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THE SECURITIES

FINANCING MARKETS

particularly desirable, as they are considered high quality and highly liquid collateral. Both
UK gilt government bonds and equities continue to have the largest lendable pool of assets
compared to their European peers.

Figure 14: Lendable assets and total on loan, Europe (G2 2010)

Lendable assets (USDMM) Total on loan (USDMM) Total on loan (%)

European bonds 444,166 137,075 31%
> French sovereign 68,154 17417 26%
> German sovereign 104,844 41,359 39%
> |talian sovereign 48,371 5,571 12%
> Spanish sovereign 17,331 3,728 22%
> Other € sovereign 58,767 13,020 22%
> UK gilts 146,700 55,980 38%
European equities 1,108,676 135,796 12%
> French 152,910 35,822 23%
> German 133,800 29,194 22%
> Italian 46,410 10,071 22%
> UK 418,843 19,391 5%
> Scandinavian 97,212 15,854 16%
> Other European 259,500 25,464 10%

Source: RMA quaterly aggregate data survey, Q2 2010

With regard to the European equities lending market, lendable assets reached USD111bn
in Q2 2010 for a total on loan of USD14bn. France and Germany are the most active equities
lending markets in Europe, with respective market shares of 26 and 22% in terms of value of
equities on loan in Q2 2010 (see pie chart below). Both countries, as well as Italy, enjoy high
“total on loan/lendable assets” ratios (22 to 23%).

Figure 15: European equities on loan, breakdown by country (G2 2010)

Source: RMA quaterly aggregate data survey, Q2 2010
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> Asia Pacific

As displayed in figure 16, the Asia Pacific equities lendable assets reached USD66bn in Q2
2010 for a total on loan of USD4bn. If compared with Europe, it is not a very active market
with an average ratio of “total on loan/lendable assets” of only 6%.

Figure 16: Lendable assets and total on loan, Asia Pacific (32 2010)

Lendable assets (USD MM) Total on loan (USD MM) Total on loan (%)

Asia Pacific bonds Non available Non available ~ Non available
Asia Pacific equities 658,613 41,820 6%
> Japanese 283,275 15,612 6%
> Hong Kong 140,219 12,034 9%
> Australia 135,592 1,792 6%
> Other Asia Pacific 99,527 6,382 6%

Source: RMA quaterly aggregate data survey, Q2 2010

With USD28bn of lendable assets and a USD1.6bn total on loan in Q2 2010, the Japanese
equities lending market remains the largest in Asia, accounting for 37% of equities lent in
value. Despite a 28% decline compared to Q2 2009 (USD21.6bn on loan), the Japanese equi-
ties lending market still comfortably exceeds both the Hong Kong and Australian markets.

The Australian compulsory superannuation scheme is an important driver for growth on the
supply side of securities lending in Australia. It was introduced in 1992 and began as a 3%
compulsory superannuation contribution by the employer of any worker in the country. Over
the years it has grown to 9% where it currently stands today. These massive superannua-
tion funds represent a very large and growing pool of assets, and one that has historically
engaged in securities lending®.

The expansion of securities lending and borrowing into new markets

Continuing deregulation and tax changes make possible the establishment of new se-
curities lending markets. The list of new markets continues to grow. Latin America for
example, in particular Brazil, continues as a promising and yet largely under-penetrated
region for borrowing and lending.

Other markets to watch include Eastern Europe, Israel and a few in Asia. General
themes in these markets include the potential to earn significant spreads in the early
stages, often less-developed legal, tax and regulatory regimes, and a shortened market
development cycle’.

1.4.2 Analysis of ICMA data (European repo market)

In terms of market size, the European repo market is much bigger than the European secu-
rities lending market, since repo has become the main refinancing product in Europe. As
the unsecured money markets get more limited and expensive, the secured repo product
became the way that banks managed liquidity and collateral and is now the predominant
method. The last survey conducted by ICMA shows in Europe a proportion of 85% for repos
and 15% only for securities lending as at December 2009.

8Source : Australian Securities Lending Association (ASLA)
9Source : Investor Services Journal, “Securities Lending Market Guide 2009”, 2009 Securities Lending & Repo markets | page 27
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According to ICMA, the European repo market reached €5,582bn in December 2009 in terms
of outstanding contracts. Despite its late start, the European repo market is now larger than
its US equivalent.

Figure 17 displays the evolution of the European market size between 2001 and 2009, with
a bounce in December 2009 after a significant decrease at the end of 2008 in the middle of
the financial crisis.

The need to move to from unsecured lending to collateralised financing is the central driv-
ing force of the repo market. The growing trend of the market is likely to continue unabated
under Basel Il
Figure 17: European repo market size from 2001 to 2009
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Source: 18th ICMA survey, March 2010

In terms of cash currency, a large majority of repos in Europe are in euro (65.6% as at De-
cember 2009 according to ICMA's survey), US dollar and pounds sterling coming well behind
(see figure 18).

Figure 18: Cash currency analysis in the European repo market as at December 2009
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Source: 18th ICMA survey, March 2010
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In terms of collateral analysis, as displayed in the following pie chart, the share of German
securities arrives first (26.4% as at December 2009 according to ICMA's survey), followed by
UK collateral (12.4%) and Italy (10.9%).

Figure 19: Collateral analysis in the European repo market as at December 2009

Others 8.4%
Other OECD 10.5%
Germany
26.4%
Japan 2.1%
US3.1%
Denmark &
Sweden 2.2%
124% 10.9%

‘ France

Other eurozone  Spain Belgium 8.7%
94%  42% 17%

Source: 18th ICMA survey, March 2010

As already mentioned, German government bonds are considered high quality and highly
liquid collateral and are very desirable. There is a lot of activity surrounding them and in-
creasingly so in a market dominated by a desire for high quality assets' .

10 Source : Securities Lending Times, “Country focus — Germany”, Issue 002, June 2010 Securities Lending & Repo markets | page 29
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2

2.1

2.1.1

MAIN PLAYERS AND ARRANGEMENTS

This second section describes the participants in securities lending and repo markets, their
role and their motivations. It also examines the main existing arrangements.

Main players and arrangement in securities lending

If in theory lending can take place directly between beneficial owners and borrowers, in
practice a number of layers of intermediaries are often involved, as displayed in figure 20.
The importance of intermediaries in the market partly reflects the fact that securities lend-
ing is not a core activity for many of the beneficial owners and underlying borrowers.

Figure 20: Main players involved in securities lending transactions

INTERMEDIARIES

LENDERS > BORROWERS

(Beneficial owners)

[ A

A - Agent intermediaries

> Asset managers > Custodian banks > Broker-dealers

> Mutual funds/Unit trusts > Third-party agents > Market makers

> funds > Hedge funds

> Insurance companies B- Principal intermediaries > Investment banks
> Endowments > Custodian banks > Prime brokers

> etc. > Investment banks > efc.

> Broker-dealers
> Prime brokers
\> Specialist intermediaries /

Copyright CACEIS, 2010

Lenders (Beneficial owners)

Lenders, also called beneficial owners, are primarily institutional investors owning on a
long-term basis securities portfolios of sufficient size. They are typically asset managers,
mutual funds/unit trusts, pension funds, insurance companies, endowments, etc.

The main motivation of lenders is to get additional revenue obtained at relatively low risks
on assets that would otherwise be dormant in the securities accounts. These earnings can
enhance the portfolio performance and offset custody fees if the securities lending program
is managed by a custodian bank as agent lender or principal.

It should be noted that a cautious approach of lenders to counterpart selection and restric-
tive collateral guidelines will limit lending volumes.

Furthermore, the securities portfolios of lenders can be more or less attractive for interme-
diaries and borrowers, depending on the presence of securities in high demand (known as
specials or “hot” securities) or not.

MAIN PLAYERS AND
ARRANGEMENTS

Securities Lending & Repo markets | page 31
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Beneficial owners have various possible routes to enter the securities lending business, direct

or intermediated:

> Inthe direct lending model, the lender will run its own securities lending program and will be
responsible for revenue generation, risk management and operations. As this model requires
having the necessary infrastructure in-house in place and sophisticated risk management to
work with a broad range of counterparts, it generally concerns funds of a certain size which
have an interest in getting control over the activity and can afford the cost.

> Inthe intermediated model, beneficial owners can:

* use their custodian bank or third party lenders to enter the securities lending market;

* grant exclusive access to a part or the totality of their portfolios to a single borrower, either
directly or through an auction (in that case, borrowers will bid for the lender’s portfolios by
offering guaranteed returns in exchange for gaining exclusive access);

* lend directly their portfolios but outsource to third parties collateral management and/or all
the necessary administrative support (settlement instructions, corporate actions manage-
ment, fee calculation and payment, etc.).

Selecting one principal borrower will allow beneficial owners to avoid dealing and contracting
with a vast number of counterparts. Then the principal borrower will be responsible for revenue
generation, risk management and operations. He or she will also carry the counterpart risk
when the securities of the beneficial owner are re-lent to the market. This model, illustrated in
figure 21, is offered by many custodian banks to their clients under custody. It notably enables
asset managers and other institutional investors to exchange potentially lucrative but unknown
opportunities in the future for the certainty of an up-front fee.

Figure 21: lllustration of a typical “Principal borrower” model offered by a custodian bank

LENDERS PRINCIPAL BORROWER
(Beneficial owners) »

Securities
e.g. Asset manager or lending e.g. Custodian bank of
Institutional investor the beneficial owner of
having their assets under securities
custody with the Principal

borrower

LENDER Securities BORROWERS

> Beneficial owners have only one !
lending

counterpart: their custodian bank

sThe custodian bank carries all the e.g. Custodian bank of - Securities lending market

market & regulatory risks in the the beneficial owner of Collateral
securities lending transaction securities delivery

Collateral re-investment
in secure instruments

>The custodian bank operating as a
principal borrower is remunerated
by a split of the revenues generated
by the loan of the beneficial
owner’s securities (e.g. 70% for the
beneficial owner and 30% for the
custodian bank

CASH&
COLLATERAL
MANAGEMENT

Copyright CACEIS, 2010

It should be noted that lenders can use a combination of different models across their port-
folios and the various markets. However, only the largest institutional lenders with the most
valuable and diversified portfolios would make use of all of the options described above.
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2.1.2 Borrowers

The most active borrowers of specific securities are typically major securities dealers, bro-
ker-dealers, hedge funds, prime brokers and investment banks. Since 2008, the borrower
global landscape has dramatically changed, with the disappearance of major players such
as Lehman Brothers and Bear Stearns.

Securities borrowers seek to borrow securities in circumstances where they do not cur-

rently have possession of those securities, for example:

> When they need to cover a failed transaction in the course of their trading activity;

> When they have put on a short position;

> When they need to deliver securities they have not yet purchased against the exercise of
a derivatives contract;

> When they want to raise specific collateral, perhaps for another securities lending
transaction.

Their motivation can also stem from trading strategies requiring short positions, as those
displayed in the following table.

Figure 22: lllustration of trading strategies relying on securities borrowing

Trading strategy Definition and objectives

Directional short-selling Borrowing of securities that one does not own, with the aim of
strategy realising a profit from an expected fall in the security price.

Someone sells a security and simultaneously borrows the
same quantity of the security to deliver to the purchaser, in the
hope he will be able to buy back the security once the price
has fallen. The security bought back is then used to unwind the
securities borrowing trade.

