications of securities finance. SunGard
is working closely with Quadriserv to solve
some of the operational issues to maximise
the benefits and make
trading and post-trade
management of positions
as seamless as possible.
A CCP is a new concept
and a choice, so we want
to ensure our clients
have that choice.

WILSON: I think
the growth of the
tri-party model and
the use of a collateral
agent is driven by more
participants looking
at their counterparty
exposure, not just in
securities lending but
in other aspects too,
and looking to mitigate
that. We have seen a significant increase
in that business, and expect to get an
increasing share of the market.

The question around CCP still
needs to be worked through and we
are open to being convinced a CCP has
benefits to the securities lending markets.
I don’t see a lot of correlation in the

growth in the use of a collateral agent
and a CCP. The CCP debate is a good one
but there is still a long way to go to get
everybody in the industry convinced

that a central counterparty

would add true value. l
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Our Securities Lending guide
for Beneficial Owners and their
Asset Managers...

The following section is an edited
extract from ‘An Introduction to
Securities Lending’ and ‘Securities
Lending & Corporate Governance’ by
Mark C Faulkner, Spitalfields Advi-
sors. Ithas been prepared with Mr
Faulkner's permission. The original
publication of ‘An Introduction to
Securities Lending’ was commis-
sioned by the International Securities
Lending Association, the Association
of Corporate Treasurers, the British
Bankers Association, the London
Investment Banking Association,

the London Stock Exchange and

the Securities Lending and Repo
Committeee. It was welcomed by
the National Association of Pension
Funds and the Association of British
Insurers. The original publication

of ‘Securities Lending & Corporate
Governance’ was commissioned by
the International Securities Lending
Association and endorsed by the
Association of Corporate Treasurers,
the British Bankers Association, the
London Stock Exchange, the National
Assaciation of Pension Funds and
the Securities Lending and Repo
Committeee.

Part One

What is securities lending?
Securities lending began as an
informal practice among brokers who
had insufficient share certificates to
settle their sold bargains, commonly
because their selling clients had
mislaid their certificates or just not
provided them to the broker by the
seftlement date of the transaction.
Once the broker had received the
certificates, they would be passed on
to the lending broker. This business
arrangement was subject to no formal
agreement and there was no exchange
of collateral.

Securities lending is now an im-
portant and significant business that
describes the market practice whereby
securities are temporarily trans-
ferred by one party (the lender) to
another (the borrower). The borrower
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is obliged to return the securities to
the lender, either on demand, or at the
end of any agreed term. For the period
of the loan the lender is secured by
acceptable assets delivered by the
borrower to the lender as collateral.

Under English law, absolute title
to the securities “lent” passes to the
“borrower”, who is obliged to return
“equivalent securities.” Similarly the
lender receives absolute title to the
assets received as collateral from the
borrower, and is obliged to return
“equivalent collateral.”

Securities lending today plays a
major part in the efficient functioning
of the securities markets worldwide.
Yet it remains poorly understood by
many of those outside the market.

Definitions

In some ways, the term “securities
lending” is misleading and factually
incorrect. Under English law and
in many other jurisdictions, the
transaction commonly referred to as
“securities lending” is, in fact...
“a disposal (or sale) of securities
linked to the subsequent reacquisition
of equivalent securities by means of
an agreement.”

Such transactions are collater-
alised and the “rental fee” charged,

along with all other aspects of the
transaction, are dealt with under the
terms agreed between the parties. It is
entirely possible and very common-
place that securities are borrowed and
then sold or on-lent.

There are Some CONSequences aris-
ing from this clarification:
- Absolute title over both the
securities on loan and the collateral
received passes between the parties.
- The economic benefits associated
with
ownership — e.g. dividends, coupons
etc. —are “manufactured” back to the
lender, meaning that the borrower is
entitled to these benefits as owner of
the securities but is under a
contractual obligation to make
equivalent
payments to the lender.
- Alender of equities surrenders
its rights of ownership, e.g. voting.
Should the lender wish to vote on
securities on loan, it has the
contractual right to recall equivalent
securities from the borrower.
- Inthe United Kingdom appropriately
documented securities lending trans-
actions avoid two taxes: Stamp Duty
Reserve Tax and Capital Gains Tax.

Different types of securities loan

TRANSACTIONS COLLATERALISED WITH
UTHER SECUSRITIES OH RS5ETS

Reporting

Loan Commentes

Callatera

Loan Terminates

Collateral
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transaction:

Most securities loans in today's
markets are made against collateral
in order to protect the lender against
the possible default of the borrower.
This collateral can be cash, or other
securities or other assets.

(a) Transactions collateralised with
other securities or assets
Non-cash collateral would typically
be drawn from the following collateral
types:
* Government Bonds - Issued by
G7, G10 or Non-G7 governments
* Corporate Bonds - Various credit
ratings
* Convertible Bonds - Matched
or unmatched to the securities
being lent
* Equities - Of specified Indices
* Letters of Credit - From banks of
a specified credit quality
* Certificates of Deposit - Drawn
on institutions of a specified credit
quality
* Delivery By Value (“DBVs")1 -
Concentrated or * Unconcentrated
- Of a certain asset class
* Warrants - Matched or un-
matched to the securities being lent
*Other money market instruments
The eligible collateral will be agreed

TEARSACTIONS COL

LATERAL
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between the parties, as will other key
factors including:
* Notional Limits - The absolute
value of any asset to be accepted
as collateral
* Initial margin - The margin re-
quired at the outset of a transaction
* Maintenance margin - The mini-
mum margin level to be maintained
throughout the transaction
* Concentration limits - The
maximum
percentage of any issue to be ac-
ceptable, e.g. less than 5% of daily
traded volume - The maximum
percentage of collateral pool that
can be taken against the same
issuer, i.e. the cumulative effect
where collateral in the form of
letters of credit, CD, equity, bond
and convertible may be issued by
the same firm
The example in the above diagram
shows collateral being held by a Tri
Party Agent. This specialist agent
(typically a large custodian bank
or International Central Securities
Depository) will receive only eligible
collateral from the borrower and hold
it in a segregated account to the order
of the lender.
The Tri Party Agent will mark this col-
lateral to market, with information dis-

LED WITH CASH

E-mlm-:eal
Cash
Lopn Commaenges
Loan
—-.-
Carsh

Cash

Loan Terminates

Collateral

tributed to both lender and borrower
(in the diagram, dotted “Reporting”
lines). Typically the borrower pays a
fee to the Tri Party agent.

There is debate within the industry
as to whether lenders that are flexible
in the range of non-cash collat-
eral they are willing to receive are
rewarded with correspondingly higher
fees. Some argue that they are, others
claim that the fees remain largely
static but that borrowers are more
prepared to deal with a flexible lender
and therefore balances and overall
Tevenue rise.

(b) Transactions collateralised with
cash
Cash collateral is, and has been for
many years, an integral part of the
securities lending business, particu-
larly in the United States. The lines
between two distinct activities:
Securities lending and Cash
reinvestment have become blurred
and to many US investment institu-
tions securities lending is virtually
synonymous with cash reinvestment.
This is much less the case outside
the United States but consolidation
of the custody business and the
important role of US custodian banks
in the market means that this practice
is becoming more prevalent. The
importance of this point lies in the
very different risk profiles of these
increasingly intertwined activities.
The revenue generated from
cash-collateralised securities lending
transactions is derived in a different
manner from that in a non-cash trans-
action. It is made from the difference
or “spread” between interest rates that
are paid and received by the lender

Other transaction types

Securities lending is part of a larger
set of interlinked securities financing
markets. These transactions are often
used as alternative ways of achieving
similar economic outcomes, although
the legal form and accounting and
tax treatments can differ. The other
transactions include:

(a) Sale and repurchase agreements
Sale and repurchase agreements
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or repos involve one party agreeing
to sell securities to another against a
transfer of cash, with a simultaneous
agreement to repurchase the same
securities (or equivalent securities) at
a specific price on an agreed date in
the future. It is common for the terms
"seller” and “buyer” to replace the
securities lending terms “lender” and
"borrower”. Most repos are governed
by a master agreement called the
TBMA/ISMA Global Master Repur-
chase Agreement (GMRA)2.

