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Angel or devil?
Of all the financial services that were hit by the
financial crisis, stock lending agents were among those
most heavily bruised. Counterparty risk and bans on
short selling saw lenders pull out of  the market in the
early days following the collapse of  Lehman Brothers.
Then lawsuits affected certain agents relating to how
they had invested clients’ cash that had been received
from borrowers as collateral.

As one of  our expert panelists says in this special report, securities lending has
been vilified in the press.
Yet there are clear signs that lenders are returning – and there are even some
newcomers. As we report, the UK’s Pension Protection Fund, which provides
compensation to members of  defined benefit pension schemes that have
become insolvent, has said that it will extend its hedging activity to include
securities lending.
“The PPF has looked very closely at the risk factors surrounding stock lending,
in particular in relation to cash collateral reinvestment, which was where stock
lending came under stress during 2008,” a spokesman tells us, adding that
although the PPF will lend, it will not be accepting cash collateral (see p6).
Perhaps the PPF would have sympathy with a number of  market participants
who appear in this report who say that many structures in the market place,
such as stock lending agreements, were robust and transparent even before the
crisis. The implication is that the reputation of  securities lending has perhaps
been unduly hurt by a good deal of  misunderstanding.
Our special report covers both the US and European markets with dedicated
expert panels of  lenders and agents for both regions. We leave it for readers to
decide whether securities lending is, was, and will be, an angel or a devil.
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Team with the experts who make your 
business needs their own.

Who’s helping you?

Risk mitigation, operational efficiency, new assets and new regulations. Meet the challenges of today’s markets 
head on with your team at BNY Mellon. We offer an unmatched range of global product solutions backed by experts 
to help you along every step of the investment continuum. Our strength and scope keep us at the forefront of the 
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For more information, please contact:  
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News in brief
CITI WINS GLOBAL X FUNDS ETF
MANDATE
Citi won a mandate to provide third-party
securities lending services for Global X
Funds’ family of  exchange-traded funds.
Bruno Del Ama, CEO of  Global X Funds,
said: “Citi provided the right combination
of  leading expertise, risk management
capabilities and flexibility to tailor its
securities lending programme to the specific
characteristics and requirements of  Global
X Funds.” Citi currently partners with ETF
asset managers around the globe offering
solutions focused on trading, clearing,
securities finance, custody, back and middle
office solutions and has made recent efforts
to expand the firm’s depth of  services from
North America to the Asia Pacific region.

FIRST AUSTRALIAN TRI-PARTY
TRANSACTION LAUNCHED
JP Morgan has launched the first Australian
tri-party securities lending transaction. Tri-
party securities collateral management will
allow more lenders to accept non-cash
collateral against securities or cash lent. The
increased flexibility should lead to higher
fees being paid to the lender, that is the
institutional investor. Jane Perry, CEO of  JP
Morgan Treasury & Securities Services for
Australia and New Zealand, said that the
system was built to suit the specific
requirements of  institutions in Australia
and New Zealand.

KNIGHT CLEARING CHOSES
SUNGUARD FOR SEC LENDING
Knight Clearing Services has chosen
SunGard’s Apex securities finance solution
for international securities lending and repo
processing. Knight will use Apex to help
process its international securities lending
business and incorporate its fixed income
repo business on a single platform. Keith
Babbitt, managing director of  Knight
Clearing Services, said: “The system’s
robust functionality and scalability will give
us the ability to use one consolidated
platform to view and manage our securities
lending and repo business operations, with
the flexibility to evolve the platform to meet
our changing business needs.”

4

NEWS ANALYSIS

iShares, the ETF provider, has started to split
the net income generated from securities
lending in its European in-kind ETFs 60/40 in
favour of  fund shareholders.

The move was welcomed by fund analytics
firm Morningstar, which said that this 
should theoretically help further enhance the
return of  iShares ETFs which engage in
securities lending, and thereby help to reduce
tracking error.

Previously, only German-domiciled iShares
funds enjoyed a 60/40 split, while the vast
majority of  iShares ETFs – domiciled in
Ireland – received only 50% of  the income
generated from securities lending, noted
Hortense Bioy, senior European ETF analyst
with Morningstar, in an article.

Last year, nearly half  of  all Dublin-domiciled
iShares ETFs earned additional income as a
result of  securities lending. 

Bioy added that these lending activities
helped to partially, or in some cases
completely, offset the annual total expense
ratio (Ter). For example, iShares delivered 40
additional bps of  performance to its Euro

Stoxx 50 ETF and 148 extra bps to its MSCI
Turkey ETF – more than covering their ters
of  15 bps and 74 bps, respectively.

With the introduction of  the 60/40 split,
Morningstar says there might see even better
enhancements going forward, depending on
borrowing demand and associated fees.

The extent of  securities lending activity varies
greatly across iShares ETFs, says Bioy.
Although iShares can lend out up to 95% of
the securities held within its in-kind ETFs, the
actual utilisation is much lower in practice.

For example, the iShares MSCI Turkey
ETF, in the last twelve months has had an
average lending utilisation rate of  37% –
while the maximum it has lent out over this
same period is 82%. During the trailing
twelve month period, iShares Euro Stoxx 50
has lent out 15% of  its underlying securities
on average and has lent out a maximum of
50% in the same period.

Bioy notes that in general, there is more
borrowing demand from short sellers for small,
illiquid and hard-to-find securities than for
large-cap securities.

Shareholder bias for iShares ETFs
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Broker-dealer Kellner DiLeo nabbed 
two former heads of  prime services, 
one from Credit Suisse and the other from
BNP Paribas.

Former Credit Suisse managing director of
prime services, Rory Zirpolo, joined as
principal and head of  securities lending,
while Don MacNeil, former director of  the
prime brokerage division at BNP Paribas,
joined as  senior vice president of  the
securities lending group.

In his role, Zirpolo will serve as the
portfolio manager of  KDC Alpha, a
matched book securities lending portfolio.
MacNeil will focus on ADR and Canadian
equity opportunities within the same lending
portfolio.

While at Credit Suisse, Zirpolo was
responsible for a $50bn (€37.7bn) supply-
side securities lending business.

Source and Pimco join forces on ETFs News in brief
OCC LENDING PROGRAMME
INCREASES 71%
Options Clearing Corporation’s stock
loan programme, including OTC and
AQS, saw a 71% increase in new loan
activity over November 2009 with
63,852 new loan transactions in
November this year. Year-to-date
securities lending activity was up 66%
from 2009, with 587,320 new loan
transactions in 2010. OCC’s stock loan
programme had an average daily
notional value of  $13bn (€9.8bn). 

BLACKROCK TO ROLL OUT
STOCK LENDING PROGRAMME
BlackRock will be rolling out a stock-
lending programme in January next
year, which will see it lending the assets
of  37 of  its retail mutual funds. Funds in
the lending programme include the UK
Absolute Alpha, the £1.6bn (€1.8bn)
UK Dynamic and the Special Situations
fund, which is £1.1bn in size. The 
total value of  the lendable assets is 
over £7bn.

AUSTRIA REGULATOR
EXTENDS SHORT-SELLING BAN
Austria’s financial regulator has
extended the temporary short-selling
ban on the four largest publicly listed
financial stocks by six months. The ban,
which was supposed to expire at the end
of  November, will now be in force 
until May 2011. The firms affected 
by this prohibition are Erste Group
Bank, Raiffeisen Bank International,
Uniqa Versicherungen and Vienna
Insurance Group.

UK PPF ALLOWS SECURITIES
LENDING AND REPO
The UK’s Pension Protection Fund
(PPF) is now allowed to carry out
securities lending and repo transactions.
The changes were outlined in the PPF’s
latest update of  its statement of
investment principles. Any securities
lending activity will be done within
limits set by  the fund’s board. The PPF
provides for pensioners if  their previous
employer becomes insolvent.

Kellner DiLeo hires former Credit Suisse and
BNP Paribas heads of prime services

Source, the ETF provider that has attempted
to create an efficient lending market for ETFs,
has joined forces with Pimco to introduce 
and distribute fixed-income ETFs in the
European market. 

Together, Pimco and Source are creating 
a range of  products designed to provide 
fixed-income exposure to European 
investors. Pimco Source Fixed Income ETFs
will “combine the transparency and
operational ease that investors expect from
Source ETFs with Pimco’s four decades of
investment management expertise and 
thought leadership”. 

Investors can expect the first products to be
launched early in 2011.

Source says that it believes that the market
for ETFs and similar products will continue to
expand rapidly, but that improved products
and greater liquidity are critical to
accelerating growth. 

The firm says that by working with its key
partners, Source has taken steps to maximise
the liquidity of  its products by: allowing
multiple brokers to participate on an equal
footing; creating a concentration of  flows by
focusing trading on a single stock exchange,
currently Deutsche Börse or the London Stock

Exchange; and creating an efficient lending
market for its ETFs, thereby enabling investors
to take both long and short positions.  

Source says this is an evolutionary step in
the European market as, to date, the lack of
an efficient lending market has hampered
the growth of  trading volumes and has been
a major factor in the significant shortfall 
in liquidity between the US and European
ETF markets.
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MARKET ACTIVITY

Neither a borrower
nor a lender be
Nicholas Pratt looks at the level of activity in 
the securities lending market and the implications 
of an increasing gap between supply and demand

6

The Lehmans default in 2008 led many
institutions to reassess certain practices and
securities lending was one of  the first to
undergo such scrutiny. In the immediate
aftermath of  the default, the concern centred
on a potential lack of  supply. Lenders became
wary of  their involvement in an industry where
such large-scale defaults could occur and which
had become unfavourably associated with
short-selling, which many viewed as a principal
cause of  the market volatility and plummeting
equity values. 

Various regulators introduced temporary
bans on short-selling and fund managers,
pension funds and insurance companies
suspended their lending programmes pending a
comprehensive review of  counterparty risk
management practices, collateral requirements
and lending arrangements. 

Two years on, these reviews are complete and
most lenders have returned to the market.
There are even some newcomers. The UK’s
Pension Protection Fund (PPF), which provides
compensation to members of  defined benefit
pension schemes that have become insolvent,
announced in November that it is to extend its
hedging activity to include securities lending.

“The PPF has looked very closely at the risk
factors surrounding stock lending, in particular
in relation to cash collateral reinvestment,
which was where stock lending came under
stress during 2008,” says a spokesman for the
PPF. “The PPF will not accept cash collateral in
order to maintain a very low risk level.”

The PPF has also addressed the issue of
recalling stock for voting purposes, which
became a concern for many beneficial owners
in the last two years. “The PPF has put in place
a recall policy for voting purposes where it has
significant holdings and on a case-by-case basis.

It is important to note that the PPF considers its
greatest impact on company practices to lie in
the engagement with companies through its
voting and engagement advisor (F&C
Investments). These activities will not be

affected by its stock lending. The PPF publishes
its voting record on its website and will continue
to do so.”

The PPF has not yet appointed a lending
agent but is in the process of  looking for one
and will make an announcement in due course.
And although it has opted for a programme “at
the conservative end of  the risk spectrum in
order to achieve a very low level of  risk”, the
PPF’s decision to enter the securities lending
market underlines that most lenders now
recognise securities lending as “a way of
increasing revenue by lending securities in a
controlled way to help us gain better value from
them”.

Lack of demand
So the lenders are back. The problem though is
the lack of  corresponding demand. According
to figures compiled by Data Explorers, the gap
between supply and demand in the securities
lending market for US equities is at a two year
high. The LongShortRatio, which contrasts the
value of  securities made available for lending
with the value of  the securities on loan, stands
at 10.8. 

The reason for such a wide gap is not,
however, due to a collapse in demand. The
figures show that the short sale value (or value
of  securities on loan) has remained relatively
flat over the last two years, rising from $284bn
in December 2008 to the current value of
$331bn in December 2010. In the same period,
however, the value assets made available for
lending has increased significantly from $2.3trn
to $3.57trn.  

“The value of  equity has increased but the
demand to borrow has stayed steady,” says Will
Duff  Gordon, senior research analyst at Data
Explorers. “There has been no big increase in

‘The value of equity 
has increased but 

the demand to borrow
has stayed steady’
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7

hedge fund assets under management and
while there are still plenty of  hedge funds
engaged in short-selling, it is nowhere near the
levels we saw in 2007 and 2008.”