Market neutral short-selling  Profiting from the relative price movements of specific
strategy securities irrespective of broader market movements
(e.g. pairs trading)

Hedging strategy Borrowing securities as a defensive measure against market
movements (e.g. using short positions to gain protection
against long exposures)

Arbitrage strategy Exploiting a price difference between two instruments that
should have identical values (e.g. buying a security at low price
in one market and simultaneously shorting the same security in
another market at a higher price)

Common forms of arbitrage transactions involving securities
borrowing are convertible bond arbitrage, index arbitrage or
yield enhancement

Copyright CACEIS, 2010

Other borrowing motivation includes financing, i.e. borrowing as part of a financing trans-
action motivated by the desire to lend cash. In the case of bonds, the typical financing
transaction will be a repo whereas in the case of equities, both securities lending and repo
may be used.

Securities Lending & Repo markets | page 33
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It should be noted that borrowing securities for the specific purpose of influencing a sharehold-
er vote (as a reminder, the borrower of securities obtains the right to vote in AGMs/EGMs) is
not regarded as an acceptable market practice. This corporate governance issue has been ad-
dressed by the industry associations as well as by regulators for a few years. Thus, the French
Financial Market Authority (AMF) is currently contemplating enforcing disclosure requirements
for firms borrowing significant amounts of securities just before an AGM. Besides, a new joint
ISLA/ICGN (International Corporate Governance Network) Code on securities lending and vot-
ing is being developed at the time of writing (initial target was June 2010).

2.1.3 Intermediaries

The level of sophistication and the infrastructure required can make the direct lending model
cost prohibitive for the smaller players. Furthermore, securities lending involves a variety of
complex administrative, operational, accounting and risk management activities, including
credit evaluation and cash management, which may be better handled by specialists in that
field. Additionally, loan transactions generally exceed USD250,000 and lesser holdings are of
limited appeal to direct borrowers. Holdings of small size are best deployed through intermedi-
aries who can pool these holdings with other inventories. All these barriers can drive beneficial
owners to use intermediaries to enter the securities lending business. These intermediaries
can be of different nature, as described hereafter. They are typically remunerated by the split of
the securities lending revenues with lenders.

A - Agent intermediaries (lending agents)

Agentintermediaries include custodian banks lending securities as agents on behalf of benefi-
cial owners, alongside the other services provided to these clients. Some specialist securities
lending agents (third-party agents) have also emerged.

In an agency model, the intermediary facilitates securities lending on behalf of the ben-
eficiai owner. He Is responsible for revenue generation, risk management and operations
but not for counterparty risk, which remains carried by the beneficial owner himself. The
beneficial owner retains full responsibility for deciding to which borrowers their securities
may be lent to by the agent. Figure 23 illustrates a typical lender agent model offered by a
custodian bank to its clients.

Figure 23: lllustration of a typical “lender agent” model offered by a custodian bank

LENDER LENDER AGENT Securities BORROWERS
(Beneficial owner) lending

e.g. Asset manager or e.g. Custodian bank of Securities lending market
Institutional investor the beneficial owner of

having their assets under securities

custody with the Lender
agent

Collateral
delivery

Collateral re-investment

>The custodian bank operating as a In secure instruments

lender agent is only an intermediary,
lending the securities of the
beneficial owner to agreed
borrowers, on behalf of the
beneficial owner

CASH & COLLATERAL
MANAGEMENT

> The beneficial owner carries all the market & regulatory
risks in the securities lending transaction

> The custodian bank operating as a lender agent is

remunerated by a split of the revenues generated by the
loan of the beneficial owner’s securities
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The lender agent model brings various benefits to the beneficial owners who use it, as

displayed in figure 24:

> The scale of the lending business of the agent gives them advantages compared with
owners lending securities directly themselves;

> The efficiency of the agent's systems allows them to make loans that would be too short
term, small or poorly compensated to be worthwhile for the owner to do so;

> Agents are more likely to know or have access to brokers who know of a borrower for any
particular security;

> Agents’ specialised knowledge of the market means that they are more likely to know the
true value of any particular security;

> If the agents are a custodian, then they may have late access to the settlement system
that enable them to provide last-resort loans late in the day at emergency rates'’;

> Agents can also offer lenders who do not wish to reveal their identity (e.g. sovereign insti-
tutions, central banks) a measure of anonymity.

Figure 24: Benefits for beneficial owners when employing an agent lender

Lending
business
scale

Efficiency
of
systems

Relationship with
brokers, access to a large
pool of borrowers

Specialised
market
knowledge

Late access
to settlement
systems (if agent
is a custodian)

Anonymity for lenders
who do not wish to reveal
their identity
(e.g. supranationals)

Copyright CACEIS, 2010

e Custodian banks

The history of securities lending is inextricably linked with custodian banks. As custodian banks
are able to mobilise large pools of securities available for lending, thanks to their large number
of institutional clients, most of them have integrated securities lending to their core businesses
with flexible agent and/or principal lending programs providing an access point to the market
for their clients, as well as other services such as foreign exchange. Owners and agents split
the revenues, which are based on many factors, such as the service level and provision. Secu-
rities lending is often part of a much bigger relationship and the split negotiation can become
part of bundled approach to the pricing of a wide range of services.

'"Source: Global Custodian, “Collateral: Securities Lending, Repo, OTC Derivatives and the Future of
Finance”, 2007

MAIN PLAYERS AND
ARRANGEMENTS
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Custodian banks have taken advantage of several factors to develop their securities finance

business:

> The existing banking relationship with their customers;

> Scale capabilities, as well as their investment in technology and global coverage of markets
arising from their custody business;

> Their asset-servicing capabilities such as income collection (crucial in yield enhancement
securities lending strategy) or corporate actions processing;

> The ability to pool assets from many smaller underlying funds, insulating borrowers from the
administrative inconvenience of dealing with many small funds and providing borrowers with
protection from recalls;

> Experience in developing and in developed markets;

> The capability to provide indemnities and manage cash collateral efficiently.

Custodian banks can provide beneficial owners with seamless lending activity, managing cli-
ent’s collateral in accordance with their investment guidelines, while ensuring risk management
controls, commitment, global reach, and the added security of indemnification.

Having access to a large number of clients with well diversified portfolios is crucial. With
their large number of asset manager and other institutional clients, the major custodians
such as CACEIS have that advantage of scale.

Furthermore, the integrated approach of custodial lending offers to beneficial owners a
conservative and streamlined means of combining custody, securities lending and cash
management through one provider.

Some custodians can provide not only agency or principal lending programs for clients with
securities already held in custody in-house, but can also act as a third party agent for portfolios
not under custody, in particular in the framework of tri-party collateral management.

In this arrangement, collateral is held by a tri-party agent, typically a large custodian bank or an
international central securities depository (ICSD). This tri-party agent receives only eligible col-
lateral from the borrower and holds it in a segregated account to the order of the lender. It also
marks this collateral to market, with information distributed to both lender and borrower. A fee is
paid by the borrower to the tri-party agent. Figure 25 illustrates this arrangement.

Figure 25: Tri-party collateral management arrangement

SECURITIES LENDING TRADE INITIATION

Securities lending

LENDER BORROWER

Reporting

Non-cash Collateral delivery

<

TRI-PARTY AGENT

SECURITIES LENDING TRADE TERMINATION

Securities
LENDER & BORROWER
Collateral
TRI-PARTY AGENT
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e Third-party agents

Advances in technology and operational efficiency have made it possible to separate the
administration of securities lending from the provision of basic custody services, and a
number of specialist third-party agency lenders have established themselves as an alterna-
tive to the custodian banks. Their market share is growing from a relatively small base. Their
focus on securities lending and their ability to deploy new technology without reference to
legacy systems can give them flexibility.

B - Principal intermediaries

Another category of intermediaries are dealers trading as principals. We can distinguish
five broad types of principal intermediaries: Custodian banks, investment banks, broker-
dealers, prime brokers and specialist intermediaries. In contrast to the agent intermediar-
ies, they can assume principal risk, offer credit intermediation and take a position in the
securities they borrow. Indeed, they intermediate between lenders and borrowers but they
also use the market to finance their own wider securities trading activities and may seek
higher returns by additional risks (collateral risk, counterpart risk, credit risk, liquidity risk).
Through their prime brokerage operations, they also meet the needs of hedge funds and the
borrowing of securities to finance their positions has grown rapidly.

Principal intermediaries match the supply of beneficial owners who have large stable port-
folios with those that have a high borrowing requirement. They also distribute securities to a
wider range of borrowers than underlying lenders, who may not have the resources to deal
with a large number of counterparts.

¢ Broker-dealers

Broker-dealers are the most important intermediaries in the securities lending markets and
provide a wide range of services as well as trading in their own right. First, they act as prin-
cipal intermediaries between the ultimate borrowers and suppliers of funds or securities.
Running repo books, dealers use their capital and market-making capabilities to interpose
themselves between two counterparties, earning a spread on the trade. This can offer the
lender a measure of protection against an unknown counterparty and anonymity to a se-
curities borrower who does not wish to reveal his identity. Secondly, broker-dealers offer
exclusive securities lending programs or agency lending services to institutional investors,
similar to those traditionally provided by custodian banks'.

Many broker-dealers combine their securities lending activities with their prime brokerage
operation to achieve significant efficiency and cost benefits.

¢ Prime brokers

Prime brokers serve the needs of hedge funds and other alternative investment manag-
ers. Securities lending is one of the central components of a successful prime brokerage
operation, with its scale depending on the strategies of the hedge funds for which the prime
broker acts. Both long/short equity and convertible bond arbitrage strategies heavily rely on
securities borrowing.

1?Source: Global Custodian, “Collateral: Securities Lending, Repo, OTC Derivatives and the Future of
Finance”, 2007 Securities Lending & Repo markets | page 37
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2.2 Main users of repos and arrangements’3
2.2.1 Bilateral repo market

In the bilateral market, active repo users fall into three main categories, all of them operat-
ing on both the cash-taking and the cash-providing sides of the market:

> Banks and broker-dealers

> Investors

> Central banks

One advantage of repo for cash-givers is to get higher and safer returns on their cash bal-
ances than those found on other money market instruments. Moreover, the repo market is
liquid and flexible, facilitating liquidity management by specifying the start and the repay-
ment dates. Thus, repos involved reduced credit and liquidity risks. In addition, because
repo is less risky, regulations such as the Basle Accords require institutions lending cash
through repo to hold less regulatory risk capital than unsecured lending. Repo is therefore
an ideal tool for cash investors with limited risk tolerance, including money market mutual
funds and agent lenders in the securities lending markets.

¢ Banks and broker-dealers

Broker-dealers are heavy users of repo as a financing tool.

Dealers trade with each other as well as their customers. Their profit comes from trading
the bid-ask spreads and by taking proprietary speculative positions on the term structure of
interest rates in the repo market. By matching or mismatching maturities, rates, currencies
or margins, the repo trader takes on market risk in search of returns.

In Europe, the major repo dealers include most of the primary dealers in the European gov-
ernment bond markets, other regional and commercial banks, as well as the largest securi-
ties broker-dealers.

In the United States, the major repo dealers are the 22-odd primary dealers in the Treasury
securities market plus another dozen or so that act as major dealers in repos but who have
chosen not to formally register as a primary dealer in Treasury securities.

* |nvestors

This category gathers institutional money managers, insurance companies, pension funds,
mutual funds, regional banks, foreign banks, hedge funds and other speculators, leveraged
investors and non-financial corporations who are actively managing their cash balances.

Investors use repo to finance hefty bond inventories and leverage up investments, as well
as using reverse repos to put surplus cash to work. They either look to the repo market for
returns on their cash balances that are higher and safer than those found on other money
market instruments, or to borrow at cheaper interest rates than they would achieve in un-
secured markets. In particular, fund managers generally use repos to manage their cash
flows, as they have severe constraints in terms of credit risk on their lending activities.