Repos occur for two principal
reasons — either to transfer ownership
of a particular security between the
parties or to facilitate collateralised
cash loans or funding transactions.

The bulk of bond lending and bond
financing is conducted by repo and
there is a growing equity repo market.
An annex can be added to the GMRA
to facilitate the conduct of equity repo
transactions.

Repos are much like securities
loans collateralised against cash, in
that income is factored into an interest
rate that is implicit in the pricing of
the two legs of the transaction.

At the beginning of a transaction,
securities are valued and sold at the
prevailing “dirty” market price (i.e. in-
cluding any coupon that has accrued).
At termination, the securities are
resold at a predetermined price equal
to the original sale price together with
interest at a previously agreed rate
known as the repo rate.

In securities-driven transactions (i.e.
where the motivation is not simply
financing) the repo rate is typically
set at a lower rate than prevailing
money market rates to reward the
“lender” who will invest the funds in
the money markets and thereby seek
areturn. The “lender” often receives a
margin by pricing the securities above
their market level.

In cash-driven transactions, the re-
purchase price will typically be agreed
at a level close to current money
market yields, as this is a financing
rather than a security-specific trans-
action. The right to substitute repoed
securities as collateral is agreed by
the parties at the outset. A margin is
often provided to the cash “lender” by
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reducing the value of the transferred
securities by an agreed “haircut” or
discount.

(b) Buy/sell backs

Buy/sell backs are similar in
economic terms to repos but are
structured as a sale and simultane-
ous purchase of securities, with the
purchase agreed for a future settle-
ment date. The price of the forward
purchase is typically calculated and
agreed by reference to market repo
rates.

The purchaser of the securities
receives absolute title to them and
retains any accrued interest and cou-
pon payments during the life of the
transaction. However, the price of the
forward contract takes account of any
coupons received by the purchaser.

Buy/sell back transactions are
normally conducted for financing
purposes and involve fixed income
securities. In general a cash borrower
does not have the right to substitute
collateral. Until 1996, the bulk of
buy/sell back transactions took place
outside of a formal legal framework
with contract notes being the only
form of record. In 1995, the GMRA
was amended to incorporate an annex
that dealt explicitly with buy/sell
backs. Most buy/sell backs are now
governed by this agreement.

Part Two
Lenders and intermediaries

The securities lending market
involves various types of specialist
intermediary which take principal and/
or agency roles. These intermediaries
separate the underlying owners of
securities — typically large pension or
other funds, and insurance companies
— from the eventual borrowers of
securities

A Intermediaries
1. Agent intermediaries

Securities lending is increasingly
becoming a volume business and the
economies of scale offered by agents
that pool together the
securities of different clients enable
smaller owners of assets to participate

in the market. The costs associated
with running an efficient securities
lending operation are beyond many
smaller funds for which this is a
peripheral activity. Asset managers
and custodian banks have added
securities lending to the other
services they offer to owners of
securities portfolios, while third
party lenders specialise in providing
securities lending services.

Owners and agents “split” revenues
from securities lending at commercial
rates. The split will be determined by
many factors including the service
level and provision by the agent
of any risk mitigation, such as an
indemnity. Securities lending is often
part of a much bigger relationship
and therefore the split negotiation can
become part of a bundled approach
to the pricing of a wide range of
Services.

(a) Asset managers

It can be argued that securities
lending is an asset management
activity —a point that is
easily understood in considering the
reinvestment of cash collateral. Par-
ticularly in Europe, where custodian
banks were perhaps slower to take
up the opportunity to lend than in the
United States, many asset managers
run significant securities lending
operations.

What was once a back office low
profile activity is now a front office
growth area for many asset managers.
The relationship that the asset manag-
ers have with their underlying clients
puts them in a strong position to
participate.

(b) Custodian banks

The history of securities lending is
inextricably linked with the custodian
banks. Once they recognised the
potential to act as agent
intermediaries and began marketing
the service to their customers, they
were able to mobilise large pools of
securities that were available for lend-
ing. This in turn spurred the growth of
the market.

Most large custodians have
added securities lending to their core
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custody businesses. Their advantages
include: the existing banking
relationship with their customers;
their

investment in technology and global
coverage of markets, arising from
their custody businesses; the ability
to pool assets from many smaller
underlying funds, insulating borrow-
ers from the

administrative inconvenience of
dealing with many small funds and
providing borrowers with protection
from recalls; and experience in
developing as well as developed
markets.

Being banks, they also have the
capability to provide indemnities and
manage cash collateral efficiently —
two critical factors for many
underlying clients.

Custody is so competitive a busi-
ness that for many providers it is
a loss making activity. However, it
enables the custodians to provide a
range of additional services to their
client base. These may include:

Foreign exchange, trade execution,
securities lending and fund
accounting.

(c) Third-party agents

Advances in technology and
operational
efficiency have made it possible to
separate the administration of securi-
ties lending from the provision of
basic custody services, and a
number of specialist third-party
agency lenders have established
themselves as an alternative to the
custodian banks.

Their market share is currently
growing from a relatively small base.
Their focus on securities lending
and their ability to deploy new tech-
nology without reference to legacy
systems can give them flexibility.

2. Principal intermediaries

There are three broad categories of

principal intermediary:
Broker dealers
Specialist intermediaries
Prime brokers

In contrast to the agent intermediar-

Beneficial Owner’s Guide to Securities Lending

ies, they can assume principal risk,
offer credit intermediation and take
positions in the securities that they
borrow. Distinctions between the
three categories are blurred. Many
firms would be in all three.

In recent years securities lending
markets have been liberalised to a
significant extent so that there is little
general restriction on who can borrow
and who can lend securities.

Lending can, in principle, take place
directly between beneficial owners
and the eventual
borrowers. But typically a number of
layers of intermediary are involved.
What value do the intermediaries add?

A beneficial owner may well be
an insurance company or a pension
scheme while the
ultimate borrower could be a hedge
fund. Institutions will often be
reluctant to take on credit exposures
to borrowers that are not well recog-
nised, regulated, or who do not have
a good credit rating, which would
exclude most hedge funds.

In these circumstances, the
principal intermediary (often acting
as prime broker) performs a credit
intermediation service in taking a
principal position between the lending
institution and the hedge fund.

Afurther role of the intermediaries
is to take on liquidity risk. Typically
they will borrow from institutions on
an open basis — giving them the op-
tion to recall the underlying securities
if they want to sell them or for other
reasons — whilst lending to clients on
a term basis, giving them certainty
that they will be able to cover their
short positions.

In many cases, as well as serving
the needs of their own propriety trad-
ers, principal intermediaries provide a
service to the market in matching the
supply of beneficial owners that have
large stable portfolios with those that
have a high borrowing requirement.
They also distribute securities to a
wider range of borrowers than under-
lying lenders, which may not have the
resources to deal with a large number
of counterparts.

These activities leave principal
intermediaries exposed to liquidity

risk if lenders recall securities that
have been on lent to borrowers on
a term basis. One way to mitigate
this risk is to use in-house inven-
tory where available. For example,
proprietary trading positions can be
a stable source of lending supply if
the long position is associated with a
long-term derivatives transaction.
Efficient inventory management is
seen as critical and many securities
lending desks act as central clearers
of inventory within their organisa-
tions, only borrowing externally
when netting of in-house positions is
complete.
This can require a significant
technological investment. Other ways
of mitigating ‘recall risk” include ar-
rangements to borrow securities from
affiliated investment management
firms, where regulations permit, and
bidding for exclusive (and certain) ac-
cess to securities from other lenders.
On the demand side, intermediar-
ies have historically been dependent
upon hedge funds or proprietary
traders that make trading decisions.
But a growing number of securities
lending businesses within investment
banks have either developed “trading”
capabilities within their lending or
financing departments, or entered into
joint ventures with other departments
or even in some cases their hedge
fund customers. The rationale behind
this trend is that the financing compo-
nent of certain trading strategies is so
significant that without the loan there
is no trade.

