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Concern voiced

over ESMA draft

EUROPE 17.02.12

With one comment period for ESMA’s latest standards
on short selling and CDS rules ended and the next one
released, participants have spoken out over the short
time frame provided while also expressing concerns
over definitions contained in the technical advice.

In the first set of published responses for the comment
period beginning 24 January and ending 13 Febru-
ary, nearly all of the firms representing stakeholders
of the borrowing and lending community pointed out
that the compressed timetable may impede the Euro-
pean financial markets regulator’s aims.

“In the case of far reaching legislation, ESMA should
request sufficient time from the Commission, to en-
able it to deliver the best possible advice to high qual-
ity and credible standards,” said the London Stock
Exchange Group, adding that the European Commis-
sion has the right to extend by six months adoption of
the act and that ESMA “should point this out”.

Outside of such criticisms, published responses also
targeted rules which could have unintended conse-
quences, specifically, that securities lending desks

will not be able to provide locate confirmations for the
same entity’s trading desk.

“It appears that parties would either need to have true
borrow arrangement with a same entity desk...or they
would need to relocate their lending or repo desks to a
separate legal entity subject to authorisation/registra-
tion,” explained law firm Herbert Smith.

In general, industry responses called for more clarifica-
tion on which actors could be considered third parties
under this particular definition as well as expressing con-
cerns that such measures run the risk of creating unduly
complicated corporate structures.

Short selling regulations are due to enter into force in
November and will then be binding across all EU mem-
ber states. An open hearing is scheduled for 29 Febru-
ary on a further consultation draft, which tackles issues
such as share ownership definitions and threshold cal-
culations for short sale reporting requirements. The com-
ment period ends 9 March. ESMA expects a final report
and submission of the draft advice to the Commission
by mid-April.
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Euro short selling bans lifted

Spain’s financial regulator is the latest to
lift a short selling ban on financial stocks,
citing improved market conditions, ac-
cording to various media reports. Dis-
closure requirements of significant short
positions will continue to be in force.

French and Belgian financial regulators
have announced that short selling bans
on selected stocks will not be extended.

France’s Financial Markets Authority (AMF)
said, “The provisions prohibiting any cre-
ation of a net short position and increase of
an existing one in relation to French equity
securities of the financial sector...came to
an end on Saturday 11 February 2012. As
a consequence thereof, the prohibition of
short sales...is lifted.”

readmore p3

llinois state agency considers
third party options

The lllinois Teachers’ Retirement Sys-
tem (TRS) has announced it is seeking
proposals from outside vendors in a bid
to boost its securities lending returns.

After a formal review looking at third par-
ty securities lending, estimates showed
that additional revenue could climb as
much as 30 per cent if prudent changes
are made, said TRS. Last year, its se-
curities lending programme generated
$17.7 million.

The TRS investment staff anticipates the
RFP process will be concluded by August.
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Euro short selling bans lifted

Continued from page 1

The announcement comes hot on the heels
of an agreed Greek austerity package, as the
indebted country begins talks to reach a bond
restructuring agreement with creditors in order
to secure a second €130 billion bailout.

The 10 insurance companies and financial
stocks affected by the French ban were: April
Group, Axa, BNP Paribas, CIC, CNP Assuranc-
es, Crédit Agricole, Euler Hermeés, Natixis, Scor,
Société Générale.

AMF added that regulatory disclosure require-
ments on equity securities implemented this
month are in effect and that any investor must
be in a position to deliver sold securities within
three trading days.

Belgium’s financial regulator also announced
that the country’s short selling ban on specific
stocks is lifted though a naked short selling
ban would remain in place and significant short
positions would be subject to reporting require-
ments, according to various media reports.

Bans in Italy and Greece remain in place.

Short sellers target love

Online dating providers with easily replicable
business models and tenuous outcomes have
attracted interest from short sellers, according
to Data Explorers.

Just in time for Valentine’s Day, The Economist
presented scientific research casting many of
the claims of online dating into doubt. The heart
of the matter, wrote Data Explorers, is that “the
choice offered by online dating can be over-
whelming and in the end outcomes might not
live up to expectations. It may come as no sur-
prise that this hugely competitive industry has
been targeted by short sellers”.

The securities lending analytics firm identified
that the running theme across the three listed
online dating providers it looked at seems to be

S
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that companies exploit love seekers’ differing at-

tractions by making several versions of what is
essentially the same site.

InterActiveCorp, operator of match.com and
chemistry.com, has seen short interest grow
steadily over the last year from six per cent of to-
tal shares to 14 per cent. FriendFinder Network,
operator of friendfinder.com, has seen short in-
terest grow steadily to 2.3 per cent, which repre-
sents nearly all of the available supply, and the
company’s shares have lost over two-thirds of
their value since its IPO last year.