For all investors, the main benefit of the repo market is its security, liquidity and flexibility,
which enables them to closely manage their funds.

page 38 | Securities Lending & Repo markets '“Source: Global Custodian, “Collateral: Securities Lending, Repo, OTC Derivatives and the Future of Finance”, 2007
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e Central banks

The primary role of a central bank is to manage the cost and quantity of credit in an econ-
omy in order to control economic growth and the rate of inflation. They control the supply
of liquidity, i.e. the deposits held by banks with the central bank, mostly by means of open
market operations. Most central banks intervene in the money markets in order to influence
very short-term interest rates.

Repo has become the preferred tool of central bank intervention around the world in open
market operations to control short-term interest rates, because of the size of the repo mar-
ket, its role in funding other financial markets and the fact that repo reduces credit risk
being taken with public funds.

2.2.2 Tri-party repo market

In a tri-party repo, the two parties (buyer and seller) outsource the management of the col-
lateral to a tri-party agent, generally an International Central Securities Depository (ICSD
such as Euroclear Bank or Clearstream Banking) or a custodian bank, based upon a pre-
defined set of rules and criteria agreed by both parties, namely the collateral eligibility crite-
ria (asset type, issuer, currency, domicile, credit rating, maturity, index, issue size, average
daily traded volume, etc.). The tri-party agent acts as an intermediary between the two par-
ties to the repo and is responsible for the administration of the transaction including collat-
eral allocation, marking to market and substitution of collateral. This arrangement can offer
economies of scale to its users and enable the repo buyer and seller to avoid the adminis-
trative burden of bilateral repos. Figure 26 illustrates a typical tri-party repo arrangement.
In tri-party repo, fees are traditionally charged to the collateral-giver (cash-taker). Cash-
providers trade in the tri-party market for free.

Figure 26: lllustration of a typical tri-party arrangement

PART A Negotiation of repo transaction PART B
Cash provider & Cash taker
(Collateral taker) (Collateral giver)

Information & reporting

Cash RI.PARTY A Securities
Tri-party d Tri-party
account account
Party A ollate Party B

> Securities valuation and eligibility check
> Automatic selection of securities

> Settlement delivery versus payment (DVP)
> Daily mark-to-market and reporting

> Collateral optimisation throughout the day

Copyright CACEIS, 2010

Tri-party repo was introduced in the United States in the 1980s but only in 1992 in Europe.
These two markets remain very different; whereas the bulk of repo is settled by tri-party
agents in the United States, less than one-eighth of repo is tri-party in Europe'”. High trans-
action costs, difficulties in integrating tri-party transactions into both banks” infrastructures
and the fragmented European clearing and settlement infrastructure (by comparison with
the integrated infrastructure that enjoy the United States) can explain the relatively low
level of take-up of tri-party in Europe ™. In the old continent, tri-party repo is particularly
used for difficult-to-manage collateral such as ABS and corporate bonds.

"“Source: Euroclear, “Understanding repo and the repo markets”, March 2009
'“Source: Global Custodian, “Collateral: Securities Lending, Repo, OTC Derivatives and the Future of Finance”, 2007 Securities Lending & Repo markets | page 39
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Furthermore, in the tri-party market there tends to be a clearer segmentation between cash
takers and cash providers than there is in the bilateral market. Few tri-party market par-
ticipants are active on both sides of the market. Furthermore, this market is highly concen-
trated, with relatively few cash takers compared to the number of cash providers'®.

¢ Cash-takers

Cash-takers are traditionally institutions such as investment banks, broker-dealers, hedge
funds or prime brokers who have a constant thirst for the cheapest and most reliable sourc-
es of liquidity in order to finance their trading activities or their investment portfolios.

e Cash providers

Cash providers are typically central banks, supra-nationals, commercial banks, asset man-
agers and other institutional investors or agent lenders, who are looking to re-invest their
cash in exchange for acceptable collateral.

2.3 Electronic trading platforms and Central Clearing Counterparts (CCPs)
2.3.1 Electronic trading platforms

In the repo market as in the securities lending market, the business is heavily relation-
ship-driven and the majority of transactions are still performed out of electronic trading
platforms, on a voice-brokered and bilateral trading basis. Transactions are typically ne-
gotiated between counterparts on the phone and followed up with written or electronic
confirmations.

The growing consensus is that both the voice-brokered and direct trading markets will
continue to play significant roles, accounting for the bulk of more complex and long-term,
higher-value tickets'’.

However, over the last decade, some electronic trading platforms have emerged, which pro-
gressively gain ground, especially for short-term transactions and General Collateral (GC):

> BrokerTec, Eurex repo and MTS in the European repo market;
> Equilend, SecFinex, ISec and eSecLending in the securities lending market.

These specialised trading platforms change the way players work and support the growth
and demands of the industry, providing more precise portfolio information, increasing mar-
ket efficiency and trading volumes, improving process standards and reducing operational
risks. However, each platform is specialised within a specific market, making it difficult to
find cross-industry standardisation.

According to the latest ICMA's survey conducted among 58 institutions, as at December
2009 in Europe the electronic repo trading had a market share of only 27.5%, against 18.5%
for voice-brokers and 54% for direct (see figure 27).
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Figure 29: Tax framework in North America (based on information current as at 01,/01,/2010)

OTHER TAXES AND
CONSIDERATIONS

Canada The Canadian Income Tax Act Payments made to a non-resident of Canada No indirect or transfer taxes
contains rules governing the under an SLA may be subject to withholding should apply to securities
tax treatment of securities tax at 25% (this rate may be reduced under lending arrangements.
lending arrangements (“SLA”"). an applicable double tax treaty). Lending fees
Arrangements that would be paid to a non-resident lender are treated
considered securities lending as interest and should not be subject to
commercially, as well as repos and | withholding tax if paid to an arm’s length
reverse repos, will generally be person. Compensating payments paid to a
SLAs for tax purposes, if entered into | non-resident lender will either be treated as
between arm’s length parties. interest or retain the original character of
Certain lending arrangements the income from the borrowed security (e.g.,
between non-arm’s length persons | dividends on a share) depending upon the
will also be SLAs. legal nature of the borrowed security and the
extent of the collateralisation of the loan. Any
interest earned by a non-resident borrower in
respect of the collateral on an SLA should not
be subject to withholding tax.

GENERAL DIRECT TAX CONSIDERATIONS

Where the borrower/lender is a resident of
Canada, the deductibility of the compensating
payments and the treatment of compensating
payments will be determined under general
concepts.

The SLA rules deem the lender to not have
disposed of the security and to continue

to be the owner for tax purposes, thus no
capital gains tax implications would apply

on the transfer of the security. However, the
Act s silent regarding the borrower — so first
principles apply — and legally a securities loan
is a disposition so the borrower would also
be considered to own the borrowed security
for tax purposes. For a securities lending
arrangement that is not an SLA, the borrower
would be considered to have disposed of the
security for tax purposes and reacquired it
later and thus could realise a gain or loss on
the initial borrowing.

USA Section 1058 of the U.S. Internal In general, if the borrower is a U.S. person, There is currently no indirect or
Revenue Code specifically deals with  borrow fees are treated as U.S. source and transfer tax regime in the U.S
the U.S. taxation of securities lending | subject to 30% U.S. withholding tax unless an | applicable to securities lending
arrangements and states that no gain  applicable income tax treaty reduces such arrangements. In addition,

or loss should be recognised onthe | withholding to zero under relevant paragraphs | pursuantto the US Senate
transfer of securities in exchange for | concerning ‘other income’ or business profits”. | Permanent Subcommittee

an obligation under such a lending Rebate fees, i.e., interestincome on cash on Investigation’s report on
agreement, subject to the following | collateral (deposits) posted with a U.S lender | Dividend Tax Abuse,
conditions: would be subject to 30% U.S. withholding tax

Notice 97-66 which currently
regulates foreign to foreign
lending, is to be revoked

and replaced by the Foreign
Account Compliance

Act of 2009 (contained within
the Tax Extender Act 2009).

unless U.S. domestic law or an applicable
income tax treaty reduces such withholding
under relevant paragraphs concerning
interest.

~The borrower must return to the
lender securities identical to those
originally transferred,;

> During the period of the lending
arrangement the borrower must
make payments to the lender
equivalent to any interest,
dividends or other distributions that
the lender is entitled to;

Substitute payments made to the lender under
a securities lending arrangement would retain
the character and sourcing of the underlying
payments (i.e., treated as interest or dividends
depending on the security involved). Therefore,
payments made to nonresidents with respect
- The lending agreement must to borrowed U.S. securities would be subject
not reduce the risk of loss or to U.S. withholding tax generally at a rate of

opportunity for gain for the lender; | 30% (or lower if an income tax treaty applies).
Please note that Notice 97-66 is currently still

> The arrangements must meet applicable to dividend substitute payments
any such future requirements as | made under a typical lending arrangement
the U.S. Treasury Secretary may | jnyolving U.S. securities.

prescribe by regulation.

U.S. tax may arise in the event that
securities are transferred under an
arrangement that was intended to
comply with the requirements of
Section 1058 but subsequently failed
to do so.

Source:Deloitte (extract from Data Explorers Securities Lending Yearbook, 2009-2010)
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UK

GERMANY

GENERAL

Generally under UK tax rules, full beneficial
and legal ownership is transferred to
enable the borrower to sell the securities
and purchase replacement securities at a
later date to fulfil its obligations. However,
the lender retains economic ownership and
should continue to recognise the securities
in the financial statements.

German GAAP and tax accounting rules

do not provide for specific accounting
rules for securities lending arrangement
(Wertpapierleihe). Under the applicable
general accounting rules the loaned
securities are transferred from the

lender’s balance sheet to the borrower's
balance sheet as not only the legal
ownership but—according to the prevailing
interpretation - also the economic
ownership of the securities is transferred
to the borrower during the lending

period. However, given the nature of the
security lending arrangement as a loan

in kind (Sachdarlehen) the transfer of the
securities doesn't lead to a realisation of
any hidden profits as a corresponding claim
to re-transfer the securities to the lender is
accounted for in the balance sheets.

A CACEIS PRODUCT DEVELOPMENT PUBLICATION - OCTOBER 2010

DIRECT TAX CONSIDERATIONS

As the title of the securities are transferred, dividends or interest would
be received by the borrower. UK legislation provides that any capital
gain that arises on the initial lending and the final transfer back to the
lender (provided that the securities returned are in the same quantities
and nominal value,) is disregarded for the purposes of Capital Gains Tax
unless the lender requires the return to be paid in cash. In such a case
the proceeds of redemptions would fall under the CGT legislation.

There are tax rules in place to prevent lenders from receiving a return
from the borrowers in non taxable form and legislation in the event

a borrower fails to return the securities. The legislation stipulates

that where it becomes apparent that the borrower will fail to return
the securities, the borrower is deemed for capital gains purposes as
acquiring them at that time and the lender disposing of them at market
value. Following the collapse of Lehman Brothers, an exception to this
rule was included in legislation where default is due to the insolvency
of the borrower and the lender uses collateral provided to acquire
replacement securities.

Collateral from the borrower typically takes the form of cash or other
securities. The UK has legislation in place to prevent agreements
whereby no manufactured dividends are provided but instead replaced
by interest income that has arisen on the collateral received. Further
anti avoidance legislation is also in place to prevent the lender or
borrower from substituting a non taxable or lowly taxed income in place
of existing taxable income stream.

An important feature of the UK lending market is the complex
Manufactured Overseas Dividends (‘MOD’) rules operated by the UK
tax authorities (‘(HMRC’). The MOD regime regulates the securities
lending industry and aims to put the UK lender of securities in the same
position, from a tax perspective, as if the securities loan had not been
made (i.e. tax neutrality). This tax neutral treatment is implemented

via the imposition of a ‘relevant withholding tax'. To facilitate the
regime, financial intermediaries may assume, by application to HMRC,
tax designations of Approved UK Intermediary ("AUKI’) or Approved
UK Collecting Agent (‘AUKCA). Complex rules exist to enable the
disapplication by AUKIs/AUKCAs of the relevant withholding tax.