(a) Broker dealers

Broker dealers borrow securities for a
wide range of reasons:

- Market making

- To support proprietary trading on
behalf of clients

Many broker dealers combine their
securities lending activities with
their prime brokerage operation (the
business of servicing the broad re-
quirements of hedge funds and other
alternative investment managers).
This can bring significant efficiency
and cost benefits. Typically within
broker dealers the fixed income and
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equity divisions duplicate their lend-
ing and financing activities.

(b) Specialist intermediaries

Historically, regulatory controls on
participation in stock lending markets
meant that globally there were many
intermediaries. Some specialised in
intermediating between stock lenders
and market makers in particular, e.g.
UK Stock Exchange Money Brokers
(“SEMB"”). With the deregulation of
stock lending markets, these niches
have almost all disappeared.

Some of the specialists are now
part of larger financial organisa-
tions. Others have moved to parent
companies that have allowed them
to expand the range of their activities
into proprietary trading.

(c) Prime brokers

Prime brokers serve the needs of
hedge funds and other ‘alternative’
investment managers. The business
was once viewed, simply, as the
provision of six distinct services,
although many others such as capital
introduction, risk management, fund
accounting and start up assistance
have now been added:

Services provided by prime brokers

Securities lending is one of the
central components of a successful
prime brokerage operation, with its
scale depending on the strategies of
the hedge funds for which the prime
broker acts. Two strategies that are
heavily reliant on securities borrowing
are long/short equity and convertible
bond arbitrage.

The cost associated with the estab-
lishment of a full service prime broker
is steep, and recognised providers
have a significant advantage. Some
of the newer entrants have been using
total return swaps, contracts for differ-
ence and other derivative transaction
types to offer what has become known
as “synthetic prime brokerage”.

Again securities lending remains a
key component of the service as the
prime broker will still need to borrow
securities in order to hedge the de-
rivatives positions it has entered into
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with the hedge funds, for example,
to cover short positions. But it is
internalised within the prime broker
and less obvious to the client.
Beneficial owners

Those beneficial owners with securi-
ties portfolios of sufficient size to
make securities lending worthwhile
include:

Pension funds

Insurance and assurance companies
Mutual funds/unit trusts
Endowments

When considering whether and
how to lend securities, beneficial
owners need first to consider the
characteristics of their organisations
and portfolio.

1. Organisation characteristics

(a) Management motivation

Some owners lend securities solely
to offset custody and administra-
tive costs. Others are seeking more
significant revenue.

(b) Technology investment

Lenders vary in their willingness to
invest in technological infrastructure
to support securities lending.

(c) Credit risk appetite

The securities lending market
consists of organisations with a wide
range of credit quality and collateral
capabilities.

A cautious approach to counterpart
selection (AAA only) and restrictive
collateral guidelines (G7 Bonds) will
limit lending volumes.

2. Portfolio characteristics

(a) Size
Other things being equal, borrowers
prefer large portfolios.

(b) Holdings size

Loan transactions generally exceed
$250,000. Lesser holdings are of
limited appeal to direct borrowers.
Holdings of under $250,000 are prob-
ably best deployed through an agency
programme, where they can be pooled

with other inventories.

(c) Investment strategy

Active investment strategies increase
the likelihood of recalls, making them
less attractive than passive portfolios.

(d) Diversification

Borrowers want portfolios where they
need liquidity. A global portfolio of-
fers the greatest chance of generating
a fit. That said, there are markets that
are particularly in demand from time
to time and there are certain borrow-
ers that have a geographic or asset
class focus.

(e) Tax jurisdiction and position
Borrowers are responsible for
‘making good” any benefits of share
ownership (excluding voting rights)
as if the securities had not been lent.
They must “manufacture” (i.e. pay)
the economic value of dividends to
the lender. An institution’s tax position
compared to that of other possible
lenders is therefore an important con-
sideration. If the cost of manufactur-
ing dividends or coupons to a lender
is low then its assets will be in greater
demand.

(f) Inventory attractiveness
“Hot” securities are those in high
demand whilst general collateral or
general collateral securities are those
that are commonly available. Need-
less to say, the “hotter” the portfolio,
the higher the returns to lending.
Having examined the organisa-
tion and portfolio characteristics of
the beneficial owner, we must now
consider the various possible routes
to market.

The possible routes to the securities
lending market

(a) Using an asset manager as agent
A beneficial owner may find that the
asset manager they have chosen,
already operates a securities lending
programme. This route poses few bar-
riers to getting started quickly.

(b) Using a custodian as agent
This is the least demanding option
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for a beneficial owner, especially
anew one. They will already have
made a major decision in selecting an
appropriate custodian. This route also
poses few barriers to getting started
quickly.

(c) Appointing a third-party specialist
as agent

A beneficial owner who has decided
to outsource may decide it does

not want to use the supplier’s asset
manager(s) or custodian(s), and in-
stead appoint a third-party specialist.
This route may mean getting to know
and understand a new provider prior
to getting started. The opportunity
cost of any delay needs to be factored
into the decision.

(d) Auctioning a portfolio to bor-
rowers
Borrowers demand portfolios for
which they bid guaranteed returns in
exchange for gaining exclusive access
to them. There are several different
permutations of this auctioning route:

Do-it-yourself auctions

Assisted auctions

Agent assistance

Consultancy assistance

Specialist “auctioneer” assistance

This is not a new phenomenon but
one that has gained a higher profile in
recent years. A key issue for the ben-
eficial owner considering this option
is the level of operational support that
the auctioned portfolio will require
and who will provide it.

g) Selecting one principal borrower

Many borrowers effectively act as
wholesale intermediaries and have
developed global franchises using
their expertise and capital to generate
spreads between two principals that
remain unknown to one another.
These principal intermediaries are
sometimes separately incorporated
organisations, but more frequently,
parts of larger banks, broker-dealers
or investment banking groups. Acting
as principal allows these intermediar-
ies to deal with organisations that the
typical beneficial owner may choose
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to avoid for credit reasons e.g. hedge
funds.

(f) Lending directly to proprietary
principals

Normally after a period of activity in
the lending market using one of the
above options, a beneficial owner
that is large enough in its own right,
may wish to explore the possibility of
establishing a business “in house”,
lending directly to a selection of prin-
cipal borrowers that are the end-users
of their securities. The proprietary
borrowers include broker-dealers,
market makers and hedge funds.
Some have global borrowing needs
while others are more regionally
focused.

(g) Choosing some combination of
the above

Just as there is no single or correct
lending method, so the options
outlined above are not mutually
exclusive. Deciding not to lend one
portfolio does not preclude lending
to another; similarly, lending in

one country does not necessitate
lending in all. Choosing a wholesale
intermediary that happens to be a
custodian in the United States and
Canada does not mean that a lender
cannot lend Asian assets through a
third-party specialist, and European
assets directly to a panel of propri-
etary borrowers.

Part Three
The borrowing motivation

One of the central questions com-
monly asked by issuers and investors
alike is “Why does the borrower
borrow my securities?” Before con-
sidering this point let us examine why
issuers might care.
Issuers

If securities were not issued, they
could not be lent. Behind this simple
tautology lies an important point.
When Initial Public Offerings are
frequent and corporate merger and
acquisition activity is high, the securi-
ties lending business benefits. In the
garly 2000s, the fall in the level of
such activity depressed the demand to

borrow securities leading to:

A depressed equity securities lending
market meaning:

Fewer trading opportunities

Less demand

Fewer "specials”

Issuer concern about the role of
securities lending, such as

Whether it is linked in any way to the
decline in the value of a company’s
shares?

Whether securities lending should be
discouraged?

How many times does an issuer
discussing a specific corporate event
stop to consider the impact that the
issuance of a convertible bond, or the
adoption of a dividend reinvestment
plan might have upon lending of their
shares.

There is a significant amount of
information available on the "long”
side of the market and correspond-
ingly little on the short side.
Securities lending activity is not
synonymous with short selling. But it
is often, although not always, used to
finance short sales (see below) and
might be a reasonable and practical
proxy for the scale of short selling
activity in the absence of full short
sale disclosure. It is therefore natural
that issuers would want to understand
how and why their securities are
traded.

Reasons to borrow

Borrowers, when acting as
principals, have no obligation to tell
lenders or their agents why they are
borrowing securities. In fact they may
well not know themselves as they
may be on- lending the securities to
proprietary traders or hedge funds
that do not share their trading strate-
gies openly. Some prime brokers are
deliberately vague when borrowing
securities as they wish to protect their
underlying hedge fund customer’s
trading strategy and motivation.