This was not a normal period of  short-selling
says Gordon. “I think a lot of  hedge funds saw
the credit crisis coming and started to short sell
bank shares and property shares. The question

now though is whether the same level of  short-
selling and consequently the demand for
securities lending will ever return. Is this the
new normal?”

The key pillars to ongoing borrowing demand
are the offshore hedge fund market, alternative
Ucits funds, exchange traded funds and
convertible bond issuance, says Gordon. And

on the regulatory side, the Dodd-Frank Act in
the US will see the emergence of  more
independent hedge funds no longer allied to
investment banks which could encourage more
short selling.

There are, however, the EU proposals on
changes to short-selling which call for greater
disclosure around short-selling positions which
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will not appeal to many hedge funds and could
see many either refrain from this activity or stick
to low levels which fall below the threshold set
by the EU. But the industry is energetically
lobbying for less stringent guidelines in this
area. “Ultimately we need the regulatory
environment to settle down and people’s
confidence and risk appetite return before we
will see any significant increase in the demand
to borrow securities,” says Gordon.

But how serious a problem is the widening
ratio between supply and demand and who is it
a problem for? “It is not a great concern for the
asset owners because they are not solely relying
on the revenue from lending these assets. It is
the intermediaries such as the securities lending
agents that are relying on more activity to
support their securities lending divisions.”

Just eight years ago the gross revenues being
earned from securities lending was around
$20bn and this figure now stands closer to
$8bn, which is a significant drop and one felt by
intermediaries such as lending agents and
prime brokers who take a fee for each
agreement they facilitate.    

Haircuts
Aviva Investors is one of  the few asset managers
to manage its own securities lending house
business and acts on a pure agency basis for the
beneficial owners of  funds within its own
portfolios.  Like most asset owners, Aviva
unilaterally increased haircuts across all of  its
securities lending programme and terminated
business with those counterparties at the riskier
end of  the investment spectrum. 

Obviously the bigger the haircut, the bigger
the capital implications for any potential
borrowers and, according to Mick Chadwick,
head of  trading, securities finance at Aviva
Investors, there has been a selective reduction
of  haircuts for certain asset classes and for
certain counterparties. “One thing that the
Lehman default demonstrated was the relative
robustness of  certain asset classes and
counterparties so we have now taken a more
asset and counterparty-specific approach to risk
and collateral management.”

And while there may be less leverage in the
system than there was three years ago and
certain parts of  the market such as the long-
short equity funds and prime brokerage are far
less active than in 2007, other asset classes and
other participants have fared well, says
Chadwick. “A good proportion of  our portfolio
is in government bonds and the demand for
these assets has actually gone up. Prior to 2008

liquidity was cheap and abundant and now it is
scarce and expensive. And the equity market is
not all driven by hedge funds and prime
brokers. There are plenty of  institutions
engaged in tax arbitrage strategies based on
equities where the level of  risk is not being
ramped up and these are still very active areas.”

For the securities lending agents, the lack of
demand and resulting decrease in revenue may
be viewed as more crucial to the various
intermediaries and securities lending agents
that are wholly reliant on securities lending
revenue unlike asset managers and beneficial
owners. But, says Chadwick, this does not mean
that buy-side firms see the securities lending
market as merely a nice-to-have function. 

“We have always taken the view that
securities finance is a fund management
discipline in its own right and not merely a
back-office function bolted on to the
investment process, but we are now seeing this
view being more widely adopted by other
institutions. For example, a lot of  our insurance
clients have Solvency II on the horizon and see
securities finance as a way to monetize the
liquidity embedded in their asset portfolios.”

“In some quarters securities lending was
understood by some beneficial owners to be a
risk-free source of  income and a way to offset
custody costs, but the last two years have
demonstrated that it is not a risk-free business
and you have to go into it with your eyes open,”
says Chadwick. 

The complacency of  previous years was
fuelled in part by the fact that some custodians
offered indemnity on securities lending but this
indemnity did not extend across the board,
especially concerning the cash reinvestment
side of  the business, and it is in the reinvestment
of  this cash that many of  the losses were
incurred and where a number of  lawsuits have
ensued between beneficial owners and their
agent lenders, says Chadwick. 

“Our clients tend to be at the more
sophisticated end of  the spectrum and have
always had an awareness of  the risks inherent in
the securities lending business, but for some of
the smaller clients in other programmes it is
possible that they did not appreciate the risks to
which they were exposed. So in some regards I
think the Lehman default has been a healthy
development in that it has led institutions to
review their programmes, and while some have
left the market others have decided that,
provided the necessary risk management and
operational infrastructure is in place, this is still
a good business to be in.” fe

‘We have always taken
the view that securities

finance is a fund
management discipline
in its own right and not

merely a back-office
function bolted on to the

investment process’
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eSecLending Delivers 

eSecLending delivers to institutional investors  

High-touch client service Comprehensive risk management
 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 pooled 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 agency exclusive lending for 
specifi c portfolio segments or on a discretionary basis, where 
securities are lent individually. 

We focus on maximizing intrinsic returns in accordance with 
each client’s specifi c 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 enables 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.

(incorporated in Maryland, U.S.A.), the liability of the members is limited.

United States +1.617.204.4500

Europe +44 (0) 207.469.6000

Asia Pacific +61 (0)2 9220.3610

info@eseclending.com

www.eseclending.com
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Refresh and renew
In the wake of the Lehmans default, Citi accelerated its review process
and increased its efforts to keep clients educated and informed

Citi has been in the securities lending
market since 1978 and has seen its business
increase significantly in that time. It now has
securities lending centres in New York,
London, Hong Kong, Tokyo, Sydney and
Mexico City.

Most industries have changed hugely in the
last 32 years and for securities lending one
might imagine that a great deal of  change
followed the events of  2008 but, says Brian
Staunton, Head of  Securities lending EMEA
at Citi, the fundamental basic role of  a
securities lending agent has not changed.
“Our role is to lend assets on behalf  of
beneficial owners, to manage the collateral
involved and to provide reporting on that
lending and collateral process. That has not
changed fundamentally.”

What has changed, though, in the wake of
the Lehmans default, is the lenders’ view of
securities lending. “Prior to the Lehmans
collapse, the industry had not really seen a
default of  that scale. From a Citi perspective,
all of  the default processes we had in place
worked very well, but it is understandable
that the lenders and everyone else in the
market reassesses their processes and
arrangements and looks at how things may
be done differently.”

In fact, says Staunton, the biggest effect on
the securities lending market was not the
default itself  but the reaction to it,
particularly the fact that a large number 
of  markets imposed temporary and
uncoordinated bans on short selling. “This
was what led lenders to suspend their
securities lending programmes because they

did not want to be seen to be contributing to
the volatility in local markets nor to be
contravening local temporary regulations on
short selling.”

Counterparty exposure
There are ways that the securities lending
market is able to deal with counterparty
exposure, says Staunton. Counterparties can
be removed from a list of  accepted
counterparties or subjected to higher credit
stipulations or collateral demands. And
many lenders were already reviewing their
counterparty risk management prior to the
events of  September 2008. 

The review process was certainly
accelerated in the wake of  the Lehmans
default, admits Staunton. “High-quality
government bonds became the accepted
form of  collateral and there was a move
away from accepting cash as collateral
because so many lenders lost money when
reinvesting cash. Even in my own
programme where lenders suffered no losses,
they were very cautious with cash 
collateral and many switched from 
accepting cash to only taking government
bonds. And lenders have become much more
attuned to the risk of  being overexposed to a
single counterparty.”

The biggest change that Staunton has
noticed on the lenders’ side is the fact that
securities lending has moved from being
managed as a back-office activity to one in
the front-office in light of  the greater
awareness of  the risk involved in securities
lending. “In the front office there are 

‘From a Citi perspective
all of the default

processes we had in
place worked very well’

10-11 Sponsored CitiTS:Layout 1  17/12/10  09:51  Page 10



11

people that understand trading and can
identify, assess, calculate and manage risk
and price it accordingly.”

This move from back to front office has
also changed the role of  the securities
lending agent and what is required of  them,
says Staunton. “Our job is to provide more
sophisticated data and, in many cases, to
supply the raw data rather than a pre-
formatted report. This means lenders are
able to upload the data into their own
engines and feed it into their own risk models
which are often looking at counterparty
exposure across the entire organisation and
not just in the securities lending division.”

Consequently, Citi has invested a lot in its IT
to ensure that it can offer a more flexible
provision to clients in terms of  what data is
supplied and in what format. 

Education
Another key change that Citi has made is to
increase its efforts to keep clients educated
and informed of  market developments and
opportunities through regular roundtables
and in-depth reports detailing how market
events may impact their business.

In terms of  Stanton’s prognosis for next
year, he is confident that the pick-up in
hedge fund activity that has been evident in

2010 will continue into 2011. And he is
expectant that there could be some
significant changes for the securities lending
agents in terms of  their client bases. 

“We have seen third-party securities
lending become more popular in the last two
years. A number  of  lenders have lost money
in the last two years through their cash
reinvestment programme  and are now
looking to appoint a third-party securities
lending agent in addition or to replace their
current agent lender. So I expect to see a lot
more mandates for third-party securities
lending agents that are not necessarily tied
to, say, an RFP for custody.

Brian Staunton, Citi
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Funds Europe: Some have spoken about the
danger of securities lending being
overused, mostly by fund managers, in that
they have been criticised for potentially
getting too much return for their securities
lending programmes. Is there truth in this,
and if so, what can be done about it?

Sarah Nicholson, Aviva Investors: Fund
managers are required to ensure they’re
charging market levels, so I don’t think that
fund managers are taking more out of  the
trade than any other securities lending service
provider. Whether that’s an appropriate level
is a different question. There is definitely a
range of  fees charged and service levels
received. It’s a dynamic market and agents
need to be able to continue to invest in the
product and people.

David Carruthers, Data Explorers: We
consider a very broad range of  funds and it can
be a bit tricky to generalise. But what is certain
is that the amount of  securities lending being
done has clearly dropped over the past few
years, partly because there is less demand from
hedge funds and the industry in general, partly
because the values have dropped, although that
is beginning to recover. If  fund managers were
to be accused of  getting too much of  their
return from securities lending, that might
reflect the fact that they’re making less return
elsewhere, in terms of  excess return. The other
point is that if  you look at the return profile of
securities lending, you can view it as being a
diverse asset. It’s kind of  an asset class in its
own right, and the returns generated are very
different from any other investment returns
you might get from other asset classes. This is
because the returns from securities lending are
made up of  two things: one is the fee you’re
getting, and those have generally been higher,
and the volume you’re doing, which is
generally lower. Therefore there’s a lot of
benefit to a fund manager from securities
lending. The key issue is that the volume of
assets they may be exposing to default risk may
be quite high, but there are many ways in
which that can be mitigated.

Paul Wilson, JP Morgan: From my
experience, the motivation for a fund manager
to participate  in securities lending is not to take
a couple of  percentage points out of  the
revenues; in fact, this  is one of  the last things
they generally think about. They’re primarily
focused on how much value the securities
lending programme can add to the overall
return of  their funds. Many fund management
agreements were established  at a  time when
fund managers didn’t contemplate that they
would need  to provide oversight of   a securities
lending programme. The big sea change that

we have  witnessed in the post-crisis market
environment is that oversight, transparency
and risk control have become paramount.
There is a very good and realistic justification
for asset managers to provide oversight of  their
lending activities, whether they lend themselves
or use an agent. In most instances the fund
manager is usually a separate  legal entity from
the underlying mutual fund, insurance fund or
pension fund. Therefore, the fund manager
will always need to justify to the independent
fund board that any amount that they
themselves were taking for providing oversight
was an appropriate amount for services that
they were providing.

Roy Gillson, National Grid UK Pension
Scheme: This argument falls squarely in the
agent issue, and how you reward agents and
what jobs agents are given. Stock lending is a
return to the asset owner, not to the fund
manager per se. But when the fund manager is
acting in an umbrella capacity on behalf  of  a
large number of  clients, and it’s got a pool of
assets, then that delegated authority would be
given to the fund manager and they would act
as an agent in those circumstances and pass on
the appropriate return to the owner of  the
assets. The issue is when the return generated
by securities lending gets confused with an
investment return on investment performance,
which it clearly is not. There should be a
clearly identifiable separate line between these
two types of  return when fund managers
report back to the owner of  the assets. 