Non-German resident lenders/ borrowers are only subject to German
non-resident taxation with certain income deriving from German
sources. Any lending fees and the manufactured dividends are not
subject to German non-resident taxation and therefore basically also
not subject to German withholding tax.

Interestincome on any cash collateral received by a non-German
resident lender is not subject to German non-resident taxation unless
the loan is collateralised with German real estate and the right to

tax such interest is not attributed to the state of residence under an
applicable double tax treaty.

For German resident lenders/ borrowers:

Any dividends received by a resident borrower during the loan term

of loaned equities are subject to the German participation exemption
rules, i.e. the dividends are effectively 95% tax exempt as 5% of the
gross dividends received are treated as non-deductible business
expenses. The participation exemption rules do not apply to banks and
financial institutions holding the equities as current assets as well as to
life and health insurance companies. The resident borrower is entitled
to deduct German dividend withholding tax on the dividends received
from the loan securities from its own tax liability.

Any lending fees as well as the manufactured payments received by
the lender are fully taxable (the German participation exemption rules
do not apply to manufactured dividends).

Lending fees as well as manufactured payments are tax deductible

for the borrower for German tax purposes. However, effective as of
2007 an anti-avoidance regulation has been introduced under which

a deduction is not available where (1) the equities are lent from the
current assets of a German resident bank or financial institution as
well as from a German life and health insurance company, (2) the
borrower is entitled to the benefits of the German dividend participation
exemption and (3) the equities are lent over the dividend payment date.

Lending fees and the manufactured dividends remain tax deductible as
long as the manufactured dividend has been subject to a withholding
tax. Basically, no dividend withholding tax applies on manufactured
dividends. However, a 15% withholding tax applies to lending fees and
manufactured dividends paid to certain German public bodies and tax
exempt corporations.

Interest income on any cash collateral received by the lender is fully
taxable in Germany

Figure 30: Tax framework in Europe (based on information current as at 01,/01,/2010)

OTHER TAXES AND
CONSIDERATIONS

Relief from stamp duty and

SDRT is available in respect

of stock loans or recall where
there is an arrangement for
transfer and return of the same
kind and amount of securities.
An appropriate flag on the
CREST system is used to effect
this. Generally, the non-return

of securities under a lending
arrangement triggers SDRT on
the borrower. In Finance Bill 2009,
legislation was introduced to
provide relief from taxes where
one of the parties to a stock
lending or repo arrangement
becomes insolvent before the
arrangement is completed by the
return of the securities originally
lent or sold. The relief applies to
the recipient of the securities,
covering any securities provided
as collateral and subsequent
purchases of securities by the
solvent party to replace those not
returned.

Germany does not levy any
indirect (VAT) or transfer taxes on
securities lending transactions.
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FRANCE Securities lending arrangements in France The following conditions need to be met to benefit from the capital Finally, transfer tax on the
are normally structured as two sales and are gains neutral tax regime on these transactions: sale of securities should
accordingly fully taxable transactions. > Securities cannot be subjectto “pension livrée” or “prét de titres” if, | apply to securities lending

: " during the lending period, a dividend giving rise to a foreign tax credit | arrangements (at the rate
Eﬂm%ﬁﬁ::;g&ﬁxﬁhmlggg?if#];;egurmes is di§tributed, or iptergst subject to withholding tax or giving riseto a | of 3% or 5%, with potential
favorable French corporate income tax regime (no | foreign tax creditis paid; capping to €5,000 per
taxation of capital gains): > The securities must actually be returned at the end of the lending :LG::tcutlrznog:ﬁ:gg::nugrict;n)
>“prét de titres”, i.e. a securities lending period. In this respect, this condition will be met, even if the securities except for “pensions |ivré;as"

agreement; returned to the lender are not the same as the securities originally that benefit from a specific
o, R lent, provided that they are fungible with the original securities. :
> “pension livrée”, equivalent to a “repo” contract. exemption.
The remuneration paid by the borrower to the lender would be tax
deductible for the borrower (under the general deductibility conditions
and in particular provided it complies with the arm’s length principle)
and fully taxable for the lender (treated as interest) if they are resident
in France.
Dividends received by a French resident borrower and paid on to a
French resident lender should not benefit from the French parent/
subsidiary regime and accordingly, should be taxable at the standard
CIT rate (effective rate of 34.43% in 2010). This should apply whether
the lending transactions benefit from one of the tax favorable specific
lending regimes described above, or not. A tax deduction should be
available for the manufactured dividend provided it meets the general
tax deductibility criteria.
Where there is a non-resident lender and a resident borrower, the
manufactured dividend paid by the borrower to the lender would
be within the scope of French withholding tax. However, from a
French legal and tax perspective, it is uncertain as to whether the
manufactured dividend will be deemed to be (a) consideration for
services (domestic withholding tax equal to 1/3 of the gross amount
paid, subject to applicable tax treaties), (b) interest (unlikely, no
domestic withholding tax as from March 1, 2010, if not paid to an
entity located in a tax haven) or (c) an additional part of the purchase
price paid by the borrower for the securities (not subject to French
withholding tax except if the lender owns more than 25% of the shares).
This would primarily depend on the documentation entered into for the
lending transaction.

ITALY There are no specific rules for securities lending In principle, proceeds (i.e. lending fees) deriving from securities lending = Securities lending
arrangements in Italy and the parties are free which have been realised by non-resident entities are subject to arrangements are exempt
to agree terms and conditions of the relevant withholding tax at the rate of 12.5% (or the reduced rate provided for | from VAT. Registration
arrangement. by the applicable tax treaty, if any) except for manufactured dividends | tax is due on the relevant

which are subject to withholding tax at the rate of 27% (or the reduced | agreement at the flat rate of
rate provided for by the applicable tax treaty). Note that since April £€168.00 in case of use. There
2009, new Italian legislation applies such that dividends received by the | is no transfer taxes/stamp
borrower under securities lending arrangements would be essentially = duty on securities lending
subject to the relevant tax implications applicable to the lender, as if the | transactions.

securities had not been lent. Accordingly consideration to these rules

should be given in the case of cascading trades.

Non-resident entities may benefit from a domestic withholding tax

exemption which may apply to proceeds from securities lending except

for manufactured dividends. The exemption applies to entities resident

in Countries allowing an adequate exchange of information with the

Italian tax authorities to the extent that a proper documental procedure

has been implemented. Certain anti-abuse provisions are in place for

non-resident entities.

Should the Borrower be a resident company, proceeds from securities

lending would be included within the overall taxable income (without

being subject to withholding tax) subject to corporate income tax at

the rate of 27.5%. Proceeds realised by banks, financial institutions and

insurance companies would also be subject to local income tax at the

rate of 3.9 % up to 4.82%.

SPAIN From a Spanish standpoint, there is a Special Tax | For a Spanish lender, no capital gain/loss would arise from the delivery | Both the transfer and the
Regime that may be applicable for two types of or the repayment of the securities on loan. Fees received by the lender | acquisition of securities by
securities loans in: (i) securities listed on a Spanish | would be taxable as returns obtained on the assignment of capital at | the borrower or the sale of
securities market exchange and (ii) securities listed | the general corporate rate of 30%. The borrower would be required borrowed securities, are
on market exchanges and other organised markets | to withhold on income paid to the lender, except where the lenderisa | exempt from Value Added
(subject to certain conditions).In general terms, credit institution registered with the Bank of Spain (Banco de Espafia). | Tax, Capital Duty and Stamp
the purpose of the borrowing must be to futfil a If a credit institution was an intermediary in the security loan, the credit | Duty.
sale order, for onward lending, to post s collateral | it tion would be required to withhold.
in a financial transaction, or to participate in a
corporate action (eg. rights issue).Additionally, For a resident borrower, income derived from securities borrowed
there are a number of other conditions to qualify | would be taxed at the corporate rate of 30% as income derived from
as a stock loan, including the requirement to return | holdings in the equity (e.g. dividends). Manufactured dividends would
Iigllii“é?It?)n;esl‘ia\;::rnttilliséI:%?oarlliﬁ:g?'}/gn;lf::z;Di::::eome) be assessed as interest/ financial expense, and would be tax deductible
from the securities, and the loan term should not according to the Spanish Tax legisation.
exceed one year and be made or implemented
with the involvement of certain Spanish financial
institutions.

GENERAL

DIRECT TAX CONSIDERATIONS

OTHER TAXES AND
CONSIDERATIONS

Source:Deloitte (extract from Data Explorers Securities Lending Yearbook, 2009-2010)
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JAPAN

HONG
KONG

AUSTRALIA

GENERAL

There are no specific provisions in

Japan dealing with securities lending
arrangements, and accordingly, income
and expenses related to securities lending
transactions are subject to general taxation
regulations. As such, income should

be recognised on an accruals basis. In
general, expenses should be recorded in
the period when, the underlying obligation
is fixed, events that directly trigger the
payments with respect to the obligation
have occurred, and the amount of the
expense is reasonably determinable.

Eligible SLAs are specifically dealt with in
Australia under section 26BC of the Income
Tax Assessment Act 1936. A number of
criteria need to be satisfied for section
26BC to apply to the borrower and lender,
including a written SLA agreement under
which the replacement securities must

be provided to the lender less than 12
months after the securities were borrowed,
and any distributions during the payment
must be paid to the lender.Recently
introduced provisions dealing with the

tax timing of income and deductions for
financial arrangements would also require
consideration.

Hong Kong domestic legislation provides for
an exemption from Hong Kong profits tax for
stock borrowing and lending transactions
by allowing disposals and reacquisition

of “specified securities” (e.g. listed debt

or equity securities) under certain stock
borrowing and lending agreements to

be disregarded for Hong Kong profits tax
purposes.

A CACEIS PRODUCT DEVELOPMENT PUBLICATION - OCTOBER 2010

DIRECT TAX CONSIDERATIONS

For Japanese tax purposes, a lending fee for bonds issued by the
Japanese government, municipalities or domestic corporation is
treated as Japan source income taxable to a non-resident taxpayer
(i.e., business income from assets held in Japan) whether or not the
taxpayer has a permanent establishment (PE) in Japan. This may be
exempt by an applicable tax treaty. The tax rate for a foreign company
with no PE in Japan would be the national corporate tax rate of 30%.
(Domestic companies and foreign companies with a PE are also subject
to local taxes, resulting in an effective tax rate of approximately 41%.)
Manufactured payments are generally not treated as dividends.
Rather, unless otherwise classified as the lending fees mentioned
above, they are treated as payments under contract, and as such, non
resident lenders that do not have a permanent establishment in Japan
are not subject to any corporate income tax or withholding tax on
manufactured payments.

Interest paid to non-residents that do not have a permanent
establishment in Japan is subject to withholding tax at 20%. This may
be reduced by an applicable tax treaty.

For resident counterparties, the withholding tax treatment would be
the same as above, although many financial institutions involved in
the stock lending/borrowing business may enjoy an exemption from
withholding tax on interest. The key difference for resident companies
would be that they would have to include any income and expenses
earned through the stock lending/borrowing business in calculating
their taxable income.

For Japanese tax purposes, the lender would not treat the securities
loan as a sale, but rather a financing transaction, debiting the collateral
received to cash and crediting a payable to the borrower. Accordingly,
no capital gains tax implications should arise.

The effect of section 26BC is to reflect commercial practice, which
treats SLAs as loans. Section 26BC allows the lender and borrower

to ignore the sale and repurchase of the securities for tax purposes.
Accordingly, no taxable gain or loss is deemed to arise on the SLA.