This chapter explains some of the
more common reasons behind the
borrowing of securities. In general,
these can be grouped into: (1) bor-
rowing to cover a short position
(settlement coverage, naked shorting,
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market making, arbitrage trading);
(2) borrowing as part of a financing
transaction motivated by the desire
to lend cash; and (3) borrowing to
transfer ownership temporarily to
the advantage of both lender and
borrower (tax arbitrage, dividend
reinvestment plan arbitrage).

Borrowing to cover short positions

(a) Settlement coverage

Historically, settlement coverage
has played a significant part in the
development of the securities lending
market. Going back a decade or so,
most securities lending businesses
were located in the back offices of
their organisations and were not
properly recognised as businesses in
their own right. Particularly for less
liquid securities — such as corporate
bonds and equities with a limit free
float — settlement coverage remains a
large part of the demand to borrow.

The ability to borrow to avoid settle-
ment failure is vital to ensure efficient
settlement and has encouraged many
securities depositories into the auto-
mated lending business. This means
that they remunerate customers for
making their securities available to be
lent by the depository automatically in
order to avert any settlement failures.

(b) Naked shorting

Naked shorting can be defined as bor-
rowing securities in order to sell them
in the expectation that they can be
bought back at a lower price in order
to return them to the lender. Naked
shorting is a directional strategy,
speculating that prices will fall, rather
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than a part of a wider trading strategy,
usually involving a corresponding
long position in a related security.

Naked shorting is a high-risk
strategy. Although some funds
specialise in taking short positions in
the shares of companies they judge to
be overvalued, the number of funds
relying on naked shorting is relatively
small and probably declining.

(c) Market making

Market makers play a central role in
the provision of two-way price liquid-
ity in many securities markets around
the world.

They need to be able to borrow
securities in order to settle "buy
orders” from customers and to make
tight, two-way prices.

The ability to make markets in
illiquid small capitalisation securities
is sometimes hampered by a lack of
access to borrowing, and some of
the specialists in these less liquid
securities have put in place special
arrangements to enable them to gain
access to securities. These include
guaranteed exclusive bids with
securities lenders.

The character of borrowing is
typically short term for an unknown
period of time. The need to know that
a loan is available tends to mean that
the level of communication between
market makers and the securities
lending
business has to be highly automated.
A market maker that goes short and
then finds that there is no loan avail-
able would have to buy that security
back to flatten its book.

(d) Arbitrage trading

Securities are often borrowed to
cover a short position in one security
that has been taken to hedge a long
position in another as part of an
“arbitrage” strategy. Some of the
more common arbitrage transactions
that involve securities lending are
described below.

(i) Convertible bond arbitrage
Convertible bond arbitrage involves
buying a convertible bond and simul-
taneously selling the underlying eg-
uity short and borrowing the shares to
cover the short position (see Box 3).
Leverage can be deployed to increase
the return in this type of transaction.
Prime brokers are particularly keen on
hedge funds that engage in convert-
ible bond arbitrage as they offer scope
for several revenue sources:
Securities lending revenues

Provision of leverage

Execution of the convertible bond
Execution of the equity

(ii) Pairs trading or relative value
“arbitrage”

This in an investment strategy that
seeks to identify two companies with
similar characteristics whose equity
securities are currently trading at a
price relationship that is out of line
with their historical trading range.

The strategy entails buying the
apparently undervalued security while
selling the apparently overvalued
security short, borrowing the latter
security to cover the short position.

Focusing on securities in the same
sector or industry should normally
reduce the risks in this strategy.

(ifi) Index arbitrage

In this context, arbitrage refers to
the simultaneous purchase and sale
of the same commodity or stock in
two different markets in order to profit
from price discrepancies between the
markets.

In the stock market, an arbitrage
opportunity arises when the same
security trades at different prices in
different markets. In such a situation,
investors buy the security in one
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market at a lower price and sell it in
another for more, capitalising on the
difference. However, such an oppor-
tunity vanishes quickly as investors
rush in to take advantage of the price
difference.

The same principle can be applied
to index futures. Being a derivative
product, index futures derive their val-
ue from the securities that constitute
the index. At the same time, the value
of index futures is linked to the stock
index value through the opportunity
cost of funds (borrowing/lending
cost) required to play the market.

Stock index arbitrage involves
buying or selling a basket of stocks
and, conversely, selling or buying
futures when mispricing appears to be
taking place.

(2) Financing

As broker dealers build derivative
prime brokerage and customer margin
business, they hold an increasing
inventory of securities that requires
financing.

This type of activity is high
volume and takes place between two
counterparts that have the following
coincidence of wants:

One has cash that they would like
to invest on a secured basis and pick
up yield
The other has inventory that needs to
be financed

In the case of bonds, the typical
financing transaction is a repo or buy/
sell back. But for equities, securities
lending and equity, repo transactions
are used.

Tri Party agents are often involved
in this type of financing transaction
as they can reduce operational costs
for the cash lender and they have the
settlement capabilities the cash bor-
rower needs to substitute securities
collateral as their inventory changes.

(3) Temporary transfers of ownership
(a) Tax arbitrage
Tax driven trading is an example
of securities lending as a means of
exchange.

Markets that have historically
provided the largest opportunities
for tax arbitrage include those with

Beneficial Owner’s Guide to Securities Lending

significant tax credits that are not
available to all investors — examples
include ltaly, Germany and France.

The different tax positions of inves-
tors around the world have opened
up opportunities for borrowers to use
securities lending transactions, in
effect, to exchange assets temporarily
for the mutual benefit of purchaser,
borrower and lender. The lender’s
reward comes in one of two ways:
either a higher fee for lending if
they require a lower manufactured
dividend, or a higher manufactured
dividend than the post-tax dividend
they would normally receive (quoted
as an “all-in rate”).

For example, an offshore lender
that would normally receive 75% of
a German dividend and incur 25%
withholding tax (with no possibility
to reclaim) could lend the security to
a borrower that, in turn, could sell it
to a German investor who was able
to obtain a tax credit rather than incur
withholding tax. If the offshore lender
claimed the 95% of the dividend that
it would otherwise have received, it
would be making a significant pick-up
(20% of the dividend yield), whilst
the borrower might make a spread of
between 95% and whatever the Ger-
man investor was bidding. The terms
of these trades vary widely and rates
are calculated accordingly.

(b) Dividend reinvestment plan
arbitrage

Many issuers of securities create an
arbitrage opportunity when they offer
shareholders the choice of taking a
dividend or reinvesting in additional
securities at a discounted level.

Income or index tracking funds that
cannot deviate from recognised secu-
rities weightings may have to choose
to take the cash option and forgo the
opportunity to take the discounted
reinvestment opportunity.

One way that they can share in the
potential profitability of this opportu-
nity is to lend securities to borrowers
that then take the following action:
Borrow as many guaranteed cash
shares as possible, as cheaply as
possible
Tender the borrowed securities to

receive the new discounted shares
Sell the new shares to realise the
“profit” between the discounted share
price and the market price

Return the shares and manufacture
the cash dividend to the lender

Part Four
Risks, regulation and market
oversight

This chapter describes the main
financial risks in securities lending,
and how lenders usually manage
them. Itis not a comprehensive
description of the various operational,
legal, market and credit risks to which
market participants can be exposed.
The chapter then briefly summarises
the UK regulatory framework for
securities lending market participants
and the role of the UK Stock Lending
and Repo Committee. Financial risks
in securities lending are primarily
managed through the use of collateral
and netting. As described in Chapter
1, collateral can be in the form of
securities or cash. The market value
of the collateral is typically greater
than that of the lent portfolio. This
margin is intended to protect the
lender from loss and reflect the practi-
cal costs of collateral liquidation and
repurchase of the lent portfolio in the
event of default. Any profits made in
the repurchase of the lent portfolio are
normally returned to the borrower’s
liquidator. Losses incurred are borne
by the lender with recourse to the
borrower’s liquidator along with other
creditors.