Lastly, Spark Networks, operator of jdate.com,
has relatively low short interest, with 1.2 per
cent of shares on loan, but Data Explorers not-
ed that this number has jumped in recent weeks

on the back of a share price rally in the fourth
quarter of 2011.

“Matters could be further exacerbated should
companies like Facebook or Google offer
matchmaking services free to their existing
communities,” Data Explorers added.

Hedge fund flows positive
in February

Hedge fund flows advanced 2.3 per cent in
February, according to the GlobeOp index.
Cumulatively, the index for the month stands
at 142.6 points, an increase of 2.25 points
over January 2012.
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“Net flows were positive, against a backdrop
of record low outflows,” said Hans Hufschmid,
CEO, GlobeOp Financial Services.

Over the last 12 months, the hedge fund admin-
istrator’s Capital Movement Index has advanced
13.5 points.

Securities lending pops up at
AFME liquidity conference

Securities lending operations and repo markets
need to “come back” to successfully deleverage
the system as a whole, said a leading econo-
mist at AFME’s European Market Liquidity Con-
ference in London.

A panel of economists discussed the unintend-
ed consequences to the financial system as
a result of pressures on banks to deleverage
some $3 trillion. One panelist noted that taking

“financial plumbing” such as securities lending
and repo markets into account bumped that fig-
ure up considerably.

“Central banks tend to look at the monetary an-
gle...but looking at repo and securities lending
operations, those numbers are as big. Inflation
and monetary policy [fail to take into account]
that the world is a lot more complex than that...
the financial plumbing aspects of deleveraging,
which is in a way the system-wide use of all sorts
of collateral to reduce market risk, need to be fac-
tored in...those pieces need to come back, that is
what will complete the system,” he said.

In 2006, the Federal Reserve stopped publishing
figures tracking M3 money supply, which includes
repo and securities lending market paper. The
Bank of England and ECB continue to track it.

Probably the hottest topic during the confer-
ence was Greece’s debt crisis, about which a
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wide variety of lively opinions were expressed.
However, some speakers noted that Greece is
not the problem, unwinding the problem is going
to be the problem. Thought the LTRO is widely
viewed as a positive development, it is also
seen as a measure which delays facing politi-
cal pain.

Clearstream GSF services up
eight per cent in January

Global Securities Financing Services at Clear-
stream lifted eight per cent year-on-year, reach-
ing €594 billion monthly average outstanding in
the first month this year. The combined services
include triparty repo, securities lending and col-
lateral management.

In Investment Funds services, 480,000 transac-
tions were processed, a five per cent decrease
over January 2011. The value of assets under
custody held on behalf of customers decreased
four per cent to €11 trillion. Securities held under
custody in the international business decreased
one per cent to €5.9 trillion while domestic Ger-
man securities dropped six per cent to €5.1
trillion in January 2012 compared to the same
month last year.

In January 2012, three million international
settlement transactions were processed, an 11
percent decrease over January 2011. Of all in-
ternational transactions, 80 per cent were OTC
transactions and 20 per cent were registered
as stock exchange transactions. On the Ger-
man domestic market, settlement transactions
reached 6.6 million, nine per cent less. Of these
transactions, 67 per cent were stock exchange
transactions and 33 per cent OTC transactions.

Which short selling ban is least
damaging?

A new academic study argues that a ban on na-
ked short selling is the least damaging to market
efficiency of all short selling regulations.

Looking at European regulations between July
2008 and June 2009, researchers from the Uni-
versity Libre de Bruxelles found that covered
short selling bans raise bid-ask spreads and re-
duce trading volumes, disclosure requirements
raise volatility and reduce trading volumes while
naked short selling bans raise both volatility and
bid-ask spreads. In addition, the researchers
assert that no regulations are effective against
price decline.

“Overall, all short sale regulations are detrimen-
tal to market efficiency. However, naked short
selling prohibition is the only regulation that
leaves volumes unchanged while addressing
the failure to deliver. Therefore, we argue that
this is the least damaging to market efficiency,”
the study said.

Researchers analysed fourteen European mar-
kets over the one-year period, studying the ef-
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fects of a variety of regulatory regimes on market
efficiency. They compared the effects of three
categories of short selling regulations — prohibi-
tions on covered and naked short selling, naked
short selling only and requirements to disclose
short positions to the market’s regulator - on in-
dividual stock’s bid-ask spreads, intraday vola-
tility, trading volume and weekly returns.

Though covered short selling prohibitions are
associated with higher returns and lower intra-
day volatility, the effects are transitory the study
showed. Meanwhile, naked short selling bans
permanently raise intraday volatility and bid-ask
spreads but have no impact on either volumes or
stock returns, even in the short run. Disclosure
requirements, meanwhile, reduce trading activ-
ity and increase volatility, also permanently.

Still, the study does point out that disclosure
regulation regimes result in lower bid-ask
spreads, as was the case during the finan-
cial crisis, when information to the market is
likely most beneficial to efficiency. This could
indicate that disclosure requirements increase
reporting costs which uninformed short sellers
shy away from.

