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First blood for

iIn Diebold case
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SGX bolsters SBL service

Singapore Exchange (SGX) is enhanc-

ing its securities borrowing and lending

(SBL) service to bring additional benefits

_ for investors and SGX central depository
| account holders.

- | With the enhanced service, over 80 per
| cent of the total listed stocks on SGX
Mainboard and Catalist are now eligible
for lending or borrowing via the Central
Depository (CDP). The number of stocks
eligible for lending increased from ap-
proximately 150 to over 600. Investors
now have an expanded opportunity to
lend out their stocks and institutional
borrowers can have access to a larger
pool of different stocks from CDP.

N'o'rthern Trut

CHICAGO 30.09.2010

Northern Trust has part-won a ruling on a motion to
dismiss ERISA breach of fiduciary duty and prohib-
ited transaction claims involving an investment man-
ager’s securities lending programme.

The motion formed part of the case of Diebold et al
v Northern Trust et al, which is ongoing in lllinois. A
lawsuit was filed in 2009 by two employees who were
part of the defined contribution plan that invested in
funds managed by the defendant.

The funds took part in securities lending in a pro-
gramme that involved the lending of securities held
by borrowers who posted 102 per cent collateral. The
collateral was placed in a pool, and then invested in
fixed income instruments. The pools generated an
income to the funds, part of which was paid to the
securities lending programme manager, who is also
a defendant.

It is alleged that the collateral pools were not man-
aged prudently, causing the plaintiffs to lose money.

readmore p3
It is further alleged that no changes were made to the
strategy of the pool or securities lending programme
even after the liquidity crisis began, which incurred fur-
ther losses.

TradeStation to add secu-
rities lending to its offering
The case continues. TradeStation Securities has announced
the hiring of Robert Sackett to start up
and lead the securities lending depart-
ment of, and co-head, its TradeStation
Prime Services division.

In a separate case reported earlier by Securities Lend-
ing Times, The Briscoe Law Firm, PLLC, founded by a
former state prosecutor and enforcement attorney for
the United States Securities and Exchange Commission,
and the law firm of Powers Taylor, LLP are investigating
potential legal claims available to purchasers of Northern
Trust Corporation stock during the period of October 17,
2007 and October 20, 2009.

“Securities lending services are a critical
component of our plan to build a first-
class prime brokerage offering to small
and mid-sized hedge funds and other
buy-side traders who can no longer re-
ceive important prime brokerage ser-
vices directly from the large firms,” said
Salomon Sredni, CEO of TradeStation
Group, the parent company of TradeSta-
tion Securities.

It has been alleged that NTRS and certain of its offic-
ers and directors violated the Securities Exchange Act
of 1934 by issuing materially false and misleading state
ments regarding the Company’s business and financial
affairs, leading the Company’s share price to be artifi-
cially inflated during the class period. Specifically...

INSIDE SECURITIESLENDINGTIMES

readmore p3 readmore p3

EquiLend to open Asia office 1: =1 22 Sedona case heads for trial :: :: 22 Carlson settles with SEC 1z =2
izCollateral Management panel debate :: ::

by AQR :
cation ::

iz 22 Technology focus

eSEC] ENDING

SECURITIES FINANCE TRUST COMPANY

CELEBRATING

70 YEARS

0

United States +1.617.204.4500
Europe +44 (0) 207.469.6000
Asia Pacific +61 (0)2 9220.3610

i1 i1 12 Events calendar :: :: :: People moves :: ::

iz Repo record at Eurex :: 2 iz J.P. Morgan selected
12 Repo White Paper part IV ::1 1z :z Data Analysis :: iz 2z Country focus: USA :: :: :: Re-hypothe-
2 60 second resumé

As one of our clients, you aren’t participating

in our program, rather we customize a unique
strategy and approach around yours.

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. eSecLending (Asia Pacific) - ABN 16 134 096 147, AFS Licence 333334, is an office of Securities Finance Trust Company (incorporated in
Maryland, U.S.A.), the liability of the members is limited. eSecLending (Asia Pacific) - ABN 16 134 096 147, AFS Licence 333334, is an office of Securities Finance Trust
Company (incorporated in Maryland, U.S.A.), the liability of the members is limited.

info@eseclending.com
www.eseclending.com



http://www.eseclending.com

o |

ol — ~ - > .
USS$ 12 trillion universe of lendable assets
100% need for customized solutions

with 30 years of experience in Securities Lending

Customized Securities Lending
Credit Suisse specializes in tailor-made innovative solutions to improve portfolio performance.
As a major lender in equity and fixed income markets, Credit Suisse has expertise on a global scale.

For more information please call: Zurich +41 44 335 11 21%, New York +1 212 325 76 25",

credit-suisse.com

AN

CREDIT SUISSE

“We would like to inform you that all conversations on our phone lines will be recorded. When we receive your call, we assume that you agree to this business practice.



https://www.credit-suisse.com

SGX bolsters SBL service

continued from p1

Lai Kok Leong, vice president, depository ser-
vices at SGX said: “Many retail investors keep
shares directly with CDP. When these shares are
pooled together, they form a substantial block,
which could be borrowed by institutional inves-
tors. By enhancing the service, retail depositors
can gain a return on their stock holdings and
access to institutional borrowers. With access to
a large pool of stocks, institutional investors can
consider new trading strategies. This will also
improve overall liquidity of the stocks.”

CDP, which currently safe keeps securities
for retail investors and institutions, will be the
counterparty for all lenders and borrowers. This
will provide a single point of processing for all
activities including corporate actions as well as
borrowing and lending of securities. Stock lend-
ing activity could help CDP account holders to
lend out their shares to earn lending fees and
improve the total earnings on their assets.

TradeStation to add securities

lending to its offering
continued from p1

“Securities lending services are a critical com-
ponent of our plan to build a first-class prime
brokerage offering to small and mid-sized
hedge funds and other buy-side traders who
can no longer receive important prime broker-
age services directly from the large firms,” said
Salomon Sredni, CEO of TradeStation Group,
the parent company of TradeStation Securities.

“We believe TradeStation’s position as a self-
clearing broker-dealer serving this market allows
it to offer a more compelling value proposition
compared to other firms that cannot directly pro-
vide custody, clearing, settlement and securities
lending and must instead rely on the large firms
to which they introduce all of their accounts.”

“We believe Rob’s 15 years of experience and
relationships in securities lending will allow
TradeStation to compete effectively in a market
that continues to see industry fragmentation and

where small to mid-sized buy-side institutional
traders continue to seek prime brokers capable
of directly delivering to them basic, critical prime
services,” added Lance Baraker, senior manag-
ing director and co-head of TradeStation Prime
Services.

Sackett is leaving his position of managing di-
rector at Citigroup Global Markets to join Trad-
eStation Prime Services as senior managing di-
rector and co-head of the division. He has over
15 years of securities lending experience at
Citigroup and its predecessors, and has been a
NYSE-approved Securities Lending Represen-
tative since 1995 and a NYSE-approved Securi-
ties Lending Supervisor since 2002.

He is scheduled to begin his employment with
TradeStation after the Thanksgiving holiday, fol-
lowing the expiration of his 75-day garden leave
period with Citigroup. TradeStation Prime Ser-
vices expects to begin offering securities lend-
ing services in the 2011 first quarter.

EquilLend to open Asia Office

EquiLend has announced it will open an Asian
office in Hong Kong in the first quarter of 2011.
The company says the opening is designed to
improve its service offering to its predominately
global clients who have operations in the region
and build relationships in Asia.

The office will be headed up by Andrew Mc-
Cardle, who is currently based in the EquiLend’s
London office. A recruitment process is due to
get underway for other roles in Hong Kong.

“We want to enhance our service offering to cli-
ents and take better advantage of the opportu-
nities available to us in the region,” said Brian
Lamb, CEO of EquiLend.

This will be the fourth office for EquiLend; it al-
ready operates from its New York headquarters,
as well as London and Toronto.

Eurex Repo reaches new
record volume

Eurex Repo, which operates CHF repo, EUR
repo and GC Pooling markets, grew by 33 per

NewslInBrief

cent y-o-y and all markets combined reached
a new record average outstanding volume of
255.3 billion euros compared to 191 billion for
the same period last year.

The electronic trading platform Eurex Bonds,
which rounds out Eurex’s fixed-income product
range, saw volume of 7.25 billion euros (single
counting) in September. The volume was 6.5
billion euros in September 2009 and 6.4 billion
euros in August 2010.

Fears of manipulation at
Barker

Barker Minerals has contracted STP Advisory
Services to provide, through a review of data
and documents an independent expert opinion
to determine if the company’s stock is the sub-
ject of a range of manipulative market activi-
ties.

STP’s review specifically examines “failures to
deliver”, commonly referred to as “naked short
selling.” Upon the receipt and review of the
STP final report, which is imminent, Barker will
provide a summary of the results of the inde-
pendent review.

First Blood for Northern Trust
in Diebold Case

continued from p1

NTRS allegedly failed to disclose the extent of
its delinquent commercial real estate loans and
certain risks associated with its securities lend-
ing programme.

During the class period, and while the stock
traded at artificially high prices, top officers and
directors for NTRS sold over 1.5 million shares
of their stock, for proceeds of over USD106.5
million. Then on October 21, 2009, the Com-
pany announced that its third quarter results
would not reach expectations, partly because
of the serious decline of its securities lending
programme and its non-performing commercial
loans.

On that same day, NTRS'’s stock price fell more
than over six per cent.

OneChicago x

A U.S. Equity Finance Exchange

For exchange traded, centrally cleared and transparent U.S. securities lending

of Single Stock (SSF) and ETF futures.

OneChicago LLC, 141 West Jackson Boulevard, Chicago, IL 60604
(312) 424-8500 www.onechicago.com
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Sedona case heading for trial

Andreas Badian and other defendants are set
for trial in early 2011 in the SEC’s lawsuit over
naked short selling.

Badian, who worked for Rhino Advisors, is al-
leged to have used short selling to drive down
Sedona’s stock. This benefitted another Rhino
fund, which had invested in a convertible loan
issued by the Philadelphia-based software
developer.

The case has been beset by delays; it was origi-
nally due to go to trial in June this year, which
was then delayed to August.

Badian has left the US since charges were origi-
nally filed.

J.P. Morgan Selected by AQR
Capital Management

J.P. Morgan Worldwide Securities Services
(WSS) announced today that it has been se-
lected by investment management firm AQR
Capital Management, LLC (AQR), adviser to
the AQR Funds, to provide a full suite of fund
administration, prime-custody, and related se-
curities services for the firm’s mutual funds with
more than USD2 billion in assets.

Founded in 1998, AQR is based in Green-
wich, Connecticut and manages approximately
USD27 billion in assets for some of the largest
institutional investors in the US, Europe, Austra-
lia and Asia. The AQR Funds were created to
provide mutual fund investors with access to al-
ternative and innovative investment strategies.

“When we decided to move our business from
another service provider, we were looking for a
strong firm that would help us build for the future
by offering us leading technology, a highly au-
tomated environment, and excellent customer
service,” said Marco Hanig, president of AQR
Funds. “As we prepare for our next phase of
growth, we felt that J.P. Morgan was the right
firm to help us reach our business objectives.”

Robert Caporale, head of new business de-
velopment - Americas, J.P. Morgan Worldwide

Balancing Innovation

and Experience

Securities Services, said: “AQR is an important
client to J.P. Morgan Prime Brokerage and to
the firm overall. We are very pleased to expand
this relationship with AQR by providing a broad
and integrated package of fund administration,
prime-custody, and securities services.”

Carlson settles with SEC for
USD2.6 million

The Securities and Exchange Commission has
charged Dallas-based hedge fund adviser Carl-
son Capital, L.P. with improperly participating
in four public stock offerings after selling short
those same stocks.

Carlson has agreed to pay more than USD2.6
million to settle the SEC’s charges, but has
made no admission of liability.

According to the SEC’s order, Carlson violated
Rule 105 on four occasions and had policies
and procedures that were insufficient to prevent
the firm from participating in the relevant offer-
ings. For one of those occasions, the SEC found
a Rule 105 violation even though the portfolio
manager who sold short the stock and the port-
folio manager who bought the offering shares
were different.

“Investment advisers must recognise that com-
bined trading by different portfolio managers
can still constitute a clear violation of Rule 105
when short selling takes place during a restrict-
ed period,” said Antonia Chion, associate direc-
tor of the SEC’s Division of Enforcement. “This
is true even when the portfolio managers have
different investment approaches and generally
make their own trading decisions.”

In its order, the SEC found that the “separate
accounts” exception to Rule 105 did not apply to
Carlson’s participation in that offering. If certain
conditions are met, this exception allows the
purchase of an offered security in an account
that is “separate” from the account through
which the same security was sold short.

The Commission found that the combined ac-
tivities of Carlson’s portfolio managers violated
Rule 105 and did not qualify for the separate
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accounts exception because the firm’s portfolio
managers:

Could access each others’ trading positions and
trade reports, and could consult with each other
about companies of interest.

Reported to a single chief investment officer
who supervised the firm’s portfolios and had au-
thority over the firm’s positions.

Were not prohibited from coordinating with each
other with respect to trading.

The SEC further found that the portfolio manag-
er who sold short the particular stock during the
restricted period received information - before
the short sales were made - that indicated the
other portfolio manager intended to buy offering
shares.

Without admitting or denying the SEC'’s findings,
Carlson agreed to pay a total of USD2,653,234,
which includes USD2,256,386 in disgorge-
ment of improper gains or avoided losses, a
USD260,000 penalty, and pre-judgment inter-
est of USD136,848. Carlson also consented to
an order that imposes a censure and requires
the firm to cease and desist from committing or
causing any violations and any future violations
of Rule 105. During the SEC’s investigation,
the adviser took remedial measures including
implementation of an automated system that
helps review the firm’s prior short sales before it
participates in offerings.

Industrial’s Shanghai IPO hits
target

Industrial Securities Co raised the maximum
amount it sought, 2.63 billion yuan, in its Shang-
hai IPO.

The broker, based in Fujian, sold 263 million
shares at 10 yuan each, the top end of its price
range.

The funds will be used to expand the company’s
brokerage business and build new businesses,
including margin trading and securities lending.
It will also boost its underwriting capacity and
direct lending.

With 4sight you gain a partner with fresh ideas and innovative
software, coupled with the reliability of a company with many
years of experience delivering successful technology projects.
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www.4sight.com
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Clearstream celebrates 40
years

The International Central Securities Deposi-
tory (ICSD) Clearstream (previously Cedel) has
reached its 40th birthday. It was founded on
28 September 1970 by 66 financial institutions
from 11 countries to reduce the costs and risks
of settling securities in the Eurobond market.
Settlement and safekeeping of Eurobonds is
still Clearstream’s core business, accounting for
47 per cent of its revenues, and with a market
share of 37 per cent (August 2010).

The post-trade business is sometimes referred
to as the “plumbing of the financial system”.
Indeed and simply put, it is about a worldwide
network of tubes through which securities are
transferred in return for cash between banks,
exchanges or other clients and a large deposi-
tory. In essence, Clearstream handles the prop-
erty rights of the participants of the worldwide
financial markets when it is looking after, eg,
dividends and stock splits are being booked and
securities are correctly entered into the account
of the clients.

Clearstream started as a provider of the post-
trade infrastructure for the Eurobond market. As
a central securities depository (CSD) based in
Frankfurt, Clearstream also provides the post-
trade infrastructure for the German securities
industry, offering access to a growing number of
markets in Europe. But Clearstream also offers
additional services in the areas of cross-border
custody, investment funds services and global
securities financing where it is one of four global
providers of collateral management services.

Jeffrey Tessler, CEO Clearstream, said: “Clear-
stream’s goal was and continues to be to bring
simplicity to the post-trade services industry
by offering the complete range of our services
through a single window. We will take advantage
of the emerging European market infrastructure
and will continue to build competitiveness in the
cross-border securities processing area through
interoperability and partnerships.”

SunGard improves reporting
capabilities

SunGard has launched Asset Arena Investment
Book, a new module of Asset Arena Investment
Accounting designed to provide asset manag-
ers and servicers with simultaneous back- and
middle-office views of investment portfolios.

Asset Arena Investment Book helps eliminate
the complexity and redundancy of maintaining

Corporate and Investment Banking

Standard Bank offers a sophisticated range of safekeeping, clearing and related
services to local and foreign institutional investors in the South African and 12
sub-Saharan markets. For information e-mail transacts@standardbank.co.za

separate systems to report fund valuations from
different perspectives. Relying on a single set of
records, Asset Arena Investment Book creates
the alternative views of accounting data, which
customers can use to support internal and ex-
ternal reporting requirements.

Without this capability, asset managers and
servicers have typically had to cope with mul-
tiple sets of records, often housed on separate
platforms. Asset Arena Investment Book has
been developed with a global asset servicer to
address the issues arising from this scenario.
Incorporating this functionality within Asset Are-
na Investment Accounting helps ensure that the
flow of data between a customer’s back- and
middle-office functions is automated and seam-
less.

Each investment accounting view is fully sup-
ported by the general ledger and provides the
customer with a comprehensive and accurate
view of portfolio values, cash flows and ac-
counts according to the associated time-based
rules. This flexibility can be used to accommo-
date diverse customer business needs in areas
such as end-of-day / start-of-day books, perfor-
mance measurement and period end (“as of”)
reporting.