Roger Fishwick, Thomas Murray: Yes.
You wouldn’t want to boost the returns that
you are showing as investment returns by
adding in the stock lending.

Gillson: I assume we are all sat around this
table because we believe securities lending
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provides a sensible return to the owner of  the
assets and that fund managers are acting as
sensible agents in those cases.

Fishwick: As a consultant we’ve seen that the
trend of  fund managers lending their own
client assets has fallen away in the last couple
of  years. A number of  people that used to
lend the assets that they manage, so used to
also act as securities lending providers, have
pulled out of  the market and have appointed
a third-party lending agent.

Nicholson: You can definitely see a trend in
that respect. Provided the firm has invested in
the business over the years, then it continues to
make sense to retain it as an in-house service
sitting alongside the fund manager. This
allows you to be much more reactive to any
kind of  change in investment strategy. But
there is a significant outlay in setting up a
securities lending facility so you would need to
be of  a certain size to justify the set-up and
have an ongoing commitment to retain the
ability. 

David Allen, Citi: It may be worth
maintaining the investment, but starting up
new investment would probably be
counterintuitive at this stage. 

Nicholson: As an asset manager you would
have to have a significant supply source to
justify the type of  investment needed to do it
properly. It’s a complex, operationally
intensive business and needs proper systems,
risk monitoring and market expertise.

Wilson: The cost of  being in this business is
only going to go up. Client demands are
increasing and complying with regulation will
also be expensive. It’s becoming a scale game
in a challenging economic environment. To be
frank, 2010 has not been the best year for
earnings from securities lending.

Allen: Though it might be better than 2009.

Gillson: I find that many of  these services are
just a scale business, and some fund managers
would be big enough to operate in that, but
many would not.

Allen: Relative to the utilisation of  the
balances, the volume of  securities lending is
clearly down. So it is not overused relative to
where it was. If  anything, the opposite is true,
you would say it is underused relative to the
historical levels.

Fishwick: Yes, certainly a lot more people
would like to get a lot more assets lent out
there in the market, if  there was the demand
there for them.

Kevin McNulty, International Securities
Lending Association: It’s not generally
possible to manufacture more lending in this
market because the volumes of  securities
lending are a function of  some other trading
activity, like short selling, for example.
Therefore, it is difficult to imagine a situation
where someone can get into this market and
say, ‘I’m going to do five times more lending
than I did last week’, because they just can’t do
that. 

Wilson: About three years ago, lenders
would constantly look at utilisation levels, but
the issue rarely comes up these days. Lenders
are more focused on what the return is versus
the lendable base. In fact, utilisation was
always a misnomer because every beneficial
owner or pension fund wants the lowest level
of  utilisation and the highest level of  return.
In its simplest form, this is the best risk-
adjusted position.
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Carruthers: One point worth touching on is
this debate about whether short selling drives
down share prices. As a result, there are lenders
now who are making a decision to pull out of
securities lending because they don’t want to
support short selling in individual names.
Another reason why high utilisation might be
something of  the past, is that the individual
names that people might want to short are not
the ones that are in the lending pools anyway,
so there’s a structural gap between supply and
demand. The other point to make is that short
positions in general are not quite the lowest
they’ve ever been, but they are pretty close to it.
The world in general is a very long place.

Funds Europe: How has the way
agreements are drawn up changed over
the last two years? Have borrowers and
lenders been asking for new, or more
stringent terms because risk is now high
on the agenda?

Fishwick: People who take cash collateral are
being much stricter in terms of  what will they
allow it to be reinvested in – they want a
segregated account and they don’t want to be
in any kind of  pooled vehicle. So yes, on the
cash collateral side, for those that are still taking
it, the cash reinvestment mandate terms have
tightened up considerably and become much
more cautious than they were three years ago.

Wilson: There is a lot more discussion
around what will actually happen in a default
scenario.  Although the industry has lived

through this situation, most of  the large agents
are offering indemnifications. So the question
is to what extent are the beneficial owners
ensuring  that their agent can stand behind
these commitments? We have definitely seen a
number  of  lenders focusing on and tightening
up around these issues. In reality lenders are
being more realistic and understand  that it’s
impossible to have a guarantee that they will
always buy the lent security back. As the
industry has seen in recent years, there will
always be securities that have stopped trading
or are completely illiquid. I’ve seen contracts
from some agents where they have stated they
would guarantee to buy or get the client’s
securities back. 

Nicholson: But that doesn’t happen
anymore.

Wilson: Beneficial owners are a little bit
wiser to the realities of  the world.

Gillson: It’s very clear that in the crisis, the
risks involved in the detail of  stock lending
agreements became very much more visible to
the owners of  the assets. People responded to
this at different speeds, but everybody has
responded in one way or another. On the
whole, this has been beneficial because people
now understand the risks involved far better
than they did before. They are reacting
rationally and understand that securities
lending is a business with a risk and that it’s an
income source. Ultimately, it’s a trade-off
between those two things. I would hope that
the owners of  assets have upped their game
when it comes to understanding the
parameters that need to be put into
agreements, and working with their agents to
achieve successful outcomes.

Fishwick: One of  the things we noticed,
particularly with older agreements, is how
opaque the so-called indemnities are. We push
very hard to try to make the indemnities
absolutely clear in all agreements, to know
what is indemnified – in which circumstances
– and what is not. Sometimes the language is
just so opaque.

Wilson: There’s always been a debate on
whether indemnification is a good or bad
thing. Prior to the market crisis, the agent’s
indemnification was the first line of  protection
for most beneficial owners, while now it’s the
last form of  protection. Beneficial owners are
doing all of  the other things that are sensible
and prudent to manage the parameters of
their lending activities and then, if  all else
fails, they have the agent’s indemnity.

Nicholson: Globally, we have two or three
outsource arrangements where indemnities
are in play, and historically, there has been an
over reliance on the indemnity. Now it’s very
much about getting to the detail first and
considering the indemnity last.

Funds Europe: Would you say that lenders
are becoming a lot more involved in the
whole process?

McNulty: In the past couple of  years there
has been a tremendous drive towards greater
understanding and attention to detail. There
are two agreements to consider, the one that
the beneficial owner signs with an agent and
the one that the agent will typically sign with
the borrower community. From an ISLA

‘It’s very much about
getting to the detail first

and considering the
indemnity last.’
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[International Securities Lending
Association] perspective, we spend quite a bit
of  time on the second of  those two, the
market agreement. We published a new
Global Master Securities Lending Agreement
[GMSLA] at the beginning of  this year,
which was designed to give the non-
defaulting party, in the event of  something
like Lehman happening again, a better and
more realistic outcome. We are pushing quite
actively to see that new agreement get
adopted in the market. 

Earlier this year we started a training course
with ICMA [International Capital Markets
Association], looking at the detail in the
GMSLA and the master repo agreement. Our
course was oversubscribed, which shows there
is indeed a real interest in getting down to the
detail of  these things.

Wilson: ISLA has done some extraordinarily
good work with the GMSLA, but one of  the
biggest challenges we have as an agent is that
we have hundreds of  clients that are using the
old MSLA, OSLA or MIFISLA agreements.
So to make the GMSLA effective with any
borrower we would need all of  these clients to
actually review and agree to it. It therefore
becomes really problematic to have some of
our book under the old agreements and some
under the new one. As we sign up new
borrowers, using the new agreement is easier
to do, but with your legacy borrowers, it
becomes much more difficult because of  the
client impact. 

Allen: We’re midway through a repapering
exercise on all borrowers now, under the 2010
GMSLA. We’ve started to get responsive
feedback from the borrowers using it only in
the past month. There was really a slow take-
up, although I’m not quite sure why. It may
just be the daunting nature of  having to
redocument so much paperwork. The
education of  lenders around what this new
document brings is really just a process you
have to go through.

Funds Europe: The general consensus is
that securities lending has moved from an
operations function to an investment
function.

Allen: Yes, it’s true. If  you’re selling securities
lending, you now deal with the investment side
of  the beneficial owner, not the administrative
end. This is something that has completely

changed. It probably moved a while ago, but
it’s become transparently obvious now that
that’s the case.

Carruthers: Compared with most other
types of  investment, securities lending has got
lots of  moving parts. If  you run systematically
through all of  those, whether it’s the haircut,
the margin you take, the range of
counterparties you deal with, the diversity of
the assets you are in, the type of  assets you
have acquired as collateral versus the loan –
across all of  those, the form of  the indemnity
has been tightened up. It is as if  the various
asset owners have looked at each of  these
components and have become stricter on each
one. You’ve gone from a situation where two
or three years ago, some of  these programmes
looked like accidents waiting to happen, to the
point where some owners are handicapping
themselves because they’ve gone to the
opposite extreme. The data shows there’s an
opportunity for people to move back towards
a more moderate position and probably make
more money. 

Gillson: I would agree with that absolutely
David. Moving to an extremely stringent
position is just a normal reaction
function to finding out you had a risk that

was much bigger than you expected. 
You adjust all the terms and make 
sure you’re being cautious and then
afterwards you can relax, although this
hasn’t happened yet. I’m sure, however, 
that people will be looking to relax as time
goes on.

Nicholson: We are definitely seeing an
increased application of  investment
discipline around what historically may have
been seen as either a no-risk or
administration-type process. We’re seeing
exactly what David has described, but all
within the parameters of  an overall
investment risk appetite. Our returns and
our risk processes are being compared to
other investment strategies. Our clients are
now definitely seeing it as an additional
investment strategy that needs the same level
of  consideration.
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Funds Europe: With transparency going up
the agenda in every investment arena, how
have securities lending programmes been
affected? And also does this have any
impact on smaller lenders who can’t offer
that level of transparency?

Nicholson: We’ve always been very lucky in
that we have a small number of  clients, all of
which we are very close to. Therefore we’ve
always had very regular meetings and
discussions. Over the last 18 months, though,
we’ve been asked to provide more and more
detailed analysis and transparency around
why loans were made and why collateral was
taken.  Conversations are much more detailed
and probing.

Funds Europe: Has that led to the need for
more investment in that area to keep up
with client demand?

Nicholson: Absolutely. It comes back to our
first point:  securities lending is becoming a
much more expensive business to be in. It’s
not good enough to answer queries in a
generalist way or take time to respond with
more detail.  All the information and analytics
must be at your fingertips. You need to be able
to respond to any query immediately.

Wilson: We allow all of  our clients to fully
customise every single component of  their
lending programme. Every one of  our clients
has their own separate cash collateral
accounts and we provide around 150 daily
reports and 50 monthly performance reports.
On a quarterly basis, each of  our clients has a
fully detailed performance and relationship
review. We view  ourselves as a quasi asset
manager and show clients how we’ve
generated the return and the risk that’s been
taken to get there together with an outlook for
the following period. This performance
package is highly detailed and some 50 pages
long. To be able to produce that kind of  report
you need good technology and you need a
high level of  scale.

Clients are no longer just focusing on relative
performance, although that remains part of
their consideration. Only yesterday I was  with
the CIO of  one of  the largest asset managers
in the UK and he was more interested in what
alpha his fund managers added to his funds
and what alpha was coming from securities
lending. He wanted to analyse that by region
and by segment. So although relative

performance is a component of  this, I would
say that in the last two or three years, the
number of  clients using benchmarking tools
has actually declined.

Allen: In some ways benchmarking was a
start towards the transparency process, but
it’s not the be all and end all. We’re seeing
greater demand around the detail of  the
reporting, and I don’t think it will stop there.
It’s going to go further and further, and it’s
going to move more to the performance side
of  things. Also, by providing some of  the raw
data that goes into our client’s middle office
systems and their accounting systems, we
become part of  the value chain rather than
just a piece of  the process. 

McNulty: This market has come a long way
in ten years and there is much more
transparency. If  you are an interested
beneficial owner doing securities lending,
you can find out an awful lot about how you
are doing versus others if  you are interested.

This information is available from specialist
data providers and often may be provided by
a lending agent. While the information is
there for lenders and borrowers that want it,
if  you are outside of  the market circle it may
be less transparent. I wouldn’t be surprised if
we start to see more demands from
regulators that want to know more about the
size of  the market, how it’s developing and
how it’s growing.