If section 26BC does not apply, the transfer of title to the borrowed
securities would usually give rise to a taxable gain or loss for the lender
and transfer of title to the replacement securities would usually give
rise to a taxable gain or loss for the borrower.

For Australian tax residents borrowers and lenders, and non-residents
from a country with which Australia has a tax treaty that engage in
SLAs through a permanent establishment in Australia, fees receivable/
payable, distributions (or compensatory payments) paid to the lender
and interest on cash collateral provided under the SLA would be
assessable/deductible under ordinary rules.

Non-residents from a country with which Australia does not have a
tax treaty that engage in SLAs would be subject to tax in Australia on
lending fees, distributions (or compensatory payments) received or
profits from SLAs on revenue account, if the SLA activities have an
Australian source. Interest paid to a non-resident on cash collateral
may, however, be subject to interest withholding tax.

Certain conditions must be met for the exemption to apply. Broadly,

the borrowed stock under a lending agreement must be used by the
borrower for a “specified purpose” (e.g. settling a sale) and stock of
the same description must be returned to the lender within a specified
period. Further, the lender must be compensated for any distributions
received by the borrower. Both the borrower and lender should be
dealing with each other at arm’s length and the transaction must not be
entered into with the purpose of avoiding or deferring amounts which
would otherwise be chargeable to profits tax.

The Hong Kong tax system is based on a territorial concept and not
residency. Accordingly, only Hong Kong sourced profits derived from
a trade, profession or business in Hong Kong are subject to profits

tax. For borrowers and lenders who are not considered as carrying on
business in Hong Kong, no taxes should fall due as a result of lending
transactions on lending fees, rebates or manufactured payments.

For lenders or borrowers who carry on a business in Hong Kong, the
general principle (e.g. based on location of services for lending fees
and other specified rules for interests for manufactured payments
arising from such distribution) would apply to determine the profits tax.

However, the receipt of a dividend distribution by a borrower and
manufactured dividends to the lender should be ignored for tax
purposes because dividends are generally exempt from tax in Hong
Kong.

Figure 31: Tax framework in Asia Pacific (based on information current as at 01,/01,/2010)

OTHER TAXES AND
CONSIDERATIONS

Lending fees should
not be subject to
Consumption Tax.
Documentation signed
in Japan in respect

of securities lending
arrangements should
generally be subject
to stamp taxes, ata
minimal rate (JPY200).

Germany does not
levy any indirect (VAT)
or transfer taxes on
securities lending
transactions.

Where specific
conditions are
satisfied, stock lending
arrangements are not
treated as transactions
which will give rise to
stamp duty. However, it
is important to note that
this concession only
applies to the sale and
purchase of Hong Kong
stock which is subject to
the rules and practices
of the Stock Exchange
of Hong Kong Limited.
In other words, shares
in private companies do
not fall within the scope
of the relief.

Source:Deloitte (extract from Data Explorers Securities Lending Yearbook, 2009-2010)
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3.2.2 Recent developments

e The progressive disappearance of tax-driven arbitrage opportunities

As for regulation, disparate taxation is a challenge for the business but it has also offered
so far many opportunities for market players. Indeed, in securities lending as in repo, some
strategies may focus on these taxation gaps to enhance yields.

However, it should be underlined that a variety of tax initiatives, including withholding tax re-
lief at source, the renegotiation of double taxation treaties on more favorable terms and the
tax harmonisation drive led by the European Commission, today pose an existential threat
to the yield enhancement transactions on which equity lending has traditionally thrived.

In the repo market as in the securities lending market, arbitrage opportunities are progres-
sively disappearing as tax harmonisation occurs. A number of European Court of Justice
cases have emerged in recent years which successfully challenged the withholding rules
applied to dividend payment arising from various member states. The most recent case, the
Aberdeen decision, was in line with the Denkavit and Amurta decisions which dealt with tax
discrimination in regards to withholding taxes on outbound dividends. These cases have
provided the basis for reclaim of withholding taxes by investors on the grounds that rules
applied by some member states result in a different treatment between domestic and over-
seas recipients of dividends. The issue of whether and how the case law should apply for
entities making claims to recover withholdings taxes on manufactured payments on certain
stocks (rather than actual dividends) raises fundamental questions around the impact on
securities lending agreements, including the pricing of contracts. We would expect some of
these issues to be further explored in the coming months™.

e The impact of the new FATCA Act in the United States

FATCA, the Foreign Account Tax Compliance Act which came into effect on 18 March 2010,
will have a considerable impact on the financial sector, as it forces financial institutions all
over the world to submit detailed information on their customers to the US tax authority (IRS)
which goes far beyond the current Qualified Intermediary (Ql) regime. The new rules will
apply to payments from the start of 2013 and to some dividend-equivalent payments even as
early as autumn 2010. In particular, total return swaps and securities lending, among others,
are affected”.

The following table provides an insight of the most important changes to come.

Figure 32: An overview of the most important changes related to new FATCA Act in the US

> Foreign financial institutions are required to enter into an agreement with the IRS; Otherwise they
will force imposition of a 30% withholding tax

> The withholding tax is set at 30% and shall apply as of 2013 to interest, dividends and sales returns
paid to uncooperative institutions and customers from US sources

> Products previously exempt from withholding tax, such as total return swaps or securities lending,
which are referenced to US securities, now qualify as US source payments

> Foreign (non-US) securities held directly or indirectly by US persons are now also included
in reportings

> The definition of foreign financial institutions (FFls) is wide-ranging, such that FATCA applies to
between 50,000 and 100,000 institutions

~ Completely new reporting and withholding obligations in addition to (and further-reaching than)
those of the existing Ql regime

> ldentification and documentation of customers becomes considerably more laborious, whereby
the burden of proof partly resides with the financial institutions

> Annual (very detailed) reporting to the IRS

Source: Ernst & Young, 2010

“ Source : Deloitte, “A taxing year for the lending industry “, 2010
% Source: Ernst & Young, “Foreign Account Tax Compliance Act (FATCA), Mastering the challenges of the new US
regulation”, 2010
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3.3. Operational efficiency and transparency

Operational efficiency is an increasingly significant contributor to overall fund performance.

3.3.1 Clearing and settlement challenges

If operational risk is inherent in any financial activity, it is of particular importance in the
case of securities loans and repos. Indeed, these transactions involve complex operational
activities, especially when conducting business in foreign markets, whether because they
are low automated or because they have fragmented securities clearing and settlement
infrastructures. As mentioned in section 2.3., the majority of transactions are still performed
out of electronic trading platforms and CCPs.

Ensuring effective and timely settlements is a challenge in securities lending and repo mar-
kets. Yet, failed trades are not uncommon in securities lending markets, especially on re-
calls in cross-border transactions.

The fragmentation of the securities clearing and settlement infrastructures in Europe
remains a core issue because of the difficulty of mobilising collateral held in domestic
CSDs for financing purposes when settlement procedures and timetables remain dif-
ferent between markets.

As long as settlement remains fragmented, transfers between separate systems will
remain more complex and therefore more expensive than domestic transfers.

It should be noted that the ICMA's European Repo Council has recently released a white
paper on the operation of the European repo market, the problem of settlement failures and
the need for reform of the market infrastructure. This paper, which pays particular attention
to fails in repo settlement, sets out the fundamental nature of the barriers to effective clear-
ing and settlement of repo transactions and proposes solutions and recommendations for
creating a robust European infrastructure?.

3.3.2 Other operational challenges

Securities lending and repo business also implies working with a broad range of counter-
parts, processing and checking transactions, managing efficiently cash and/or securities
collateral with frequent margin calls or substitution of collateral, reinvesting cash collateral
to enhance returns, being able to recall securities on time to avoid buy-ins, processing cor-
porate actions and income collection, allocating lending revenues, measuring exposures
and risks.

The increased interest of beneficial owners to customise their lending programs under de-
fined parameters such as restrictions on markets, portfolios and asset types as well as
authorisation of borrowers and collateral options, makes it even more difficult from an op-
erational viewpoint and impossible to fully automate processes.

% Source : ICMA, “A white paper on the operation of the European repo market, the role of short-selling, the problem
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As a consequence, having the right capabilities in terms of infrastructure, processes and
procedures, sub-custodian network (to have a global coverage of markets) and expert re-
sources (for the trading side as well as for the administrative side) is crucial.

Sophisticated risk management and collateral management infrastructures are no longer a
“nice to have” but really a “must have” for market participants to remain competitive and
to be able to generate value in a risk-controlled environment. Both aspects are examined
further in sub-sections 3.4 and 3.5.

Investors’ focus on transparency

Another operational challenge for agent lenders today consists in satisfying the benefi-
cial owner's need for transparency which emerged after the Lehman collapse, fueled by
increased regulatory scrutiny and changing views and expectations of beneficial owners.

Indeed, after this major default event, many beneficial owners asked themselves about their

lending programs. The most common questions raised were the followings:

> Do we fully understand the risks of our lending program?

> Do we have the tools and reporting to adequately monitor and manage those risks?

> Who else in the organisation should be apprised of our securities lending program and
its activities?

They now want to see where returns are being generated and what risks they are taking to
achieve these returns. They also want to ensure that earnings are being allocated appropri-
ately and not subsidising other clients’ accounts.

This new focus on transparency requires the ability of agent lenders to produce sophisti-
cated reporting on the securities lending activity conducted on behalf of their clients and to
give them access to this information on a daily basis or even in real-time.

Even five years ago, it was unusual for any meaningful information to be available for lend-
ers, and retrospective reports on positions and earnings were delivered perhaps once a
month. That time is definitively gone. Today, securities lenders can see information in most
asset classes on a daily basis, and some of them require information in real-time. They
also have access to full details of assets on loan, the proportion of a portfolio on loan,
and the risks to which they are exposed through counterparts and collateral, across all
of the routes they take to market. The more sophisticated provider platforms even offer
current and historical performance measurement analysis. Besides, some lenders now
require reports to be disseminated more broadly in their organisation, while the oversight
and management of lending was previously the sole responsibility of the Operations or
Treasury group”’.

“ Source : JP Morgan, « Securities lending as an asset management technique », 2010
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3.4 Mastering collateral management in an evolving environment
3.4.1 Reminder of basic collateral principles

In securities lending as in repo transactions, the collateral received by the lender/selleris a
kind of insurance against the borrower/buyer default.

The eligible collateral (taking into account criteria such as credit rating, market, type of
security, country, etc.) is agreed between the parties, as well as other parameters linked
to collateral:

> Notional limits, i.e. the absolute value of any asset to be accepted as collateral,

> Concentration limits, i.e. the maximum percentage of any issue to be acceptable, for ex-
ample less than 5% of daily traded volume, or the maximum percentage of collateral pool
that can be taken against the same issuer.

> Margin or haircut, i.e. the amount of over-collateralisation required by the cash seller
(repo) or the securities lender (securities lending) to protect itself from the price volatility
of the underlying securities and the counterparty risk. This amount varies with the size
and term of the transaction, the securities type and maturity, as well as with the counter-
party creditworthiness.

> Initial margin, i.e. the margin required at the outset of a transaction;

> Maintenance margin, i.e. the minimum margin level to be maintained throughout the
transaction; It involves the regular and frequent revaluation of collateral.

Throughout the term of the transaction, the market value of securities and collateral may
fluctuate. That is why a regular marking-to-market (daily or even intraday) is carried out to
monitor the margin calls that the parties exchange between themselves in order to maintain
sufficient levels of collateralisation and mitigate market and credit risk.

Collateral can be managed in pool (in that case, there is a global margin call for a given
counterpart for ntransactions, for a given investor) or on a unitary basis (in that case, mar-
gin calls are processed transaction by transaction).