Doug Morgan, president of SunGard’s institu-
tional asset management business, comment-
ed: “We believe that Asset Arena Investment
Book represents a unique solution in an area
that has traditionally employed expensive, re-
dundant processes. The enhanced capabilities
of Asset Arena Investment Accounting allow for
the deployment of a global model with valua-
tions occurring throughout the day to support
middle-office functions and culminating in the
official Net Asset Value calculation. Using one
solution, our customers can represent each
portfolio according to specific governing rules,
support the official books and records of a fund,
and give the investment manager real-time vis-
ibility into the portfolio.”

NY Fed cuts asset require-
ments for reverse repo

The Federal Reserve Bank of New York has an-
nounced that the amount of net assets for mon-
ey funds to be eligible to take part in reverse
repo transactions has been halved.

The Fed is also expanding counterparties for re-
verse repo transactions. The latest rules mean
money market funds must now have net assets
of at least USD10 billion for six consecutive
months before application, half the previous
amount.

Moving Forward
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COPIC’s securities lending
departure improves its rating

Following COPIC Insurance Company’s with-
drawal from the securities lending business,
A.M. Best Co. has revised the outlook to stable
from negative and affirmed the financial strength
rating of A (Excellent) and issuer credit rating of
“a” of the firm.

The revised outlook reflects COPIC’s improved
level of risk-adjusted capitalisation that has
arisen from profitable underwriting results and
a continuous stream of net investment income.
Furthermore, the impact of COPIC’s invest-
ment portfolio on total returns has improved as
a result of realised capital gains as well as the
company’s ongoing withdrawal from a securities
lending programme.

In addition to COPIC’s excellent risk-adjusted
capital position and strong operating perfor-
mance, the ratings reflect the company’s conser-
vative underwriting leverage and its leadership
position in the Colorado medical professional li-
ability market. COPIC also maintains an excep-
tionally high policyholder retention level, which
is supported by the company’s distribution of
favourable operating results to its policyholders
and its value added offerings to its insureds.

South Carolina to go it alone

The South Carolina Pension Fund is to create
a management firm to look after its assets, in a
move that could see it offering its own securities
lending services.

The management firm will initially control the
fund’s illiquid assets, including the private equity
and real estate portfolios, and is due to launch
at the start of October.

The USD15 million start up has been created,
said Allen Gillespie, commission chairman, to
reduce costs and “mitigate certain risks associ-
ated with illiquid asset classes.” Gillespie esti-
mates the enterprise could save the fund 25 per
cent on private equity costs through reduced
fees.

Send your press releases to
news@securitieslendingtimes.com
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The world’s largest financial market has suffered more than most as a
result of the downturn, and its recovery has not been easy. But while
confidence builds, regulation looms large

BEN WILKIE REPORTS

At over USD300 billion a year, the US equity
lending market dwarfs that of other markets,
and represents almost half of the global securi-
ties lending industry. But as the biggest market,
it was in the eye of the storm when the financial
crisis hit, and has taken some time to recover.

2009 was actually not too bad a year in terms of
transaction volumes, but in fact this was skewed
because of the Citigroup trades. In February
2009, an exchanged was announced converting
common stock for publicly held convertible and
non-convertible preferred shares in an attempt
to build the company’s equity and increase con-
fidence in the company. The market reacted by
selling the underlying shares and buying the
preferred shares, creating huge volumes in se-
curities lending. Take Citi out of the equation,
and 2009 was a year to forget for the country,
however.

2010 has been better, however. There have
been no large market surges and stability, it
feels, is what is needed as the industry gath-
ers itself. While volumes are steadily increasing,
fees have fallen, and specials are still scarce.

“The US is predominantly a cash collateral mar-
ket therefore it is no surprise that the US secu-
rities lending market experienced a slower re-
covery following the credit crisis than most other

developed securities lending markets,” says Pe-
ter Bassler, managing director at eSecLending.

“In addition, the uncertainty of the implica-
tions of global regulations and particularly the
Dodd-Frank Act in the US has resulted in lower
borrower demand. However, in 2010 supply
has returned to the market as many beneficial
owners are re-engaging in securities lending
and re-starting or expanding their programmes
after temporarily suspending activity during the
credit crisis. We are also seeing new supply
from certain beneficial owners starting lending
programmes for the first time.”

As hedge funds retrenched to lick their wounds
and beneficial owners withdrew to reduce their
risk, many participants really started to struggle.
While Lehman was the biggest and most public
casualty, many smaller firms bit the dust while
others cut costs wherever they could - it's esti-
mated that there are 40 per cent fewer people
working in the securities lending industry now
then there were three years ago,

Of course, some of these cuts will end up be-
ing good for the market. Even though budgets
are tight, new technology has been introduced,
which has improved efficiencies and reduced
some of the risks. The emergence of provid-
ers such as OneChicago and Quadriserv has

also created a more welcoming environment
for some of the more cautious borrowers and
lenders.

These platforms have opened the market, and
while they are certainly cannibalising some of
the existing securities lending business, they
are designed to “increase the size of the pie,”
says Greg DePetris, co-founder of Quadriserv.
OneChicago has seen huge increases in the
number of trades in 2010, and has increased the
number of instruments for trading accordingly. It
says it has attracted many of the major Euro-
pean organisations to the American securities
lending industry, as well as increasing business
from the main domestic players. Quadriserv,
meanwhile, is accumulating members.

While the hedge fund market is now keen to par-
ticipate strongly in the market, beneficial owners
have been a little slower coming forward. Some,
such as Ohio pensions, have returned strongly
but others have been less forward. CalPERS,
which was hit hard in the downturn, is still a ma-
jor player, but its activities are muted compared
to three years ago.

“The perception of lending continues to shift to-
ward viewing the product as an investment and
trading function rather than a back office cus-
todial product,” explains Bassler. “When ben-
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eficial owners evaluate lending, particularly in
the US, they are realising that it encompasses
two separate and distinct skill sets; lending (fi-
nancing and repo activity) and collateral man-
agement (investment management function if
cash). Beneficial owners are now more focused
on generating returns from the lending compo-
nent (intrinsic earnings) rather than potential re-
turns from the reinvestment of cash collateral.”

Of course, in terms of participation, everyone
who is anyone in global financial services has a
stake. The big US banks such as J.P. Morgan,
BNY Mellon, State Street and Northern Trust
remain major players, but competition from Eu-
ropean and Asian providers keeps fees low and
ensures constant innovation

Regulation

The elephant in the room however remains
regulation. Just as in many other parts of the
world, there has been a huge public focus on
the financial services industry and widespread
anger at the banks’ activities leading up to the
financial crisis.

The need for transparency in all markets, includ-
ing securities lending, has been on the agenda
both within the participating organisations and
the regulators, and the forthcoming Dodd Frank
legislation will push organisations to be more
open. This opaqueness has been recognised
by most organisations, and irrespective of legis-
lation, available information is greater now than
ever before - at a recent conference in London,
Data Explorers gave a potted history of the se-
curities lending market over the past couple of
decades and showed how the amount of data
available now is a magnitude larger than three
years ago. But there are still concerns. “The
uncertainty of regulatory implications is the key
focus at the moment,” says Bassler.

One effect of the new legislation could be a
greater move to CCPs and exchange-based
trading, something that many in the industry
would welcome - although others are not so
sure about. There are a number of CCP cheer-
leaders in the US, who push the benefits of
automation, reduced counterparty risk, lower
costs, increased liquidity and a level playing
field for all participants.

“The main benefit we are seeing of the intro-
duction of services introduced by firms such as
OneChicago and Quadriserv is that it is encour-
aging those who may have been scared away
by the banking crisis into securities lending,”
says Marco Ancona, a pension fund consultant
based in Austin, Texas.

“They are used to buying and selling stocks on
exchanges, and often have experience with
exchange-traded derivatives. They understand
how these trades are settled. The idea of en-
tering securities lending in an OTC market may
have proved a bit daunting, but seeing a recog-
nisable process for a new market helps them to
get their heads around it. It's not for everyone,

CountryFocus

but it certainly will build the market - as we have
seen in Europe.”

This won't mean everything moves in this di-
rection - even one of the market’s biggest pro-
ponents, Quadriserv’s Greg DePetris believes
there is room for all types of trading in the mar-
ket - but new entrants are certainly looking at
market-based systems more closely.

“We only dipped our toes in securities lending
[until 2010] says a representative from one mid-
size pension plan based in the MidWest. “And
we’re staying cautious. But we prefer the mitiga-
tion of risk that you see with CCPs and while
we’re in business to make money, it's more im-
portant that we don’t lose it.”

There are also proposed new rules on cost ba-
sis reporting for securities lending transactions.
The rules, which were proposed almost a year
ago and are still being discussed, aim to ensure
that gross sale proceeds from covered securi-
ties transactions are accurate and complete.

They would require everyone undertaking a
transfer of covered securities to a broker to pro-
vide the broker with a written statement to the
broker. The new section will also require bro-
kers, upon disposing of the transferred securi-
ties, to divulge various pieces of information to
help taxpayers work out their profits or losses.

The problem has arisen because the wording
has been changed to include non-covered secu-
rities, which according to the Risk Management
Association (RMA) “appears to include transfers
resulting from securities lending transactions”.

The RMA has asked for securities lending to be
made exempt from these rules. In a letter to the
US tax authorities, the association said the re-
quired information is not relevant as securities
lending agreements are not classed as taxable.
The lender’s position within the transaction is
preserved throughout the life of the loan and

rights are not necessarily transferred to the bor-
rower.

If securities lending transactions are included
in the new rules, says the RMA, the regulation
could also affect participants when they are
exchanging collateral or returning borrowed
shares. A further reason for the exemption is
that many of the securities lending participants
affected - pension and mutual funds for example
- have a different tax status to conventional in-
vestors.

The future

Securities lending appears to be becoming an
increasingly specialised activity and while the
major players will always be able to win man-
dates based on their suite of middle and back
office offerings, the focus on how securities
lending fits into an overall strategy means the
teams responsible for this side of the market are
become more and more important. There is also
the possibility that more specialised providers
build up their market share.

“The securities lending landscape continues to
evolve,” says Bassler. “The industry is showing
a renewed focus on intrinsic returns and devel-
oping customised solutions for clients.

“The increased focus on counterparty risk man-
agement and view of securities lending as an
investment management product rather than an
operational function tied to custody has encour-
aged beneficial owners to more explore alter-
native routes to market. As evidenced by some
of the new mandates we have won thus far in
2010, beneficial owners are seeking differenti-
ated solutions and a proven process. As a result
of these trends, we expect to see continued un-
bundling of securities lending, custody, and cash
management. These trends have already been
underway for several years but we expect they
will only accelerate as a result the increased fo-
cus on securities lending.” SLT

Security rankings by total daily return

Rank S&P 500

Citigroup Synaptics

Sears Holdings Under Armour

General Motors Sunpower
AlIG Netflix
M&T Bank Mannkind

Ford
Wynn Resorts
Merck Green

First Solar
Buckle

Roasters
Fastenal
Vulcan

Russell 2000

Mountain Coffee

Texas Industries
Realty Income

US equity (others)
Chipotle Mexican Girill
Factset Research Systems
Alliance Data Systems
Mead Johnson Nutrition
Nordic American Tanker
Shipping

MGM Mirage

Freddie Mac

Fannie Mae

Barnes & Noble
Macerich Materials

Source: Data Explorers
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GregDePetris

The right place, the right time
An all electronic direct access CCP-based securities lending market
may have been seen as unnecessary a few years ago. Not any more

COMPANY PROFILE

Timing is everything, they say. Whether it's com-
peting in the Olympics, launching a political ca-
reer or just proposing to your partner, it's only
going to work if the stars are aligned. And that’s
most certainly the case for Quadriserv.

While its products have been developed over
several years, the industry wasn’t too sure of
the benefits it was going to bring, admits Greg
DePetris, co-founder of the company. “l think
that prior to some of the challenges people
faced in recent years it was considered a solu-
tion in search of a problem,” he says.

“But as it turned out we built what was needed.
After the [financial crisis] different user groups
found we could solve some of their issues. It
was a good solution for agent lenders as they
looked to maximise the intrinsic value of secu-
rities on loan, for broker dealers it worked by
responding to their shrinking balance sheets
and need for more risk controls, while for hedge
funds, it provided market access and gave them
options they never had before.”

The priority for the development has always
been economic, explains DePetris: “It's always
been about overcoming the challenges of the
market, but fundamentally participants are al-
ways going to ask if they can make compara-
tively more money on AQS than with another
more traditional route.”

The right place

The development involved all sectors of the mar-
ket, who all had an input into how a centralised
market operated by a regulated entity would
eventually function. The key, says DePetris,
was making sure that all participants got exactly
what they needed out of it, adding that “our first
version was around 60 per cent off the mark, but
we succeeded because we invested the time
and money to get people onto the system.”

This is key, he says, when listing the company’s
achievements: “We were willing to be wrong a
lot - we were wrong more than right for much of
the development, but we adapted, did the work
and stayed connected to our members. We had
to make sure we were solving a real problem for
the market. We also needed to make sure we
made it easy and cheap for people to gain ac-
cess to the solution, and that’s where our collab-
oration with SunGard has helped not only AQS
but the industry broadly - the new functionality
works with systems people already have.

“We had to incorporate the whole industry and
make sure we understood their needs - banks,
brokers, hedge funds, market makers and so on
were all part of the design process. There was
a view that this is an insular market and one of
our crowning achievements was to get every-
one involved.”

The recent economic conditions make it dif-
ficult to understand whether the business that
Quadriserv is generating is taking activity away
from other areas of the market, or whether it is
able to encourage new participation in the secu-
rities lending industry.

“A primary purpose of what we do is to grow
the pie,” explains DePetris. “And the way you
do that in any sector with interdependencies is
to allow it to interact with other markets and in-
vite new participants to join. Our collaboration
means that people treat the market as a new
liquidity source and an alternative route to mar-
ket. We've introduced a lot of new people to the
securities lending business.”

But a new service isn’t enough. One of the most
common criticisms of securities lending is that
not enough people - particularly beneficial own-
ers - understand how securities lending works,
and how it can benefit them They are unsure
of the risks, and they don’t understand where
they can fit.

“One of the most important aspects of our
marketing strategy was in education,” explains
DePetris. “In a way we were the beneficiaries
of the structure we built. Using a CCP feels less
risky to many players, and having a public mar-
ket operated by a regulated entity, with deals
being done transparently also feels more like
the way that major market participants do busi-
ness in financial products.

“We started as a reputable public market, and
that demystifies the process. Everyone is treat-
ed the same, and it increases the amount of in-
formation available, which reduces risk. There’s
only one set of guidelines, which simplifies ev-
erything.”

However, an exchange-like system is unlikely to
become the de facto standard. There have been
questions raised about an exchange model’s
ability to manage specials, but DePetris says
this is a red herring. “Proportionally, we process
just as many specials as OTC,” he says. “They
are not inherently more complex than other
trades. Specials really are more likely to trade in
an environment where the interaction between
one and many is more efficient - you’re essen-
tially dealing with one market rather than having
loads of different one way discussions, and this
is likely to improve liquidity.

“However | do think it's unhealthy to have only
one way of doing things. Certain securities lend-
ing activities don’t belong in this market and |
don’t think an electronic market can service ev-
erybody. It's all about growing the pie.”

The right time
Electronic trading and CCPs may be about to
come of age. The new Dodd Frank legislation is

calling for greater transparency in the markets
over the coming years and it appears that the
favoured method is the increased use of CCPs.
While DePetris says that the company is follow-
ing the regulatory debate closely, and contribut-
ing where appropriate, he says that it would be
a shame if the only reason companies moved to
this model was to fulfil their obligations.

“At the end of the day you want the business
case to stand on its own merits,” he says. “We
want to advocate things that are good for the
market. | think the regulatory changes will en-
courage people to look at new ways of doing se-
curities lending, but whether they go down this
route will be about whether it is right for them.”

But as the success of Quadriserv grows, there
is likely to be growing competition. Lendex is
due to launch a service that some have seen as
a direct rival to Quadriserv, while other firms are
also looking at how they can enter the market.
This, says DePetris, can only be healthy.

“Every good market has several liquidity pools,”
he says. “In Europe, there is competition and
that works well. Without competition, there is no
incentive to build a better solution.”

Challenges

The securities lending industry is recovering
from the downturn, but it's not out of the woods
yet. Volumes remain down, and available assets
are sometimes still scarce. Regulation means
that participants are weighed down by the costs
and time of implementation, and there remains
a general market nervousness about the future.

But this, says DePetris, is an opportunity. “We
give people the opportunity to integrate and give
them the leverage to reduce the costs of imple-
menting new rules. We can increase liquidity
through encouraging new entrants and we can
help people focus on their businesses, not the
challenges of doing business.” SLT

Greg DePetris
Co-founder
Quadriserv
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The Prime Brokerage Revolution

Investors now have to think the unthinkable - how to manage the
fallout from the failure of a prime broker, writes Phillip Chapple

of KB Associates

EXCLUSIVE

The prime brokerage industry has been through
a tough couple of years. A combination of reduc-
ing Hedge Fund AUMs, reduction in demand for
leverage and bouts of short selling restrictions
have meant that the prime brokerage business
model needed re-inventing.