Gillson: Over the last ten years, I’ve been
surprised at how little interest there has been on
behalf  of  regulators in the size of  short
positions. A long time ago, I suggested that the
negative short positions in stocks should be as
much public information as the long positions
are, and until the crisis nobody seemed
particularly interested in that; but it’s different
today. The regulators, particularly the European
regulator, are very interested in this information.
I think the question of  whether securities
lending is a front office or back office process, is
now at the front of  people’s minds.  It’s being
integrated into the normal risk measurement
return administration processes in a way that it
wasn’t before the crisis. Before, it was an income
source that got reported occasionally; now
people want to know about the whole process
and all the details that go into it.

Funds Europe: Roy, from your point of view
as an institutional investor, has the
transparency on behalf of your providers,
increased? Have you started asking more
questions? And are those questions
adequately answered?
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Gillson: Pension fund trustees ultimately just
want to know that it’s operating smoothly and
that they have appropriate agents in place who
are controlling that process. They don’t want
to see the detail unless something goes wrong,
but they want to know that that detail is there
and is being monitored and managed by their
agents, whoever those agents are.

Carruthers: One of  the issues with securities
lending is that it crept up on asset managers as
it emerged from the back office. It’s now being
viewed more from a front office perspective. In
the past few years, a lot of  work has been done
on performance measurement and standards
for investment generally. Gips [Global
Investment Performance Standards] is one
example of  the work done. It will be interesting
to see securities lending handled in the same
way, with drill-down attribution. I don’t think
we’ve arrived yet, but we’re getting there.   

Equally, there’s the focus on risk. We don’t yet
have a  proper global risk standard and until
such a thing is introduced, there will always be
an element missing and that’s preventing you
from looking at the whole of  the risk in
securities lending. Having said that, we are
moving in that general direction.

Wilson: We talked about securities lending
becoming more of  a front office activity, but
notwithstanding this, most of  our clients still
want to know about operational aspects, such
as how many trade failures occurred due to
securities lending and how long they failed for.
They are still very much focusing on the
operational components of  securities lending.

Nichsolson: There’s a difference between
how much risk you are willing to take and
how that risk is measured. If  we have
standard measurements, then people can
actually take as much or as little risk as they
choose. It’s about standardising the
measurements, rather than prescribing how
much risk investors can take.

Gillson: Pension funds don’t all have the same
benchmark anymore, but we are all using the
same UK equity performance measure across
all the funds. Therefore, the more
transparency there is and the more
information is made available, the more we
will understand what standards we should be
using, even though they will differ [from one
pension fund to another] because risk
preferences are very different.

Funds Europe: The strong recovery
expected at 2009 has not yet come to
fruition. In view of this, how have
expectations been revised and how do you
see the market developing going forward?

Fishwick: I don’t think the deleveraging
story is over yet. If  you look at Basel III you
realise that the banks were leveraging
themselves up significantly, it wasn’t just the
hedge funds. Everybody focuses on hedge
funds and their amounts of  leverage, but
actually the banks and investment banks were
very heavily leveraged as well. So the story
that deleveraging process through Basel III
will keep driving the market trends adversely
for securities lending. The demand won’t
come back.

Wilson: 2010 has been a year where most of
the factors that could collude against you did
so: oversupply in the bond markets,
quantitative easing, lower dividend yields,
lower hedge fund activity and minimal M&A
and IPO activty. Many  of  the headwinds

came together and impacted at the same time.
I don’t think 2011 is going to provide  a vast
amount of  relief. There may be more
positivity  on the equity side but I wouldn’t
suggest it’s going to be substantial. 

But it’s interesting how the market adapts to
these situations. Right now, for lenders willing
to lend  bonds for more than a year, there is
the potential  to  substantially improve the
return. This is because the banks are very
keen  to borrow securities for longer than a
year given new capital requirements coming
out of  Basel III and other regulatory
requirements.  Different enhanced revenue
trades do exist in the marketplace today for
those that are willing to take them up.

But overall from a lending perspective, the
recovery has not happened. As noted we may
see a modest recovery in 2011, there is going
to be continued  pressure on the P&Ls of
many  market participants. As a result, you
may see a  classic two-tier market, with three,
maybe four, very large, dominant providers
and a number of  niche  organisations.
Everyone will have their place, but it will be  a
different, more bifurcated model than it is
today. The profitability of  the industry  will
drive that. 

Funds Europe: Would you say that the
market would be more efficient then when
it comes back? Will we see better
regulation, better risk management and
more efficient processing?

Nicholson: From a regulatory perspective,
no one knows yet. There are many items of

‘There’s a difference
between how much risk
you are willing to take
and how that risk is

measured’
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legislation in discussion, all of  which could
impact the business in some way and all of
which may be preventing people from trading
at the moment, in one way or another. So
there are opportunities that hedge funds are
simply not taking because they don’t know
what the short-selling regulations are going to
be, they don’t know what the capital
requirements are going to be and they don’t
know how individual country regulators are
going to continue to view the activity. The
regulation is getting to the stage where it’s a
case of, ‘just give us some certainty, we’ll work
in a framework but we need to know the
framework’. 

Right now we’re all somewhat  trying to
second guess what’s coming, and that is
definitely impacting the business. Paul’s
description of  the different tiers of  activity is
absolutely right. Asset managers like
ourselves are looking much more at the
strategic transactions rather than the flow
business. We’ve never been able to compete
with the likes of  J P Morgan or Citibank
when it comes to high-volume, low-margin
flow business, so for us, its much more about
working with the fund managers to deliver
the investment objectives.

Working with the clients and identifying
strategically aligned transactions is what is
going to bring in higher returns. Our volumes
are down and I don’t see them increasing
particularly. What I do see is an increasing
level of  sophistication around the transactions.

Allen: Trading is now more about quality
over quantity, to some extent. There will

always be trading opportunities and demands
for collateral that emerge from different
scenarios – whether it’s the greater demand
for bond collateral because of  central clearing
houses and counterparties or short selling
hedge funds or banks looking to make sure
they have sufficient collateral to meet all their
margin calls. There is always going to be
something driving the next demand for
securities.

Wilson: You’ve currently got record issuance
by the US Treasury, coupled with a wide
variety of  government liquidity programmes
so that the market is awash with public money.
We need to start to see a reversal of  that, and
I’m sure the Fed [US Federal Reserve] and the
ECB [European Central Bank] would like to
replace public money with private money.
However, in an environment where there’s
minimal  spread and a flat yield curve that
might not happen as some lenders will not
want to lend those securities. 

We need economies to be stimulated, which
would mean that the government

programmes can start to be wound down and
interest rates start to rise. This will lead to
some spread coming back into the market,
which will make it more attractive for the
lenders to put more of  their fixed income
securities into the marketplace. If  this doesn’t
happen, it is just cheaper for the dealers to go
directly to the Fed or the ECB right now.

Nicholson: But securities lending can also
play a role within insurance companies and
pension funds around efficient capital and
cash-flow management. There are long-term
transactions and structures that can help
insurance companies and pension funds in
managing this

Gillson: The changes in margin
requirements and insolvency rules for
insurance companies and pension funds across
Europe will continue to drive business growth.

Nicholson: And that is going to be where the
priorities are. The opportunistic flow business
is going to be more of  a secondary focus.

Carruthers: The regulators were surprised
how dependent the world had become on
short-term repo finance two or three years
ago. What we need is a structural private
sector solution, which provides longer-term
funding for those very activities. There are,
however, a few little potential bright spots on
the horizon. One of  them is actually to do
with regulation. We have seen the move
against use of  CDSs [credit default swaps]
impacting on corporate bond loan balances.
As a result of  both Obama’s war of  words
against CDSs and the moves in Germany,
people at the margins are moving back to
shorting actual corporates rather than doing
so through pure naked CDSs. That’s a positive
development. 

The other bright spot is Ucits and the
expansion of  long/short funds within that
framework. At the moment they are a
miniscule part of  the overall activity, but it
wouldn’t take much for the traditional long-
only managers to do more in that space and
therefore boost the demand for short selling
and hence for lending.    We must not forget
that hedge funds represent about 2% of  global
assets under management, so if  the long-only
managers move, even a small way, in that
general direction, that’s got to be a positive. So
individually these developments may not be
that big, but the trends are positive.

‘Asset managers are
looking much more at

the strategic
transactions rather than

the flow business’ 
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McNulty: I’m certainly not going to try and
predict what will happen in terms of  the
global economic outlook, but that’s clearly a
big part of  the future of  securities lending.
The issue around regulation is the great
uncertainty that needs to get settled and we
can hope that the situation does get clarified.
So one component piece that may be holding
back some of  the ability for this market to
grow should hopefully get settled in the next
12 to 18 months.

Fishwick: Paul, do you think clients of  the
mid-tier players are going to move away from
them, and that you’ll see an increase in third-
party business of  the big four and a decrease
in the business of  the mid-tier players?

Wilson: Not necessarily. It’s about service,
capability and investment in the business;
these are going to be the key drivers of  the
industry.  We’ve been a net hirer of  people this
year, particularly on the client side, which has
become more demanding. Right now, having
the optimal levels of  client service, in its
broadest sense, is a really important factor.
When a client comes with a question or wants
to understand how market dynamics impacts
lending you need to have experienced and
skilled people who can answer it immediately
and can give the level of  transparency clients
are now expecting. 
We’ve certainly seen substantial growth in our
third-party business. A few years ago we all
predicted that there would be more
unbundling of  custody and securities lending,
particularly outside of  the US. This year, we
have won two to three times more third-party
mandates than in prior years.

Allen: We can definitely back that up. When
it comes to the choice of  custodian and the
choice of  lending agent, clients are going for
who they consider to be the best provider of
the different services. If  they’re not the same
then so be it.

Nicholson: A couple of  years ago it was all
about the fact that custodians were telling all
the clients how very difficult it would be to
unbundle custody to third parties. Has that
improved since you’re both taking more third-
party lending mandates than custody?

Allen: It’s a change of  attitude together with
technology enhancements that has made a
difference. Also, the client is the central pivot.

If  they want to do that then they will demand
their custodian work with their lending agent.

Gillson: But it comes down to that circular
argument about which comes first, the
chicken or the egg? Is there willingness from
the custodians to separate their services or do
they have to be pushed to do so by their
clients?

Allen: They [clients] realise they now have
more leverage with their providers.

Nicholson: Compared to a few years ago, it
is now a much easier process to select a
lending agent who isn’t your custodian.

Wilson: To be fair, it’s not for everybody.
There has to be an element of  economics for
both the agent and the lender, otherwise it just
makes no sense to unbundle because of  the
size of  the assets or the nature of  the assets.
We have also seen a large difference in the way
that custodians approach the support of  third-
party lenders. Also, there are  a number of
agents that don’t have the full array of
securities lending capabilities. 

Gillson: That is a clear economic process
within the generalised securities lending
industry. But there are places for niche players
and there will be specialist niches within it.

Allen: From a niche point of  view, we’re
seeing the development and growth of
individual markets. Potentially, using a bank
like Citi for certain markets and keeping the
broad lending mandate for developed markets
with an existing provider can make sense.
Choice is there and people are selecting
particular solutions for their specific needs. By
and large, it is probably easier to change your
lending agent than it is to change your
custodian, and that plays a factor as well.

Fishwick: Looking at the third-party
mandates coming in, are the other big
custodians or the smaller custodians losing
the lending?

Allen: It’s both. Some of  the big custodians
that had pooled investment vehicles obviously

‘When it comes to the
choice of  lending agent,
clients are going for who

they consider to be the
best provider of the
different services’

12-21 Round table1ts:Layout 1  17/12/10  09:49  Page 19



ROUNDTABLE: UK

20

suffered in terms of  publicity and that
engendered certain discussions around finding
a replacement lending agent. When it actually
came down to it, I’m not sure how many
actually moved. But if  nothing else, what it has
done is driven the discussion around the choice
of  lending agent and who is the best lending
agent. Now, the fact that your lending agent was
your custodian doesn’t mean it will continue to
be going forward. 

Wilson: It’s also worth noting that quite a few
of  the deals coming to the market right now are
from lenders that exited during the market
crisis. They may have gone through a bad
experience, but are now getting to the point
where they want to re-engage. But  it’s just not
an automatic process where they appoint their
prior provider, it’s more about going to market
to see what else is available. For the lenders
there is so much more choice out there right
now. Those that  take the time to get under the
bonnet and have a look at the engine are in a
great place. The differences between all the
lending agents are vast in terms of  their
attributes and what they’re good at and what
they’re not so good at. So taking a long hard
look at the different players allows for the right
decision to be made.