Before the crisis, there were recognised benchmarks for margins (e.g. 2% for eurozone
government bonds in the European market and 5% or more for equities) but things have
changed and some margins are higher today. In addition to increased haircuts, investors
have also tightened their collateral schedules and excluded certain collateral. They devel-
oped more conservative approach to market procedures, collateral evaluation, collateral
correlation and concentration of collateral.

3.4.2 Marking collateral to market and collateral optimisation, 2 key challenges
The responsibilities of valuing the collateral daily, of issuing collateral margin calls or re-

turning excess collateral, as well as making substitutions when securities used as collateral
are needed to fulfil trading obligations or before a corporate action, can be cumbersome
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and time-consuming. It also requires having the appropriate collateral and risk manage-
ment capabilities.

Furthermore, as the nature of collateral assets evolves and activity expands, marking to
market becomes a crucial valuation challenge. This requires investment in both theoretical
valuation algorithms and multiple internal and external sources of current and historical
prices and volatilities to feed them. Prices have to be sourced from data providers such as
Reuters, Bloomberg or Markit, but also from electronic trading platforms, investment banks
and inter-dealer brokers.

Players such as custodian banks or tri-party agents have integrated these aspects well and
offer outsourcing services of collateral management to their clients, so that they can focus
on their core business.

Outsourcing collateral management to expert service providers is often more ef-
ficient for asset managers and institutional investors from an operational and eco-
nomic viewpoint.

Additionally, collateral optimisation and management efficiency can be achieved by cen-
tralising collateral and managing it from a pool of assets spanning various types of securi-
ties, markets and transactions, such as repos, securities loans, OTC derivatives, cash and
forex, as illustrated in figure 33. A trend also well integrated by major market participants.

Figure 33: lllustration of a typical arrangement to optimise collateral management

DERIVATIVES

Pool of collateral
=) COLLATERAL MANAGEMENT OPTIMISATION
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The importance of high-quality and liquid collateral

Collateral is an essential component of securities lending and repo transactions and is
the key factor which makes them attractive secured financing instruments, compared to
other products.

However, what collateral one accepts and how it performs is of critical importance, espe-
cially when things go wrong, as in the case of Lehman.

Securing transactions through collateralisation is necessary but, on its own, no longer
sufficient. Cash investors have understood, sometimes the hard way, that collateral
selection and the spread on financing transactions should take into consideration the
liquidity factor of assets taken as collateral.

The trend in the market today is towards high quality collateral thatis liquid in the secondary
market, so that in case of counterparty default, players are able to execute the collateral
received in the markets.

CHALLENGES
& OPPORTUNITIES
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3.4.4 An overview of assets used as collateral in securities lending and major trends

As already mentionned, in securities lending transactions collateral can theorically be cash or
securities.

Non-cash collateral is typically drawn from:

> Government bonds;

> Corporate bonds;

> Convertible bonds;

> Equities of specified indexes, mainly large caps;

> Letters of credit from banks of a specified credit quality;

> Certificates of deposit drawn on institutions of a specified credit quality;

> Other money market instruments.

The bulk of the non-cash collateral market is made of highly rated government bonds, such as
German Bunds, French OAT, UK Gilts or US Treasury bonds.

Yet, equities, in particular blue-chip stocks in indices, account for a growing weight of non-cash
collateral, due to their inherent advantages of liquidity, transparency and ready available pric-
ing information. In addition, equities collateral offers good correlation when the securities lent
are also equities and potential diversification of risks. The predominance of non-cash collat-
eral, such as equities, has served lenders outside the US well during the recent credit crunch.
However, it should be noted that in the United States, many types of beneficial owners would
be unable to take equity collateral without regulatory change.

The overall securities lending market, which has for a long time been a cash collateral market, is
now progressively moving towards a non-cash collateral market (from 67% of cash collateral in
early 2007 to 57% in early 2010 according to Data Explorers information), as displayed in figure 34.

Overall in Europe, non-cash collateral has historically been the collateral of choice, with high
quality government and supranational bonds being the most popular forms of collateral. Today
cash collateral accounts for only about 20% of the European market.

By contrast, the United States continue to be predominantly a cash market, with cash col-
lateral accounting for 95% of the US market. The variety of habits around the world in terms
of nature of collateral used reflects historical legislation and tax incentives. Thus, US pension
funds regulated by the Department of Labour for example are not allowed to take securities as
collateral, whereas in the United Kingdom, until the mid 1990s, the manner in which reinvest-
ment earnings were taxed made cash collateral unattractive and pushed market participants
to adopt non-cash collateral.

Figure 34: % of collateral taken as cash in securities lending transactions

Jan. 2007 Jan. 2008 Jan. 2009 Jan. 2010
Overall 67% 59% 59% 57%
Australia 75% 66% 85% 79%
Canada 37% 24% 20% 20%
Netherlands 48% 44% 50% 35%
Sweden 76% 55% 7% 75%
United Kingdom 18% 12% 15% 21%
United States 96% 92% 95% 95%

Source: Data Explorers, 2010
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It should be noted that contrary to the securities lending market, the OTC derivatives mar-
ket is still predominantly cash collateral orientated, with rates ranging from 80 to 90% of
cash collateral. ISDA's |atest estimations state that the collateral value in the 0TC market is
USD3.2tr. If this market moves away from cash, then there will be a demand on the GC col-
lateral, which will undoubtely benefit to the securities lending and repo market.

3.4.5 Cash collateral reinvestment in securities lending programs

In the case of cash collateral, securities lending transactions and cash collateral reinvest-
ment are often closely linked together. Indeed, a lender taking cash as collateral pays rebate
interest to the securities borrower, so the cash must be reinvested at a higher rate to make
any net return on the collateral. Typically lenders delegate reinvestment to their agents.

This process is illustrated in figure 35.

Figure 35: lllustration of the cash collateral reinvestment process
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Cash collateral reinvestment obviously offers more attractive investment opportunities in
the context of low money market yields, as it is the case today.

Furthermore, reinvesting cash collateral in assets that carry a higher credit risk expects
higher returns.

Hence it is crucial that the beneficial owners understand the risk/rewards attached to any
cash program and customise their reinvestment program to match their level of risk toler-
ance. In other words, beneficial owners must ask themselves what they expect from cash
collateral: Only an insurance or an insurance plus an opportunity to make more money?

3.5 Risk versus return

3.5.1 Risk management considerations

The risks involved in repo and securities lending should neither be under- nor over-estimat-
ed. However, they are quantifiable and, if properly understood and monitored, manageable.

An outcome of the financial crisis from a lender perspective is the realisation that
risk needs to be identified, understood and controlled. Risk management is more im-
portant than ever.

The following table sums up the main risks which can occur in repo and securities lending,
splitting them in three distinct categories - market-related risks including counterparty and col-

lateral-related risks, operational risks and legal risks -, and the best practices to mitigate them:
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POSSIBLE RISK

MARKET-RELATED RISKS

OPERATIONAL RISK

LEGAL RISK

DEFINITION

> Counterparty or credit risk : Risk that can
arise when a counterpart defaults on its
obligations (e.g. in a securities lending
transaction, the borrower does not return
the loaned securities and there is insufficient
collateral to buy in the securities)

> Mismatch risk between the securities lent
and the collateral (securities lending) or
between the securities sold in repo and the
cash received (repo transaction): Risk that
can arise in case of price volatility, market
liquidity and exchange rate fluctuations if
the market price of the underlying securities
or the collateral move adversely in a short
period of time, so that the value of collateral
accounts for less than the value of the
securities lent (sec. lending) / of the cash
received (repo)

> Collateral reinvestment risk: Risk that
can occur in securities lending when the
collateral received is reinvested into assets
of lower quality or in instruments of non-
diversified issuers

> Liquidity risk: Risk that the counterparty
cannot settle an obligation for the full value
when itis due, for any reason (e.g. demand
for large quantities of securities or funds that
renders the counterparty unable to meet
its obligations when due, counterparty’s
unability to unwind its short outright position)

> Delivery risk: Risk that can occur when:

- securities have been lent and collateral has
not been received at the same time or prior
to the loan

or
- collateral is being returned but the loan
return has not been received

- settlement fails

> Other operational risks: Risk that
deficiencies in information systems, manual
processes or internal controls could result in
an unexpected loss or in penalties imposed
by a counterparty. Risks that can arise when
the securities lending/repo players have not
the adequate infrastructure (e.g. manual
interventions) and processes in place to
cope with the business rules (e.g. recall
in time to enable a sale of the securities
lent). Operational risks may be greatest
when conducting securities lending/repo in
foreign markets.

> Risk of loss because of the unexpected
application of a law or regulation, or
because a contract cannot be enforced

> Inthe case of cross-border trades, risk
of not being compliant with the laws and
regulations of the counterparty’s, asset or
intermediary’s jurisdictions

A CACEIS PRODUCT DEVELOPMENT PUBLICATION - OCTOBER 2010

Figure 36: Identification of risks in repo & securities lending and means of mitigation

BEST PRACTICES TO MITIGATE RISK

> Credit evaluation: Careful analysis, selection
and on-going monitoring of participating
borrowers/buyers

> Indemnification insurance for borrower/
buyer default

> Comprehensive legal documentation
including collateral schedule, re-pricing and
default processes

> Securities lending: Maintenance of sufficient
margin levels and collateral types depending
on the assets on loan, with continuous
monitoring of collateral levels (daily mark-to-
market for securities collateral) and timely
margin calls

> Repo: Marking-to-market (re-pricing)
on a daily basis to revalue repos using
current market prices, reflect changes and
re-calculate exposures. Mark-to-market
margining allows repo buyers to call for
additional cash or securities assets from
the seller

> Credit quality, maturity, liquidity and
diversification of eligible collateral

> Loan and collateral correlation
> VaR analysis

> Over-collateralisation to cover market
fluctuations (current market practice
dictates collateral to be at least 105% of the
market value of the loaned securities)

> Strong procedures and control systems

> Securities lending: Collateral reinvestment
guidelines reflecting the beneficial owner's
risk and reward objectives

> Use of buffer securities (e.g. a higher buffer
for less liquid issues) or reserve cash

> Delivery Versus Payment (DVP) or Delivery
Versus Delivery (DVD) processes

> Pre-collateralisation (collateral received in
advance of delivering the loan securities)

> Use of triparty collateral agents

> Data granularity and quality to cope with the
business rules

> Straight Through Processing (STP)

> Use of intermediaries having the right
infrastructure, high levels of automation and
efficient processes (e.g. corporate actions,
recalls/security substitutions)

> Written contract in the form of a robust
standard master agreement, addressing
the various legal aspects of securities
lending/repo and clarifying the roles and
responsibilities of the participants, as well
as the legal framework in a particular
jurisdiction (e.g. GMSLA, GMRA)

Copyright CACEIS, 2010

The management of each of these risks must involve a detailed set of disciplines
throughout the lifecycle of a loan/repo transaction, using the different means of mitiga-
tion described above.
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3.5.2

3.5.3

Securities lending returns mechanisms
Securities lending returns comprise two components:

> Securities lending return to lendable (the intrinsic value of the securities lending rate);
> Reinvestment return to lendable (coming from the collateral reinvestment side).

The sum of these returns is called Total return to lendable.

In the United States where cash collateral has historically been predominant, a greater
proportion of the returns come from reinvestment rather than securities lending itself.

As should be expected, returns from securities lending programs increase in proportion to:

> Firstly, the interaction of demand and supply;

- Demand for any given security will vary from time to time; whilst ‘general collateral’
securities, for which there is low demand and excess supply, will afford lenders lower
returns, securities subject to greater demand will offer significantly higher returns.

> Secondly the amount of risk a lender is willing to assume;

- Lenders willing to take a wider range of collateral securities than the safest government
bonds will have higher lending balances and therefore higher revenue. Those prepared
to take cash collateral and reinvest in the money markets also have the opportunity to
earn additional returns.