Investors into hedge funds have become more
institutional and this has caused extra pressure
on prime brokers to provide a model which both
provides the security required by ever more
demanding underlying investors but which pro-
vides a level of fees to justify its existence.

We now see a hedge fund market where sup-
ply exceeds demand and where investors can
afford to be picky about where they invest. Due
to a “flight to size” all but the largest funds are
open to new investment and now the focus of in-
vestors is not simply on performance. Safety of
their assets and operational infrastructure and
control are also critical, as there is no point in
making great returns if all the assets are then
lost due to the collapse of a counterparty or cus-
todian. Due to the pain caused to the investor
community in the wake of the above, investors

understand the importance of the correct infra-
structure and controls to protect their assets.

The combined effect is that both structurally and
operationally the industry has had to mature to
try to meet investors’ expectations. In a com-
petitive market for new capital, it is no longer
enough for a fund to have a strong alpha propo-
sition. Investors now require an infrastructure
be put in place to protect their investment and
also to grow and develop into the future.

Previously there was
no real focus on the
implications of a prime
broker failing

One of the main areas of this focus has been on
re-hypothecation by prime brokers, in no small
part due to its devastating effect on some of the
funds that used Lehman Brothers International

Europe as a prime broker. Before Lehman failed
little or no interest was shown by investors in the
protection of fund’s assets by prime brokers, the
name recognition was usually enough.

Re-hypothecation is a mechanism whereby a
prime broker will take ownership of, then lend
out, the stock of a fund through its stock loan
desk to earn extra revenue. It has always been
argued that this was required to subsidise the
other services provided by prime brokers such
as consultancy and capital introduction, as well
as to enable the prime broker to keep it’s financ-
ing rates low for funds to gain leverage.

The disadvantage to the funds of this mecha-
nism was that when an asset was re-hypothe-
cated, legally it no longer belonged to the fund.
The funds simply had a contractual obligation
from the prime broker that it would replace the
stock at a later point. Previously there was no
real focus on the implications of a prime broker
failing. As investors now understand, there is a
large difference between assets in their account
and an obligation from a prime broker for those
same assets. In the former the fund legally




owns the assets so can remove those assets if
the prime broker fails. In the latter the fund is left
with a claim on a bankrupt entity and may well
be treated as a general creditor.

Negotiation around re-hypothecation in prime
broker agreements was historically based on a
multiple of the level of “exposure” that the prime
broker had to the fund. The multiple typically
ranged from 140 per cent of exposure up to un-
limited re-hypothecation. In the US re-hypothe-
cation was limited to 140 per cent of exposure
by regulation (Federal Reserve Board Regula-
tion T, commonly known as “Reg T”) hence the
lower figure.

One major difference in Lehman’s base model
for prime brokerage from other prime broker-
age models of the time was that Lehman took
legal title of all assets rather than holding them
in the fund name (the standard model was to
hold the assets in the fund name then remove
the assets required for re-hypothecation into
the prime broker’s name). This was to enable
the circumvention of “Reg T” and to allow re-
hypothecation of all assets held to maximise
revenue for the prime broker and hence allow
them to be more competitive with financing. In
its latter years there were moves away from this
model towards a more standard “limited” model
but still many clients/funds continued to use the
old model.

Lehman’s model was the worst kind to have in
the event of a prime broker failure. In effect all
assets in this model were simply obligations on
the prime broker rather than fund assets held
by the prime broker and therefore further down
the chain of creditors when recovering monies
in the bankruptcy process.

Another discovery made as a result of the Le-
hman failure was that even where re-hypothe-
cation rights were limited by the prime broker
agreement, systems and controls were not in
place to ensure the limits were observed. In this
scenario, a fund had a case for breach of con-
tract but this was of no real comfort against a
bankrupt entity.

Once investors began to understand the effects
of the above they quickly realised the impor-
tance of re-hypothecation, the limitation lan-
guage and the systems and controls in place at
the prime brokers. There was a flurry of activity
to determine their exposure to each of the prime
brokers and to push the investment managers
to protect the funds’ assets. The focus on prime
broker exposure intensified over the fear of oth-
er institutions failing and how some prime bro-
kers behaved when managers tried to remove
assets from them in response to this fear.

In the aftermath of the failure of Lehman, due
to investor demands, the prime brokers had to
re-evaluate their models and change their offer-
ings to satisfy concerns of a Lehman scenario
recurring. The prime broker landscape changed
rapidly as investors drove managers to evalu-

ate and manage their fund’s exposure to prime
brokers.

There are now a variety of products and mod-
els available, provided by the prime brokers to
satisfy investor demands. There are also some
new participants offering “Prime Custody” to
meet the demand for safety of assets, and it
is now extremely rare to see a fund with only
one prime broker due to the need to diversify
exposure.

Re-hypothecation is still an important element
of the prime broker landscape. It is an important
revenue stream for prime brokers, especially
with low levels of leverage, restrictions on short
selling and trading volumes down in many strat-
egies, all key drivers of prime broker revenue.
Without re-hypothecation many prime broker
models are not viable and the financing rates at-
tainable without the subsidy of re-hypothecation
would not be attractive to managers.

The prime brokers had
to re-evaluate their
models and change
their offerings to satisfy
concerns of a Lehman
scenario recurring

Investors now also look through the prime bro-
ker model to the quality of the custody services
provided and the liability and limits of sub-cus-
todians. There is focus on where the assets are
held, in whose name and where the liability sits
on the safe-keeping of these assets.

The combination of prime brokers and models
used is in part driven by the strategy of the man-
ger and in part by the risk appetite of the investor
base. The more institutional the investor base,
the less tolerant of exposure to prime brokers
and the greater security of assets required.

The maijority of current prime broker models fall
into the below categories:

1. Prime custody

This is arguably the safest model and is an
extension of the global custody product used
by institutions to safe-keep assets. In global
custody re-hypothecation is not usually used
as financing is not part of the traditional global
custody product. Fees are paid for custody ser-
vices unlike in the standard prime broker model
where custody is subsidised. Custody is sold on
the reach, strength and security of the custody
network, whereas in the historical prime broker
model, custody was usually of variable quality
and in many cases outsourced. There was little
focus on the name in whose the actual assets

PrimeBrokerage

were held and where. Liability is often limited
for the custodian where the assets are held
by a sub-custodian so many custody networks
are marketed on the basis of how much of the
network is proprietary rather than serviced by
third-party sub-custodians.

Under the custody prime model, a core custody
product is supplemented by standard prime
broker services such as stock borrowing, FX
hedging and financing. Starting from a custody
model means the default position for assets is
in the name of the fund at the custodian, with
no re-hypothecation.

Financing can be arranged either by way of a
charge on the fund’s assets or by using a com-
bination of charge and re-hypothecation. The
main difference in the use of re-hypothecation
here is that positions have to be actively opted
into re-hypothecation and often needs to be
physically moved to a different account to be
re-hypothecated, which allows for control and
transparency.

This infrastructure tends only to be available for
larger funds and some argue that it is not as ap-
propriate for funds requiring larger amounts of
leverage due to the increased costs involved.
The providers will argue that this should not be
the case as re-hypothecation is available and
also that the main providers of these services
are custodian banks with available internal cash
for funding so should be competitive on financ-
ing. Such providers do tend to be risk averse so
not all funds will satisfy the terms of their credit
teams for approval as a new client.

2. Prime with fully
outsourced custody

A model some larger prime brokers have ad-
opted is to sweep unencumbered assets out
of the prime broker account into a custody ac-
count in the fund name at an independent cus-
todian. A re-hypothecation limit is agreed upon
and a charge is put in place over the fund’s as-
sets to cover any financing. Assets outside of
the re-hypothecation amount are then swept to
a third party custodian account to be held in
the fund’s name. In some cases a “charge ac-
count” is held separately to the unencumbered
account at the custodian to keep the assets le-
gally in the fund name and outside of the prime
broker account.

3. Prime with legally
outsourced custody

This is again a model utilised by a number of
prime brokers who have created a “bankruptcy
remote” new entity to custody assets. This is
not a fully outsourced custody solution as the
custody entity has been created solely for
bankruptcy remote purposes rather than to pro-
vide a full custody service. The upside of such
a solution is that it is usually cheaper as there




is no third party to pay for a custody solution.
The downside is that the solution may not offer
the same quality of custody network in terms of
sub-custody liability and may not offer the ability
for the assets to be held in the fund’s name at
sub-custody level. As with the previous model a
re-hypothecation level is agreed and a charge
is created for financing. Some models have an
automatic sweep for the remainder of positions
plus the ability to negotiate which positions,
within reason, are left for re-hypothecation. Oth-
er models rely on the manager to instruct posi-
tions to be moved to the custody account which
can be operationally challenging.

4. Original prime
brokerage model

Some prime brokers have stuck to their original
model, or run the original model in tandem with
one of the above models. This entails an agreed
re-hypothecation limit ranging from 140 per cent
of exposure up to an unlimited level. All assets
would be held at the prime broker in its custody
network on an omnibus basis (as a default) with
the potential to be held in the fund’s name in
some scenarios.

The benefit to this model is that it is the cheap-
est and easiest to manage operationally both
for the prime broker and for the fund/manager,
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although it can be argued that many prime bro-
kers using the above three models have re-
duced much of the operational “sting” for their
clients of moving and tracking the assets.

Many say that for funds with higher trading vol-
umes and higher levels of leverage, that the tra-
ditional prime broker model is the easiest and
most economical model to use. This is also the
hardest model to justify to institutional investors
as it can be hard to prove to their satisfaction
that re-hypothecation has been limited only
to the limits agreed at any given point in time.
Even if a prime broker produces a detailed re-
port of what is being re-hypothecated the liability
on the accuracy of the report will be limited and
recourse could be limited to suing a potentially
bankrupt entity. Some prime brokers have taken
additional insurance coverage to protect such
assets and to provide more comfort on this.

There are no “right” or “wrong” models from
the above to use. The main factors in deciding
which model come down to price versus both
current and potential investor comfort. The most
suitable model will depend in the main on the
strategy and size of the fund and the liquidity of
the assets, credit rating and market reputation
of the prime broker, financing requirements of
the fund plus the future capital raising plans of
the fund.

PrimeBrokerage

R

The prime brokerage market has moved a long
way from the generic models available up to the
Lehman implosion. No two options appear quite
the same and the current trend for funds to have
at least two prime broker relationships for diver-
sification of risk means selecting the right combi-
nation of services to efficiently run the business
and satisfy current and future investors require-
ments for security of assets is a challenge, but
no more of a challenge than it is for the prime
brokers to ensure they have the necessary rev-
enue streams in a changing market. SLT

2
g5
[}
o238
oY g
0 O
22 3
=[—;g:>
£ 9 m
[« BRI ENZ

"wd

—— 1 O

==

Exclusive industry events chaired by independent experts

Distinguished panelists include market practitioners, global hedge fund

professionals and representatives from local regulatory bodies.

Over 150 senior delegates engage in audience-led debates, assisted by

or L] = v L

interactive voting and knowledgeable moderators.

New York +12127102210 | London +44 (0)207 264 7600 | Hong Kong +852 3478 3948



http://www.db.com
http://www.dataexplorers.com/events/forum/dubai-securities-financing-forum

Deutsche Bank
Global Prime Finance

Is your Prime Broker SAS70 Accredited?

Integrated Prime Custody with Type |
and Type Il SAS 70 Accreditation.

Deutsche Bank’s industry leading Integrated Prime Custody
Solution provides clients with flexibility, control, and an
additional layer of asset protection through our Global
Prime Finance platform. Integrated Prime Custody bridges
DB Prime Brokerage and your choice of custodian by
holding unencumbered assets in a segregated account.

Deutsche Bank’s Integrated Prime Custody — stress tested
and reinforced with Type | and Type Il SAS 70 Accreditation.

Voted No. 1 Global Prime Broker
3 Years Running

Global Custodian, Prime Brokerage Survey
2008, 2009, 2010

i T R A
! :'.r #3 ..'h'"dls N'h r‘.:"
T et i o RS A

1 1)l el .

}._..-_?.llu.___ ,.II -.-. L 5. _(u_ L . e g A i T

This'advertisement has been apprdv_i‘d and/or communicated by Deutsche Bank AG London: The services described.in this advertisement are, provided by Deutsche Bank AG.D:r.'b)E itslsubsidiaries I

and/or affiliates in accordance w"lfhaléppropriate local legislationand regulation. Deutsche Bank AG is authorised under German Banking Lawi(competent authority: BaFin=Federal.Finanaial+* /' ' |

Supervising Authority); regulated by the Financial Services Atthority for the conduct of UKibusiness. Securities and investment banking activities in the United S.}ates are performed by Deutsche

;- :Bank Securities Inc:; memberNYSE, NASD and SIPC, and its broker-dealer affiliates. Lending/and other commercial banking agtivitiesin thlg_Upit'ed'Stg'tes are petformed P-y D_e'y'tscpe Bank'/AG, i* ¥
J oW B T B i a3 -, Ly W W

b Al el T | N PR 4 A | 14 Sl 2 R

= [
i -

;F-I AR o F ¢ l 4 l:. o I- _!:_I‘:ll.-:l


http://www.db.com

ClientRelationships

Balancing risks and rewards

Kevin McKenna from Credit Suisse Prime Managed Lending explains
what clients need to look for in a securities lending partner

EXCLUSIVE

Every investor knows that the basic calculus of
building a successful portfolio involves keep-
ing expenses under control, identifying, un-
derstanding and mitigating risks and ensuring
that the expected rewards of an investment are
commensurate with those risks. The same dis-
cipline that is so important to investing generally
applies equally to securities lending.

With interest rates and global economic operat-
ing leverage - in a post-bubble world - excep-
tionally low, investors are searching harder than
ever for alpha. For many investors, that search
includes taking a first look at, or re-examining
securities lending. Whether an investor lends
securities itself, has the custodian do it, or em-
ploys a third party agent lender, it is important to
successfully solve the risk/reward equation.

An obvious risk associated with securities lend-
ing relates to the creditworthiness of the entity
borrowing the lender’s securities.

Will the borrower be there to return the secu-
rities when the lender wants them back? Has
the lender or its agent assessed the borrower’s

credit profile? If the borrower encounters prob-
lems, will the collateral it posted (in the US,
that’s usually cash and in Europe that’s usually
securities) be sufficient to buy back the lent se-
curities? Most custodial and third party lenders
are willing to offer their lending clients indemni-
fication against a collateral shortfall in the event
that a borrower fails. It's important to assess
the creditworthiness of the entity providing such
indemnification. Are they sufficiently capitalised
for the gross value of their indemnifications
across business lines?

Additionally, it is important to consider explicitly
the risks associated with the re-investment of
the cash collateral that a securities lender re-
ceives from a securities borrower. In this regard,
the usual rules of short term investing surely
apply and most investors know how to assess
these risks and how to select a capable cash
manager.

However, it is useful to bear in mind that the
strategy driving a lending programme can subtly
drive its re-investment practices as well. Specifi-
cally, a programme that emphasises its ability to

always lend a large percentage of the available
portfolio (also known as achieving a maximum
“utilisation rate”) will generally require a more
aggressive re-investment policy, so as to ac-
commodate the higher rebates associated with
collateral for which there is not much demand.
Alternatively, a programme that emphasises
lending “specials” (securities that are in high de-
mand) and general collateral with positive intrin-
sic value can generally be executed with a more
conservative re-investment strategy.

In light of the lessons of the last three years,
it seems logical that securities lending should
focus on conservatively extracting the value in
a portfolio’s securities, not on aggressive lever-
age. Indeed, clients are best served by optimis-
ing their utilisation rates rather than necessarily
maximising them.

That is, an agent serves its clients well by ensur-
ing that all securities with value are out on loan.
Importantly, we also believe that re-investment
portfolios should include a liquidity buffer to ac-
count for the unexpected. Additionally, we have
found that clients appreciate having access to




research analysts and portfolio managers with
regard to matters other than securities lending.
Sometimes, unbiased market colour is its own
reward.

Often taken for granted is the actual act of lend-
ing a security. As an over-the-counter market,
securities lending requires dedicated traders
who understand the market and its supply and
demand dynamics. A good trading team not only
strives to achieve the lowest rebate rate at a
point in time, but can also work to minimise loan
returns and keep expenses low.

Additionally, if an investor’s portfolio is globally
oriented, it only makes sense that its lending
agent should be too. Global investors should
look for providers with lending teams in more
than one geographical area, though, at the
same time, these teams should be inter-con-
nected. Such an approach can help ensure that
lending agents are thoroughly familiar with the
idiosyncrasies of local markets. A global ap-
proach can also provide maximum flexibility
with regard to collateral types. Additionally, a
global lender with multiple live operating sites
provides a natural advantage from a business
continuity perspective.

Less obvious, but equally important, are the op-
erational risks associated with any investment
strategy. In the case of securities lending, it is
critical to ensure a strong control environment
with regard to corporate actions. One missed
corporate event can undermine an otherwise
successful lending programme. Having dedi-
cated middle office specialists working closely
with the trading desks can help foster such
an environment. Indeed, a trade management
oversight committee can provide a forum to en-
sure not only best execution, but can also keep
a focus on operational excellence as well.