Gillson: That process depends on the level of
sophistication both of  the client and the agent.
But we’re saying that there’s a real market in
separate lending services as opposed to custody.
Clearly having a separate agent may be a good
risk management tool.

Nicholson: That’s the kind of  service we offer.
Although we have our own lending desk, we
understand that we’re not necessarily the
experts in every market.  So there are certain
markets in which we will outsource to a third
party purely because they have the scale and the
knowledge in that market. But it comes back to
that oversight process, having somebody who is
looking over the whole programme and at the
best way to manage positions across the board.
With longer-term, more strategic transactions
increasing for insurance companies and
pension funds, it makes sense to have somebody
who can look at all of  those things in the round,
instead of  having your asset manager doing one
thing, your custodian doing another thing and a
third party doing something else. Having one
entity acting as a central hub says ‘this is the
way the portfolio needs to be used in order to
maximise the returns and the benefits’. 

McNulty: Third-party lending is one of  the
things that, over the past few years, has really
been of  a huge benefit to this marketplace. It
stands alongside some of  the developments in
transparency we talked about earlier and
some of  the other developments in market-
based technologies which have helped the
industry become more efficient. What third-
party lending has clearly done, in my opinion,
has upped the game of  every player in this
particular market. 

Nobody can sit on their laurels anymore and
just assume they’re going to get business.
There’s always a risk that they could lose
business and they are very aware of  that now.
The reality is that not every investor is going
to be able to have a third-party lending option.
They may not be big enough, they may not
have the clout or the expertise to really force
through change, but because that choice exists
for some, it’s actually been a benefit to
everybody.

Allen: What it does is raise the quality of
service because the custodians know they have
to do more.

Fishwick: There used to be an implicit or
explicit bundling of  the custody fee and the
stock-lending revenues, so there was a cross
subsidisation between them which is now
being pulled apart.

Allen: Partly, its because they originally sold
to the administration side of  the client, and it
defrayed the cost of  the custody fee.

Funds Europe: Revenues from securities
lending in Asia rose by 25%. How are the
providers around the table tapping into
these markets? Are there any challenges
specific to the Asian markets?

Carruthers: There are a few highlights I
would mention about Asia. For the first time
ever, the value of  the quantity on loan in
Hong Kong exceeds that of  Japan. This is
happening at a time when you’re still
relatively restricted in what you can do in
Chinese shares. So there’s clearly a big pent-
up demand that is coming from the sheer
level of  activity in mainland China. It’s
clearly a China story and although mainland
China is reasonably benign in terms of
supporting short selling and securities
lending, it will probably be a while before
that comes to full maturity. There’s growth in
India but it’s restricted to what are called P
Notes [participatory notes to foreign
investors issued by Indian-based brokerages
buying India-based securities]. In Taiwan
and Korea it’s mainly swap based, so the
market is still synthetic. Broadly speaking,
Asia is a growth story and securities lending
is benefiting from that.

Allen: Citi has a large sub-custodian network
and has a well-established local presence in
these markets. Offshore investors often chose
Citi when looking at those [Asian] countries,
because of  its size and scale. We’ve been one
of  the first to market in a number of  these
regions, such as Taiwan and Korea. We found
that dealing with local regulators and officials
to structure a programme benefits our clients
and also benefits the broader market in terms
of  the way that that information is played
through the trade associations.

New markets have huge potential if  they
deregulate enough to allow securities lending
models to be applied. If  there’s demand for
borrowing securities in these markets and
they are deregulated, the supply will be there.
If  Asia is the growth centre of  the world, as it
has been until now, then securities lending
will follow. 

Another benefit of  being new to some of
these markets is that it’s a good time, from an
investor and a beneficial owner point of
view. This is because the demand is 
greater than the supply. So there’s a real
opportunity for beneficial owners to be able
to enter these new markets and take
advantage of  the situation.

‘Nobody can sit on their
laurels anymore and just
assume they’re going to

get business’
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Nicholson: The spreads are also high because
the risks are higher. No beneficial owner should
be going into this thinking that the spreads are
high just because it’s the ‘new, new thing’.

Allen: Again it depends who your borrowers
are, what collateral you take and so forth.

Nicholson: It also depends on the regulators
because a lot of  these markets are quite
unstable – we’ve seen it in Malaysia, Thailand
and in Hong Kong over the last 15 years, where
the regulators have come in and just changed
the rules overnight, and lenders are scuppered.

Gillson: And a lot of  business opportunities
arise because there are local rules that create
inefficiencies. If  that is true, then those rules
can change very rapidly and unexpectedly and
you have return sources which can disappear,
or you have reasons for the practice not to look
as attractive.
I’d like to make a point about voting and
ownership around securities lending in new
markets. Whereas in the developed markets it’s
relatively straightforward for the beneficial
owner to get their stock back when they want to
vote in critical issues, out in Asia that’s a very
different and arduous process. This therefore
interferes with the beneficial owner’s ability to
stock lend.

Nicholson: All of  these are just issues that
beneficial owners need to be aware of  and
none should necessarily put them off  from
lending in these markets, but my concern is that
the downstream impacts, that Roy has
mentioned, are often not considered. The other
thing is the reputational damage. It takes a long
time to be allowed to invest in some markets
and then if  you decide to start lending and
something goes wrong your licence can be
revoked very suddenly. These things have to be
considered before you go into it. There are
great opportunities without doubt, but they
don’t come without their risks

Wilson: In Australia, we have a sizeable
portion of  the  pension market which has
attractive, stable and growing assets and
benefits from a currency with rising interest
rates. Outside of  Australia, while we have been
winning new mandates and our business is
much bigger, there hasn’t been a great deal of
new supply coming into the market because
most of  it is dollar based and invested in
Treasuries. Nevertheless, we now have people

on the ground in all of  the main markets –
Taiwan, Korea, Japan, Singapore and Hong
Kong. When it comes to securities in demand,
there has been reasonable demand given a
higher than average number of  hot stocks. This
is where the benefit of  the large Asian
programme really makes a difference.  

In all regions, we manage our book prudently,
maintaining good buffers across the entirety of
our programme. As we manage a large amount
of  supply, we can mitigate much of  the risk of
failed trades and facilitate proxy voting, often
without having to recall loans. We actively
manage the buffers and we know our clients
trading and voting behaviours across the
programme. We can always retain enough
securities so that when one client wants to
recall, it’s actually just a swap across our books
to another client. But as you enter new markets,
places like Taiwan and Brazil, you need to do
so prudently and possibly bring two or three
clients in at the same time without pushing
down the fees to the typically low levels in these
markets. The way you do that is all about
market access.  

McNulty: One of  the things that’s interesting
about new markets, is that in places like Brazil
and certain Asian markets, the local authorities
have set up models which are different to how
things are typically done elsewhere in the
world. What’s interesting is how the market
adapts and deals with that. I was involved in a
debate about Brazil recently. It has a model that
is based upon having a local central
counterparty, which is quite different to how
most beneficial owners, agents and borrowers
would do business today. It’s probably unlikely
that Brazil is going to change its model and
make it easy for the conventional bilateral
market model to operate there. So the
challenge is, are the current providers in this
place willing to look at the risks and adapt their
models to work with some of  these newer
arrangements?

Wilson: We have spent a lot of  time looking at
Brazil where there are a lot of  good
opportunities. You’re not going to get physical
sight of  collateral in that market, but  if  you are
already invested in Brazil, your securities are
already held with the CBLC [Brazilian
Clearing and Depository Corporation] and,
fundamentally, your market risk is the CBLC
for your investments. So, if  you’re willing to
have  your assets in Brazil held by the CBLC,
why would you be overly concerned that it’s

also holding the collateral, from a securities
lending transaction? If  you were that
concerned, you wouldn’t be investing in Brazil
to start with.

McNulty: Just because it’s different doesn’t
necessarily mean it’s wrong. It might be that
lenders and borrowers need to think about the
business in a different way.

Wilson: There are clear differences, but we
take clients through those differences, and the
risks, in great detail. Once we have this
discussion, clients can see that they can get a
relatively good level of  return with perhaps
moderately more risk than they might have
elsewhere, but it’s actually quite
complementary. They can then make a choice
whether to lend there or not

Funds Europe: What impact will the Bank
of England document Securities Lending:
An Introductory Guide have on pension
funds? Has it had any impact at all? 

Gillson: It’s a good document and it sets out
very clearly what is involved, but I have yet to
hear a single trustee referring to this document.
So I’d say it’s a successful document, but there
have been issues in making sure it reaches the
right audience.

McNulty: There are a couple of  things to
bear in mind when talking about this
document. Most importantly, it is not primarily
aimed at the beneficial owner who has spent
time understanding this business, like Roy. It’s
more aimed at the ones that have not been
exposed to this industry and don’t really have
the time and capacity to spend understanding
it. It is therefore a deliberately concise
document. The second, and perhaps most
important thing, about the document is making
sure it ends up in the right hands. There’s
clearly a good bit of  work to be done there and
it won’t happen overnight. We, and other trade
associations are working quite closely with
organisations like the NAPF [National
Association of  Pension Funds]. I attended a
trustee seminar where they gave us a platform
to talk about the guide. We will look to do more
things like that.

Gillson Once it’s part of  the standardised
trustee-training course organised by the NAPF,
which I’m sure it will be, then it would have
reached its required audience. fe
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Unique advantages
A strong balance sheet, comprehensive indemnification packages
and a highly flexible program structure - these are just some of the
advantages offered by J.P. Morgan’s securities lending program

J.P. Morgan’s securities lending program
offers its clients unique advantages derived
from the financial strength, trading and
markets presence, and extensive global
footprint of  the firm’s overall resources.  The
program is built on sound fundamentals,
including extensive risk management
processes and controls, superior credit
expertise, broad market presence, tight
operational controls and conservative
investment practices.
J.P. Morgan’s securities lending program is
unique in several respects from our
competition, including:

• Fortress Balance Sheet:  J.P. Morgan is the
most financially secure institution in the
industry with $2.1 trillion in assets, and
stockholder equity of  $173.8 billion as of
September 30, 2010.  Our capital strength is
significantly larger, by multiples, than many of
our competitors, which reinforces our ability
to support ongoing investments in securities
lending, and more importantly, fully honour
the indemnification pledges made to lending
clients.

• One of  the most Comprehensive
Indemnification Packages in the Industry:
Covers borrower default, overnight market
risk, fails on the return of  loaned securities
and entitlements to securities on loan.

• Highly Flexible Program Structure:  Clients
can design a program that fits their needs and
requirements.  J.P. Morgan’s securities lending
program employs compliance monitoring for

adherence to client-specified program
structure and cash collateral investment
guidelines.

• Customized Separate Accounts:  Clients can
utilize their own separate account for the
reinvestment of  the cash collateral.
Investment guidelines are developed in
conjunction with the client in order to meet
their specific risk/return objective.  However,
J.P. Morgan provides full support for clients
that wish to invest their own cash collateral.

• Size and Nature of  Available Inventory for
Lending:  J.P. Morgan has significant lendable
assets in inventory, representing a prime
source of  supply for broker/dealers seeking to
borrow securities.  The size of  our lendable
base and our expertise in managing cash
collateral enhance J.P. Morgan’s ability to
maximize distribution of  securities to a broad
borrower base and provide attractive returns
to our clients.

• Borrower Selection and Review:  Each of
the borrowers in our program undergoes a
rigorous selection process.  Creditworthiness is
reviewed on a continuous basis by the credit
analysis professionals in the Broker-Dealer
Division.  J.P. Morgan’s extensive banking
relationships with borrowers mandate that it
engages in frequent, ongoing dialogue with
each firm’s management to understand their
transactions and assess risk.

• Maximum Distribution of  Loans:  Clients
can benefit from high utilization rates through

J.P. Morgan’s 
securities lending

program is unique in
several respects
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loan opportunities via Equilend and via our
bonds borrowed and term loan structures.

• Consistent Revenue Generation for Our
Clients:  We consistently generate substantial
lending revenue for clients while ensuring
compliance with client program guidelines
and adherence to stringent risk management
measures.