Risks and risk management
When taking cash as collateral

Because of its wide acceptability
and ease of management, cash can
be highly appropriate collateral. How-
ever, the lender needs to decide how
best to utilise this form of collateral.
As described in Chapter 1, a lender
taking cash as collateral pays rebate
interest to the securities borrower,
so the cash must be reinvested at a
higher rate to make any net return on
the collateral. This means the lender
needs to decide on an appropriate
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risk-return trade-off. In simple terms,
reinvesting in assets that carry one

of the following risks can increase
expected returns:

a higher credit risk: a risk of loss

in the event of defaults or a longer
maturity in relation to the likely term
of the loan

Many of the large securities lending
losses over the years have been
associated with reinvestment of cash
collateral.

Typically, lenders delegate reinvest-
ment to their agents, (e.g. custodian
banks). They specify reinvestment
guidelines, such as those set out in
Chapter 1. There is a move towards
more quantitative, risk-based ap-
proaches; often specifying the "value-
at-risk” in relation to the different
expected returns earned from alterna-
tive reinvestment profiles. Agents do
not usually offer an indemnity against
losses on reinvestment activity so that
the lender retains all of the risk while
their agent is paid part of the return.

When taking other securities as
collateral

Compared with cash collateral, tak-
ing other securities as collateral is a
way of avoiding reinvestment risk. In
addition to the risks of error, systems
failure and fraud always present in
any market, problems then arise on
the default of a borrower. In such
cases the lender will seek to sell the
collateral securities in order to raise
the funds to replace the lent securi-
ties. Transactions collateralised with
securities are exposed to a number of
different risks:

Reaction and legal risk. If a lender
experiences delays in either selling
the collateral securities or repurchas-
ing the lent securities, it runs a
greater risk that the value of the col-
lateral will fall below that of the loan
in the interim. Typically, the longer
the delay, the larger the risk.
Mispricing risk. The lender will be
exposed if either collateral securities
have been over-valued or lent securi-
ties under-valued because the prices
used to mark-to-market differ from
prices that can actually be traded in
the secondary market. One example
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of mispricing is using mid rather than
bid prices for collateral. For illiquid
securities, obtaining a reliable price
source is particularly difficult because
of the lack of trading activity.

Liquidity risk. Illiquid securities are
more likely to be realised at a lower
price than the valuation used. Valu-
ation “haircuts” are used to mitigate
this risk (i.e. collateral is valued at, for
example, 98% or 95% of the current
market value). The haircuts might
depend upon:

The proportion of the total security

issue held in the portfolio — the
larger the position, the greater the
haircut

The average daily traded volume
of the security: the lower the
volume, the greater the haircut

The volatility of the security; the

higher volatility, greater haircut
Congruency of collateral and lent
portfolios (mismatch risk).

If the lent and collateral portfolios
were identical then there would be
no market risk. In practice, of course,
the lent and collateral portfolios are
often very different. The lender's
risk is that the market value of the
lent securities increases but that of
the collateral securities falls before
rebalancing can be effected. Provided
the counterpart has not defaulted,
the lender will be able to call for
additional collateral on any adverse
collateral/loan price movements.
However, following default, it will be
exposed until it has been able sell
the collateral and replace the lent
securities.

The size of mismatch risk depends
on the expected co-variance of
the value of the collateral and lent
securities. The risk will be greater
if the value of the collateral is more
volatile, the value of the lent securities
is more volatile, or if their values do
not tend to move together, so that the
expected correlation between changes
in their value is low. For example,
in deciding whether to hold UK
government securities or UK equities
to collateralise a loan of BP shares, a
lender would have to judge whether
the greater expected correlation

between the value of the UK equities
and the BP shares reduced mismatch
risk by more than the lower expected
volatility in the value of the govern-
ment securities.

Many agent intermediaries will offer
beneficial owners protection against
these risks by agreeing to return (buy-
in) lent securities immediately for
their clients following a fail, taking on
the risk that the value of the collateral
on liquidation is lower.

Realistic valuations

The first consideration is whether
the valuation prices are fair. Assuming
the portfolios have been conserva-
tively valued at bid and offer (not mid)
prices, then the lender might require
some adjustment (haircut) to reflect
concentration and price volatility of
the different assets. For example, in
the case of the sterling cash collateral,
the haircut might be negligible. But
for the Malaysian equity portfolio,

a high adjustment might be sought
on the assumption that it would
probably cost more than £100m to
buy back this part of the lent portfolio.
Required haircuts might be based

on the average daily liquidity for the
asset class, the price volatility of the
asset class and the residual risk on
individual securities.

Using the adjusted portfolios, the
lender can then calculate the risk of a
collateral shortfall in the event of the
borrower defaulting. Broadly, this will
need to assess the volatility of each
asset class, the correlation between
them and the residual risk of securi-
ties within them to derive a range of
possible scenarios from which proba-
bilities of loss and the most likely size
of losses on default can be estimated.
Working on the assumption that the
lender can realise its collateral and
replace its lent securities in a reaction
time of twenty days, Table 4 shows
the results for the portfolio, together
with some sensitivity analysis in case
market volatility and liquidity that
has been significantly changed. By
increasing the volatility assumption
or reducing the liquidity assumption,
the probability and scale of expected
losses increase.



Investor Services Journal | Securities Lending Market Guide 2010

Netting

Netting is an important element of
risk management given that market
participants will often have many
outstanding trades with a counterpart.
If there is a default the various stan-
dard industry master agreements for
securities lending should provide for
the parties’ various obligations under
different securities lending transac-
tions governed by a master agreement
to be accelerated, i.e. payments
become due at current market values.
So instead of requiring the parties
to deliver securities or collateral on
each of their outstanding transactions
gross, their respective obligations are
valued (i.e. given a cash value) and
the value of the obligations owed by
one party are set off against the value
of the obligations owed by the other,
and it is the net balance that is then
due in cash.

This netting mechanism is a crucial
part of the agreement. That is why
there is so much legal focus on it: for
example, participants need to obtain
legal opinions about the effectiveness
of netting provisions in jurisdictions
of overseas counterparts, particu-
larly in the event of a counterpart’s
insolvency.

That is also why regulators of
financial firms typically expect legal
opinions on the robustness of net-
ting arrangements before they will
recognise the value of collateral in
reducing counterpart credit exposures
for capital adequacy purposes. In
the United Kingdom, SLRC has a
netting sub-group, which, on behalf
of subscribing banks, is monitoring
an exercise to gather opinions on the
legal bases for netting in different
jurisdictions.

UK regulation

Any person who conducts stock
borrowing or lending business in the
United Kingdom would generally be
carrying on a regulated activity under
the terms of the Financial Services
and Markets Act 2000 (Regulated
Activities) Order 2001, and would
therefore have to be authorised and
supervised under that Act. The stock
borrower or lender would, as an
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authorised person, be subject to the
provisions of the FSA Handbook, in-
cluding the Inter-Professional chapter
of the Market Conduct Sourcebook.
They would also need to have regard
to the market abuse provisions of the
Financial Services and Markets Act
2000, and the related Code of Market
Conduct issued by the Financial Ser-
vices Authority (FSA). The Conduct
of Business Sourcebook requires a
beneficial owner's consent to carry
on stock lending on its account.

The FSA Handbook contains rules,
guidance, and evidential provisions
relevant to the conduct of the firm

in relation to the FSAS High Level
Standards.

Stock Borrowing and Lending
Code

In addition to the essentially
prudential standards set by the FSA,
market participants have drawn up
a code, the Stock Borrowing and
Lending Code. This is a code that
UK-based participants in the stock
borrowing and lending markets of
both UK domestic and overseas
securities observe as a matter of good
practice. The Code covers matters
such as agents, brokers, legal agree-
ments, custody, margins, defaults and
close-outs, and confirmations. It is
based on the current working prac-
tices of leading market practitioners
and is kept under regular review. The
Code does not in any way replace the
FSAS or other authorities’ regulatory
requirements; nor is it intended to
override the internal rules of settle-
ment systems on borrowing or lend-
ing transactions. Work is currently in
progress to produce a UK Annex to
the Code that will consider specific
aspects of UK law and practices in
the equity stock lending market. The
Code is available on the Bank of Eng-
land’s website at www.bankofengland.
c0.uk/markets/stockborrowing.pdf.