“Hence, sell trades become more informative
because they more likely originate from well-
informed short sellers. Lower bid-ask spreads
could also indicate that the informational benefit
of disclosure outweighs the informational loss
stemming from missing short sales,” the study
said. Other findings show that in the long run,
stock returns are insensitive to short selling reg-
ulations though there is a short-term overvalu-
ation effect, which can be “exploited by market
authorities in crisis situations”.

“As far as market efficiency is concerned, our
results thus raise serious doubts on the adequa-
cy of both the existing national regulations and
the pan-European proposed harmonisation cur-
rently under discussion,” noted researchers.

Mixed bag for securities lending
in M&A trends

Global economic uncertainty and regulatory
change will continue to impact M&A in the com-
ing year, according to the latest trends insights
by Clifford Chance. Despite the unsettled global
picture, activity is continuing and, in some areas,
the law firm expects to see significantly more
confidence in doing deals as the year progresses.

“Once confidence returns, the fundamentals are
certainly in place for M&A activity to increase
significantly as we move through 2012 and into
2013, said Matthew Layton, global head of
Corporate at Clifford Chance. What that might
mean for the securities lending market is in
question however since one of the prime driv-
ers are significant cash reserves on corporate
balance sheets and liquidity in PE funds, which
are likely to seek out good deals. If activity leans
towards cash deals, opportunities for arbitrage
might be limited.

David Lewis, SVP at SunGard Astec Analytics,
said that corporations are indeed sitting with a
lot of cash on their balance sheets which may
be burning a hole in some pockets. He expects
that a significant portion of M&A activity will be
financed from cash rather than raising debt and
as a result, growth may not result in an uptick in
the securities lending market.

At the same time, energy, mining and utilities
were the most active sectors in 2011, represent-
ing some $557.7 billion of the total $2.2 trillion
in global M&A. And going into 2012, there is ex-
pected to be a continued fight to secure natural
resources and energy assets, according to Clif-
ford Chance.

The recent announcement of advanced merger
talks between commodities group Glencore and
miner Xstrata could be an indication of things to
come. Commenting on the deal, Chris Searle,
corporate finance partner at BDO, said that the
merger is no real surprise given that Glencore
already owns 34 per cent of Xstrata and Glen-
core’s IPO last year has now given a public
valuation for its shares that can be used in an all
share merger. The combined entity will easily be
the largest among rivals such as BHP Billiton,
Rio Tinto or Anglo American.

According to Astec Analytics data, Glencore
had some 105 million shares on loan shortly
after the announcement, while short positions
on Xstrata dropped about 20 per cent. “I would
expect more on loan for Glencore over the next
few weeks, but as an all share deal, it is going
to be very interesting and potentially very profit-
able in the lending market,” Lewis notes.
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Meanwhile, analysts are chiming in on whether
this merger, if it overcomes hurdles in the com-
ing months, heralds more such transactions.

“Whether this merger triggers another round of
consolidation in the industry remains to be seen,
given anti-trust concerns around the world, but
other companies may feel forced to merge just
to keep up with this new giant,” said Chris Sear-
le of BDO.

Global M&A snapshot

Last year, global M&A activity increased 2.5 per
cent over 2010 and transactions totalled $2.2
trillion. While 2011 was the strongest worldwide
performance since 2008, activity levels declined
for each quarter during the year and a number
of headline deals collapsed. The second half of
2011 saw a significant decline in M&A as the eu-
rozone crisis reached a feverish pitch — M&A in
Asia Pacific dropped 31.9 per cent, European
M&A declined 28.7 per cent and the US saw a
9.3 per cent drop quarter-on-quarter.

Cross border M&A remains a continuing trend —
deals between individual countries represented
41.5 per cent of global M&A in 2011 and deals
between regions are up 19.6 per cent over
2010. The escalating eurozone crisis continues
to remain a risk factor to M&A growth.

“The key issues are around liquidity and funding,
as all businesses are potentially impacted by
banks’ exposure to the continuing crisis. Where
sovereign debt of Eurozone countries is down-

www.securitieslendingtimes.com


http://www.equilend.com

EQUILEND.COM

Productivity with

rocket boosters.

AKA:

Trade Optimization

‘ EQUILEND



http://www.equilend.com

graded, this has knock-on effects for domestic
banks and ultimately for domestic organisations
accessing finance or having to refinance. M&A
activity is being affected as confidence decreas-
es and the spectre of a double-dip recession in
many developed nations increases,” noted Clif-
ford Chance.

“The risk of a euro exit by one of more eurozone
countries continues to be very low, but buyers
and sellers need to be mindful of that possibil-
ity, as well as other emergency scenarios, in
respect of current and future M&A transactions.
Due diligence to assess and analyse key areas
of risk where the target operates in a potentially
affected eurozone country is advisable,” the law
firm adds.