• Relationship Management and Service:
Dedicated specialist securities lending
relationship managers constantly provide
clients with insight and technical expertise to
assist clients in structuring their lending
activities and deliver performance reviews
showing how revenues were derived and
associated risk levels.   Exceptional service
levels ensure seamless integration of  client’s
investment process and operations.

• Online Reporting:  Comprehensive
reporting on all lending-related activity is
available through J.P. Morgan ACCESS
Views Portfolio Reporting.

For further information, please contact Paul
Wilson, Global Head of  Client Management
& Sales, J.P. Morgan, Worldwide Securities
Services on +44 (0) 20 7742 0249 or
paul.uk.wilson@jpmorgan.com. 

• J.P. Morgan is a leading asset
servicing provider and premier
global bank committed to helping
asset managers and institutional
investors of  various sizes mitigate
risk, enhance revenue and increase
efficiency 

• Customized approach to manage
risk and increase return with
separate account lending solutions 

• #1 Custodian Agent in ISF
Beneficial Owners Securities
Lending Survey, 2009 — Top 3 in
27 of  the 28 survey categories

HIGHLIGHTS

Paul Wilson, Global Head of Client Management & Sales,
J.P. Morgan, Worldwide Securities Services
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Spark of life
Lending agents have made efforts to revive interest in the securities
lending industry. Nicholas Pratt looks at how their role is changing 
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It is fair to say that the securities lending market
has been quiet of  late. The noise generated by
the high profile withdrawals of  pension funds
and other asset owners back in 2008 and early
2009 has since subsided. There is still some
distrust about the benefit of  securities lending
for beneficial owners. The US Senate’s Special
Committee on Ageing has launched an
investigation into the securities lending industry
and some allegedly imprudent cash-collateral
reinvestment program. But for most pension
funds, their own internal enquiries into securities
lending were completed some time ago. 

“Anecdotally, almost all of  the beneficial
owners that were planning to return to the
market have now done so and some are now
starting to revisit some of  the more conservative
measures they put in place during the last two
years,” says Richard Thompson, chairman of
trade association the  International Securities
Lending Association (Isla). “Primarily lenders
were reacting to market conditions in the money
market space and were drawing away from cash
in favour of  government bonds. We feel there is
now a conversation to be had about other
collateral types including the use of  cash.”   

And what of  the various concerns of
beneficial owners around the apparent lack of
transparency in the securities lending process
and for what purpose the securities may
ultimately be used for? Many pension fund
trustees appeared to be uneasy about the
perceived link between short selling and market
volatility and the possibility that stock which
they had lent had been borrowed by hedge
funds and used for improper purposes. 

“I would challenge the assertion that there
was a lack of  transparency around the use of
stock,” says Thompson. “All of  the quantitative
data on securities lending should be available on
a daily basis from a lending agent and while not
every single trade can be annotated, an ongoing
commentary on what stocks have been lent out
can be provided by lending agents as part of  a
service update.”   

The issue is not that securities lending runs
contrary to good corporate governance and
there is no evidence to suggest that the securities
lent are ever acquired purely for their voting
rights, says Thompson. The Global Master
Securities Lending Arrangement – the
contractual agreement adopted for cross-border
securities lending arrangements – has been
updated this year for the first time since 2000
and includes provisions such as a warranty from
the borrower to the lender that the stock will not
be used for voting purposes. 

Alongside the updated master agreement,
Isla has also helped, along with the British
Banking Association, the National Association
of  Pension Funds, the Association of  British
Insurers and other bodies, to produce a guide
to securities lending for trustees. And Isla has
also produced guidelines on how lending
agents should interact with beneficial owners.
“The idea is to re-set the engagement 
between beneficial owners and lending
agents,” says Thompson.   

It is too simplistic, says Thompson, to merely
see the agent’s role as acting as the intermediary
between borrowers and lenders and trying to
align their conflicting interests. “They are not
caught between the borrower and the lender
where the borrower wants to engage in a
transaction that is somehow detrimental to the
lender. Lending agents are a point of  entry for
beneficial owners and they can provide
aggregation around the inventory and provide a

level of  expertise and acumen in the provision
of  services.” 

The changes in the securities lending market
have not been wholly down to the aftermath
of  the Lehmans default. The unbundling of
custody and securities lending services has
been a profound development, particularly in
Europe, says Paul Wilson of  JP Morgan. Asset
owners are now viewing securities lending as a
fundamental investment process and no longer
a commoditised back-office operation and this
has changed the kind of  engagement that
lending agents have with prospective lenders.
“We are now dealing with chief  investment
officers and chief  risk officers that are more
actively engaged in the process and aware of
the risk levels involved.”

This heightened awareness of  risk may have
resulted in some lenders leaving the market
while the general increase in collateral demands
and risk management requirements have not
made the securities available any more enticing
to the decreasing number of  potential
borrowers in the market. But, says Wilson, there
are some positive developments as a result of
this change. “The lenders that are still involved
in the market are more aware of  why they are in
the market and what they are looking to get out
of  it.”

Value focus
There has been a refocus from asset owners on
the intrinsic value of  the securities that have
been lent, says Rob Coxon, international head
of  lending, BNY Mellon Asset Servicing. "Some
lenders have decided that they do not want to
increase the risk in their programme and want
to focus on the securities with the largest spread.
This means they want us to focus on lending in
demand ‘specials’ and not on general collateral."

Nevertheless the demand to borrow securities
has dropped significantly and is now more of  a
concern for the securities lending industry than
the level of  stock available to lend, particularly
the lending agents whose revenue is driven by

This heightened
awareness of risk may
have resulted in some

lenders leaving 
the market 
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the level of  activity. “The demand to borrow
securities has increased at points during 2010
but is still well below 2008 levels,” says Coxon. 

“A bank such as ours has massive supply but
the market is very subdued, although we are
hopeful that demand will pick up in 2011. We
are responding to the demands of  prime brokers
and hedge funds but it is clear that the supply
side of  the business are not about to lower their
risk tolerance and will not lend at any cost."

The stock available may come with more
conservative guidelines around risk
management and higher collateral demands
but, according to Simon Lee, senior vice
president at securities lending agent
eSecLending, this has not unduly affected the
demand to borrow assets. “What has affected
demand, particularly from a hedge fund
perspective, are a series of  macro-economic
factors – the reduction in leverage, regulation
relating to the cost of  capital for collateral use,
the low interest rate environment, the use of
quantitative easing and the lack of  corporate
activity such as mergers and acquisitions and
pubic offerings.” 

“In order to adjust to these market conditions,
market participants will need to be as efficient as
possible. Most lenders have already reviewed

their programmes and now recognise that
securities lending is an investment process rather
than a back-office process and are subjecting the
same level of  due diligence in selecting their
securities lending agent  as they would with any
other investment function.”

This has created opportunities for third party
lending agents to win new mandates and
acquire new business as lenders continue to
review their programme and alternative
solutions in the market, says Lee. “Not every
provider has the same business model. And
while the large custodial pooled programmes
may suit those lenders that are happy with a
standardised offering, others will look for a more
customized approach.” 

Technology is likely to play an important role
in whether securities lending agents are
successful in winning new mandates and this
means significant investment for any new
entrants to the market, says Lee. “We are seeing
more custodians enter the third-party agent
space. One important component to consider as
they try to compete with the more experienced
third party agents who have been offering this
capability for over ten years is the level of
investment required to produce an efficient
operating platform.”
The investment should be worth it through,
particularly as the industry is more cognisant of
infrastructure and the benefits of  automation,
says BNY Mellon’s Coxon. "Previously margins
in securities lending were very high and a lot of
bodies were thrown at the operational side, but
now margins are much tighter and there is a
growing recognition that enhanced automation
offers a much safer and less risky way to run a
securities lending operation, particularly when
the risk of  default is still a concern."

Looming regulation
The lingering concern over further defaults
means that the spectre of  regulation continues
to hover ominously over the securities lending
industry. Basel II and its imminent successor
Basel III will have an impact on the borrower
community and the capital cost of  securities
lending. But of  more potential impact are the
EU’s proposed measures on the use of  short-
selling have not been overly helpful says ISLA’s
Thompson.

“One of  the misconceptions around short-
selling is that it purely involves directional shorts.
It can also be a hedging mechanism that is
market-neutral. Short selling brings efficiencies
and appropriate price discovery and whilst
regulators are right to stamp out market abuse in
any form, singling out short selling for additional
legislation seems disproportionate. The industry
needs to have a grown-up conversation about
what short-selling is and what it is not.” 

As for the future of  the industry, Thompson
is hopeful that a continued common sense
approach will prevail. “The demand for
securities lending is still running at a
comparatively low level so it is important that we
keep a sense of  perspective. Lenders could
increase their revenue by increasing the level of
risk but I don’t think that approach would be fit-
for-purpose in these uncertain times. I would
prefer to see revenue increase and demand
increase because more participants – both
lenders and borrowers – get involved and not
because individual participants do something
rash in order to bring a greater return.”  fe

‘The demand for securities
lending is still running at a
comparatively low level so

it is important that we
keep a sense of perspective’
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Funds Europe: How was the US securities
lending market impacted by the crisis?
Were assets lost in the Lehman Brothers’
collapse and if so, have measures been
introduced to prevent that from
happening again?

Laurie Zeppieri, Citi: There was a time
when the music stopped and everything froze,
which prevented lenders and lending agents
from accessing securities that were out on
loan. Notwithstanding the fact that the
insolvent borrower was incapable of  returning
securities, we found the unwind process to
operate efficiently and in a manner that served
to protect the interest of  the lender because of
the way the agreements are structured. The
contracts clearly defined the rights and
obligations of  the parties which allowed the
lending agent to take immediate action and
seize and liquidate the collateral and execute
what we call ‘buy-ins’, that is to buy securities
equivalent to those the defaulted counterpart
was unable to return. At Citi, all lenders with
securities outstanding to Lehman at the time
of  the insolvency received back either
securities or cash equivalent to the value to
their securities.

Josh Galper, Finadium: I agree with
Laurie. We didn’t see any problem with
lenders losing their securities; it just wasn’t an
issue. The longer-term implications we’ve seen
are around losses from Lehman bonds, from
SIVs and other asset-backed products that lost
value. Some of  these are regaining their value
now, so people who held on to their securities
are seeing a return in market value. Also, some
agent lenders were able to engage in the
process Laurie described days before the
default of  the Lehman unit with which they
made the trade. This was because of  cross
default agreements within the Lehman
organisation. So, if  one division were to have
defaulted, it could trigger a buy-in throughout
other divisions.

Freeman Wood, Mercer Sentinel: I agree
with Josh. We didn’t see any material impact
on clients in terms of  them getting their
securities back. What did get frozen was some
of  the cash collateral investments invested in
Lehman and other illiquid bonds, for example,
through a fund. This is what led to losses.

Anne Sylvester, JP Morgan Worldwide
Securities Services: Our experience was
very similar to what Laurie described. In a
sense, the Lehman crisis proved that our
model was efficient in unwinding when a
borrower defaults. We were very successful in
getting securities back and only a very small
percentage was  returned in cash.

Zeppieri: I would agree as well that at Citi
there was a limited number of  lenders that
received cash in lieu of  securities.

Sylvester: It gave lending clients the comfort
of  knowing that the mechanism does work in
difficult situations and market disruptions.

Dennis Fernez, NY State Insurance
Department: From the regulator’s point of
view, we didn’t really see many problems.

The only company that we were aware that
was dealing with the Lehman problem was
AIG, but everthing worked out.  But the
other companies that dealt with Lehman did
not report any issues to us and we didn’t see
any material market losses or anything of  
the sort. 

Zeppieri: It suggests that the agreements
proved to be thoughtful and to take into
consideration this type of  an event. To your
question about whether or not there was a
need to change the agreements in the
aftermath of  Lehman, I think the experience
in the US was very different to that in the
UK. In the UK, a number of  changes were
made to the industry standard agreements to
address limitations that came to light in the
aftermath of  Lehman. In the US however,
the agreements were found to be very robust.
They take into consideration all the different
facets needed to protect the parties in the
event of  insolvency and the lender had full
rights to the collateral. As a result, we have
not seen changes being proposed or
discussed that would be necessary to protect
the lenders in the US.

Wood: Yes, in fact the cross-default
provisions Josh mentioned earlier helped
lenders take action much quicker than they
would have been able.