Securities Lending and Repo
Committee

The Stock Borrowing and Lending
Code was produced by the Securi-

ties Lending and Repo Committee
(SLRC), that is a UK-based committee
consisting of market practitioners,
members of bodies such as CREST,
the United Kingdom Debt Manage-
ment Office, the Inland Revenue, the
London Clearing House, the London
Stock Exchange and the FSA. It
provides a forum in which structural
(including legal, regulatory, trading,
clearing and settlement infrastructure,
tax, market practice and disclosure)
developments in the stock lending
and repo markets can be discussed,
and recommendations made. It
also co-ordinates the development
of gilt repo and equity repo codes;
produces and updates the Gilts Annex
to the ISMA/TBMA Global Master
Repurchase Agreement (GMRA);
keeps under review the other legal
agreements used in the stock lending
and repo markets; and maintains a
sub-group on legal netting. It liaises
with similar market bodies and trade
organisations covering the repo,
securities and other financial markets,
both in London and internationally.
Minutes of SLRC meetings are avail-
able on the Bank of England’s website,
at www.bankofengland.co.uk/markets/
slre/ntm. The SLRC's terms of refer-
ence are shown in Appendix 2.

The work of the SLRC comple-
ments the work of the various
market associations, including, in the
securities lending field, the Interna-
tional Securities Lending Association
(ISLA). The objectives of ISLA include
representing the common interests
of securities lenders and assisting in
the orderly, efficient and competitive
development of the securities lending
market. ISLA has helped to produce
standard market agreements, includ-
ing the Overseas Securities Lending
Agreement (OSLA 1995 version),
the Master Equity and Fixed Interest
Securities Lending Agreement (ME-
FISLA 1999 version) and the Global
Master Securities Lending Agreement
(GMSLA May 2000).

About the author: This guide was
originally a report written by Mark
Faulkener, co-founder of Spitalfields
Advisors and Data Explorers.
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Comment

Shorts’ Sharp Shock

Ben Roberts assesses the industry

n the first global financial crisis, securities

lending has emerged from its immersion
in the capital markets to attract its widest and
most miscellaneous audience.

But within this new-found fame, the indus-
try has been continually challenged to get the
right message across. In particular it has been a
struggle to separate in the public mind securi-
ties lending from short selling. This was exac-
erbated during the bans on short selling when
opposition to this strategy was at its height.

Some beneficial owners stopped their lend-
ing programs — although the market has seen
a number of them returning. Lawsuits sur-
rounding the reinvestment of cash collateral
have also been notable.

But the biggest challenge will inevitably be
the ability to fully grasp the opportunity. The
alpha that securities lending returns can make
to a portfolio is gaining increased attention
— these days, every basis point counts. The
discussion between the financial institutions
and both the industry bodies and regulators
has in many ways never been more open. Fur-
ther, the drive to educate more beneficial own-
ers bodes well for shoring up the supply side.

Other developments and innovations have
shaped this year. The central counterparty
debate has been ubiquitous. Hedge funds, the
subject of much debate and regulatory scru-
tiny, have also seen financial pressures.

The markets around the world that engage in
securities lending remain greatly varied. Col-
lateral trends, margins and reinvestment are
just three areas that would make, for example,
the US-based lenders and borrowers very dif-
ferent to those in continental Europe.

Nevertheless, one can be positive that the
same lessons can be learned: identify and com-
municate the risks; assess relationships with
counterparties at every link in the chain. As
we grow out of the financial crisis, the mood
in securities lending is positive: let us hope the
market results over the next year are too. ll
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Beneficial Owner View

Joyce Martindale, Railpen

The knowledge and involvement of
beneficial owners will be integral

to the industry’s development. Ben
Roberts talks to Joyce Martindale of
Railpen

Riilpen grew out of the old British Rail pen-
ion scheme. The Railways Pension Trustee
Company Ltd (RPTCL) is both the parent and
sole client of Railway Pension

Investments Ltd (Railpen). RPTCL is the trust-
ee of four pension schemes that, together, con-
tain over 100 individual sections with approxi-
mately GBP20 billion of assets. The assets are
managed for RPTCL by a combination of Rail-
pen and externally appointed fund managers.

What is your fund’s activity in securities
lending?
We’ve been in securities lending since 2002,
when we did a big review so we knew from our
global custodians what they were offering and
the returns we could get for the risks.

We go though our custodians as agent lenders
- we do have the ability to go and find an exclu-
sive, though we're very risk-averse in the col-
lateral we take. It tends to be fixed income col-
lateral, though we try where possible to match
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the collateral to the loan going out.

What’s your fund’s view on cash collateral?
We don’t take cash as collateral. Cash collat-
eral is something that’s very prevalent in the
US, and there was a greater push for people in
Europe to take cash. If you take cash collateral
you're reliant on that cash being invested such
that it generates the return that you expect to
pay back to the borrower. Also, you have to be
happy with the manager of that cash.

How do you see wider collateral trends
changing?

I think people will move back to government
bonds as collateral, with less appetite for cash.
If you do securities lending you need to be

“You should be able to
ask your agent lender
who they’re lending to
and screen that risk”

happy with the level of risks and know what
risks you're taking.

You should be able to ask your agent lender
who they’re lending to and screen that risk,
you can say: here’s a list of people I'd like to
lend to, or have an excluding list. The list you
produced 18 months ago would be very differ-
ent to the list you might produce now of those
you don’t want to lend to. I think of lots of
people you would have happily lent to don’\t
exist.

Securities lending should be low risk but
you have the same counterparty risk with any
investment manager; you have the buying and
selling of assets, they will have similar issues.
On the counterparty risk, this can be coun-
teracted by asking for a higher haircut. So as
long as your haircut and margin are calculated
frequently to make sure you always have col-
lateral plus a haircut to cover your positions.

Our margins were very conservative before

Beneficial Owner
it started; they were higher than the custodian
wanted them but we’re very happy with them.
In one respect we were so conservative before-
hand in our securities lending that we have
been okay.

How would you assess the overall contribu-
tion of securities lending to the fund?

We took the approach that we’d like to gener-
ate enough to cover our custody fees and then

“We try where possible
to match the collateral
to the loans going out”

some other fee; we don’t actively change it ev-
ery month or year. If you have resources to al-
locate to it you could have generated more but
it depends on your priorities and resources in
the organisation. We know where the risks are
and we know we are conservative. Some years
you get better returns than others but I think
that has more to do with the demand for secu-
rities to borrow versus what you've got in your
portfolio.

How did the ban on short selling affect activi-
ties?

We did look to see what we had on loan and
we will continue to monitor what’s going out. I
think [the temporary ban] had a general damp-
ening effect. There wasn’t as much short selling
on the banks than may have been reported.

How do you perceive the challenges in the
communication of securities lending’s risks
and opportunities?
The key is ensuring the trustees understand se-
curities lending and the procedures and control
you have over the process. We had queries from
trustees who said: are we lending bank shares?
But the trustees are aware that it is a conserva-
tive program.

We educate the trustees. Normally you would
be reliant on the custodian or the consultant —
it depends on who has the expertise. B
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Exchange Traded Funds

Exchange traded funds - briefing

Exchange traded funds are low cost,
tax efficient investment vehicles that
‘passively’ track indexes and can be traded
like shares. The fund, which may contain
assets such as stocks or bonds, trade at
approximately the same price as the net
asset value of its underlying assets.

They are similar to traditional mutual
funds in giving investors an undivided
interest in a pool of securities. However,
ETFs do not sell or redeem individual
shares at net asset value. Instead, financial
institutions purchase and redeem ETF shares
directly from the ETF in the form of units.
In specie

An in-specie ETF will buy up the
underlying securities in an index. A
company writing an ETF on the FTSE
will go into the market and buy all the
underlying components of the FTSE shares.
These shares are ring-fenced into separate
accounts, meaning that there is no risk of
default from a counterparty. Further, there
is full disclosure of the fund’s holdings.