Northern Trust says LA lawsuit
has “no merit”

Northern Trust has denied wrongdoing in re-
sponse to a lawsuit filed by the Los Angeles city
attorney against the firm and Pension Consult-
ing Alliance over securities lending cash col-
lateral reinvestment losses. LA's city attorney,
Carmen Trutanich, filed the suit on behalf of
LACERS, the Los Angeles City Employees’ Re-
tirement System.

In a released statement, the firm said, “The
lawsuit was not filed by LACERS, with whom
Northern Trust has an excellent, long-standing
and ongoing relationship. Northern Trust has
acted as the primary custodian and as a securi-
ties lending agent for LACERS since 1991...The
facts show that this civil lawsuit...has no merit...
As LACERS’ lending agent, Northern Trust ap-
propriately invested cash collateral according to
LACERS’ own guidelines.”

The Office of the City Attorney alleges that
Northern Trust claimed that investments made
by the company on behalf of LACERS were “low
risk” or “minimised risk,” including conservative,
short-term, highly-liquid investments. However,
from June 2006 until June 2008, Northern Trust
failed to inform LACERS that it had changed its
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REJECTED

investment strategy in violation of common law
fiduciary standards. The company allegedly pro-
vided no details of each specific investment in
the City’s portfolio, including the current market
value of each investment.

Other allegations made by the City involve
claims that Northern Trust behaved inappro-
priately to stop a collapse in certain managed
investment pools by convincing investors not to
pull money, putting the firm’s interest above the
interest of individual pension funds.

Northern Trust points to the fact that LACERS
did not lose money on its securities lending pro-
gramme and, in fact, has earned tens of millions
of dollars over the past 20 years. Moreover,
even with losses incurred in 2008, the pension
fund is ahead.

In 2008 LACERS experienced unexpected loss-
es in its securities lending custom fund - which
it created, established guidelines for and moni-

tored. The losses were mostly due to invest-
ments in several fixed income securities. Those
securities were highly rated, within investment
guidelines set by LACERS, and held by pension
funds throughout the country, said Northern Trust.

“The city attorney’s suit, brought years after the
losses were incurred, is based on hindsight. It
is premised on the legally deficient claim that
Northern Trust should have predicted unprec-
edented events even though the markets as a
whole had not,” the firm said. “We regret that
this meritless lawsuit will likely cost the LAC-
ERS pension plan, and the city of Los Angeles,
millions of dollars in unnecessary legal fees and
out of pocket expenses.”

The lawsuit seeks full restitution for losses, as well
as damages that LACERS sustained as a result of
Northern Trust's false claims, civil penalties up to
$10,000 for each false claim, and $2,500 for each
violation of the Business and Professions Code,
and all fees and costs associated with the lawsuit.
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Open Sourced

Citi’s David Martocci speaks to SLT about how the provider has

evolved its securities lending offering

ANNA REITMAN REPORTS

Over the past thirty years, Citi's securities lend-
ing product, OpenLend has grown from a small
custodial lender to one of the premier global
agent lenders in the business. David Martocci,
managing director and global head of sales and
client management for Citi's Securities Finance
business, describes OpenLend as “an open-
architecture securities lending offering that pro-
vides clients with a boutique service designed

to enhance portfolio performance by delivering
customised solutions”.

SLT catches up with him at the IMN Beneficial
Owners Conference in Arizona to find out more
about OpenLend and get some insight into how
markets are shaping up as securities lending
business drifts back.

SLT: You seem to have had a securities
lending role in every bank — why
end up at Citi?

David Martocci: Citi was an interesting oppor-
tunity. | have a lot of experience in the securities
lending business specifically in the third party
space. | have previously been instrumental in




building third party businesses at J.P. Morgan,
Lehman Brothers, Deutsche Bank, and Dresd-
ner. In looking at Citi, | saw a business with ex-
ceptional potential for growth in this space. Citi’s
global presence and the depth of its relation-
ships with many of the world’s most important
institutions presented a tremendous opportunity
for expansion. What also drew me to Citi was
the quality of talent of the people and the level
of commitment of senior level management to
the business, in terms of continuing, developing
and growing it.

Clients are

choosing between
the benefits of either
a custodial or third
party programme,
they are looking at
reinvestment options,
lending structures,
how they want to
lend, what they
want to lend, and

in what markets

SLT: What was the impetus for
developing the OpenLend brand?

Martocci: When | think back and look at why we
decided to rebrand, obviously we spent a lot of
time with clients and prospects discussing their
needs and objectives, how they envisioned the
business going forward. At the IMN conference
you hear a lot about bundling and unbundling
and trends, but honestly | feel that the real driver
is what clients are saying. OpenLend was re-
ally just about spending time with clients, under-
standing their needs, and providing them with a
securities lending offering that is about choice
and developing customised solutions.

SLT: How has this evolved from what
securities lending used to be?