Perhaps the most under-appreciated chal-
lenge associated with securities lending is to
achieve top-notch reporting. In-house informa-
tion systems that are entirely serviceable for an
investor’s regular day-to-day requirements may
prove to be lacking in a securities lending envi-
ronment.

At the same time, the off-the-shelf reporting
packages of many large providers, while on
point for securities lending generally, may not
serve the specific needs of a particular client.
At Credit Suisse, we believe that a fundamen-
tal part of knowing our clients’ requirements
and risk tolerances is our ability to deliver cus-
tomised reports that deliver the information
they need, with a look and feel that works for
them. This allows the client to design reports
that provide the snapshots of the business that
best help them manage risk, prepare manage-
ment reporting and reduce the time necessary
to extract the information they seek. Many of
our clients start with our standard package and
migrate to customised reports as markets and
their own circumstances evolve. Many agents
have the ability to deliver client reporting through
multiple delivery mechanisms including web

ClientRelationships —

portals, pushed reporting and file data trans-
fers. Credit Suisse offers a cutting edge web
platform, PrimeView, that offers agency lending
data in a comprehensive and flexible fashion
and provides the ability for clients’ to write their
own customised reports.

A difficult-to-assess risk involves the day-to-day
interaction between lenders and their agent. All
too often, once an agent is hired and the pa-
perwork is signed, clients find themselves intro-
duced to a new team for their day-to-day needs.
It is important to know exactly who will be sup-
porting the lender and how this interaction will
take place. Will the investor have one point of
contact, or will they deal with a team? Will they
have direct access to subject matter experts?

At Credit Suisse, part of the prospecting pro-
cess involves introducing staff to their lead point
of contact responsible for ensuring that all client
inquiries are handled expeditiously. However,
clients are also introduced to our subject matter
experts. This not only helps us respond to client
inquiries, but also helps us intelligently antici-
pate their needs.

Nothing worth having is ever free, and that in-
cludes a robust securities lending infrastructure.
However, a client should always understand
what it is paying for. We believe that clear, un-
bundled pricing allows clients to appropriately
perform their own due diligence.

Once a beneficial owner has decided to util-
ise the services of a lending agent, it needs to
evaluate all of these risks, but not in isolation.
Indeed, just as with any investment approach, it
is usually the overall process that defines suc-
cess. Is the agent’s process easily explained?
Does it purport to be all things to all people?
Does the process produce consistent, explain-
able results? Importantly, does the provider ad-
dress the unique needs and circumstances of
each of its clients?

While it is easy to emphasise the more quantifi-
able attributes of an agent lender, it is equally
important to consider the subtleties. When in-
vestors evaluate an agent's estimate of the
revenue that might be achievable for a given
portfolio, it is critically important to evaluate the
risks as well. SLT

Managing director - Prime Services

Kevin McKenna
Credit Suisse

Most custodial and
third party lenders
are willing to offer
their lending clients
indemnification
against a collateral
shortfall in the event
that a borrower
fails. It’s important
to assess the
creditworthiness

of the entity
providing such
indemnification.
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What do you see as the key new demands in
the collateral management space?

Blair McPherson: Despite subdued volumes, the
events of the last two years have created a very
dynamic market with constantly shifting require-
ments, there is a heightened need for service
providers to have an extremely structured risk
management and control process on a global
scale. Having dynamic risk and collateral man-
agement capabilities is crucial and makes pro-
viders more responsive to a client's changing
strategies and market conditions. The emphasis
on a strong risk management infrastructure and
framework enables firms to identify and manage
risk. It also offers the opportunity to help clients
by accepting and managing a wider variety of
collateral types, a definite advantage for lenders
in mitigating risk.

Maria Carina: The financial crisis has intensi-
fied the need for firms to collateralise exposures
across all market segments. A trend we see is
the move towards complete collateralisation of
all exposures arising from any type of transac-
tion. This has led to new entrants in the collater-
al management space, such as money market

Next issue....
South African securities
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Justin Lawson, publisher

funds, corporates and supra-nationals, which
are now using our triparty collateral manage-
ment services to collateralise previously unse-
cured exposures.

We’re also seeing more demand to define col-
lateral profiles with greater precision. Different
types of securities are still accepted as collater-
al, but there is much more focus on specific col-
lateral types, haircuts, concentration limits and
on how the collateral profiles are actually put
together. Valuation of the securities and price
transparency also remain key concerns.

Higher haircuts requested for some collateral
have also led to growing demand for solutions
that mitigate credit risk for collateral givers as, in
essence, the margins constitute an unsecured
part of a secured transaction. We're seeing
many collateral profiles being built specifically
to handle margins separately. In response, we
have created the means to segregate margins
in a Euroclear Bank pledge account.

Paul Harland: BNY Mellon operates two distinct
collateral management businesses; tri-party
collateral management and OTC derivatives

collateral management. In both businesses we
have witnessed major change in the way col-
lateral management is used and viewed during
the last two years.

Carina: The financial
crisis has intensified the
need for firms to collat-
eralise exposures across
all market segments

We have been at the forefront of tri-party collat-
eral management since the early 80s and have
constantly sought to innovate and develop our
platforms according to market need, however
the credit crisis placed increased scrutiny upon
tri-party agents. The model was validated and
the transparency and control afforded by tri-par-
ty meant it was extensively utilised by regula-
tors and governments in efforts to restore con-
fidence and stability to the markets with whom
we worked closely.
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In the OTC derivatives space, we have seen an
increased focus upon counterparty exposures
and collateral management has become a cor-
nerstone of counterparty risk mitigation.

Paul Wilson: We have seen a considerable
amount of change in client approach to collat-
eral. The demand has been for greater flexibil-
ity, transparency and granularity with regards
to non cash collateral eligibility as well as in
some cases for client specific non cash collat-
eral custody accounts. Across our programme
we haven’t seen much change in these things
relating to cash collateral, as we have always
offered our client’s individual segregated cash
collateral accounts. Overall, there has been a
trend to greater reporting and for information
as well as greater frequency when clients make
changes to their collateral parameters

Jane Milner: We are seeing the breaking down
of silos across different business units, each of
which historically had their own collateral man-
agement solution. Firms are looking to get a
more holistic view of exposure, and to manage
the margin call process in a more consistent
manner. They are also looking to optimise the
use of available collateral across multiple dif-
ferent business areas, making best use of their
own assets, as well as assets which are avail-
able for re-hypothecation.

Gosta Feige: From the trading perspective, we
see clear movements towards collateralising not
just the classical central bank operations, triparty
repos and securities lending transactions, which
were our bread and butter business for many
decades, but more and more also other types
of activities such as OTC derivatives, CSAs and
CCP margin collateral. At the same time, we're
also being asked to manage more complex and
inter-connected transactions such as combined
collateral upgrade and consequent repo trades
or committed lending facilities where advanced
re-use strategies need to be implemented and
handled reliably. Also, we see a clear trend
towards one single collateral pool covering
all types of exposures across the globe, thus
avoiding cross-border collateral transfers and
the risks, delays and costs attached to it.

Do you see collateral management primar-
ily as a risk mitigation tool or as a revenue
generator?

McPherson: Both. We are not a major cash
taker, but that doesn’t mean non-cash collat-
eral can’t generate revenue. It is important that
one understands the risk adjusted returns being

generated based on the type of collateral held.
Risk mitigation will always be the primary func-
tion of collateral. Whether you're dealing with an
AAA-rated retail bank or a hedge fund, the risk of
default is still there. By allowing more collateral
flexibility and understanding that doing so does
not necessarily equate to taking on additional
risk is still an ongoing educational process. The
better the communication and strategic partner-
ships between providers and underlying clients,
the better is the recipe for creating additional
value and returns in the market while minimis-
ing risk.

Harland: Again, we see this from two sides.
Tri-party has been and is still used as a way of
raising liquidity by financing desks and revenue
generation is the key driver for such businesses.

Feige: we’re also

being asked to manage
more complex and
inter-connected
transactions such as
combined collateral
upgrade and
consequent repo
trades

In the OTC derivative space, whilst re-hypothe-
cation of collateral is a revenue generator from
a sell side collateral taker, collateral is seen as a
risk mitigant on the buy side.

Feige: The answer to this question can be
found in our history: 1970, Clearstream (at the
time called Cedel) was founded by the biggest
market players to mitigate risks in securities
markets. Nowadays, it is more than ever at the
centre of our business where years of unique
expertise in collateral management in addition
to our neutrality are our natural strengths.

Milner: Once again, what was true in the past is
now changing, previously the prime purpose for
collateral management was risk mitigation, and
clearly this is still a key motivator, however, we
are increasingly finding clients on the sell side
looking at the potential for revenue generation
through effective collateral management. This
ties in with increased balance sheet pressure,

and the need to ensure that all available assets
are being best utilised to contribute to profit-
ability.

Chris Poikonen: First and foremost, we view
collateral management as a risk mitigation tool.
On a daily basis, we ensure sufficient margin is
received and that adequate liquidity exists giv-
en the collateral pledged. That said, a conser-
vative but flexible collateral profile will appeal
to a broader set of borrowers and therefore can
generate increased revenues compared to an
overly restrictive profile. Therefore, in certain
instances collateral management can also be
viewed as a revenue generator.

Carina: Collateral management is primarily
a risk mitigation tool, as collateral is used to
mitigate counterparty and credit risks. Collat-
eral management services offered by a triparty
agent further mitigate market and liquidity risks,
as well as operational risks linked to the man-
agement of collateral positions.

Cash collateral from securities lending deals
can be reinvested via reversed repos using tri-
party repo services and, as such, benefit from
double-name risk management.

By fully automating the burdens of collateral
substitutions and margin calls, while integrat-
ing this process with settlement and corporate
actions processing, our ftriparty service is a
compelling outsourcing arrangement for mar-
ket participants to reduce operational risk.

Wilson: From ours and our client perspective
it's primarily risk management.

How will the new regulatory framework
soon to be implemented impact the collat-
eral management business?

Harland: The frameworks embedded within Ba-
sel lll and the UK Liquidity Regime will impose
long term financing bias on the industry.

Tri-party, with its efficient collateral substitution
during term trades, will aid firms as they seek to
comply with the long term funding requirements
imposed upon the industry by such regulatory
frameworks.

McPherson: Regulatory changes will progres-
sively change the competitive landscape. Vari-
able capital charges on haircuts and margins
mean participants will be able to factor in the
cost of capital and differentiate by collateral
and trade type. As the true cost of capital to
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firms become clear, the days where variable
haircuts are applied to securities loans may well
be close, or at least closer. In today’s sophis-
ticated world, the market practice of applying
a standard flat margin does not appear to be
the most efficient process. Securities lenders
are set to gain from this new emphasis on col-
lateral. As long as beneficial owners have the
right framework in place, with advanced models
to track and validate all activity — such as expo-
sures, concentration and diversification — there
are good opportunities to benefit from higher
utilisation and increased lending revenues.

CSAs and OTC derivatives, are being out-
sourced to us as ftriparty service provider to
benefit from our neutrality. Also, the increase
in CCP-transactions (last not least driven by
regulatory demands) does lead to more triparty
collateral management transactions as we are
the triparty collateral manager for several CCPs
already, with more in the pipeline.

How have your firm’s views towards collat-
eral management been impacted post cri-
sis? Is collateral management supporting
the recovery?

Feige: Absolutely. On the one hand, we see
new players who did not use collateral man-

Wilson: Our view has notagement services before (eg, asset managers,

corporate clients, (sovereign) pension funds) so

rea”y Changed insofar asthe client base has developed on a truly global

collateral is the primary
tool for mitigating
counterparty risk

Carina: We expect pending regulations to have
a positive impact on our collateral management
services. The new regulations will provide in-
centives for firms to pursue longer-term funding
arrangements and greater operational efficiency
in order to benefit from reduced capital require-
ments. As our triparty environment has been
designed to support term business in a very ef-
ficient way, we expect more business flows.

Milner: Whilst the requirements around the new
regulatory framework are more formalised for
the ISDA/CSA governed OTC derivatives col-
lateral, there is still some way to go to get full
clarity as to the implications for securities lend-
ing collateralisation. We are working with our
customers to more fully understand this chang-
ing aspect of the landscape, in order to support
them in addressing the new requirements.

Feige: It will (or actually does already as organi-
sations are currently preparing for the changes)
impact the maturity of transactions; these will
more be adapted to suit exactly the regula-
tory requirements. Also, collateral quality will be
adapted (eg, to reflect certain liquidity require-
ments).

In general, we see an increasing trend towards
triparty collateral management as more and
more transactions, eg, in the field of swaps,

scale. On the other hand, the usage of collateral
management types had developed too. We've
seen a massive increase in central bank pledg-
ing (again, worldwide) while also CCP-traded
platforms boom, too. Eurex GC Pooling is now
at more than EUR100 billion meaning that the
CCP and related collateral management servic-
es helped to develop reliable liquidity in those
markets and consequently support market re-
covery.

Also in the field of securities lending, where
Clearstream Banking Frankfurt as only provider
has been certified as “organised system” by the
German BaFin (German Supervisory Authori-
ties), the existence of reliable neutral collateral
management services supports increasing trad-
ing activities among market players.

Wilson: Our view has not really changed inso-
far as collateral is the primary tool for mitigating
counterparty risk. We are maniacal about un-
derstanding, managing and mitigating the risk
across our securities lending program both for
ourselves and for our clients and then working
with our clients to provide them a programme
and a structure which is consistent with their
own views of risk management.

McPherson: For all lenders, counterparty risk,
the quality of collateral accepted in their pro-
grammes and the correlation of both loan and
collateral portfolios came under scrutiny. The
focus on ensuring that concentration, correla-
tion, liquidity and counterparty risk remained
within stringently set and continuously reviewed
parameters was unparalleled. As the collateral
preference from borrowers can change from
cash to non-cash, lenders have to become more
flexible in accepting both types of collateral. Re-

gardless, it is important that the risk return pro-
file is understood and professionally managed.
Loan and collateral correlation will become in-
creasingly important as a means to reduce risk
with variable margins becoming more common.

Carina: All of the market infrastructure service
providers were tested during the crisis and all
performed well. Euroclear Bank’s triparty collat-
eral management services were no exception.

Taking on board the lessons learned from the
crisis and by request from our clients, we have
implemented several triparty service upgrades
at Euroclear Bank. We have taken into consid-
eration the growing importance of easing access
to central bank credit and have complemented
our portfolio with new services to automate the
collateralisation process for clients to obtain this
form of credit. One of our continuing key objec-
tives is to provide a risk-controlled and scalable
environment to help our clients optimise use of
their assets as collateral.

Harland: Our views toward collateral manage-
ment haven't particularly changed, clearly as
one of the largest tri-party collateral managers
we have always understood the operational ef-
ficiencies and risk mitigation that collateral man-
agement delivers.

However, we have seen the market view
change. Collateral is a seen as critical, not a
‘nice to have’ and there is a growing recogni-
tion that we are no longer in a world where col-
lateral management can be done effectively on
a spreadsheet. Many are choosing to pass the
task to a proven third-party provider.

Feige: We see an
increasing trend towards
triparty collateral
management as more
and more transactions
are being outsourced

In terms of the recovery of markets and con-
fidence, collateral management has, and will
continue to play a critical role. Regulators have
realised again just how important control and
transparency are to market stability.
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During the near total collapse of confidence in
the unsecured markets in late 2008 secured
markets proved critical and BNY Mellon played
a critical role. One of many examples was our
mandate from the US Fed to run the TARP pro-
gram. We continue to work very closely with
regulators in all developed markets to restore
order and confidence.

Milner: Our view is that
some lenders did
tighten their profile of
acceptable collateral
and/or increase their
margin requirements

Milner: There has certainly been heightened
interest in the market for enterprise collateral
management solutions since the crisis, and this
seems to be one of the key areas that many of
our customers and prospects have an interest
in. The ability to consolidate collateral solutions
is driven from the need for a more holistic view
of risk, and also by the desire to access the ad-
ditional liquidity that collateral assets can pro-
vide in the market.

Poikonen: We remain committed to viewing col-
lateral management as a critical component of
the overall risk management philosophy of the
organisation.

We hear a lot about a ‘flight to quality’. Is it
a reality?

Poikonen: If you are referring to transitioning
from a “risky” asset such as global equities to-
wards a historically “safe haven” asset such as
AAA government bonds, then | would say yes it
is a reality. Balance sheet “quality” is certainly
improved in that instance.

McPherson: Whereas there was a flight to qual-
ity at the start of the credit crisis on the quality of
the collateral accepted, as the months passed,
a growing recognition of the importance of li-
quidity occurred. While the markets themselves
were volatile, the liquidity of the cash equity
markets, as well as their correlation to equity
loan positions, meant that more lenders con-
sidered accepting equities as collateral. There

has been more interest from beneficial owners
both in equities as collateral as this forms part of
major indices, there is good correlations, good
liquidity and transparency in pricing.

Milner: Our view is that some lenders did tighten
their profile of acceptable collateral and/or in-
crease their margin requirements, however we
do not think that this has substantially changed
the asset classes that have been favoured pe-
rennially.

Carina: Absolutely. Through the triparty col-
lateral management services we provide as a
market infrastructure, we can clearly see that
the elevated focus on risk management has led
to a flight to quality. By this we mean a move
towards high-quality and highly liquid govern-
ment debt.