Within the securities lending world,
the basic premise is that you have to buy
the underlying securities and lend them
out. There is some difficulty in buying
the underlying, because when you go in
the market and buy and sell underlying
securities, you've got tracking error,
execution risk - many problems from
buying those underlying securities.
Swap-backed

These ETFs seek to replicate market
performance by holding a basket of securities
along with a swap agreement with a third
party — often a brokerage — which will
agree to pay the performance of the index.
It is the that ETF holds an exposure to the
market: if the market goes up under the
swap contract, the swap company pays the
ETF company the performance; if it goes
down, the ETF pays the swap company.
They still have total market exposure,
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but one had the underlying securities as
assets and one has the swap as the asset.

Given the chance of default of the
third party, there is a greater concern
around counterparty risk for swap-backed
ETFs, although UCITS ruling limits this
loss to 10% of the value of the ETE.

The advantage of doing a swap back is
you get the absolute performance of the
underlying market. The investment bank,
which has provided a swap has to hedge itself,
has written out the performance of the FTSE,
for example. To hedge itself, the bank would
go and buy all the underlying components
of that market in the same way that a bank
has bought the underlying securities.

Further, you can actually buy an ETF that
gives you the short exposure to an underlying
index. So in the case of a FTSE ETF short,
if the FTSE goes down, the ETF increases
in value. So to do that, the investment bank
has to right short performance swap to the
ETE. It’s already got the stock, because it’s
already written a long exposure because
it’s already holding the inventory.

So, within the swap it can charge a stock
loan fee, and charge 100% of the dividend.

It’s like shorting itself but is instead
‘netting off”. If you are writing the exposure
of a USD150 million long position and
USD100 million short position, to hedge
that position all you have to do is buy
USD50 million worth of securities - that’s
the difference between the two. But in the
swap, you are charging one dividend rate
on the whole USD150 million long, and
on the short you are charging a different
rate on the whole USD100 million short.

Securities lending and ETFs

There are two ways to lend with ETFs: the
underlying shares themselves, or the units.
Owners of a units may lend it themselves,
giving direct potential profit to the owner. B
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COMIT

COMIT has served the finance industry

for 30 years with professional IT services
within the value-added chain: from strategic
consulting through system implementa-
tion to the development and operation of
the implemented IT solutions. Our areas

of expertise are consulting & solutions, the
implementation of core solutions, espe-
cially the Avaloq and Finnova core banking
platforms, application management and IT
infrastructure services. COMIT is an inde-
pendent subsidiary of Swisscom IT Services.
We employ 700 IT and business specialists
at various locations in Switzerland, Luxem-
bourg, Germany, Austria and Singapore.

Key Services:

Finace: Securities lending, repo and
collateral management.

Finace is COMIT’s modular and fully
integrated solution for the areas of securities
lending, repo and collateral management. It
supports current and future business models
and processes.

Finace was developed by leading Securi-
ties Lending, Repo and Collateral Manage-
ment specialists, who gained their in-depth
experience with global financial institutions.

Finace supports the following business fields:

+  Sec Lending

*  Repo

+  Synthetic Finance (Securities
Lending and Repo Derivatives)

+  OTC Derivatives Collateral
Management

Company Profile

Igor Salzgeber: Igor
has been with COMIT
(previously IFBS) since
2001, taking a major
role in the analysis

of business require-
ments, conception and
initial development of
FINACE® as business
analyst and architect.
Within COMIT, as
Head of Securities Finance Solutions, he is now
responsible for various business services and IT
solutions in the area of Securities Finance and
Collateral Management including the FINACE®
product. igor.salzgeber@comit.ch

All the modules are based on the horizon-
tal Finace platform that allows an integrated
overview of all ‘collateral positions’. The in-
dividual product-specific modules can be li-
censed independently. This approach ensures
our customers only purchase those modules
required for their particular business model.
The complementary Finace modules, which
support an improved level of automation or
increased complexity of the product-specific
modules, can also be licensed individually
and as required.

Flexible Architecture: The flexible technical
Finace architecture allows customer-specific
functionality to be integrated without having
to change the basic application.

Key Locations:
Comit AG

Head Office
Pflanzschulstrasse 7
CH-8004 Ziirich
Switzerland

Key Contacts:
Igor Salzgeber
t: +41 (0) 44 298 92 00
f: +41 (0) 44 298 93 00
info@finace.ch

www.finacesolution.com
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Company Profile

Daiwa Securities
SMBC

Daiwa Securities SMBC

Daiwa Securities SMBC Europe Limited is a
strong and secure investment bank that
continues to invest and grow. Its award
winning franchise in Europe is split into
four areas: Equity, Fixed Income, Investment
Banking and Derivatives.

It is the European subsidiary of Japan-
based Daiwa Securities SMBC Co. Ltd., 60%
owned by Daiwa Securities and 40% owned
by Sumitomo Mitsui Financial Group.

A major strength is its unique business
model - the only dedicated wholesale
securities company in Japan formed through
a joint venture between a major securities
company and a megabank. It draws on the
broad customer bases of both the Daiwa
Securities Group and Sumitomo Mitsui
Financial Group.

It has built a global derivatives business,
based out of London and in May announced
the launch of a European corporate
advisory platform with the acquisition of
Close Brothers Corporate Finance.

Daiwa Securities SMBC is a market leader
and innovator, providing high quality
services through its four main divisions.
Accolades include Finance Asia’s Best
Investment Bank Award, IFR’s Yen Bond
House of the Year award and numerous
EuroWeek awards for excellence and
innovation.
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For more information about Daiwa
Securities SMBC Europe Ltd, including
access to our Research Blog, visit our
website:

www.daiwasmbc.co.uk

Key Contact:

Charles Day
e: charles.day@daiwasmbc.co.uk
t: 020-7597-7891

Charles Day, Head of
Global Equity Finance,
has worked in the
securities lending busi-
ness for the past fifteen
years, holding a number
of senior posts. He has
worked as Manag-

ing Director, Head of
International Securities
Lending at Merrill Lynch, European Head

of Synthetic Equity at Lehman Brothers and
Asian Regional Head of Securities Lending
for Nomura amongst other high profile roles.
Prior to joining the securities lending industry
he worked as a convertible bond trader.




Investor Services Journal | Securities Lending Market Guide 2010

ESECLENDING i:i.

FICUHTHE FiMAMOT TEHIET SOaPanNT

eSecLending

eSecLending is a leading full-service
securities lending agent. Its program has
been adopted by some of the world’s largest
and most sophisticated institutional
investors including pension funds, mutual
funds, investment mangers and insurance
companies. eSecLending has introduced
investment management practices to the
securities lending industry, offering
beneficial owners an alternative to the
custodial lending model. Their philosophy is
focused on providing clients with
comprehensive risk management, high touch
client service, program customization and
optimal returns. These themes are executed
through their approach, which is to begin
each lending program with a competitive
blind auction to determine the optimal route
to market whether it is via exclusives or
discretionary lending.

Having built their business to incorpo-
rate investment practices such as the use of
specialists, multiple-managers, unbundling,
price transparency, and competition, their
approach ensures best execution and also
provides clients with greater control over
their programs, allowing them to more
effectively monitor and mitigate risks and
counterparty relationships.

Chris Jaynes serves as Co-Chief Executive
Officer of eSecLending. Mr. Jaynes’s primary
responsibilities within the company are busi-
ness development, trading, client and industry
relations. He is one of the founding members

of eSecLending and was part of the team that
developed the auction model and built the firm’s
service capabilities. Mr. Jaynes is Chairman of

Company Profile

Securities Finance
Trust Company’s Board
of Directors, which is
eSecLending’s
operating company.
Prior to eSecLending,
M. Jaynes served as
Senior Vice President at
UAM Global Securities
Lending. Before that, he
served as Vice
President and Compliance officer for UAM
Trust Company and as a Client Service
Manager at State Street Bank. Chris is a CFA
charter holder and received his Bachelor of
Science from the University of Vermont.