Martocci: If you look at how the business was
back in the late 80s and early 90s, securities
lending was a check box on a custody agree-
ment and clients were placed into boxed solu-
tions which did not offer customisation to their
unique requirements. Obviously since then we
have come a long way. After everything that
has transpired over the last four years, benefi-
cial owners have realised that participating in a
programme that is flexible and offers the ability
to tailor their programme is really what makes
sense. | feel that clients can then go to their

management and demonstrate that they spent
the time in analysing and structuring a pro-
gramme suitable for their needs.

SLT: What choices are clients making?

Martocci: We work one on one with our clients
to understand what their needs and objectives
are. We need to understand the risk and return
profile of their institution and how we can adapt
our program to fit within this framework. Clients
are choosing between the benefits of either a
custodial or third party programme, they are
looking at reinvestment options, lending struc-
tures, how they want to lend, what they want to
lend, and in what markets. They are also look-
ing at a combination of various programmes in
terms of whether they would like an exclusive,
an agent structure or a hybrid. At Citi, we are
able to leverage our industrial strength and
global expertise in delivering the white glove
service which our clients have come to expect.

SLT: How about collateral choices,
do you see any trends there?

Martocci: Either way you look at it, whether
the client takes cash or non-cash collateral
the market trend is all about providing choices
for clients. For example, is the client an asset
manager? Do they want the cash collateral
back or do they choose external managers? If
the client chooses external managers and just
went through an RFP process and selected
someone to manage their medium term fixed
income portfolio, for example, that means they
went through their board, they went through
the approval process and they did their due dil-
igence. Well, if those approvals are OK and the
asset manager has a money market offering,
why not give the same counterparty the cash
collateral to manage? At the end of the day,
your securities lending provider could be your
largest single asset manager, then the same
due diligence should apply.

That is how our programme is structured. But
we have always run an intrinsic style pro-
gramme, so Citi never had pooled investments.
We are very fortunate in how the programme
was structured and developed. It helped in the
tough years that we have just gone through and
we continue to refine and develop it as market
conditions indicate.

SLT: What might some of the cust-
omisation look like?

Martocci: Let's say a client has a corporate
bond portfolio with high yield corporates which
they are concerned about lending. Customi-
sation is really in finding out what the portfolio
manager is concerned with. Are they looking
for trading volume or price? So developing a
programme for that client based on their needs
and making them comfortable based on, for ex-
ample the last three days trading volume is an
integral part of our programme.

DavidMartocci

SLT: You recently opened an LA of-
fice, what was the push?

Martocci: We've developed and grown our
business in the Americas in the last few years.
The Los Angeles office is about US-based
market growth and looking at where our cli-
ents are located. We can better service clients
by expanding the hours for our relationship
management team and Citi has always had
a fair amount of business on the West Coast.
Looking at the development of business over
the last 18 to 24 months, it has made a lot of
sense to have the staff out there, both from
a relationship management and product sales
specialist standpoint.

SLT: Asia is always big news, how is
your presence there developing?

Martocci: We've always been there. | see some
of these press releases for Taiwan launches
but we have been there over five years. So for
us, it is about continued expansion. Some of
these markets are true and tested so having
that footprint is definitely an advantage for our
clients and we are taking full advantage. Our
recently launched Australia trading and prod-
uct group has been very successful in expand-
ing horizons and developing new opportunities
and business.

SLT: | often hear that one of the
challenges in Asia is a “fragment-
ed” market place — how do you see
that developing?

Martocci: | think that fragmented can be a
negative term. | see it more like indepen-
dence. As compared to the securities lend-
ing market in Europe where regulations are
more broad-based, the regulations that gov-
ern many of the countries in Asia are specific
to each market. We will continue to see that,
especially in the current regulatory environ-
ment, and rightfully so. Obviously people
want to have a say over what is going on and
have an overall awareness. SLT

Managing director, global head of sales and

client management, securities finance

David Martocci
Citi
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Because it is a huge continent of a wide va-
riety of markets in various stages of develop-
ment under the protection of numerous regu-
lators with individual sovereign interests,
Asia is a tough region to generalise about.
But where there is growth, there are inves-
tors sharpening the focus to see details, and
it is likely that it will be emerging markets
where watchful eyes keep tabs on securities
lending market developments.

The macro picture for developed markets shows
weakness. Asian markets continued to drift
lower in the fourth quarter of 2011 on the back

of the European sovereign debt crisis and the
impact of a slowing global economy on China’s
growth as well as the pull back in commodities
and resources, according to a recent report
from RBC.

RBC adds that sectors such as the consumer dis-
cretionary, banking and real estate continued to at-
tract lending demand though borrowers are using
internal inventory to cover shorts resulting in sub-
stantially reduced demand from traditional lenders.

The hot spot for revenue growth is Hong Kong,
where average income from securities lending

increased 50 per cent in the last three months of
2011, from 16 bps to 22 bps, according to Data
Explorers. This, it adds, was down to rerating
since the demand to borrow was fairly constant
through the quarter.