Feige: Yes and no. On the one hand,regulatory
requirements and more conservative risk poli-
cies drive the collateral up the curve. Also, the
increased use of CCPs (eg, Eurex GC Pooling)
with its rather high-grade baskets follows that
trend. Last but not least, recent market devel-
opments (eg, in Greek government debt mar-
kets) increase the “flight to quality”, too. On the
other hand, we do see other collateral quality
being traded too. However, these are very indi-
vidual and structured deals between distinctive
counterparts which are given to us for triparty
processing to benefit from sophisticated risk
management and neutral and reliable pricing,
valuation and reporting procedures.

Harland: As one of the most highly rated global
financial institutions, that is certainly our experi-
ence.

Early on during the credit crisis we saw huge
cash balances quickly moving into our custody,
in particular hedge funds that had amassed
significant liquidity looking for a safe haven for
cash.

That continues, however during the last two
years decisions have been a little more stra-
tegic and we have experienced a very strong
demand, driven by hedge funds, for what we
call prime custody, in other words provisions of
bankruptcy custody solutions.

Wilson: Yes, flight to quality does exist and is in
existence in the securities lending market. This
can occur when clients determine to narrow col-
lateral requirements or as we have seen in the
use of an agent, where our financial standing
and quality of our service has resulted in a very

positive increase in new mandates, especially in
the third party (non-custody) space.

Do you see a trend towards greater use of
non-cash collateral?

Wilson: Not especially. The market has always
been bifurcated with the US market having a
bias towards cash collateral and the European
market having a non cash collateral bias. As
always, collateral flexibility remains key for cli-
ents wishing to maximise revenue within their
risk tolerance threshold, as this gives the abil-
ity to maintain loans balances as changes on
the demand side occur. Right now we do see
a good demand for equity collateral and equity
repo — both can add value in terms of earnings
but with minimal incremental risk as the collat-
eral is highly correlated to the loans, haircuts
are higher and the pricing more readily available
which adds to liquidity.

Harland: Again we would have to offer two an-
swers. In the traditional’ tri-party markets we
have always seen broad acceptance of equities
and bonds as collateral as well as cash.

In the OTC derivative world, we have seen in-
creased interest from buy side firms (especially
from equity based asset managers) but the re-
ality is the major sell side counterparties have
very little enthusiasm to take anything other
than cash or government securities.

McPherson: The market
has seen an increase in
non-cash collateral by
some lenders over the
past year

McPherson: The market has seen an increase
in non-cash collateral by some lenders over the
past year. For agent lenders such as RBC Dexia
that run our programme more towards realising
the intrinsic value of the loan as opposed to rely-
ing on the earnings from additional spreads from
an aggressive cash reinvestment, there was no
requirement to rapidly change to a more risk-
averse profile. Instead, the focus was on ensur-
ing concentration, correlation and counterparty
risks were within stringently set parameters.
Cash collateral remains a legitimate option for
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lenders to consider but has its own unique risk-
return profile that must be clearly understood.
Beneficial owners are seemingly open to col-
lateral flexible but they need to understand the
risk/rewards attached to any securities lending
programme and customise it to match their level
of risk tolerance.

Feige: Yes we do. While especially OTC deriva-
tives used to be cash-collateralised, we see a
clear change here. We believe this would to
a certain extent be due to the existence of a
sophisticated global and single collateral pool
from where eligible collateral can easily and effi-
ciently be used, in line with greater flexibility and
less risk when activating cross-border collateral,
even on same-day basis.

Also, the possibility to benefit from re-use ad-
vantages allows collateral givers who had so far
preferred to post cash as collateral to simplify
this collateral usage while at the same time gen-
erating profits — an example: Instead of placing
cash as collateral, the collateral giver invests
this cash in triparty repo at very appealing repo
rates and re-uses the securities collateral that
he receives from that repo trade to cover the ac-
tual OTC derivatives exposure, all handled fully
automated and STP.

Poikonen: Yes, we have witnessed a trend to-
wards toward greater use of non cash collateral
including sovereign debt and main index equi-
ties — both with appropriate excess margin. In-
terestingly, main index equities (as collateral in
a securities lending transaction) with sufficient
excess margin, performed well during the crisis
when paired against properly correlated loans
of equities.

Carina: The securities lending services offered
by Euroclear Bank are based on non-cash col-
lateral. We believe triparty securities lending
is helping the market to build confidence and
regain lost ground. The volumes in our triparty
securities lending service are now back to pre-
crisis levels. However, securities lenders have
modified their risk profiles and have revised
many of their risk assessment benchmarks.

Milner: In the US, where there was the greatest
impact from losses on cash re-investment, there
has certainly been more interest in the use of
non-cash collateral — we can tell this from the
number of our clients wanting to get a better un-
derstanding of the functionality of our solutions
to support this area. There are, however, some
restrictions around the types of collateral that

can be taken by funds such as ERISA pension
funds, which will add to the lead time for any
changes in this area.

Are asset managers/fund managers de-
manding more information regarding collat-
eral held — and what are the challenges in
providing this?

McPherson: The biggest challenge we have
seen over the last year is the level of attention
clients are giving their lending programmes.
They have taken a much keener interest in their
collateral and their counterparty exposure. Ser-
vice providers need to work with lending clients
to develop a reporting package customised to
meet client’s information requirements. As a re-
sult, there is a continuous upgrade of technol-
ogy and enhancement of reporting packages to
provide clients with a wide range of customis-
able options that is transparent to all lending
and collateral activity.

Milner: A greater
demand for
transparency in this are
has been a natural
outcome of the post-
Lehman awareness of
having more granular,
and more timely
information on the
collateral held

Poikonen: Beneficial owners are increasingly
looking for more information about their pro-
grammes whether it is on lending or collateral
management. Understandably, they want to
know how returns are generated, what risk they
are taking to achieve these returns and how
much collateral is held on their transactions on
a daily basis. Delivery of such reports to clients
should not be a challenge for agents.

Harland: In general we see much more attention
to collateral and granularity around collateral
schedules. From our perspective, we see it as
positive that the importance of robust collateral
management has moved up the list of compet-
ing business priorities.

In our OTC Derivative Collateral Management
business we are working with multiple asset
managers and fund managers and what we are
increasingly asked to provide is comprehensive
and bespoke reporting across various business
lines and functions for example to depobank/
custodians, to counterparties and fund admin-
istrators.

Wilson: This has been a trend that has existed
even before the market crisis. It's not only the
demand for more information, it's the depth
and breadth of the information needs that has
changed as well as the frequency. We see cli-
ents also wanting this at different levels, with
every permutation from programme level to cu-
sip level. The key for us has been the devel-
opment of our on-line reporting tools, including
our fourth generation dashboard, that allows our
clients to access information and reports on line
and receive data in numerous different formats.

Milner: A greater demand for transparency in
this area has been a natural outcome of the
post-Lehman awareness of the importance of
having more granular, and more timely informa-
tion on the collateral held. The challenges arise

a‘n providing a consolidated view of all collateral

held to the asset/fund manager, as sometimes
this data is only available at a different level of
consolidation (for example by borrower), or it
may be dissipated over multiple locations, for
example when using tri-party collateral man-
agement agents.

Feige: Mainly driven by their typically very con-
servative risk and controlling departments and
by regulatory requirements, asset managers re-
quire certain procedures and specialised report-
ing. For example, asset managers often require
individual settlement and reporting on a sub-
fund level which can be tricky in terms of man-
aging and setting up every single sub-fund also
from a legal and operational perspective. There-
fore, solutions where the regulator (eg, Ger-
man BaFin) certifies providers (eg Clearstream
Banking Frankfurt as so far the only provider) as
an “organised system” allows according to the
German Investment Act to aggregate and pool
collateral at an asset manager level and hence
explains the increased usage and appreciation
of this service by eg, German asset managers
and their borrowers.

Carina: Euroclear Bank offers a unique value
proposition. We help clients access a very large
pool of collateral comprising a wide range of
securities that is continuously refreshed since
it is integrated with the transaction settlement
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process. As a result, we are able to optimise
their use of collateral and manage term financ-
ing business in a seamless way, identifying and
substituting collateral using automated process-
es. Real-time reporting keeps clients informed
of these movements at all times.

The recent financial crisis has proven Euro-
clear’s expertise in this area, which is supported
by a solid legal and operational environment. By
outsourcing their collateral management obli-
gations to a triparty agent like Euroclear Bank,
clients can collateralise all types of exposures
arising with a wide range of counterparties. The
deals are agreed bilaterally between the two
counterparties, or a central counterparty (CCP),
but all of the back-office administration is done
by us on an end-to-end STP basis.

What role will CCPs have in the future?

Harland: The future is uncertain. In less than 90
days, the Dodd Frank Title VII legislation rules
will be published with implementation due six
months thereafter. That will form the earliest
tangible basis for predicting the future of CCPs
in the US. Our best guess is that they will play
an expanded role in clearing derivatives that are
OTC'’s today.

In Europe, the latest published proposal for
legislation in this area is light on specifics, but
seems to provide a framework in which CCPs
will play a large role in derivative clearing. The

timeframe for conclusion of the legislative pro-
cess is unclear and will likely be significantly

Poikonen: CCPs appear
to have a bright future
in the securities lending
and financing industry.
We view them as
another potential route
to market

longer than in the US, so the future of CCPs
there will remain in doubt for a longer period.

That said, and notwithstanding the clear ben-
efits around netting and risk management, com-

mon to all CCPs is collateral management. How
each handle this will be a differentiator from a
cost of doing business perspective.

From an industry perspective, the apparently
inevitable multiple CCPs will result is multiple
pools of collateral leading to additional expense
and reduced collateral optimisation.

McPherson: Central counterparty (CCP) has
been a common topic of discussion as a means
managing credit risk within the industry for quite
some time. The concept of a securities lending
CCP is fundamentally sound, and the overarch-
ing benefits are clear from their application in
other financial markets. But the challenge for
most is in developing a thorough understanding
as to how it will work in practice and in identi-
fying the inherent risks within the context of a
securities lending environment.

For a CCP in this industry to truly be successful,
it also requires the cooperation and collabora-
tion from all market participants and we haven’t
progressed to that stage. However, the speed at
which the debate has progressed in the last 18
months has been rapid. CCPs are here already,
the question is will they be widely adopted. On
this point the obstacles are now well known and
if the CCPs make similar progress in providing
market participants with the solutions needed
to address them then their role in the securities
lending market could become significant.

Poikonen: CCPs appear to have a bright future
in the securities lending and financing industry.
We view them as another potential route to mar-
ket that helps improve distribution and lowers
the counterparty risk of the beneficial owners
we service. Provided that better spreads and
the AAA rated exposure can truly be obtained,
net of all associated costs, the CCP option will
become an integral part of the industry going
forward.

Carina: The role of CCPs as intermediaries will
only increase in the future, especially in view of
the regulatory focus on this activity.

Euroclear Bank’s services complement the risk
mitigation objectives of CCPs and extend a high
degree of collateral management efficiency
along the whole post-trade processing chain.
And, as CCP interoperability becomes a reality
in the future, our services can also be of assis-
tance in this context.

Many CCPs are already active users of our col-
lateral management services to manage their

core margining processes, as well as for their
General Collateral (GC) products.

Wilson: That remains to be seen. CCPs do on
the surface afford a centralised way of mitigat-
ing risk, but how this works for the securities
lending market needs to be really determined.
We do remain open minded and continue to
participate in industry discussion, but frequently
we hear clients ask what would happen to in-
demnification and a concern that risk manage-
ment would navigate to the mean and only be
as good as that of the worst participant. These
points and many others need to be considered
and worked through.

McPherson: For a CCP
in this industry to be
truly successful, it also
requires the cooperation
and collaboration from
all market participants

Milner: CCPs will certainly impact the way in
which collateral is held and margin is managed
in the future. The requirement for all parties, in-
cluding the lender, to pay margin to the central
clearer requires a shift in mindset from the cur-
rent state where the lender always receives the
collateral, and this is one of the major obstacles
that is hindering the uptake of the central coun-
terpart model. However, decisions in the move
towards central counterparty clearing are more
likely to be around timing rather than whether or
not to participate, particularly as there is some
regulatory pressure to move in this direction.

Feige: We believe that the importance of CCPs
will increase even more. As in the past, the
move from unsecured markets or bilateral repos
to CCPs is expected to continue.

While CCPs for repos, for example, are already
very established and reach record outstandings,
we see market developments towards CCP to
also cover securities lending and OTC deriva-
tives transactions more and more. In addition,
regulators like CCPs for supervision, control
and standardisation purposes. SLT
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The bionic plan

The fallout from the global crisis precipitated by the Lehman default
has had a crippling effect on the industry, but the increased adoption of
technology systems has the capability to rebuild confidence

TechnologyFocus

MARKET RESEARCH

The Lehman Brothers default still, to this day,
has a lot to answer for. Careers, confidence and
global reputations took a major hit after one of
the world’s, if not the world’s, leading financial
players was forced to capitulate when its eye
for risk eventually became more than it could
stomach.

But, like the fabled phoenix before it, rising from
ashes of this debunked institution has been a
sobering of thought towards cavalierism, an in-
crease in protective and robust regulation, and a
certain introspection within financial institutions
as to how to improve the way they operate.

One key area of focus is the automation of
operating systems. As profit margins become
squeezed, firms involved with securities lending
are realising that a more streamlined approach
to trading can offer flexibility, efficiency and
greater optimisation of assets. “People’s previ-
ously perceived lack of risk has changed since
the Lehman default,” said Adrian Morris of MX
Consulting. “Institutions are more focused on
making sure that processes work, and that their

business is better regulated internally. This may
mean the removal of the spread sheeting proc-
ess, or removing the number of ‘touch points’ a
transaction has to go through before it hits the
market.”

Oddly, the multi-billion dollar securities lending
industry has suffered previously from a lack of
investment in its IT support structure. The re-
ceived wisdom is that it is relatively simple to
make money from the process of lending and
short selling if the core systems are in place.
However, to make real money, now and into the
future, companies are waking up to the need
to diversify. “The better players — either big or
small — who've invested at a more normal busi-
ness level have done better in the past couple
of years, as they were able to invest in other
businesses, such as cash reinvestment, which
made money last year,” said Morris, whose firm,
MX Consulting, specialises in running IT projects
for clients. This ranges from implementing new,
vendor-supplied trading systems, including Glo-
bal One, Martini, 4sight and Finace, to advising
on, and building, proprietary systems, such as

income and fee systems, cash collateral and
payment, and messaging systems.

The post-Lehman era has, says Morris, seen
a rise in financial institutions looking more to
vendor solutions than to proprietary trading sys-
tems; however, implementation of such systems
can be tricky, added Morris. “The actual migra-
tion across of data onto a single platform can
sometimes be more expensive than the actual
cost of purchase.”

Understanding this perceived risk over changing
platforms is one of MX Consulting’s strong suits.
“We don’t necessarily advise against migration
in these instances,” said Morris. “We instead
look at the risks and structure and programme
in a way that’s likely to give them delivery. What
clients want is a skill set that means that when
the business talks to us about their require-
ments, we understand what they are saying.
For some clients, that might mean building a
proprietary system, while for others it might be
the implementation of a vendor system replac-
ing another legacy system.”
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“The market is pretty much a replacement mar-
ket,” affirms Igor Salzgeber of Swiss-based so-
lution providers COMIT, which has been servic-
ing the finance industry for more than 30 years
with professional IT services across the whole
value chain. Heading up COMIT’s leading IT so-
lution, Finace, Salzgeber is another who is well
placed to assess the state of the technology
purchasing industry.

“It has always been pretty competitive, as it is
largely a closed circle of vendors competing
for similar clients. However, some are prede-
termined to serve certain businesses, and vice
versa,” he adds.

This is a view echoed by 4sight Securities Fi-
nance, another solutions provider. It offers an in-
tegrated front-to-back office solution which sup-
ports lending and borrowing, repo, swaps and
collateral management for financial institutions
of all sizes. Judith McKelvey, global sales direc-
tor, says: “The technology market for securities
lending is currently highly competitive. In recent
years, we have replaced a number of competi-
tor systems as banks re-evaluate their provid-
ers. On the flip side, our customers regularly
benchmark us against our own competitors.”

But in such a small market, how does one pro-
vider set itself apart from the rest? “Finace has
a flexible architecture that allows it to respond to
individual client demands in a more agile way,”
says Salzgeber. This is an important considera-
tion, because working across a big organisation
with a creaking legacy system is not always as
intuitive as it would be if working within the busi-
ness organisation from where the actual prob-
lem originated.

On this, Salzgeber is quick to point out another
differentiator. “Finace strongly propagates a
higher degree of integration across individual
businesses — be it stock lending, repo, or syn-
thetic finance — if properly managed.

“We are in fact the first vendor to have put for-
ward this integrated and vertical approach to the
industry.”

The reception from clients has been welcome;
however, says Salzgeber, this often depends
on the scale and size of the clients. Some may
simply scale up their initial problem to onboard
others within synthetic finance, repo and OTC,
say, to arrive at a companywide solution; while
others, with more diversified business models,
may require a higher degree of diversification
for each transaction but also a system that is
adaptable to cover certain, similar aspects of
these transactions.