Other factors influencing returns include the nature and size of the securities portfolios
available for lending and the stability of the portfolio, as well as the tax status of the lender
(in the context of tax-driven arbitrage strategies).

New model of returns towards intrinsic value

The recent crisis and the Lehman default have raised for lenders awareness of risk versus
return within the global securities lending markets, all the more as in the United States
some aggressive cash reinvestment programs have been finger pointed after losses notably
related to substantial reinvestment in asset-back securities and in funds of long maturity.

However, itis important not to paint all cash reinvestment programs with the same brush, as
certain providers fared very well.

Cash collateral is not intrinsically safer or riskier than securities collateral but if a
lender accepts cash collateral, their cash reinvestment parameters must be clearly
defined: Which approach? Conservative or not? For what duration? In what instru-
ments? On a segregated or pooled basis? Etc.

More than ever, it is crucial that the risk return profile is understood and profession-
ally managed.

Beneficial owners reacted to the crisis with a range of different responses. They started

to put into question their existing lending programs and ask themselves questions such as:

> Ifwe accept cash collateral, how much liquidity should we have, and are the reinvestment
guidelines consistent with our objectives?

> What new parameters, if any, should we consider for the lending program?

FISCAL AND
OPERATIONAL ISSUES
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Ultimately, a few lenders suspended their programs or withdrew entirely from the mar-
ket. However, the majority continued to lend, with some introducing additional restric-
tions and controls.

After experiencing losses on collateral pools or ‘near misses’, some lenders have decided
to move towards an intrinsic value lending orientation, which produces returns based upon
the securities loan itself, with little incremental benefit from collateral reinvestments. These
beneficial owners have questioned the risk/reward trade-off of GC lending. This is a thin
spread/high volume product which is often dependent on collateral reinvestment returns.
By limiting activity to those loans with adequate intrinsic value, the importance of the rein-
vestment return is reduced. This view is reinforced by the current lack of attractive money
market reinvestment opportunities and has manifested itself in the following two ways:
Firstly through more conservative reinvestment guidelines and secondly by the implemen-
tation of minimum spread parameters for certain programs?.

This trend consisting in shifting from volume lending of low margin securities towards value
lending of higher margin securities is expected to continue according to market specialists.
Instead of taking credit or duration risk with collateral to generate additional return, the
emphasis is now back on the primary purpose of collateral, namely to protect principal and
secure the loan with the emphasis on stability and liquidity.
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CONCLUSION

Securities lending and repo are complex markets where business expertise
and the right capabilities are of paramount importance to succeed. Addition-
ally, securities financing and liquidity management require a professional ap-
proach and scale capabilities.

As we have seen, today market players have to face key challenges:

> Disparate regulations and heterogeneous tax frameworks among various
jurisdictions, in the context of an increasing globalisation of the business;

> Operational complexity in terms of clearing and settlement for cross-border
transactions due to the fragmentation of infrastructures and the lack of
automation, but also in terms of collateral management, corporate actions
and income collection processing, etc,

> Need for highly sophisticated collateral management and risk management
infrastructure.

They also have to adapt to an evolving environment, with new regulations and
requirements.

Yet, it would be a shame not to seize the great opportunities offered by the
securities lending and repo markets, in particular the opportunity to gener-
ate value in a risk-controlled environment and enhance portfolios perform-
ance by activating inactive capital.

Now more than ever, appointing a service provider, whether acting as agent
lender or principal borrower and equipped with integrated front-to-end capa-
bilities, is highly recommended.

However, not all service providers are alike. You need a proven player with
specialised market knowledge and efficient infrastructure, that under-
stands its clients’ business, who is focused on the safety of their assets
and on achieving optimal risk-adjusted returns and last but not least, who
is flexible enough to set up a program which meets their unique and evolv-
ing requirements.

CONCLUSION .
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Agent

Arbitrage

ASLA

Basis point (bp)

Beneficial owner

Beneficial ownership/

interest

Broker-dealer

Buyer

Buy-in

Cash-driven securities
lending transactions

Central securities
depository (CSD)

Clearing

An entity, such as a fund manager or a custodian, that undertakes
a securities loan and negotiates the terms with the borrower on
behalf of a customer-owner.

Profiting from a difference in price when the same security, cur-
rency or commodity is traded on two or more markets.

Australian Securities Lending Association

One one-hundreth of a percentage, or 0.01%

In the context of securities lending, owner of securities portfolios,
i.e. the lender

Entitlement to receive some or all of the benefits of ownership of a
security or financial instrument (e.g. income, stock splits, power to
transfer). Beneficial ownership is usually distinguished from “legal
ownership” of a security or financial instrument.

A person or firm sometimes acting as broker and sometimes as
principal intermediary in securities transactions. A broker is a firm
that communicates bid and ask levels to potential principals and
otherwise arranges transactions as agent for a fee, without acting
as counterparty in the transactions.

The party to a repo that purchases collateral on the purchase date
and commits to sell back equivalent collateral on the repurchase
date or on demand, in the case of open repo. The lender of cash.

The practice whereby a lender of securities or its agent enters
the open market to buy securities to replace those that have not
been returned by the borrower in accordance with the terms of the
transaction (e.g. on the settlement date). All costs are borne by the
borrower in this case.

Transactions motivated by the wish to borrow/invest a cash
amount through a repo (or loan) of securities.

An institution for holding securities, which enables securities
transactions to be processed by means of book entries. Physical
securities may be immobilised by the depository or securities may
be dematerialised (so that they exist only as electronic documents).

The term “clearing” has two meanings in the securities markets.
It may mean the process of calculating the mutual obligations of
market participants, usually on a net basis, for the exchange of
securities and money. It may also signify the process of transfer-
ring securities on the settlement date, and in this sense the term
“clearing system” is sometimes used to refer to securities settle-
ment systems.

GLOSSARY
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Clearing house

Close-out netting

Closing (or back) leg

Collateral

Confirmation

Contract for difference
(CFD)

Counterparty
credit limits

Credit (or Counterparty)
risk

Custodian

Custody risk

Daylight exposure

A department of an exchange or a separate legal entity that pro-
vides a range of services related to the clearance and settlement
of trades and the management of risks associated with the result-
ing contracts. A clearing house is often central counterparty to all
trades to be settled through the clearing house, that is, the buyer to
every seller and the seller to every buyer.

An arrangement to settle all existing obligations to and claims on
a counterparty by one single net payment, immediately upon the
occurrence of a defined event of default.

The second leg of a pair of transactions in the same securities, i.e. a
securities lending transaction — one for a near value date, the other
for a value date further into the future. See opening (or front) leg.

In a securities loan, securities or cash delivered by the borrower
to the lender to secure the transaction. In a repo transaction, the
securities accepted by the cash-giver to secure the transaction.
Collateral arrangements may take different legal forms; collateral
may be obtained using the method of title transfer or pledge.

The procedure for verifying trade details with a counterparty. This
is generally done by exchanging via fax or mail a document (i.e. a
confirmation) identifying the trade details and any governing legal
documentation and verifying the accuracy of the information pro-
vided by the counterparty (i.e. matching).

A financial contract in which the difference between the agreed
fixed price of an asset and its prevailing market price is periodi-
cally credited to the counterparty in the money. Since there is no
transfer of principal, a CFD covers hedging or speculative needs.

Limits set by a trading party to restrict the largest amount of its
credit exposures to different counterparties.

The risk that a counterparty will not settle an obligation for full val-
ue, either when due or at any time thereafter. Credit risk includes
replacement cost risk, principal risk and cash deposit risk.

An entity, often a bank, that safe-keeps and administers securi-
ties for its customers and that may provide various other services,
including clearing and settlement, cash management, foreign ex-
change and securities lending.

The risk of loss of securities held in custody occasioned by the in-
solvency, negligence or fraudulent action of the custodian or of a
sub-custodian.

The period in the day when one party to a trade has a temporary
credit exposure to the other due to one party having settled before
the other (e.g. in a securities loan, it could happen if the loan had
settled but the delivery of collateral would settle at a later time).



Default

Delivery versus delivery
(DVD)

Delivery by value (DBV)

Delivery versus
payment (DVP)

Dematerialisation

Derivative

Equivalent (securities
or collateral)

European Master
Agreement (EMA)

Event of default

Fail (or failed

transaction/delivery)

Floating-rate repo

Free-of-payment
delivery

General Collateral (GC)
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Failure to complete a funds or securities transfer according to its
terms for reasons that are not technical or temporary, usually as a
result of bankruptcy. Default is usually distinguished from a “fail”.

A link between two securities transfer (settlement) systems that
ensures that a delivery occurs if, and only if, another delivery oc-
curs and vice versa.

A mechanism in some settlement systems to assist a participant to
borrow money from or lend money to another participant against
collateral held in the system. The system will select and deliver
securities (based on the preset specifications of the giver and the
taker) to the appropriate party and arrange that equivalent securi-
ties be returned the following business day.

A link between a securities transfer system and a funds transfer
system that ensures that delivery occurs if, and only if, payment
occurs.

The elimination of physical certificates or documents of title which
represent ownership of securities so that securities exist only as
accounting records.

Afinancial contract the value of which depends on the value of one
or more underlying reference assets, rates or indices.

Aterm meaning that the securities or collateral returned must be of
an identical type, nominal value, description and amount to those
originally provided.

Standard agreement used atthe European level for securities lend-
ing and repos.

An event stipulated in an agreement as constituting a default. Gen-
erally, the occurrence of a failure to pay or deliver on the due date,
breach of agreement and insolvency are events of default.

A failure to settle a cash or securities transaction on the contrac-
tual settlement date, usually because of technical or temporary dif-
ficulties. Fail is usually distinguished from “default.”

A repurchase agreement in which the repo rate is linked to an in-
dex such as EONIA and is accordingly periodically re-fixed. The
rate may incorporate a spread under or over the index (e.g. EONIA
minus 3 basis points).

Delivery of securities with no corresponding payment of funds.

Securities that are not special in the market, i.e. which are not in
particular demand.
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Gilts

Global custodian

Global Master
Securities Lending
Agreement (GMSLA)

Global Master
Repurchase Agreement
(GMRA)

Haircut

Hedge fund

Hold in Custody

Hot stock

ICMA

Indemnification

Initial margin

Indemnity

Interdealer broker

Intermediary
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United Kingdom government bonds

A custodian that provides its customers with custody services in
respect of securities traded and settled not only in the country in
which the custodian is located but also in numerous other coun-
tries throughout the world.

International market standard agreement for securities lending

International market standard agreement for repos.

> A percentage subtracted from the market value of a security to
give its value when used as collateral. The haircut is intended
to protect a lender of funds or securities from losses owing to
declines in collateral values.

> Initial margin on a repo transaction.

A private investment fund, often leveraged, and often engaging
in active trading strategies (including arbitrage). Hedge funds are
typically subject to limited regulatory oversight.

An arrangement under which securities (collateral) are not physi-
cally delivered to the borrower (lender) but are simply segregated
by the lender (borrower) in an internal customer account.

Also called hard stock. See Specials.

International Capital Market Association

An agreement to compensate for damage or loss. Custodians
sometimes offer it to lending customers in a variety of forms (see
indemnity).

The excess of the value of collateral over the purchase price on
the purchase date of a repo. Initial margin is usually intended to
protect the buyer against the illiquidity of collateral and the credit
risk on the seller.

A form of guarantee or insurance, frequently offered by agents.
Terms vary significantly and the value of the indemnity does also.

Agent or intermediary that is paid a commission to bring buyers
and sellers together. The broker's commission may be paid either
by the initiator of the transaction or by both counterparts.