“The big question is for how long this juicy
lending environment will last. With news of
China’s trade surplus reducing, some com-
mentators think a stimulus could be around
the corner. There is nothing like a centrally
planned boost to the economy to set fright to
short sellers betting on the China slowdown,”
says Data Explorers.



Wayne Burlingham, global head of securities
lending at HSBC Securities Services, identi-
fies Hong Kong as the most exciting developed
market in Asia currently, where he has seen
revenues pick up across the board in a mostly
specials environment of consistent demand.
Meanwhile the regulatory environment is still
conducive to international players, he adds. Giv-
en that economic conditions remain the same,
he anticipates that the island will continue to be
a good place for securities lending business.

“The whole of Asia is an exciting region for HSBC.
If you look at the number of potential lending mar-
kets in the east versus the west, for example Ma-
laysia, Philippines and beyond that Vietnam and
Indonesia, from an agent lending point of view
there is a lot of justification in keeping a close eye
on Asia versus Europe and the US. It is a region
of great potential basically,” he notes.

He adds, however, that the real growth sectors for
securities lending markets generally, such as col-
lateral transformation trades, do not apply to Asia
to the same extent as they do in Europe and the
US. The region is still about borrowing stock as
opposed to seeking other trading opportunities.

That may be because so many of Asia’s markets
and exchanges are in development. Meanwhile,
just as developed markets are seeing challeng-
es to economic growth, emerging economies
are exhibiting strong fundamentals. The local
market ending 2011 as Asia’s best performer
was the Philippine Stock Exchange (PSE), with
a four per cent gain. Capital raised on the PSE
last year hit a peak of PHP 107.5 billion ($2.5bn)
and there are indications that the exchange’s
leadership would like to see the market upswing
get a further boost by introducing ETFs and se-
curities lending in the second half of this year.

The market slightly ahead of the Philippines
in terms of development is Malaysia’s, which
issued new rules recently making the environ-
ment “more lender friendly” Burlingham adds.
For example, if a stock is on loan, it can be sold
without being considered a short sale. He pre-
dicts that regulators and market participants will
continue to work through other barriers to open
up the Malaysian market.

China v India

As the two powerhouse economies in Asia,
mainland China and India are subject to their fair
share of speculation on when and how securities
lending markets will open up or improve. There
is plenty of work to be done in both, but whereas
India has an established market, mainland China
is yet to allow entry to international participants.

Commentators have noted that though main-
land China has had forward momentum over
the last couple of years, when any initiatives are
announced in the public domain, markets take a
dive. From the point of view of Chinese regula-
tors, it is a daunting task to expose markets to
these kinds of forces.

“If you are the regulator hitting the green but-
ton, even in quiet market conditions that is a big

leap of faith. But if you can imagine going for
it in the turbulent markets we have right now,
when volatility is at historic levels, that is a mas-
sive call for any regulator. So for anyone to think
the market can suddenly go from nothing to be-
ing wide open in a short space of time... that is
just not that likely to happen,” Burlingham says,
adding that he does not expect to see too much
development in 2012.

The same is true for India, where the market has
arguably been relatively slow to develop. Rules
that are in place are not particularly friendly to
lenders or borrowers, explains Burlingham, and
he would need to see further rule changes to
feel comfortable. Moreover, he does not see
borrowers actively pushing for supply.

“Until it gets to the point where everyone feels
quite comfortable it will remain a very limited
market...where we have to do things very differ-
ently there are risks, pure and simple. The market
preference is always to have a lightly regulated
market with professional participants in it. We are
happy to work to a reasonable set of rules, but
Indian regulations are very tight comparatively.
At the same time, it may be that India is happy
to have a domestic market without international
participation. Each country has its own ways of
doing things and these choices may suit their
market right now,” Burlingham says.

Fixed income space

At the same time, advocacy group ASIFMA
(Asia Securities Industry & Financial Markets
Association) is watching developments closely
in the Indian repo markets. Almost all of the repo
market is overnight, which contributes to an
absence of liquidity in the underlying markets,
notes Nicholas de Boursac, CEO of ASIFMA. In
addition, there is still some progress yet to be
made on issues such as title transfer and elimi-
nating short selling restrictions.

A working group is currently preparing to make
recommendations for measures to improve sec-
ond market liquidity. A report is anticipated by
the end of the first quarter this year.

“I think it is going to become more and more
broadly accepted within Indian government
circles that they need more foreign financing
for the expansion of their economy and infra-
structures, and therefore | expect, because gov-
ernment debt is going to carry on growing, that
there will be changes in regulations which will
make investing in India’s government securities
more attractive as they face that economic real-
ity,” de Boursac says.