This complexity surrounding the adoption of
technology solutions for the securities lending
market is not restricted to the UK. It is, says
Jane Milner, market specialist at SunGard, also
one that affects the global market.

“The securities lending market originally started
in the US, but it is very different there to the rest
of the international market - which includes Lon-

TechnologyFocus

don, Paris, Frankfurt and Amsterdam - largely
because it is more heavily regulated, but also
because the weight of protection lies in favour
of customers, who are the source of a lot of the
securities funding.”

SunGard, long the dominant element in the se-
curities lending technology sphere, is unique in
that, as a result of its global presence, it is able
to provide solutions for both the US and interna-
tional space. One key package, almost univer-
sally adopted in the US, is Loanet, which offers
a holistic approach to managing the life cycle of
a transaction, something that has yet to happen
in the international market.

“As margins decrease,
participants in securities
lending are looking at
ways to reduce costs”
Judith McKelvey

This US market knowledge puts SunGard in a
position to implement new technologies in the
international market, where applicable. As Mil-
ner adds, SunGard currently enjoys a strong
standing as a solutions provider, with firms now
popping up from under the parapet to consider
investing in IT. “Whereas just after the crash it
was a case of firms window shopping without
the power to spend, they are now looking strate-
gically at providers and technology solutions, as
they consider moving away from silos to having
a greater transparency,” said Milner.

Despite its established presence, SunGard
is still looking to innovate its systems to meet
demand. Milner explains: “SunGard originally
built up a lot of products, so we have already
been looking at where there are synergies and
integration between these products, and where
we can facilitate information sharing in special-
ist areas. We have been working increasingly in
that space, and that has dovetailed nicely with
market requirements.”

McKelvey says that a key area of advancement
noted by 4sight was in collateral and risk man-
agement. “This is probably the main area that
has seen a lot of interest, as firms look to gain
greater control over eligibility, concentration lim-
its and collateral haircuts, particularly for OTC
derivatives. We have also recently released a
Recalls module, which helps to reduce the man-
ual effort involved in the recalls process and in-
creases operational efficiency.

“Synthetic trade structures are becoming more
widespread and require corresponding func-
tionality to support this. We are also developing
features to support the increasing use of cen-
tral counterparties, and electronic trading plat-
forms,” she added.

With regard to the cost of implementation, Sun-
Gard comes out tops. “The likelihood is that

integration will involve some of our other prod-
ucts, such as a clearing settlement system, so
this will enable us to bring greater efficiencies
than from any outside group.”

As with the financial services industry as a
whole, the securities lending industry has
also been subject to regulation, and with tech-
nology systems in use across the world, this
can present its own issues. Milner explains
SunGard’s position: “We monitor and tailor
programmes according to regulations as best
we can, but securities finance covers areas as
diverse as hedge funds, pension funds, insur-
ance, asset managers and prime brokers, all of
whom use our solutions, and all of whom are
based in different countries with different regu-
lations. We try to keep abreast of them, but our
strength is that because we have more than
400 clients, we can work with them to under-
stand their interpretation of the regulations to
see what will be required.”

Salzgeber, whose aim is for Finace to garner up
to 25 per cent of the market share in the next
few years, is more sanguine about the spectre
of regulation. “We have a dedicated team that
continuously assesses and evaluates regula-
tory decisions that may arise concerning tax
reporting and restrictions on planned domiciles
and, when delivering solutions, we incorporate
a release policy that includes two windows of
opportunity - in February and in October - that
allow us to respond to regulatory changes in a
timely manner.”

So what does the future hold for providers serv-
icing the securities lending industry? Salzgeber
from COMIT said: “We think there will be a high-
er diversification of supported business models
to be able to service a mainstream agent lender
or prime broker or asset manager with the help
of the same system that could service other
businesses. So, diversification and coverage of
the individual business models is the ultimate
decision-making element, together with having
a scalable system that can run run on 24/7 ba-
sis in a global context.”

McKelvey, however, sounded a note of cau-
tion in her prediction: “As margins decrease,
participants in securities lending are looking at
ways to reduce costs and this will certainly play
a role in how technology systems are used go-
ing forward.”

SunGard’s Milner says: From an expansion
perspective, we're seeing Asia and some plac-
es in Eastern Europe as a place where firms
are looking to expand their relationships, where
possible, with different local banks with whom
they already have connections.”

But perhaps the final word should go to Morris
from MX Consulting, who says: “We expect to
see more investment from firms who previously
considered automation a low priority, as they
come to realise that there is money to be made
from it.” SLT
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The new era

Securities lending across the world is maturing into a transparent,
efficient and open market as a result of the recent downturn - all of
which bodes well for the future, says SunGard’s Tim Smith

GlobalReform

MARKET RESEARCH

As attendees at this year’s annual RMA Se-
curities Lending and Repo conference gather
in Boca Raton, the industry stands at a cross-
roads. Naturally, oversight and transparency are
the general themes governing today’s business
landscape. However, many facets of the busi-
ness are changing globally — throughout re-
gions, within countries and among all of the se-
curities lending stakeholders — making change
the only common factor.

Global changes

Securities lending has gone through three
main phases of its lifetime: opacity, scrutiny
and transparency. Up until two years ago, the
business operated in an opaque environment
of two types. First is the necessary confidential

opacity required to protect the personal details
of any investor, public or private, and also the
understandable competitive opacity to enable
participants to maximise trading efficiencies
and without sharing with competitors the pro-
prietary nature of their businesses. The second
type is the unnecessary opacity of insufficient
reporting, lack of clarity around risks, little or no
regulatory reporting, and the presumption that
non-participants ‘would just not understand’.

This era of opacity has given way under sig-
nificant bombardment to an era of scrutiny by
the regulators, the press and customers. In a
rare showing of global unity, the regulators have
adopted similar approaches around the world to
control short selling, and by default, securities
lending activity. Driven in part by public outcry
and spurred on by occasionally informed but

mostly uninformed press commentary, regula-
tors have in turn banned, reviewed, allowed and
restricted short selling of all or certain types of
securities.

This scrutiny and control has led to the era of
transparency. While transparency had been
talked about in the past, today it is a virtual re-
quirement. All participants on a global scale are
seeking ways of turning transparency into an
asset in gaining favourr with clients and regula-
tors alike. What once was the perception of do-
ing the right thing has turned into actuality.

Transparency drives changes in relationships on
a global scale, which then leads to more need
for transparency. Causing a breakdown in the
lines of demarcation between the various global
participants, this has led to a change in the rela-




tionship between borrowers and lenders. When
coupled with the general lack of any real eco-
nomic growth, arbitrage activities and real short
selling ideas, the result is a shift in the balance
of power, as demonstrated in the two charts.

Taking the changes in market value out of the
equation, the first chart shows that during 2009,
there was a slight decline in global availability
of shares to lend. In fact, there was a steeper
decline than this as, although securities were
shown as being available, risk concerns led
beneficial owners and investment managers to
lend or not to lend in a pragmatic fashion. In the
last year, old and new lenders have made their
portfolios available. Restrictions built around
lending in terms of collateral types and amounts
are in place; however, the fact remains that
funds all around the world desire the return of
income they achieved from lending.

However, looking at the demand side for the
last couple of years as shown in the other chart
on the right, there has been no real change in
the amount of overall demand. In fact, global
demand in numbers of shares remains slightly
down except for some regional exceptions. As
a consequence, during the time when lenders
were pulling out of lending, the demand was
declining and thus there was no real undersup-
ply (the Citibank trade excepted). In the last
year, the supply increase has outstripped the
demand, thus leading to a more discerning bor-
rower and a more desperate lender, as well as
a lender with more knowledge, awareness and
caution.

Changes in transparency have also spilt over
into the public domain. Previous academic ar-
ticles, much criticised a few years ago because
of their paucity of data, have now been replaced
by a more engaged academic debate using
data from the various industry bodies around
the world that have begun a programme of edu-
cation and information dissemination. This is
a global change that has recognised the inad-
equacies of the past. ‘How can we expect any-
one to understand what we do and why it is so
beneficial to the world markets when we do not
tell anyone all of the details?’

In the last year,

the supply increase
has outstripped the
demand, thus leading
to a more discerning
borrower and a more
desperate lender

The global market has changed in shape and
internal relationship, but despite this global
framework, there are still regional nuances that
have developed separately and look to continue
to diversify.
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Regional Changes

The demand side chart above graphically dis-
plays what we intuitively know and feel as
market practitioners. Japan, once the wonder
country of securities lending demand driven by
seemingly endless convertible and warrant arbi-
trage possibilities, remains flat or even slightly
below. However, Japan remains one of the top
four markets when it comes to consistent de-
mand throughout the year.

The North American market remains fairly flat as
well. Although this includes Canada, which has
seen a fair amount of growth, the overall busi-
ness levels are down, with demand from hedge
funds being held back for a variety of reasons.

Europe also appears to be on a generally flat
line with the seasonal bumps of yield enhance-
ment activity keeping it interesting and traders
employed.

The one region showing signs of life is Asia,
where new markets and anticipation about new
markets such as India and China, embryonic
yield enhancement, and increasing numbers of
hedge funds have led the way.

While these differences are noteworthy, this has
also caused regions to move in different direc-
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tions in terms of business development. Taking
Asia as the most dynamic region, the prom-
ise of the last 20 years, apart from occasional
leaps, has never really fulfilled its real poten-
tial. The crisis of the last two years seems to
have acted as a catalyst to the development of
a controlled system of short selling and securi-
ties lending - so much so that this region still is
alone in showing an increase in the number of
new recruits to the securities finance business.

The crisis of the last
two years seems to
have acted as a
catalyst

However, various countries throughout the re-
gion have shown slow progress in developing
their processes. Starting from a non-short sell-
ing, non-securities lending base, they have de-
veloped a tentative, centrally controlled system
in the main, and then allowed more freedom
into each one as they become more comfort-
able with it. SLT




The South Korean model is considered a fairly
good one to follow. Naturally, progress has been
painfully slow and sometimes movement has
been backwards (eg, Malaysia, although this
has now changed), but careful lobbying by in-
dustry groups like PASLA have meant that the
current lending markets are open for business,
albeit on a different model and with idiosyncra-
sies not seen in the other regions. When China
and India open up to offshore lending, there will
be another sea change. Japan has remained
aloof but not unaffected by the changes going
on around it. It still remains the most mature re-
gional market, but awaits the general economic
upturn to reawaken the interest levels.

In Europe, the economic downturn has affected
business, but there have not been any major
procedural wobbles to inspire wholesale mar-
ket practice changes. The cash collateral rein-
vestment issues were mostly a non-European
phenomenon, and both lenders and borrowers
have now realized this. There is a fair amount
of discussion regarding the advisability of one
form of non-cash collateral over another with
perhaps different margins being taken, but this
is a grown-up argument in a mature market.
Demand, however, remains seasonally firm
with occasional gusts of event-driven, hot stock
breeze in between.

This episode in the
history of securities
lending will be seen
as another blip

The growing number of lendable ETF assets
is another feature of the change, noticeable in
other regions as well, but especially in Europe.
Access to borrowing, sometimes in a swap
backed created way, has led to a seemingly
unstoppable supply of securities with which to
establish a short position to mirror a traditional
or fabricated index. Although this seems an ef-
ficient way of creating the right position, it does
somewhat militate against the traditional way of
borrowing the underlying or constituent assets
of a specific index.

Turning to North America, we discussed the reg-
ulatory environment as a global trend. However,
the old adage of “when Wall Street sneezes,
then the rest of the world catches a cold” works
well for regulatory change as well. By and large,
regulatory controls and changes have been
driven out of the US, and it is these changes
and market aspects we need to consider.

Country Changes

The US is said to be all about choice. This has
historically been the case in the US securities
lending market, and the changes that are taking
place at the moment are certainly carrying on
this tradition. Just as the move and call for more
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transparency are affecting new and emerging
markets, so they are having their impact on the
most mature market in the world.

Much has been written about cash collateral ver-
sus non-cash collateral and it is not the purpose
of this paper to assess the merits or demerits of
either. Suffice to say that cash collateral rein-
vestment is NOT securities lending and should
be analysed separately and secondly, cash has
remained king in the US and looks likely to re-
main so, but the emphasis has changed as we
will discuss under the stakeholder changes.

The main change that is taking place in the US
is around the way business is conducted be-
tween market professionals. Given its origins
as a mainly back-office activity, systems and
processes also have been driven from this area.
As the business moved towards a trading type
model, new uses were discovered and new out-
lets and ways to manage balance sheets were
unearthed, leading to an overflow of ideas and
uses internal to broker-dealers in particular. Sys-
tems have had to catch up, and new methods
have been developed to ensure that inventory
within market participants are handled in the
most efficient manner with increased automa-
tion and integration. With the additional choice
of a central counterparty model, participants will
increasingly require integrated technology to
support higher levels of business activity when
demand grows. Having all the different flows in
one system will become a necessity.

As the business becomes more automated, ex-
ception reporting becomes the norm, mirroring
what has happened in normal settlement proc-
esses the world over. However, when you factor
in increasing demand for regulatory reporting
and maintenance of a plethora of financial ra-
tios, the demands on the current system tech-
nology will increase exponentially yet again.
There are at the moment very few technology
providers working on or implementing these
necessary upgrades or enhancements.

Stakeholder Changes

There is a continuous change in the relation-
ships between the stakeholders in the securities
lending process.

Beneficial owners have changed from focusing
on reward, then risk, and now back to reward
again as they seek to regain lost income flows.
There is an understanding, however, that great-
er responsibility needs to be taken for monitor-
ing the programme, and where cash is provid-
ed, in using their own resources to cover this
business where appropriate and the expertise
exists. They are also looking at other ways to
interact with end users of their securities, such
as through exclusive bidding and central coun-
terparties, even if via a third clearance agent.

Agent lenders have always sought to provide rel-
evant information to their beneficial owners, but
it has only recently had the reporting capability

in place. In addition, the agents are reassessing
their relationships with the demand community
as the balance of power has changed.

Whereas the broker-dealer/prime broker ap-
pears to have the pick of its demand except
for the very hot stocks, they are still influenced
on the other side by their hedge fund clients.
Just as the agent lenders were compelled to be
more transparent with their beneficial owners,
the prime brokers are going through the same
exercise.

Although hedge fund demand is much lower
than it was — assets under management are at
about 65 per cent of their 2007 levels and the
strategies involving shorting securities are at an
even lower percentage — they are now much
more active in the lending side as well. There
is some confusion as to why they cannot earn
as much on their long lending as they had to
pay on their short borrowing, but it is stillincome
nevertheless. In addition, the proposed spinoff
of the investment banking and trading arms of
retail banks in some countries is creating the
potential for a whole new breed of independent
hedge funds.

Conclusion

All of these issues likely will be discussed in
some detail as the great and the good of the
securities lending industry assemble in Florida.
New relationships will continue to be forged and
old ones consolidated. Given time, this episode
in the history of securities lending will be seen
as another blip. Certainly there are major chal-
lenges ahead. While this has been said at many
previous conferences, there is still no getting
away from the fact that securities lending is a
basic requirement of any functioning securities
market. Therefore, one form of activity or way of
conducting business may be dead, but a new
form will take its place and will continue to do so
for the foreseeable future.
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Short selling and delivery

Part four of our series on the ICMA White Paper looking at the Europe-
an repo market, looks at the role of short selling and failure to deliver

RepoWhitePaper

MARKET RESEARCH

During recent episodes of market turbulence,
particularly after the failure of Lehman Brothers
and during the financial crisis in Greece, politi-
cal attention has been focused on uncovered
or “naked” short-selling, where a short sale of
a security is made before being covered by bor-
rowing. The traditional concern with uncovered
short-selling is the belief that it permits unlimited
selling of a security, allowing speculative forces
to massively leverage negative sentiment and
thus manipulate the market.

Itis incorrect to assume that all uncovered short
positions are trades with an abusive intent. Abu-
sive uncovered short-selling is where the seller
has no intention of borrowing and delivering the
securities he has sold short. Attempts to prohibit
abusive/intentional uncovered short-selling by
means of a regulatory requirement that borrow-
ing should always precede short-selling make
the mistake of assuming that the relative timing
of short-selling and short-covering is a reliable
indicator of intent. Many, if not most, uncovered
short positions are either temporary or uninten-
tional.

Temporary uncovered short positions arise
routinely where short-selling is covered retro-
spectively. There are sound reasons for such
delays. Establishing a short position is more
urgent than covering that position, because of
the need to contain the market risk on the short
position. On the other hand, a short position can
be covered at any time until settlement, so there
is inherently no rush. Indeed, because repos
settle at T+2 or sooner, while most fixed-income
securities settle at T+3, short covering in the
repo market could quite properly be delayed
for a day. In practice, however, the bulk of
temporary uncovered short positions are only
intraday.

Unintentional uncovered short positions are the
result of short-sellers being unable to cover their
positions because their attempts to borrow se-
curities have been frustrated by market illiquid-
ity, or because the counterparties from whom
they have borrowed have failed to deliver to
them, also as a result of market illiquidity or due
to operational error interrupting settlement.

A “pre-borrowing” regulation is not needed to
address temporary uncovered short positions,
as they are not a problem, nor is it a sensible
way of addressing unintentional uncovered
short positions, as it does not address the caus-
es and there are better solutions. Moreover, a
preborrowing regulation would impose undesir-
able costs on all market users.