In securities lending, a party that borrows a security in order to
re-deliver it to a client, rather than borrowing it for its own-house
needs.
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International central
securities depository
(ICSD)

ISDA

ISLA

Legal ownership

Legal risk

Legal title

Liquidity risk

Long position

Manufactured payment/
dividend

Margin

Margin call

A central securities depository that settles trades in international
securities and in various domestic securities, usually through di-
rect or indirect (through local agents) links to local CSDs.

International Swaps and Derivatives Association

International Securities Lending Association

Recognition in law as the owner of a security or financial instru-
ment. It is usually represented by holding “legal title” and some-
times distinguished from beneficial ownership/interest. See legal
title and beneficial ownership.

The risk of loss because of the unexpected application of a law or
regulation or because a contract cannot be enforced.

One recognisable or enforceable in law or one which is complete
and perfect as regards the apparent right of ownership, and pos-
session, which may carry no beneficial interest.

The risk that a counterparty will not settle an obligation for full val-
ue when due, but on some unspecified date thereafter.

A condition that the buyer or holder of securities owns more secu-
rities than it contracts to deliver. See short sale.

An equivalent payment made by the borrower (buyer) of securi-
ties to the lender (seller) in lieu of actual dividends or other income
earned on the securities (net of any applicable taxes), which the
lender (seller) would have received if it had not lent (sold) the se-
curities.

The amount or percentage by which the collateral value exceeds
the value of securities (funds) on loan (e.g. 2%, 5%, etc). It some-
times refers to the total value of the collateral as a percentage
of the loan value (e.g. 102%, 105%, etc). Margin serves to reduce
replacement cost exposures resulting from changes in market
prices. Initial margin is deposited at the start of the transaction. On
the other hand, variation margin is called to deposit following the
revaluation, through marking to market, of securities or financial
instruments that are subject of unsettled transactions.

A demand for additional funds or collateral, following the marking
to market of a securities lending transaction, if the market value
of underlying collateral falls below a certain level relative to the
loaned asset. Similarly, if the value of the underlying collateral as-
sets, following their revaluation, were to exceed the agreed mar-
gin, the return of collateral may be required.
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Market risk

Mark-to-market

Master agreement

Matched book

Matching
(or comparison)

Net settlement

Onlend

Opening (or front) leg

Open transactions

Operational risk

Over-the-counter (OTC)
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The risk of losses in on- and off-balance sheet positions arising
from movements in market prices.

The practice of revaluing the securities collateral in a repo or the
securities lending transaction using current market prices. Stand-
ard practice is to mark-to-market daily.

An agreement that sets forth the standard terms and conditions
applicable to all or a defined subset of transactions that the parties
may enter into from time to time, including the terms and conditions
for close-out netting.

Portfolio of assets and portfolio of liabilities having equal maturities.
The term is used most often in reference to money market instru-
ments and money market liabilities. In reference to securities lend-
ing, this entails borrowing securities and then relending the same
securities for an equivalent period for the purpose of borrowing
and lending money at a locked-in rate. In contrast, an unmatched
book refers to borrowing and lending of the same securities for dif-
ferent maturities to take a short or long interest rate position.

The process for comparing the trade or settlement details provided
by counterparties to ensure that they are in accordance with re-
spect to the terms of the transaction.

A settlement in which a number of transactions between or among
counterparties are settled on a net bhasis.

To borrow a security from one party and then lend the same secu-
rity to another party.

First leg of a pair of transactions in the same securities, i.e. a secu-
rities lending transaction — one for a near value date, the other for a
value date further into the future. See closing (back) leg.

Transactions with no fixed maturity date, with the possibility of ter-
minating the transaction or refixing its terms or substituting col-
lateral daily.

The risk of loss because of human error or a breakdown of some
component of the hardware, software or communications systems
that are crucial to trading, risk monitoring or settlement.

A method of trading that does not involve an exchange. In the
over-the counter markets, participants trade directly, sometimes
through brokers, with each other, typically by telephone or com-
puter links.
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Pledge

Prime brokerage

Principal

Principal risk

Property interest

Proprietary (trading)

Purchase date

Purchase price

Real-time gross
settlement (RTGS)

Rebate rate

Recall

Registration

Replacement cost risk

A delivery of property to secure the performance of an obligation
owed by one party (debtor/pledgor) to another (secured party). A
pledge creates a security interest (lien) in the property so deliv-
ered. See security interest.

The provision by firms (e.g. large securities houses) of credit, clear-
ing, securities lending, financing arrangements and other services
to clients (typically hedge funds).

A party to a transaction that acts on its own behalf. In acting as
a principal, a firm is buying/selling (or lending/borrowing) from its
own account for position and risk, expecting to make a profit. A
lender institution offering customers’ securities on an undisclosed
basis may also be considered to be acting as principal.

The risk that the seller of a security delivers a security but does not
receive payment or that the buyer of a security makes payment but
does not receive delivery. In this event, the full principal value of
the securities or funds transferred is at risk.

A generic term that refers to the exclusive right or interest of pos-
sessing, enjoying and disposing of a specific property.

Trading in securities or derivatives for the account of a firm itself,
rather than on behalf of clients.

In a repo transaction, the value date, i.e. when the purchase price
and collateral are exchanged by the buyer and the seller.

In a repo transaction, the amount of cash paid by the buyer to the
seller on the purchase date in exchange for collateral. The pur-
chase price is net of any initial margin or haircut.

The continuous (real-time) settlement of funds or securities trans-
fers individually on an order-by-order basis (without netting).

The interest rate that a securities lender pays the borrower on cash
collateral. A rebate rate of interest implies a fee for the loan of se-
curities and is therefore regarded as a discounted rate of interest.

A demand by a securities lender for the return of securities from
the borrower where they are lent on an open transaction.

The listing of ownership of securities in the records of the issuer or
its transfer agent/registrar.

The risk that a counterparty to an outstanding transaction for com-
pletion at a future date will fail to perform on the settlement date.
The resulting exposure is the cost of replacing, at current market
prices, the original transaction. See credit risk.
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Re-pricing/revaluation

Repurchase agreement
(repo)

Repo

Repo rate

Re-pricing (Revaluation)

Repurchase agreement

Repurchase date

Repurchase price

Return
Reverse repurchase
agreement

(reverse repo)

Right of substitution

Rolling settlement
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The act of marking to market.

A contract with a counterparty to sell and subsequently repur-
chase securities at a specified date and price.

Repurchase agreement. Generic term for a sale of collateral and
a simultaneous agreement to repurchase equivalent assets on a
future date or on demand (open repo), for the same value plus the
payment of a return on the use of the purchase price during the
term of the transaction.

The return earned on a repo transaction expressed as an interest
rate on the cash side of the transaction.

Occurs when the market value of a security in a repo or a securi-
ties lending transaction changes and the parties to the transaction
agree to adjust the amount of securities or cash in a transaction to
the correct margin level.

See repo.

The maturity date of a repo.

In a repo transaction, the amount of cash paid by the seller to the
buyer on the repurchase date in exchange for equivalent collat-
eral. The repurchase price includes the return on the cash.

Occurs when the borrower of securities returns them to the lender.

A contract with a counterparty to buy and subsequently resell se-
curities at a specified date and price, the mirror image of a repo.

In a repo transaction, the right that may be given by the buyer to
the seller during the negotiation of the repo, for the seller to recall
equivalent collateral during the term of the transaction and substi-
tute collateral of equal quality and value. The substitute collateral
must be considered reasonably acceptable to the buyer.

To renew a trade at its maturity.

A situation in which settlement of securities transactions takes
place each day, the settlement of an individual transaction taking
place a given number of days after the deal has been

struck. This is in contrast to a situation in which settlement takes
place only on certain days — for example, once a week or once a
month — and the settlement of an individual transaction takes place
on the next settlement day (or sometimes the next but one settle-
ment day) following the day the deal is struck.




Screen-based trading
Securities-driven
securities lending

transactions

Securities loan/
Securities lending

Securities settlement
system (SSS)

Security interest

Sell-buybacks
(or buy-sellbacks)

Seller

Settlement

Settlement interval

Settlement risk

Short sale
(or short position)

Specials
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Trading conducted through a network of electronic terminals.

Transactions whose motivation lies in borrowing/lending specific
securities via a repo or securities loan. See cash-driven securities
lending transactions (repos).

A loan of specific securities to a borrower, usually against collat-
eral (cash or securities).

A system in which the settlement of securities takes place.

A form of interest in property that provides that the property may
be sold on default in order to satisfy the obligation covered by the
security interest.

Transactions that have the same economic effect and intent as a
repurchase agreement and which consist of two distinct simulta-
neous purchase and sale transactions for different value dates —
one forimmediate settlement and the other for forward settlement.
Typically sell-buybacks do not allow for marking to market and
margin calls.

In a repo transaction, the party that sells the collateral for cash on
the purchase date and commits to buy back equivalent collateral
onthe repurchase date or on demand in the case of openrepo. The
borrower of cash.

The completion of a transaction, wherein the seller transfers secu-
rities or financial instruments to the buyer and the buyer transfers
money to the seller. A settlement may be final or provisional.

The amount of time that elapses between the trade date (T) and the
settlement date typically measured relative to the trade date, e.g. if
three days elapse, the settlement interval is T+3.

General term used to designate the risk that settlement in a trans-
fer system will not take place as expected. This risk may comprise
both credit and liquidity risk.

A sale of securities which the seller does not own and thus must
be covered by the time of delivery; a technique used (1) to take
advantage of an anticipated decline in the price or (2) to protect a
profitin a long position.

In securities lending and repos, a particular security that is in high
demand in relation to its availability in the market and thus relatively
expensive to borrow/purchase (as opposed to General Collateral).
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Stamp duty  Atax in the form of the cost of stamps which are required to be af-
fixed to legal documents such as certificates, receipts and the like.

Substitution  Recalling the securities lent from a borrower and replacing them
with other securities of
equivalent market value during the life of the lending.

Systemic risk  The risk that the inability of one institution to meet its obligations
when due will cause other institutions to be unable to meet their
obligations when due.

Term transactions  Transactions with a fixed end or maturity date.

Third-party lending  Arrangement whereby an institution lends directly to a borrower
and retains decision making power, while all administration (set-
tlement, collateral management, monitoring, etc.) is handled by a
third-party, such as a global custodian.

Title transfer  Conveyance of the ownership interest in property from a counter-
party to another. Title transfer is used as one method of collaterali-
sation. The title transfer method employs an outright transfer of the
ownership interest in property serving as collateral.

Total return swap An OTC swap with a fixed maturity, in which a dealer agrees to
receive the total return on the shares of stock sold to the cash in-
vestor, counterparty of the swap, and in exchange to pay a floating
rate of interest for the maturity to the counterparty. Payment to the
cash investor at the termination of the swap is therefore the float-
ing rate of interest plus any fall in the share price or minus any rise
in the share price; on the other hand the cash investor sells the
shares to get back his investment in the market. The end result of
this arrangement is that the dealer borrowed cash at the floating
rate for a set period of time, using his equity position as collateral.
The total return swap is combined with an outright sale of stock in
this way where the dealer is looking to finance an equity position
and functions economically similarly to securities lending.

Tri-party  The provision of collateral management services, including mark-
ing to market repricing and delivery, by a third-party, such a custo-
dian bank or an ICSD.

Tri-party repo  Repo in which bonds and cash are delivered by the trading coun-
terparty to an independent custodian bank or ICSD (the tri-party
agent) that is responsible for ensuring the maintenance of ad-
equate collateral value during the life of the transaction.

Withholding tax A tax on income deducted at source, which a paying agent is le-

gally obliged to deduct from its payments of interest on deposits,
securities or similar financial instruments.
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