At the moment, ASIFMA is focused on the fixed
income markets in India, China and Korea.
Similar to India, China still needs to make prog-
ress towards what de Boursac calls “a classic
repo market”, in other words, one where there is
proper transfer of title, documentation, tax and
accounting treatments and liquidity. Some 85
per cent of China’s domestic RMB repo market
is pledge repo, while the remaining 15 per cent

RegionalProfile

of title transfer repo is not suitably documented
and short term. He expects to see improvement
within the next two years but does not anticipate
that the country will see any “major disturbance”
in financial markets in 2012.

“China has taken the decision that they want to
make their markets more liquid and deeper and
in some ways more integrated with the global
markets, so that is a debate that is settled. | do
anticipate some changes, but 2012 is a difficult
year. There is a political transition underway and
typically some of the reform agenda gets delayed
so as not to get in the way of the political process.
But | suspect once this transition is over, we will
have some rapid progress in terms of modernis-
ing the financial system,” de Boursac says.

Of all the markets straddling the emerging/de-
veloped classification fence, Korea is notewor-
thy for both its repo development and recent
hardline stance on short selling restrictions. In
terms of the won repo market, ASIFMA points
to continued growth - outstanding volumes have
quadrupled to some $20 trillion won ($17.8 bil-
lion) in the last three or four years. Outside of
Japan, Korea has one of the most developed
fixed income markets in Asia.

The country is also going through a leadership
change with elections this year. Along with a
change in government, there is some anticipation
that short selling restrictions introduced in the sum-
mer when markets plunged could be reversed.

“Most technicians will tell you that short selling is
good for markets and works for market liquidity,
but you will find that those regulations are put in
place for political reasons. | suspect that if there
is a change in government there is a possibility
that they will reverse those rules, but of course
there are no guarantees,” de Boursac says.

Regulatory arbitrage?

Both Wayne Burlingham and Nicholas de Bour-
sac note that the global regulation conversation
has far more to do with the west than the east.
Burlingham explains that many of the European
and US regulations such as Dodd Frank or Ba-
sel |Il affect western holders of Asian assets to
a greater extent.

De Boursac takes issue with comments, which
infer that Asian banks will compete for business
by engaging in regulatory arbitrage. He points
out that the loan to deposit ratio in Asian banks
is far more favourable and dependency on
wholesale funding is considerably lower than in
European institutions at the moment.

“Can you treat Asia as a group? You can in cer-
tain areas, such as the fact that most sizeable
Asian banks will probably be Basel Il compliant
before European banks...but if you look at so-
phistication, these markets are not fully devel-
oped in many cases and that is the challenge
— to get markets to develop rather than regulate
them,” de Boursac says.
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SLT: How well has the Asian market government borrowing in local currency allied which is designed to strengthen capital and li-
recovered from the downturn? with long maturities and the generally prudent quidity requirements, Asia faces change for a

approach taken with regard to structured credit different reason: the main goal for Asian market
Christian Rossler: When it comes to the finan- products and asset-backed securities - have  development is to ensure that the anticipated
cial turmoil over the last three years, the Asian h%g:?ﬂﬁzﬁgt;gr\gsmrs and markets cope With  growth of Asian economies is based on a secure
markets have certainly suffered less than others 9 ' and stable foundation. It makes sense to ensure
and have generally coped adequately with the Asian banks are currently under less pressure this growing sector is built on a well-regulated
crisis. The lessons learnt by the Asian markets than Western banks because of their relatively base right from the early days as it is more pain-
from the 1997 regional crisis — that is, devel- strong capital positions. And while Europe and ful to undergo change when industry practices
opment of local bond markets with increased the US are about to face a wave of regulation, are more established.
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The international financial crisis had the effect
of detracting attention away from classical inter-
bank triparty securities lending transactions in
the region while market participants were forced
to make a review of basic principles. Our experi-
ence is that we see it's the international players
in Asia who are still the early adopters.

Sunil Daswani: Regulatory intervention has
not, on the whole been favourable to recov-
ery, specifically in markets such as Australia,
where a short selling rule proved a disincentive
to investment, and South Korea, where a ban
on covered short selling hampered demand for
three months in late 2011.

Borrowers have been compelled to adopt a more
cost sensitive approach to their businesses,
which has internalised a lot of demand. Coupled
with this trend, corporate deal activity remains
subdued, particularly in markets such as Japan
which was negatively impacted in early 2011.
Having said this, pockets of demand continue to
exist in Asia and are likely to remain a priority for
borrowers in the near future.

In the emerging market space, Taiwan contin-
ues to attract significant interest, given strong
hedge fund demand, high spreads and com-
pelling revenue prospects. Hong Kong also
emerged as a key market particularly during
2011, where concerns over a slowing Chinese
economy drove directional demand for sectors
exposed to this trend.

David Raccat: The Asian market had not only
the general market downturn to recover from,
but also the short sale bans, short term reduc-
tions in asset allocations to some emerging
markets in the region from US and European in-
vestors, and higher than usual withdrawals from

local funds by Asian investors as they switched
to other asset classes such as cash.