There would be a direct cost from a pre-bor-
rowing regulation that would arise because
enforcement of such a regulation would require

the imposition of a detailed reporting regime
on market users. Although primary dealers and
other designated market-makers would have to
be exempted from the pre-borrowing require-
ment, they could not prudently be exempted
from the reporting requirement, so the cost of
marketmaking and of government debt would
be adversely affected.

There would also be an indirect cost from a
pre-borrowing regulation, as a consequence
of the fact that such a regulation would effec-
tively prohibit all delivery failures, whatever their
cause. This would have the serious unintended
consequence of constraining all selling activity,
both short-selling and the liquidation of long po-
sitions. Legitimate short selling would be espe-
cially affected, given the occasional uncertainty
about the supply of securities available for bor-
rowing, but the prohibition is likely to constrain
even the liquidation of long positions, as market
users would need to ensure that securities be-
ing financed in the repo market were delivered
back to them in time for onward delivery. In addi-
tion to costly delays in completing transactions,
there is likely to be wasteful “over-borrowing”. A
pre-borrowing regulation would therefore dam-
age the efficiency of financial markets, reduce
liquidity and raise the cost of financial services
to both issuers and investors.

The costs of a pre-borrowing requirement need
to be considered against the likely scale and
frequency of the practice it is supposed to be
eliminating. There is no evidence that intention-
al uncovered short-selling is a significant activ-
ity. While it is not possible to specifically meas-
ure intentional uncovered short selling, we can
fix an upper limit to the scale of the problem by
looking at the statistics on settlement failures,
given that intentional uncovered short-selling
will always result in a failure to deliver.

Consider the efficiency of cross-border settle-
ment between the International Central Se-
curities Depositories (ICSDs), Euroclear and
Clearstream, who tend to be the settlement
agents for international market users, and na-
tional CSDs, who tend to be the settlement
agents for domestic market users. ICSD-CSD
links have traditionally been the weakest links
in European settlement. Settlement between a
client of Euroclear on the one hand and clients
of the CSDs in France, Germany and the UK on
the other hand, as measured by the number of
successfully settled instructions per month over
the turbulent period from January 2008 to May
2010, averaged 97.6 per cent (97.3 per cent for
France, 98.7 per cent for Germany and 96.8
per cent for the UK), varying between 96.2 per
cent and 99.3 per cent. These are high rates of
settlement. Given that many of the failed settle-

ments would have been unintentional, ie caused
by operational errors or market illiquidity, the
likely rate of intentional uncovered short-selling
must be very low. Nor did settlement efficiency
between Euroclear and these CSDs deteriorate
over this period. There is a case to be made that
intentional uncovered short-selling is more a hy-
pothetical than a real problem.

Given that intentional uncovered short-selling is
not a substantial activity and that serious collat-
eral damage is likely to be caused to the market
by the imposition of a pre-borrowing require-
ment, such a blunt regulation would be a dispro-
portionate response. Instead, as intentional un-
covered short-selling is a form of market abuse,
it should be treated as such and dealt with by
applying existing market abuse regulations. The
amendment of those regulations to specifically
cover short-selling is not appropriate. Although
short-selling can be used by marker abusers, so
can any other financial instrument. As a matter
of principle, market abuse regulations should
focus on the misuse of instruments, not the
instruments themselves, particularly given that
intentional uncovered short-selling is likely to be
just one element in a more general pattern of
abusive market behaviour.

However, perhaps the most important point to
make is that prohibitions on uncovered short-
selling of fixed income securities are generally
unnecessary, because there are already market
mechanisms in place that, in normal circum-
stances, are very effective in deterring inten-
tional uncovered short-selling and in reducing
unintentional uncovered short-selling.

Failure to deliver in the repo
market

While intentional uncovered short-selling, by
definition, results in delivery failure, the problem
of delivery failures in Europe is not a reflection
of short selling. It has already been noted that
there are more routine reasons:

Operational errors originated by personnel
within the front or back offices of counterparties,
such as incorrect, incomplete or late settlement
instructions. The vast bulk of settlement failures
are believed to originate in such operational er-
rors. The ability to correct these errors can be
constrained by the poor technical design of set-
tlement systems and the rigid business prac-
tices of CSD.

Operational failures in systems and communi-
cations, eg power outages.

A scarcity of a particular issue in the market,
particularly in hectic market conditions, frustrat-




ing attempts by short-sellers to borrow in order
to cover their short positions.

Barriers to interconnectivity between CSDs and
ICSDs which obstruct the efficient transfer of
securities cross-border.

Failures occur in the settlement of both the cash
and repo transactions. They may take the form
of permanent, late or partial delivery. Late deliv-
ery may include delivery on the scheduled set-
tlement date, but too late for an agreed process-
ing cycle within the settlement system.

Factors reducing delivery
failures

Parties involved in chains of transactions who
fail to receive securities on one side can avoid
failing on the other side by borrowing. The
problem of delivery failures can therefore be re-
duced by providing access to liquid repo and se-
curities lending markets. All European countries
have repo markets, but not all have securities
lending markets. While repo performs an analo-
gous function to securities lending, the overlap
is not total. Securities lending is the preferred
market for equity, and some lenders prefer se-
curities lending to repo, for reasons such as the
impact of cash on their balance sheets and the
expense of signing another legal agreement in
order to transact repo. The lack of liquid secu-
rities lending markets is particularly noticeable
in countries such as Greece, Italy and Spain,
where international market users have ex-
pressed concern about the difficulties of cross-
border settlement into local CSDs.

The automatic agency securities lending fa-
cilities offered by the ICSDs play a particularly
useful role in reducing delivery failures in the
cross-border market (contributing in the region
of five per cent to settlement efficiency). Users
who sign up to these facilities are able to dem-
onstrate to regulators that they intend to deliver
and are not engaging in unintentional short-sell-
ing. Moreover, because the ICSDs charge fixed
borrowing fees, users cap the risk of borrowing
at reasonable levels.

The scope for delivery failures is being continu-
ously reduced by the adoption of new market
technologies in the form of:

Electronic repo trading --- which centralises
trading and therefore tends to avoid the forma-
tion of chains of transactions. The matching
function intrinsic to electronic trading also as-
sists in reducing the scope for delivery failures
by precluding mismatched settlement instruc-
tions. Electronic trading currently accounts for
about 28 per cent of the value of outstanding
European repo contracts.

CCPs (usually attached to electronic trading
systems) - which can eliminate the operational
sources of delivery failures by matching trans-
action details and identifying errors before set-
tlement, as well as cutting chains through multi-
lateral netting (eg if A sells to B, who sells to C,
who sells to D, a CCP would limit the effect of a
delivery failure to A and D by netting out B and
C). CCPs handle about 19 per cent of the value

RepoWhitePaper

of outstanding European repo contracts, mostly
electronic trades (ICMA survey, December 2009).

Tri-party repo --- which eliminates delivery fail-
ures entirely, as collateral is selected on behalf
of repo sellers by tri-party agents only if it is
available in the account of the seller. Tri-party
repo also allows more effective and flexible use
of collateral resources. It accounts for about
eight per cent of the value of outstanding Eu-
ropean repo contracts, although it has been as
high as 12 per cent.

Most cash and repo markets in Europe have
well-established and generally accepted con-
ventions, actively promoted by the ICMA's Eu-
ropean Repo Council (ERC), the International
Capital Market Association (ICMA) and the
Association for Financial Markets in Europe
(AFME), which, in normal market conditions,
successfully contain delivery failures by creat-
ing compelling economic incentives for market
users to avoid or cure such failures. To under-
stand these conventions, consider the following
scenarios:

. A seller fails to deliver in a cash
transaction.

. A repo seller fails to deliver at the start of
a repo.

. A repo buyer fails to deliver at the end of
a repo.

Failure to deliver in a cash
transaction

In the cash market, if an outright seller fails to
deliver a security to an outright buyer:

The buyer should withhold or recover his cash
payment.

As the buyer has contractually become the legal
owner of the security, he holds a long position
in that security, which means that he will start to
accrue coupon interest on the security.

The position of the seller will be a mirror image
of that of the buyer. He holds a short position in
the security. As the seller will, at some stage,
have to buy the security in order to fulfil delivery
(or make an equivalent settlement of claims),
the daily accrual of coupon interest on the secu-
rity will add to his eventual cost of purchase.

While the failure to receive a particular security
may be inconvenient to the buyer, the immedi-
ate financial consequences are positive for him,
providing compensation, which should cover or
at least reduce the cost of borrowing the secu-
rity, if he wished to do so.

At the same time, the accrual of coupon interest
on the security represents an accrual of loss to
the seller. This provides an incentive for him to
cure the delivery failure by borrowing the secu-
rity from the repo or securities lending markets
and paying a borrowing fee up to the equivalent
of the accrued coupon interest.

Failure to deliver by a repo
seller at the start of a repo

In the repo market, in the case of a failure by a
repo seller to deliver collateral securities at the
start of a repo, the generally-accepted market
convention operates as follows:

Despite the delivery failure, the repo is not auto-
matically cancelled.

The repo buyer will withhold his cash from the
repo seller or, if he has made payment, he will
immediately recover it.

The repo seller is able to deliver the collateral
securities to the repo buyer at any time during
the contract period. If and when the repo seller
delivers, he will be entitled to receive the original
cash amount of the contract for the remainder of
the original contract period.

Whether or not the repo seller makes a late
delivery of the collateral securities, and even
though he does not receive or cannot keep the
corresponding cash payment unless or until he
delivers, the agreed repo rate will accrue to the
repo buyer each day of the full contract period,
as if the repo seller had actually received and
had the use of the cash for the whole of the con-
tract period.

While the failure to receive collateral securities
may be inconvenient to the repo buyer, the im-
mediate financial consequences are positive for
him and provide compensation which should
cover or at least reduce the cost of borrowing
the security, if he wished to do so.

When interest rates are reasonably positive, the
repo seller’'s unchanged obligation to pay the
repo rate to the repo buyer (whether or not he
ever actually had the use of the cash and re-
gardless for how long he may have had its use)
is a strong incentive on the repo seller to borrow
the collateral securities and cure his failure to
deliver. He will be better off borrowing the col-
lateral securities from the repo market or securi-
ties lending market in order to cure the delivery
failure and paying a borrowing fee up to the
equivalent of the repo rate.

Failure to deliver by a repo
buyer at the end of a repo

In the repo market, in the case of a failure by
the repo buyer to return collateral at the end of
a repo, the repo seller will not repay the repo
cash and will cease to pay the repo rate to the
repo buyer. Instead, the repo seller will reinvest
the cash for his own benefit. Accordingly, the
repo buyer has an incentive to cure the delivery
failure by borrowing the security from the repo
market or securities lending market and paying
a borrowing fee up to the equivalent of the repo
rate that he is foregoing. The repo seller is com-
pensated for the delivery failure by the reinvest-
ment return on the repo cash and could use that
compensation towards the cost of borrowing the
security himself. SLT

The full paper is available to view at
www.icmagroup.org
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Making the switch

Many clients are anxious about any potential risk surrounding moving
providers but, says Joshua Lavender, executive director at
J.P. Morgan, a considered approach can reap the benefits

EXCLUSIVE

For beneficial owners contemplating changing
securities lending agents the potential fear, con-
cern and in some cases the potential for realis-
ing losses, can often influence the decision as to
whether to change lending agents or not. Such
decisions to make a change of lending agent
may be driven by service issues, poor revenue
performance (and risk management), a desire
for a different approach driven by change in pa-
rameters and risk appetite or historical issues
relating back to the market crisis period.

Whilst there are challenges relating to chang-
ing providers, the greater concern comes from
beneficial owners who may have issues relating
to their cash collateral investment portfolio, and
whether it's in a separate account or commin-
gled fund. Those in this position fear that switch-
ing securities lending agents may cause them
to realise investment losses and may require a
great deal of staff effort and time.

When reviewing the possibility of changing
securities lending agents, beneficial owners
should primarily focus on four areas:

. Level of liquidity in their cash collateral in-
vestment portfolio;

. Ability to execute loan novations where
necessary;

. Type of cash collateral investment account
(eg, separate account vs. commingled
funds); and

. Condition of their cash collateral invest-
ment portfolio and any in-kind distribu-
tions.

However with some careful thought, detailed
planning and a partner with experience in un-
dertaking large and complex transitions, these
concerns can be overcome and should not pre-
vent beneficial owners from working with a new
securities lending agent.

Liquidity

Market participants were reminded during the
2008/09 financial crisis that liquidity plays a key

role in the ability to sell securities at appropriate
prices. Poor liquidity can lead to forced selling
of collateral investments, which increases the
likelihood for realised losses. Therefore, the col-
lateral investment portfolio’s duration and liquid-
ity ladder (or essentially when the securities will
mature) play a key role in determining the ap-
propriate timing or feasibility of transitioning to a
new securities lending agent.

Loan novations

Liquidity concerns can be overcome if the bene-
ficial owners’ current and future lending agents,
with co-operation from the borrowers, are re-
ceptive to loan novations.

Loan novations allow existing loans to remain
outstanding with the same borrowers by trans-
ferring the loan from the books of the legacy
agent to the new agent, without the need to re-
call loans and return the borrowers’ collateral.




For beneficial owners that have cash collateral,
the ability to novate outstanding loans is criti-
cal because if they are unable to do so, loans
will be terminated and borrowers will expect to
receive back the cash collateral.

Therefore, more loan novations will lead to
fewer programme interruptions, have a smaller
impact on revenue, and reduce the potential for
forced selling of the cash collateral portfolio.

It’s important for
beneficial owners to
work closely with their
new lending agent to
determine borrowing
demand for their
securities

Sometimes beneficial owners may need to re-
mind their existing agent, that loans belong to
the beneficial owner and not the agent!!

When and if loan novations are not possible
and cash collateral is involved, the current lend-
ing agent may need to sell these re-investment
securities and if done so below cost, a realised
loss will occur. This loss will have to be funded
by the beneficial owner. However, this can be
avoided if the amount of cash collateral asso-
ciated with the loan novations is at least equal
to the illiquid portion of the invested cash col-
lateral. Ideally, the new lending agent will look
to execute new loans on the transition day suf-
ficient to cover the liquidity needs of the collat-
eral portfolio. It's important for beneficial owners
to work closely with their new lending agent to
determine borrowing demand for their securi-
ties around the transition date as this will be the
source for liquidity.

Types of cash collateral
investment account

Additional concerns may be warranted depend-
ing on the type of investment account (eg, com-
mingled fund or separate account) a beneficial
owner has with their current lending agent.
Separate accounts generally pose fewer issues
since the beneficial owner has the choice of how
the existing collateral investments will be distrib-
uted (eg, cash, securities, or both), and the tim-
ing of the withdrawal. This type of fund structure
reduces the chance for partial par amounts or
“odd” distributions. The receipt of such non-
marketable lots is more likely the case with
distributions from commingled funds, where the
beneficial owner owns a proportional share of
the fund’s investments. Moreover, commingled
funds could have withdrawal restrictions in place
that dictate when and how a distribution can oc-
cur. With either fund structure, a cash only dis-
tribution allows a beneficial owner to commence

the new securities lending programme at their
discretion and eliminates any liquidity or fund-
ing concerns since all loans are terminated and
cash collateral is returned to the borrowers prior
to the transition date. Conversely, an in-kind dis-
tribution could lead to the need to fund a short-
fall in the amount of cash collateral due back
to the borrowers. In this instance and absent
any loan novations, either the in-kind securities
would need to be sold or the beneficial owner
would be required to use their own cash (not
collateral from loans) or reach an arrangement
with the new lending agent, in order to return the
cash collateral to the borrowers.

J.P. Morgan’s Approach

The concerns associated with switching secu-
rities lending agents are not insurmountable.
Using a comprehensive and risk-controlled ap-
proach, J.P. Morgan has successfully complet-
ed multiple complex transitions including mutual
fund firms with significant numbers of separate
accounts, and large public pension funds.

J.P. Morgan’s conversion process entails spe-
cific actions that are designed to minimise the
realisation of losses on beneficial owners’ lega-
cy cash collateral investments that are illiquid or
have unrealised losses.

The process begins with J.P. Morgan conduct-
ing an asset/liability analysis to determine the
optimal composition of existing loans and cash
collateral investments for a staged transition.
During this process, J.P. Morgan works closely
with the beneficial owner to assess:

. the existing loan and collateral portfolio;

. current rebate levels;

. the market environment;

. borrowing demand;

. loan duration;

. the borrowers’ willingness to novate loans;
and

. target securities for loans to generate mini-
mum funding on the transition date.

Based on its findings, J.P. Morgan works with
the beneficial owner and current lending agent
to formulate a specific strategy to govern the
conversion and asset transition.

Throughout this process, J.P. Morgan leverages
relationships in the borrower community to pro-
vide ample liquidity in order to determine the
minimum number of transition date loans and/or
novations that would have to be made in order
to ensure that an appropriate level of liquidity
is maintained in the existing securities lending
account.

Additionally, J.P. Morgan coordinates a recall/re-
turn process with the terminated lending agent
to ensure a smooth loan balance reduction pro-
cess leading up to transition date, while making
certain that minimum funding requirements are
maintained.