Key Locations:

Boston

175 Federal Street, 11th Floor
Boston, MA 02110

United States of America

+1 617 204 4500

London

10 King William Street, 1st Floor
London, EC4N 7TW

United Kingdom

+44 (0) 20 7469 6000

Sydney

60 Castlereagh Street, 17th Floor
Sydney, NSW 2000

Australia

+61 (0) 2 9220 3610

Key Contacts:

Christopher Jaynes
Co-Chief Executive Officer
cjaynes@eseclending.com
+1 617 204 4500

Karen O’Connor

Co-Chief Executive Officer
koconnor@eseclending.com
+1 617 204 4500

www.eseclending.com

45



Investor Services Journal | Securities Lending Market Guide 2010

Company profile

JPMorgan

J.P. Morgan

J.P. Morgan helps institutions enhance their
portfolio performance, increase efficiency and
mitigate risk through customized security
lending programmes. J.P. Morgan offers
clients separate managed cash collateral ac-
counts, tailoring each account to a client’s
unique risk profile, investment needs and
collateral guidelines, and empowering clients
with full account transparency and control.
As a premier agent lender, we offer full-service
capabilities: J.P. Morgan as agent, client
directed, auctions and exclusives, designed

to meet the risk and reward needs of our
sophisticated client base. The firm’s global
banking and asset servicing franchise provides
clients with one stop access to world markets,
knowledgeable risk management and invest-
ment support, and best-in-class operations.
For more information, please visit www.
jpmorgan.com/securitieslending,or contact
your regional representative listed below to
schedule a meeting.
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Key Locations & Contacts:

Americas:

William Smith

at william.z.smith@jpmchase.com
or + 1212552 8075

Europe, Middle East and Africa:
Michael Fox

at michael.uk.fox@jpmorgan.com
or + 44 207 7420256

Asia:

Andrew Cheng

at andrew.cheng@jpmorgan.com
or + 852 2800 1809 x 21809

Australia and Japan:

Stewart Cowan

at stewart.t.cowan@jpmorgan.com
or + 61-2 92504647
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SOCIETE GENERALE
Securities Services

Société Générale
Securities Services

The Liquidity Management division of
Société Générale Securities Services (SGSS)
offers cash and securities liquidity solutions
through its various teams. Our product
range includes securities lending and bor-
rowing services, middle and back office
securities lending in-sourcing, cash collateral
reinvestment services and foreign exchange.
We tailor our lending and borrowing pro-
grammes to meet clients’ needs and while
our cash reinvestment programmes are di-
versified they remain fully compliant within
your guidelines. Through our dedicated
Global Customer Service Unit, in charge of
operational support, we provide customised
monitoring and reporting for your lend-
ing activity. Moreover, our safe and flexible
technology will help make the most of your
assets with flexibility and dedication.

Société Générale’s financial strength and
commitment to the securities services field
make SGSS a strong partner to handle your
cash and securities liquidity needs.

Key Services:

+  Securities lending and borrowing

+  middle and back office in-sourcing

+  Excess cash and cash collateral
reinvestment

+  Foreign exchange

Company Profile

Key contact:
anne-france.a.demarolle@sgss.socgen.com
Www.sg-securities-services.com

Anne-France
Demarolle, Head of
Liquidity Management
Services, SGSS

Anne France, a graduate
of ESSEC and the Insti-
tute of Political Studies

of Paris, joined Société
Générale in 1992 as a
Manager within the Risk department. She moved
to London in 1999 to work on various proj-

ects from Treasury back office migration to the
implementation of an FX e-trading platform. Be-
tween 2004 and 2007, she was successively Chief
Operating Officer of the Debt Finance business

in the USA, then Deputy Head of Strategy and
Development for Fixed Income, based in Paris.
Most recently, she was responsible for strategy and
business development for Treasury, Repo & Arbi-
trage, in particular cash management at Société
Générale Corporate Investment and Finance.

Key location:

Société Générale Securities Services
Immeuble SGAM- 170 Place Henri Regnault
92043 Paris — La Défense Cedex

Tel : +33 (0)1 42 141001
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SUNGARD S0LUTIONS FOR SECURITIES

TAKE

Dalrearing Full front-to-Back salutions, serdos and indights lor securitiss finance

Overview
There is a new intense focus on risk
across markets and Securities Finance
is no exception. Hedge funds, broker-
dealers, prime brokers, custodian banks
and agent lenders are looking to improve
control across borrows, loans and repos.
SunGard powers the global securities
finance trade. Up to $9 trillion in securities
financing is managed across SunGard’s
Loanet, Global One and Martini platforms.
SunGard’s Astec Analytics delivers valuable
market information and benchmarking
tools to financial institutions involved in
securities borrowing and lending. The top
10 prime brokers by total client assets rely
on SunGard’s securities financing solutions*
Our software and services give lifecycle
support for securities borrowing,
lending and repo for both brokerages
and lenders. The SunGard networked
user community enables multi-currency
processing, contract comparison,
collateral maintenance (mark-to-market),
reconciliation and regulatory compliance.
SunGard’s Disclosure of Principal
communications hub meets industry
guidelines, enabling borrowers to approve

the principal lenders used by agency lenders.

Solutions for hedge funds, broker-
dealers, prime brokers, custodian
banks and agent lenders
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WITH JUsidARD'S SECURITIES FINARMCE

Key Services

« Astec Analytics

Market information solutions for the

global securities financing industry.

* Global One

International trade processing, trade
operational lifecycle and reporting solutions.
* Loanet

US Domestic trade processing, trade
operational lifecycle and reporting solutions.
* Loanet Community Network Hub Services
Link your business to a community

of borrowers and lenders to provide

greater automation and efficiency

for the operational lifecycle.

* Martini

International securities lending

and repo trading solution.

Key Locations

EMEA

+44 20 8081 2000
CMIBsecfin.emea@sungard.com

Americas
+1 646 445 1000
CMIBsecfin.us@sungard.com

Asia-Pacific
+65 6227 6400
CMIBsecfin.asia@sungard.com
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Best Investment Bank

Daiwa Securities

SMBC

Our Global Equity Finance business prides itself on providing innovative solutions
for a broad range of clients. Stimulating growth for these clients is second nature
for an award winning investment bank, so speak to our team today to learn how
you could benefit from our synthetic prime brokerage services.

Daiwa Securities SMBC Europe Limited 5 King William Street, London EC4N 7DA
Tel: +44 (0) 20 7597 7900 E-mail: equity.finance@daiwasmbc.co.uk Web: www.daiwasmbc.co.uk




SECURITIES FINANCE TRUST COMPANY

€SEC]LENDING @

United States +1.617.204.4500
Europe +44 (0) 207.469.6000
info@eseclending.com
www.eseclending.com

H BENEFICIAL
IS OWNERS
SURVEY 2009

Overall Winner

« W
’ GLOEAL PENSIONS o
A, 208
Securities Lending Manager of the Year
Global Custodian
E ! - Securities Lending Survey 2008
. Awarded Top Rated and

Best in Class in North America

ICPAEUROPEAN

5,

AT ALY

European Securities Lender of the Year

eSecLending [ raising the bar in securities lending by
providing lenders with

o High-touch client service « Comprehensive risk management
o Customized programs » Optimal risk-adjusted returns

As a leading securities lending agent, we take a consultative,
highly customized approach when it comes to structuring lending
programs for our clients. Unlike traditional models, where many
lenders’ portfolios are grouped together and their securities wait
to be borrowed on a best efforts basis, we utilize a competitive
auction to determine the optimal route to market for their
assets. Based upon results from the auction, we manage clients
portfolios either through exclusive arrangements for specific
portfolio segments or on a discretionary basis, where securities
are lent individually.

We focus on maximizing intrinsic returns in accordance with
each client’s specific risk tolerances. Having built the program to
incorporate investment practices such as the use of specialists,
multiple-managers, unbundling, price transparency and
competition, our approach ensures best execution and also
provides clients with greater control over their programs,
allowing them to more effectively monitor and mitigate risks and
counterparty relationships.

eSecLending provides services only to institutional investors and other persons who have professional
investment experience. Neither the services offered by eSecLending nor this advertisement are directed
at persons not possessing such experience. Securities Finance Trust Company, an eSecLending
company, and/or eSecLending (Europe) Ltd., authorised and regulated by the Financial Services
Authority, performs all regulated business activities. Past performance is no guarantee of future results.
Our services may not be suitable for all lenders.

eSecLending (Asia Pacific) - Registered office of Securities Finance Trust Company (incorporated in
Maryland, U.S.A.), the liability of the members is limited.