Raccat: Hong Kong
has emerged to be
the main driver in the
region in the last
calendar year. As
expected, Taiwan was
second. South Korea
has dropped away

That said, these dynamics were not unique to
Asia but as we all know Asia comprises sev-

eral markets each of which has a unique dy-
namic and has evolved in a unique way since
the downturn.

From the borrower, or demand, perspective
Hong Kong has emerged to be the main driver
in the region in the last calendar year. As ex-
pected, Taiwan was second. South Korea has
dropped away and the most recent reinstate-
ment of the short sale ban has not helped. Ja-
pan has continued to be Japan — stable, volume
driven and nothing unexpected.

From the lender, or supply perspective securities
lending has returned to the agenda across Asia.
Speaking for BNP Paribas our lending supply
levels are higher than pre-GFC, and we have
both a strong pipeline of new clients and are be-
ing asked for securities lending services across
the region. Some of the latter is exploratory —
those who have not lent their securities before
are comfortable that the sector is growing, is an
acceptable market activity for institutional inves-
tors and want to know what levels of revenue
could be generated from their assets. There is a
huge amount of pressure in the pension sector
at the moment in regards to performance and
when discussing performance funds also re-
view their operating costs. This is the traditional
segue for a securities lending discussion and it
is occurring across Asia today for us.

What is unique to the Asian region, and why it
is the fast growing region for securities lend-
ing activity globally is that there is still ‘new’
opportunity — new lending supply, new mar-
kets or easing of access to existing markets
and an active corporate sector to drive intrin-
sic value opportunities.

Yin Yin Ng: We have been seeing near term
positives for the equities markets. The rate of
contractions in Asia have somewhat eased. Ma-
jor markets seemed to be recovering. In gen-
eral, most of our individual traders are shunning
the market for shorts and going on long for now.
This could mean a temporarily quiet securities
lending market for us. On the positive side, the
price recovery will mean a better level for short-
ing in time to come.

Andrew McCardle: The impact of the downturn
has taken longer to reach Asia in some respects
and is still being felt. We have seen interest
within the region grow as people look to auto-
mated solutions for workflows that have been
very manual for a number of years. There are
many local markets within Asia where our cli-
ents would like EquiLend to assist in automating
services that we provide today, and as has been
the case historically. These automated solutions
bring efficiency and help to grow business be-
tween counterparts.

www.securitieslendingtimes.com —



PanelDebhate

e
BNP PARIBAS BNY

ASSET SERVICING

clearskream | 2ooip

MELLON

DEUTSCHE BORSE

/ EQUILEND

Francesco Squillacioti: In our experience, it
has not been a case of homogeneous recovery:
some markets have recovered more quickly
than others. That said, there have been im-
provements overall and we feel generally opti-
mistic about how Asian markets will perform.

Simon Tomlinson: The Asian market as a
whole has weathered the downturn surprisingly
well. Japan’s economy has recovered better
than most people would have thought possible
after the devastating earthquake in the early part
of 2011 and with 50 or so IPOs planned for 2012
that compares favourably to the 31 we saw in
2011. Hong Kong continues to be a significant
revenue generator with good short interest and
healthy spreads with property, construction and
retail companies in demand. Has it fully recov-
ered? The answer is clearly no but the head-
winds and negative sentiment that are being
faced in Europe and the US from both a regula-
tory and public perspective are not as prominent
in Asia. We predict the growth to continue, aided
by the continued expansion of lending inventory
in Taiwan and new markets such as Malaysia
and Indonesia.

Kirit Bhatia: Asia has made a strong return to
lending over the past two years. Since 2009, the
lendable value of equities and on-loan balances

have more than doubled. Taiwan, Thailand and
South Korea have been some of the stand out
markets in that recovery with some of the high-
est percentage returns on lendable assets. On
the fixed income side, Asian government bonds
grew tenfold with around US$30 billion of Asian
government bonds on loan — which represents
justunder three per cent of global bonds on loan.
Clearly there is scope for growth there when you
compare the region with the more mature US
and European bond markets. Barring any major
market shocks, we expect the positive momen-
tum to continue into 2012 supported by a still
growing macro level environment and increas-
ingly sophisticated regional capital market.

Giselle Awad: Compared to the US and Eu-
rope, Asia is relatively bullish. Most of the major
economies are experiencing growth but higher
inflation in the region has the potential to trig-
ger government currency intervention or tighter
monetary policy which could temper economic
growth. Specifically, China’s shadow banking
credit situation has worsened coupled with in-
creasing GDP to debt ratios and inflation means
a loosening of monetary policy is unlikely. While
there are expectations that Chinese domestic
demand will continue to grow, reducing the re-
gion’s dependence on the global consumer, the
reality is that Asia is still part of and influenced

by the global economy and does not operate
in a bubble therefore they are susceptible and
have been impacted by issues arising from Eu-
rope or US

S