J.P. Morgan establishes a separate account

ContractingOut

structure to receive the transitioned investments
from the current cash collateral investment port-
folio. This type of structure is ideal for a ben-
eficial owner who will be transitioning assets
resulting from a pro-rata share distribution from
a commingled fund. The beneficial owner’s pro-
rata share of assets will be transferred to J.P.
Morgan and these assets will be isolated and
established in a “hold to maturity pool.” As these
investments mature, the cash will be transferred
to a newly formed separate account which will
also hold any cash received in connection with
the beneficial owner’s new securities lending
programme. Moreover, the investment guide-
lines for this separate account will be based
on the beneficial owner’s specific requirements
and will therefore be consistent with their risk/
return profile.

The aftermath of the
2008/09 financial crisis
created fears in
beneficial owners’
minds

Throughout this transition process, J.P. Morgan
provides each beneficial owner with a detailed
project plan, frequent status tracking calls, and
fully transparent and customised reporting.

The aftermath of the 2008/09 financial crisis
created fears in beneficial owners’ minds that
switching securities lending agents could be too
costly and time consuming for them to change.
However, beneficial owners are becoming more
aware that these fears or concerns can be over-
come and that their desire to change securities
lending agents can be supported. Today, options
abound for beneficial owners that work with an
experienced securities lending agent that has a
proven track record of migrating beneficial own-
ers from their current provider into a new pro-
gramme that is designed to meet their specific
requirements. SLT

Executive director, securities lending

Joshua M Lavender
J.P. Morgan




DataAnalysis

Securities lending activities in Japan are booming at the moment. Data
Explorers’ Will Duff Gordon examines why

SLT EXCLUSIVE

Investors seem active in Japan all of a sudden
with a strong recent pickup in demand to bor-
row Japanese equities. Of course, some of this
activity relates to some large companies paying
dividends at the end of September. However,
there are definitely some interesting directional
shorts to observe in names like Trend Micro,
Kintetsu, Eisai, Sanrio, Keiyo and Don Quixote.

Ahead of the Asian Securities Financing Forum
in Hong Kong on 7th October (www.dataexplor-
ers.com/hongkong), it is interesting to note that
Asia contributes 17 per cent of the total income
from securities lending in equities — up from 14
per cent a year ago. In Japan, the value on loan
has suddenly spiked.

The ratio of inventory to stock on loan has
swung in the direction of more loans and in the
process it has set a new 52 week high. Prime
brokers increased their borrows by 12 per cent
over the last week alone. In contrast, there has
not been much change in the US and Europe
although they are seeing a small increase in de-
mand to borrow.

In fact, the number of Japanese names with an
increase in lending compared to a decrease
over the week is 74 per cent versus only 26
per cent seeing a reduction in loans. Anti-virus
firm Trend Micro (4704) has seen a massive in-
crease in lending. This looks, in part, in relation

to a corporate action but some of the four per
cent of the company that is on loan looks to be
directional. One wonders why given the recent
takeovers in this arena with Intel buying Mcafee
recently.

Conglomerate Kintetsu (9041) has been a prof-
itable short for some time although the shares
are rebounding. There has been a recent spike
in demand taking it to seven per cent of the
company on loan.

Sanrio Company (8136) is a multi faceted com-
pany known for selling gift products. Trading
volume has hugely increased in the last three
months alongside a big increase in short selling
to 1.8 per cent of the company, which is a large
proportion of the shortable supply. It is not clear
whether this is in relation to a special dividend
or a directional view on the prospects for the
maker of Hello Kitty.

With the strong yen, there have been reports
that people from Japan are increasingly buy-
ing their luxury goods online from US websites
for the discounts available when transacting in
USD. This could affect the profitability of high
end Japanese retailers over time.

Women'’s clothing retailer Daiei (8263) has seen
a recent pick up in shorting with 10 per cent of
its shares on loan. Household and DIY retailers

like Keiyo (8168) and Don Quixote (7532) have
seen recent increases in shorting to 2.7 per cent
and 10 per centrespectively.

Eisai (4523) makes and researches pharma-
ceutical products and has seen a very big re-
cent increase in short selling to six per cent of
its shares.

This is may be due to its involvement with Are-
na Pharmaceuticals in the development of anti
obesity drug - Lorcaserin - that was rejected by
the FDA (in America) very recently. SLT
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" élearing the path to your future...

One step at a time.

AQS operates the world's largest CCP-based securities lending market and
offers automated trading in over 5,000 underlying equity, ETF, index, and ADR products.

® Agent Lenders/Beneficial Owners
Improved risk-adjusted securities
lending returns, direct participation

in a securities lending marketplace .

B operated by a regulated entity, and : ¢ Securities \
; : d. auditable t : V7 Lending \00
’ increased, auditable transparency W industry \/
e . : X0, Awards 0@;
AeS ® Clearing Members L 2010 s 2%8%GsL
Leading edge product offering, ! Highly Commended
operating and trading efficiencies, : Looking to the Future
. . . H Technology Provider
OCC and improved capital, margin and

counterparty risk treatment

® Hedge Funds/Asset Managers
Direct access to a centralized electronic
lending and borrowing market,
improved information and transaction
transparency, and the opportunity for
increased operational and trading alpha

> To join the community: Visit tradeags.com or contact

Andrew Lazar  212-905-2673 alazar@quadriserv.com
Edwin Connelly 212-370-5648 econnelly@quadriserv.com ’
Timothy Keenan 212-370-5647 tkeenan@quadriserv.com
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IndustryEvents —

4th Annual Collateral Management Conference ’

Date: 5-6 October . .
Location: Amsterdam lﬂCﬂb Hemmg

Website: www.jacobfleming.com Conferences

A number of high-profile defaults, volatility in the financial markets and heightened concerns over counterparty credit risk have placed great strain on
many banks’ collateral programmes and have highlighted the need for a new approach.

Hong Kong Securities Financing Forum FR
Date: 7 October 2010 SN ’ data

Location: Hong Kong
Website: www.dataexplorers.com

Data Explorers’ Securities Financing Forum in Hong Kong is taking place on Thursday, 7th October 2010. Our Global Securities Financing Forums
are known throughout the industry as THE event to attend for insightful analysis that highlights specific challenges and opportunities facing the se-
curities financing market.

27th Annual RMA Conference on gma

SeCuritieS Lending THE RISK MANAGEMENT ASSOCIATION

Serving the Financial Services Indusiry

Date: 12-14 October 2010
Location: Boca Raton Resort & Spa in Boca Raton, Florida
Website: www.rmahg.org

The Boca Raton Resort has always been one of our premier conference locations. It was the site of the very first RMA Conference and continues to
be the foremost favorite venue. We know you’ll enjoy the newly renovated Boca Beach Club. It is quite a dramatic transformation!

SunGard T City D ®
bttt SUNGARD

Location: Toronto
Website: http://events.tenfor2010.com/citydays/toronto/register.aspx

This event highlights best practices and emerging trends in the prime brokerage, securities finance and asset servicing industries.

Date: 19 October 2010
Location: New York
Website: www.finadium.com/site/conference_1010.php

Finadium 2010 Conference Eg FINADIUM

This event highlights best practices and emerging trends in the prime brokerage, securities finance and asset servicing industries.

Dubai Securities Financing Forum a~
Date: 11 November 2010 “ ’ data

Location: Dubai
Website: www.dataexplorers.com

Data Explorers’ Securities Financing Forum in Dubai is taking place on Thursday, 11th November 2010. Our Global Securities Financing Forums are
known throughout the industry as THE event to attend for insightful analysis that highlights specific challenges and opportunities facing the securities
financing market.

Amsterdam Securities Financing
and Buyside Breakfast

Date: 17 November 2010
Location: Amsterdam
Website: www.dataexplorers.com

“‘; data

Data Explorers’ Securities Financing Forum in Dubai is taking place on Thursday, 11th November 2010. Our Global Securities Financing Forums are
known throughout the industry as THE event to attend for insightful analysis that highlights specific challenges and opportunities facing the securities
financing market.
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Industry Appointments

Sven Weinhold will join UniCredit Bank Ger-
many in Munich on 1st October in a move that
the bank says will strengthen its repo and col-
lateral trading in fixed-income assets.

Weinhold’s main focus will be on funding and
collateral solutions for the bank’s clients. He
will report to Arne Theia, head of repo and col-
lateral trading.

Theia commented: “We are very much looking
forward to Sven joining the team. His profound
knowledge of interest rate products will help
us to significantly enhance our customer ser-
vices.”

Weinhold has worked in the German repo
market for a number of years. He has held
various positions, including roles at Hamburger
Sparkasse, HSH Nordbank and Bayerische
Landesbank.

Barclays Capital has made a series of appoint-
ments in its prime services as part of a drive to
build up the servicing and financing business to
hedge funds.

10 new managing directors have been appoint-
ed, made up of internal promotions and new
hires. The roles will be split between London
and New York.

Appointments include Thomas Chippas as
head of quantitative prime brokerage, David
Gaynes as head of prime services origination
sales for multi-strategy hedge funds and Penry
Jackson as head of synthetic product manage-
ment.

Jack Inglis was appointed in June as head of
prime services distribution, Europe.

Northern Trust has appointed Annika Larsson
and Erik Norland as senior relationship man-
agers in its Stockholm office, in line with the
company’s strategy of serving clients as close
to their home market as possible.

Larsson, who has over 20 years experience
working in the asset servicing industry in the
Nordics, will look after key Northern Trust cli-
ents across the region, with a focus on Finland
and Sweden. Larsson joins from Handelsban-
ken Nordic Custody Services, where she was
head of the relationship management and sales
group. During her career, she has also worked
for Brown Brothers Harriman in London and
Stockholm, most recently as relationship and
sales manager, Nordics.

In his new role, Norland will focus on Northern
Trust’s institutional clients and banking relation-
ships in the Nordics. He joins Northern Trust
from Fondsfinans, where he was in equity
sales. During his career, he has also worked
for Credit Agricole Cheuvreux and at Nordnet,
both in Stockholm.

John P. Sisterson has recently started with
Macquarie Securities in Hong Kong. Sisterson

will be responsible for the stock lending and eg-
uity finance business in Asia, including Japan,
reporting into Greg McCafferty, global head of
stock lending and synthetics.

Sisterson has been based in Asia for 14 years
and previously held head of desk roles at Cred-
it Suisse and Nomura. More recently he was
working with EquiLend to successfully establish
their presence in Asia.

Following the arrival of Lieve Mostrey from BNP
Paribas Fortis on 1 October as chief technology
and services officer and a member of the Euro-
clear Management Committee, the allocation of
responsibilities among Euroclear Management
Committee members has been reviewed.

The duties of chief administrative officer, cur-
rently performed by Tim May, will be re-allo-
cated, thereby reducing the number of man-
agement committee members to five. It will be
proposed at the next Euroclear Board meeting
at the end of September that Tim May leave Eu-
roclear with effect from 31 October 2010.

Replacing Tim May as chairman of Euroclear
UK & lIreland, Frederic Hannequart will take
on this role in addition to his responsibilities as
chairman of Euroclear Bank, Euroclear Finland,
Euroclear Sweden, and as a member of the
Euroclear Management Committee. Bernard
Frenay, managing director and head of the Eu-
roclear Financial Division, will replace Tim May
as chairman of Xtrakter Ltd, which Euroclear
acquired in May 2009.

Tim Howell, Euroclear’s chief executive of-
ficer, said: “We look forward to reinforcing
Euroclear’s reputation as the pre-eminent
post-trade service provider under the leaner,
reorganised management committee’s leader-
ship. Combining the extraordinary pool of skills
and experience within the Euroclear group with
external market talents, will further strengthen
the organisation. We thank Tim May for his
contributions to the Euroclear group and to our
operations in the UK specifically. We wish him
success in the future.”

Omnium has announced the appointment of
Alexis Fosler as head of international sales.
With more than 18 years of industry experi-
ence, Fosler will drive Omnium’s international
expansion focusing on the Asian and European
markets. Fosler will be based in Hong Kong.

“Alexis has an outstanding track record of
partnering with clients to help them build their
businesses,” said Peter Sanchez, global head
of business development and client service for
Omnium. “She will be an incredible asset to our
firm.”

Previously, Fosler was the head of prime bro-
kerage sales in Singapore for Citigroup. Prior to
joining Citigroup, Fosler was in equity research
sales with Credit Suisse First Boston.

The Bank of New York Mellon has promoted
four executives to the position of vice chairman
of the corporation:

PeopleMoves
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Thomas (Todd) Gibbons, CFO, Timothy
Keaney, CEO of asset servicing Karen Peetz,
CEO of financial markets and treasury services
Brian Rogan, vice chairman

In addition, vice chairman James Palermo will
assume new responsibilities as CEO of Global
Client Management and will also oversee Glob-
al Markets, Liquidity Services and Corporate
Marketing. Palermo was previously co-CEO of
Asset Servicing with Keaney.

Rogan’s responsibilities will expand to include
global operations and technology. The com-
pany’s Pershing subsidiary will join the broad
group of businesses reporting to Peetz.

“Each of these talented leaders has played a key
role in growing our company and distinguishing
our performance through turbulent markets,”
said Robert P. Kelly, chairman and chief execu-
tive officer of BNY Mellon. “These promotions
and expanded responsibilities reflect our suc-
cess in developing senior executives known for
their commitment to outperforming for clients
and for leading extraordinary teams around the
world.” SLT




60 Second Resumé

Rob Primiano

Meet Rob Primiano, a 32 year old
industry professional who is look-
ing to return

Contact Rob Primiano

email: Primo314@verizon.net
mobile: 917-656-0680
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Tell me a little about yourself

| am a Sl resident who was recently married in
May. | currently live in New Dorp with my wife
and we were just about to start house hunting
before my lay off from Barclays in August due to
headcount cuts across the board.

What industry qualifications or rel-
evant certification do you hold?

I've been in the financial business operations
industry for 14 years.

| hold a certification in Margin Operations and
Advanced Margin Operations with Options. I've
been with five different well known companies
and I'm looking for my sixth - hopefully my home
for a long time.

What was your last position in the
industry and what did you enjoy
most about it?

| held a senior operations analyst position at
Barclays Capital in the equity finance division
for securities lending settlements. | was ab-
sorbed with the Lehman bankruptcy teams and
held that position for two years before | was laid
off last month.

| loved everything about it, the high intensity of
the deadlines of returns, rates, and pts loans
at the end of the day. | loved being counted on
to get the pressure cooker time sensitive loans
and returns out the door so we didn’t sit on any-
thing overnight. | loved (for the most part) the
people | worked with on a daily basis.

| was a team player, always looking for more
and strived to be the best and do the best of
my ability.

60SecondResumeé

What area are you looking to get
back into?

I'd like to return to securities lending, third party
lending (agency lending), operations or middle
office, in a supervisor AVP type role.

What do you feel you could bring to
a future role?

I have experience, product knowledge, system
knowledge and seniority. I'm well liked by many
in the industry, and a force to be reckoned with
as a team leader for an operations/mid office
team!

What do you feel the industry needs
most?

More business! Everyone | speak to is telling me
the same thing, they are slow, rates are tough,
hard stocks, needs and fills are all scarce, com-
panies need business and volume and ever
since the mortgage crisis, they are very scepti-
cal about bringing on business and the urgency
of risk are probably at the all time high.

We need more of the Mom and Pop shops to
come back and turn things around, this business
is now being driven by all of the major banks and
it's not the way it used to be. It became very very
very corporate over the last few years and that
| can tell you is what is most missed in this in-
dustry.

We all need the big banks, yes, without them we
would struggle but the smaller family type places
are the ones that had the great relationships and
high volume. You're just a number at these big-
ger institutions rather then a voice heard in the
office like the old days.

-




the marketplace for securities finance

SecFinex is a leading force for continuing market innovation, providing alternatives to OTC trading.

SecFinex introduced centrally cleared services for stock borrowing and lending on the SecFinex
Order Market in 2009.

Access to an exchange-based marketplace eliminates multi-entity counterparty risk, increases
capital efficiency and introduces market standards and efficiencies that will be increasingly
beneficial to the evolution of the securities finance business.

For more information, visit www.secfinex.com or email sales@secfinex.com

SecFinex

A NYSE Euronext Company

SECFINEX LIMITED IS AUTHORISED AND REGULATED BY THE FINANCIAL SERVICES AUTHORITY
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BNDP Paribas Securities Services
THE CLOSER WE ARE, THE BETTER YOU PERFORM

With our precise understanding of each market’s internal workings,
you maximise your market and investment opportunities.

At BNP Paribas Securities Services, the closer, the better.

securities.onpparibas.com

C ls?:zlgllj)ml:ﬁzlsngQISCEs | The bank for a changing world

BNP Paribas Securities Services is incorporated in France with Limited Liability and authorised by the French Regulators (CECEI and AMF). BNP Paribas Trust
Corporation UK Limited and Investment Fund Services Limited are authorised and regulated by the Financial Services Authority. BNP Paribas Securities Services
London Branch is authorised by the CECEI and supervised by the AMF and subject to limited regulation by the Financial Services Authority. Details on the extent of
our regulation by the Financial Services Authority are available from us on request. BNP Paribas Securities Services is also a member of the London Stock Exchange.
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