Sylvester: We have experienced an
increased scrutiny over the indemnification
language used. However, this is around
understanding it better and not about
changing it.  For new lenders in the market,
there is certainly a focus on really
understanding how it works. This increased
focus is not  about major flaws in any of  the
contracts, it’s more about education. If  you
weren’t engaged in a lending program  when
Lehman defaulted, you would want to
understand the mechanics of  how that
process works.
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Fernez: I don’t think our industry has a full
understanding of  exactly where the Dodd
Frank Act is going to end up and how it’s
going to affect players in the market. We are
reviewing it and trying to understand where
we might end up, but there’s little else we can
do at the moment.

Zeppieri: The one area of  Dodd-Frank that
the industry is carefully watching is the
proposed one-day stay on an insolvency of  a
significant market participant. This might
have implications as to how we operate in the
future with regard to insolvency.

Sylvester: The other area we’re paying
attention to is the scrutiny around alternative
investment fund managers: what their
requirements will be and how it’s going to
restrict their activity in the marketplace,
which ultimately will have an impact on
demand. This is more of  an indirect effect
on the overall health of  the industry.  

Galper: I would add that both Dodd-Frank
and Basel III, when it’s finally released, will
have substantial impacts on the collateral
management markets which will, in turn,
have knock on effects on securities lending.

Funds Europe: Is the end client becoming
more involved in the process of drawing
up agreements? 

Zeppieri: At Citi, the end client has
traditionally been involved and as an
aftermath of  Lehman and the financial 
crisis has become even more involved.
Lenders want to understand the 
implications of  all provisions of  the lending
agreement, not just the ones related to
insolvency. As Anne pointed out, indemnities
were, and continue to be, an area of
particular focus. Lenders endeavour to 
fully understand their rights, obligations 
and protections.

Galper: Before the crisis we saw a number
of  securities lending agreements between
beneficial owners and agents. Some were
robust and some were not very robust. Now
beneficial owners are more aware of  the
process and are much more involved,
particularly around the guidelines and
collateral management, where some
experienced real losses.

Wood: I completely agree, that’s what most
of  our clients have been focused on this year.
They evaluated their agreements and
securities lending programmes across the
board. There was a wakeup call that there
was a lot more risk there than they thought.
Risk management is now more focused on
the cash collateral reinvestment risk. This is
the area in which people need to understand
their rights and what involvement they
should have in the decision process. Most of
our clients are spending time understanding
the level of  risk that they have in the
programmes and what they can do about it
going forward.

Funds Europe: Is it more difficult to get
new beneficial owners to lend securities?
Or are they willing to lend as long as their
fears are allayed in terms of collateral?

Sylvester: We’ve seen new entrants to the
market for a variety of  reasons. There were
lenders who had suspended their
programmes and have now re-entered the
market. We’ve seen  a very healthy trend of
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increased scrutiny and oversight from these
lenders as a result of  the crisis.

The new entrants are looking at it from a
variety of  different perspectives. For
example, it [securities lending] might
represent additional revenue potential for
their overall fund portfolios. The new lenders
have read the press, seen what others
experienced  and as a result, they are
entering the market as very educated
consumers. There is a broader
understanding of  all the intricacies of  the
programmes. 

Wood: That education is around the
risk/return. Before it was more of  a revenue
decision, but people are now realising that it
is a risk/return decision both in terms of  a
lending risk as well as cash reinvestment risk.

They are more keenly aware of  the returns
needed to justify the risk they’re taking, both
the known and unknown risks.

Zeppieri: With respect to market activity in
general, right after the Lehman crisis there
was a temporary hiatus. There were
suspensions and other actions by lenders
throughout the industry as well as a decline
of  new entrants into the securities finance
market. I’m happy to say that from my
vantage point, I am seeing strong interest
from lenders across the globe to both 
expand their programme as well as enter the
market for the first time. There is however, a
more thoughtful approach when entering 
the market.

Galper: Both in Europe and the US
securities lending wound up being somewhat
vilified in the press, when in fact it has been,
and continues to be, a very healthy
functioning process. Certain aspects of
collateral certainly didn’t work out in the
way that lenders had hoped but by no means
was securities lending evil.

Fernez: From a regulatory perspective I’m
glad to hear that the parties involved are
getting together and talking about it a lot
more. Securities lending, just like other
financing arrangements, was under the radar
of  a regulator because it usually was a
relatively risk-free, short-term transaction.

When we saw the programmes our eyes
were opened a little bit to the extent of  how
certain things were spread out and how they
were really earning their basis points.

But certainly by no means do we believe
that securities lending was evil. We think

securities lending does have a place, certainly
in the insurance industry.  

A lot of  companies in the insurance sector
scaled back their programmes since 2008.
There are still relatively sizeable
programmes out there that are running
pretty well. 

The New York State Insurance
Department issued a circular letter as
guidance that has a limit of  5% of  admitted
assets for security lending activities. It may
have alarmed some people but it was
guidance issued to encourage dialogue, not
create a hard 5% limit. What it does is bring
securities lending into the same regulatory
view as that dollar rolls or repo agreements.
What we wanted to achieve by issuing the
circular was a dialogue with companies that
were going to exceed 5%. Up to 5% 
they could go about their business 
without speaking to the regulator but once
that level is exceeded we want them to come
in and talk us through the controls they have
in place.

Fortunately for us, we know the major
programmes out there. We reviewed them
after the AIG situation and we found the
controls to be very strong and robust. 

Wood: Clients are starting to understand
that this is an investment decision like any
other, and that getting a grip on all aspects of
it, including the risks and the returns, is a
critical part of  the decision process. They’re
not just asking whether they can earn extra
revenue from securities lending but they’re
now asking what the inherent risks are.  It’s
become a decision they need to make
proactively and review regularly as part of
their processes.

Fernez: In our circular we explained that we
would be taking a harder look at the
reinvestment side of  things, because that’s
really what tripped everything up. No one
who does securities lending expects
everybody to ask for their cash back all at
once. People have lending programmes on
what they call a roll; they keep sufficient
liquidity to be prepared for surprises. But
you can’t have enough liquidity for the
ultimate surprise of  everybody asking for
their money at the same time.

Galper: I think it’s very healthy that groups
like Dennis’s are taking proactive steps to
regulate securities lending activity. In the US,

‘We’ve seen  a very
healthy trend of

increased scrutiny and
oversight from these
lenders as a result of 

the crisis’
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there’s a danger that Congress or the SEC
[Securities and Exchange Commission]
might step in with a very heavy hand without
really understanding some of  the
ramifications of  their actions. Also, Dennis,
you talk about liquidity in cash collateral
management pools, this is a huge issue and I
don’t think it’s been resolved. The SEC’s
reforms of  money markets didn’t really
tackle this issue either. As a result, 
what we see now is an opportunity for new
kinds of  cash management products,
including things like variable Nav funds that
account for greater liquidity management
and transparency.

Funds Europe: How straightforward is
the process of securities lending in 
the US?

Galper: I think it’s pretty straightforward,
so long as lenders are payng attention.
Before the crisis, a number of  beneficial
owners had heard about the great money
that they could get from securities lending
and thought there was very little risk
attached to it. They were very happy to move
forward only to be unhappily surprised later
on. The process itself  is very straightforward
though, and there are some examples of  low
risk activities. If  you wanted an overnight
product like repo, where you’re not going to
get a lot of  return but you’re going to have
daily liquidity, that is fairly low risk. 

Wood: I would agree. When evaluating
programmes, most of  the scrutiny today is
around what happens to the cash collateral.
Securities lending and cash collateral
decisions are an investment decision like any
other and often times one of  the larger
decisions that a beneficial owner is going to
make. Historically, they haven’t spent much
time deciding whether cash is being invested
they way they want it to be, what the risks are
and how the decision affects their overall risk
programme. So a key piece of  scrutiny going
forwards is going to be around whether they
are investing appropriately and whether they
bifurcate that decision, lending versus
investing the cash.

Galper: From the beneficial owner’s side,
the major change we’ve seen is on the
oversight of  cash collateral management
guidelines. We see groups monitoring daily,
weekly and monthly. We’ve seen guideline

revisions that were talked about a year or two
ago and are now being implemented. It’s
always healthy having people paying more
attention to what is clearly, as Freeman
noted, an investment activity.

Zeppieri: At Citi we carefully work with
lenders to structure a cash collateral
investment programme consistent with what
they direct us to do. We allow for each client
to have a separate dedicated account where
the client dictates the investment guidelines.
It can be as conservative as they want. While
some clients are interested in a SEC Rule 2a-
7 type of  portfolio [a type of  money market
fund], it depends on the individual client
investment objectives.

In the aftermath of  the financial crisis it
became evident that many lending agents
operated programs where the only cash
collateral option was a pooled investment
vehicle.  Many of  those pools purchased
assets that became illiquid and in certain
cases defaulted and that’s where we saw 
most of  the problems.  In some of  the funds

with illiquidity, redemptions were halted 
and lenders were unable to withdraw 
their monies and in certain cases 
were reported to have realized losses
attributable to defaulted assets.  As
mentioned earlier, Citi’s offering enables
clients to tailor a cash collateral programme
exactly how they want their cash to be
managed.  By affording a lender the abililty
to direct the investment of  collateral
consistent with their individual risk
parameters in a uniquely designed account,
a lender is in a better position to control and
manage the risks of  investing of  collateral.

Sylvester: This has been one of  the biggest
shifts since the crisis. Clients are  far more
interested in a  dedicated separate account
capability from their lending agent. These
platforms allow the beneficial owners to
determine the parameters  governing their
reinvestment portfolio. It  gives them a lot of
transparency, oversight and involvement in
the process which ultimately creates a strong
partnership with their lending agent.
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Funds Europe: How far did the securities
lending market retract in the US? Has it
come back to strength as quickly as you
thought it would have?

Zeppieri: Immediately after the Lehman
crisis, lenders were reluctant to come back
into the market. That seems to have been
well managed because the metrics would
support the comment that there’s been a
significant improvement from 2007. Where
we continue to experience challenges as an
industry is in respect of  reduced trading
flows. The stagnant interest rates have
presented a real challenge.  Also, we have
borrowers that are challenged with balance
sheet constraints. This has led to reduced
trading flow, and that’s something that we
should change over time. Also, we’ve seen
the market shift from a broad array of
liability generation to more of  a focus on
specials. There are still general collateral
trades being done, but not quite to the same
degree as when we are in a more compelling
interest rate environment.

Wood: I would agree. The impact on
volume is more on the borrower side than on
the lender side, which is a bit surprising. The
losses the lenders experienced on the cash
collateral investment side certainly made
them step back and re-evaluate the
programmes. They stopped the programmes
where they could and got out where they
could. But then I think they realised that
many of  the functions designed to protect
their lending programme already existed and
that they needed to spend more time on the
cash collateral side of  things. So, the lenders
are getting more comfortable and more
willing to lend, but there isn’t a compelling
revenue equation right now, other than in
specials, and that’s the difficult part. The net
revenue numbers are just not very
compelling relative to the risks that still exist
in this area of  the market.

Zeppieri: And we don’t have a complete
alignment between borrower and lender
objectives at the moment. One of  the
lenders’ primary objectives is liquidity while
the borrowers would very much like to see
term activity, at least on the fixed income
side, so there is a disconnect.

Galper: We feel that there is a structural
change in hedge funds and in hedge fund

borrowing activity, which means the market
will not return to 2008 levels for many, many
years to come. 

We see an increase in demand for assets
that use leverage, though much less leverage
than before, so as Anne noted, you can now
have more lending availability and more
comfort with it because, in part, less loans
are being made. This makes it easier for a
beneficial owner that might have 2% of  their
assets on loan as opposed to a few years ago
where they had maybe 10% or 20%. 

Funds Europe: In the European
marketplace the general consensus may be
that although there is a demand there,
market volatility has seen hedge funds
adopt more of a mutual-fund business
model and they are therefore not shorting.
Together with lack of M&A and leverage,
these are what are holding the market up.

Sylvester: I would  challenge what was said
about predicting hedge fund activity. There

is no disputing  the uncertainty around
regulation, which is a big issue and could
impact  future market activity,  but hedge
funds  are  under pressure to produce
returns. 2010 has been another challenging
year for many hedge fund strategies.
Eventually, these funds  need to get back to
what they do best, which is to capitalise on
market anomalies. Over  time,  as more
opportunities in the market materialise,
hedge funds will increase their trading
activity, which will help drive demand for
lending.

Funds Europe: What is the percentage of
the top beneficial owners who actively
lend securities in the US market? In the
UK/European market around 80 to 
85% a top pension funds are said to
actively lend. 

Galper: On the public side I would say
around 75% of  the funds in our database are
lending.

Funds Europe: There does not seem to
have been a huge amount of knee-jerk,
punitive regulation in the US market,
unlike than in the UK and Europe.
Dennis, do you think that more punitive
regulation is on the way?

Fernez: I guess some people would hold that
our circular letter is punitive, but I don’t
particularly think that it is. If  there were
more regulation it would probably come out
of  the federal government. They had many
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people talk to Congress, and with AIG being
one of  the bail-out companies, they’ve
focused on two areas, which are credit
default swaps and securities lending. In the
federal government’s eyes both of  these areas
were equally concerning.

From my perspective, I regulate the
insurance industry. Securities lending has
traditionally been done by banks because of
their relationship as custodian, holding the
assets of  the insurance companies.
However, there are larger companies that
have gone out and no longer utilise a bank
and instead do it themselves. 

There is more transparency now. Some
insurance companies never reported doing
securities lending, it was just done. The
industry had been doing it successfully for
over 25 years. 2008 should not be a measure
of  its success just because, all of  a sudden,
lending was unsuccessful. But I don’t know if
there’ll be punitive regulations. That’s still to
be seen. We will have to see how Dodd-Frank
comes out.

Wood: I think that regulators recognise the
value of  the function of  securities finance
and the liquidity it provides, so in my mind it
would be very difficult for them to take
actions that would dramatically reduce that
function in the market. 

The question is around transparency and
the impact on leverage, and I think that it’s
the impact of  leverage and activities around
it that the authorities will focus on.

Galper: IOSCO [the International
Organisation of  Securities Commissions]
put out a report last March to that effect,
that they were in support of  short selling and
securities lending. These are legitimate
market processes.

Funds Europe: How transparent now are
the lending agreements? Has that
changed at all?

Zeppieri: Agreements were completely
transparent before and have not changed.
But I would say we’ve seen a lot in the press
about enhancements to a lot of  platforms
that providers are offering with respect to
reporting. Citi has always offered a very
robust reporting platform; it’s certainly been
enhanced, and I think there’s a renewed
interest on the part of  the lenders to be able
to access accurate, complete, comprehensive

information so that they are both informed
and in a position to make strategic decisions
on a dime if  they need to.

Wood: I would completely agree with that.
The demand from our clients comes around
transparency. They want to understand the
lending programme in more detail. That
transparency isn’t necessarily a function of  a
change in the agreement, it’s just
enhancements around the service that
they’re getting from the service providers. I
think there have been lending agreements in
the past that were not well structured or well
defined, but most people that had those have
tightened them up.

Sylvester: While we also have robust
reporting tools in place, clients are
continuously seeking additional ways of
looking at the underlying data. We expect
this trend to continue and therefore, we will
continue to invest in technology to
accommodate our clients’ needs.

Funds Europe: What are the most popular
types of lending transactions?

Zeppieri: We are finding in the US that it’s
predominantly still a cash market, unlike in
the UK, which is predominantly non-cash.
However, we have seen demand and interest
on the part of  the lenders in accepting non-
cash, certainly in the fixed income markets.

Galper: Data that we collected last year
showed about 6% of  US collateral was held
in non-cash across around 90 large public
funds.

Funds Europe: Are you tapping into the
Asian markets, where securities lending
has risen?

Zeppieri: Citi is an active lender in the
Asian markets. Citi was the first agent lender
in Taiwan and that market continues to be
very active as are Singapore, Korea and
Hong Kong where there are strong demand
for specials. 

These markets have mandatory buy ins, so
as a consequence it is important  to carefully
manage the recall process to make sure sales
notifications are managed effectively.

Sylvester: We share that experience. Given
the economic challenges in Europe and
America, we’ve seen a broad-based pick up
in the investment appetite for Asian
securities, translating into an increased
interest in lending into these markets. While
we continue to look at expanding into

‘Agreements were
completely transparent
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changed’
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markets such as Malaysia, the Philippines
and in India, there is significant  work to be
done on the local regulatory environment
and the challenges.

Wood: I think the focus around some of
those markets is on the regulatory and legal
environment, what could happen in the
event. That is a big fear, a big concern of  
the lenders.

Galper: As a consultant to beneficial
owners, I would agree with that. When we’ve
had RFPs that dealt with Asian securities it’s
pretty much been part of  the rest of  the
basket of  securities and there hasn’t 
been anything overwhelmingly special,
particularly when it’s a small portion of  the
securities basket. 

However, I would add that from the
regulatory perspective, when you’re dealing
with twelve or 15 different markets where
you could be active in securities lending
across Asia, each one having its own
regulatory components, and some of  whom
have or are introducing central credit
counterparties, there’s a lot more work for
agent lenders.

Zeppieri: If  structured correctly these
markets present a nice opportunity for
lenders. At Citi our lenders take advantage
of  the opportunity to lend in these markets
and we help them to structure a programme
that effectively addresses the mandatory buy
in requirements.

Funds Europe: Do certain clients still
have an appetite for more risk than the
benchmark if there is more of a reward? 

Galper: A few, yes.

Wood: There are clients who still are willing
to take risk. The big change is in
understanding all the aspects of  that risk.
That is more where the focus is now, because
if  clients are going to take exposure, on the
cash collateral side presumably, they’re
willing to do it if  they’re being compensated
for it, but understanding that risk is
important.

Sylvester: Many of  our lenders would
consider investment management as one of
their core competencies and are therefore
more comfortable taking risk in their
portfolios. For this profile of  lender, there is
naturally a level of  comfort in taking
additional risk.

Galper: And, in fact, we see some of  those

funds that are willing to take more risk
managing the collateral in-house themselves.

Zeppieri: Lenders are interested in realising
rewards and they are prepared to take risks.
Notwithstanding, they want to do everything
in their power to mitigate the risks and make
sure they have proper controls in place for
the operation of  their programme.

Funds Europe: Dennis, we were talking
earlier about the so-called 5%
recommendation, where a dialogue needs
to be opened if an insurance company
wants to lend more than 5% of its assets.
For those companies that were bypassing
the bank as custodian, how many were
exceeding that 5%?

Fernez: There really were not a lot of
companies exceeding the 5%. Most of  them
stayed well below the 5%. There were two or
three that exceeded the 5%.

I just want to clarify the 5% limit. It is not
a consolidated number, this is for the New
York-licensed insurance company. The New
York company may have other insurance
companies in the group throughout the
United States and would not be subject to
the circular letter limit outside of  New York,
but inside of  New York they are subject to
the 5% rule. Having said that there were not
a lot of  companies that really went over that
number. From what we saw from the
programmes that we called in before they
downsized most of  them were well below
5%.

Zeppieri: The SEC imposed quantitative
limits by restricting funds to lend no more 33
1/3% of  their assets, bearing in mind that
collateral constitutes a fund asset enabling
the limit to be 50%. As Dennis pointed out,
the suggested  best practice for US insurance
companies is 40%. The 5% limit of  admitted
assets being suggested by the NYSID seems
extremely restrictive in comparison to some
of  the regulatory standards already being
adhered to in the industry.

Fernez: I hear what you’re saying. Outside
New York, several states adopted the NAIC
model law that has the 40% limit. I cannot
talk about insurance companies licensed in
other states, but if  they were a licensed
company in New York I can tell you they did
not go out to 40%. We spoke to everybody

‘There are clients who
still are willing to take
risk. The big change is

in understanding all the
aspects of that risk’
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that we saw lending securities with any value
that we thought could affect their surplus in
a negative way. We had conversations, and
none of  them were out to 40%. 

That doesn’t mean they wouldn’t have an
appetite to go higher. I know that the
companies that were over 5% want to go
back over 5%, and they probably will. I just
don’t know when that is. 

I don’t think it is our circular letter that is
holding them back. I think it’s the current
market conditions.

In New York you will probably never see a
company go to 40%, 50% or anything like
that. I just don’t think that’s plausible. If  you
do the math, the numbers are huge. The
largest domestic company at 5% can do
$16bn without a blink of  the eye. 

Zeppieri: If  an insurance company did go
to 15% but all they were taking in collateral
was US treasuries, would that offend you?

Fernez: It probably would not offend me
but they would not be getting the 50% for
that reason.

Zeppieri: So if  I understand correctly, what
you’re trying to protect against is obviously
the leverage and the risk exposure.  To the
extent that it’s a conservatively approached
programme, 5% limitation is something to
just think about. In structuring a programme
they need to take into account risk aversion.

Fernez: Yes, and I look at our circular more
as a dialogue. No company of  any kind
wants to have a dialogue with their regulator;
the insurance companies don’t want to have
a conversation with their insurance regulator
neither, but that’s how we look at it. We think
open dialogue is a good thing.

We are going to expect companies to have
risk mitigation processes. That’s what we’re
looking for, and if  they have these they’ll be
fine and they’ll have a healthier programme
than anybody else. It’s just a matter of
having that conversation.

Wood: I think it’s incumbent upon the
lenders to understand the programme
they’re in, both structurally in terms of
agreements, but also the risks that they’re
facing. It’s not just about lending risk. There
are significant cash reinvestment and
implementation risks that should be
considered. We experienced one form of

market disruption, but it’s not the only form
that exists and it’s not the only form that
we’ll see in the future. You can envision
events that could occur, that could negatively
impact a programme fairly significantly, so
understanding risk, understanding your
programme, making it part of  your ongoing
decision and evaluation process is 
really critical, certainly from the beneficial
owner’s side.

Fernez: In light of  newspaper stories that
really banged securities lending you could
literally come to the conclusion that zero
lending should take place. There were
regulators outside of  New York that were
clamouring for zero.

Zeppieri: I hear you, but I also I think that
was the aftermath of  an unusual set of
circumstances and a calamity in the
marketplace. Just as lenders retrenched and
paused for a moment, I think regulators
paused too. I’d be surprised, though, if  that
were the prevailing thinking at this moment.
It was probably a knee-jerk reaction to what
was perceived to be a risky venture that
ultimately isn’t if  it’s structured correctly.

Galper: I would add that if  regulators did
go to no lending across different product
types and market segments, the impact on a
wide variety of  markets, including equities,
options and futures, would be so tremendous
that I think the regulators themselves would
be shocked.

Sylvester: And  regulators  are now better
educated on the benefits and importance of
the liquidity that these programmes provide.
Fernez: We’re certainly well aware of  a
trillion-dollar industry and what the effects
would be if  you shut them down in certain
aspects of  the market.

Funds Europe: If we use the $3.8trn out
on loan three years ago as a benchmark of
where the securities lending market could
be – and today it is at roughly $2trn - how
long before the market picks up again? 

Galper: I think that 3.8 is many, many, years
away. That’s not to say that there might not
be a noticeable uptake in hedge fund activity
as Anne noted, but I think even levels of
three or 3.5 would still not be for ten to 15
years. That’s my guess.

Wood: I think it’s highly dependent on
market conditions. You could envision a
period of  sustained low economic activity
and low interest rates, like we’re in now, that
could prolong the lower lending volume. You
could also envision things changing fairly
rapidly, such as much stronger demand from
the hedge fund side. But I’m not sure that 3.8
is something you’re going to get to very
quickly. I think that changing regulation and
other market factors will impact demand one
way or the other.

Sylvester: We are starting to see a pick-up
in M&A and IPO activity and are optimistic
that it’s not so far off, particularly if  you look
at all of  the components affecting demand.
We do expect some of  the triggers to
improve next year, but to get back to the
highest peaks everything has to be back
where it was, and that’s unlikely to happen
for a number of  years to come.

Galper: I think that a big part of  the
demand component will be the popularity of
things like Ucits funds or retail investment
and hedge fund strategies, through limited
partnerships or through hedge fund mutual
funds. I think that’s going to be a big portion
of  securities lending demand over the next
five or seven years.

Zeppieri: We’re already seeing interest and
growth in the ETF space, so case in point,
and the entrants of  ETFs into the lending
arena as well. fe

‘A big part of the
demand component will

be the popularity of
things like Ucits funds

or retail investment and
hedge fund strategies’
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