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After a bumpy ride in 2015, familiar regulatory and macro-economic developments are likely to continue to influence the
securities lending markets during the next 12 months, with three key themes playing a particularly significant role in the
decision-making process for securities lending clients. Two of these trends – the growing use of equity as collateral and the
increased demand for term trades – will be familiar to any active market participant from 2015. However, the third theme
– rising costs to the lending agent of providing borrower default protections (commonly referred to as ‘indemnification’)
– has emerged relatively recently, and could assume much greater importance during the second half of 2016 and the first
half of 2017.
Recent years have witnessed growth in the use of equities as collateral for stock loans in Europe, and there is every reason
for this to continue over the next 12 months: According to the most recent report from the International Securities Lending
Association (ISLA), dated September 2015 (based on January-June data), the market is moving further toward non-cash
collateral, with equities being the main beneficiary. The proportion of total securities loans collateralised with non-cash
collateral rose from 55% in the second half of 2014 to 60% in the first half of 2015: indeed, ISLA noted that loans of
government bonds in Europe these days are only collateralised using non-cash collateral. Based on data from the four
main tri-party service providers in Europe (BNY Mellon, Clearstream, Euroclear and JP Morgan) – which collectively
hold the vast majority of non-cash collateral received by lenders – 57% of securities held in tri-party were equities at the
end of June 2015, up from 53% six months earlier. It seems that, post-crisis regulatory and macro-economic trends have
turned conventional wisdom in the securities lending market (where asset owners historically lent out equities in return for
government bonds as collateral) on its head.
Like equity collateral, the increased demand for term trades is already fairly well established and has similar drivers, notably
the strain on sell-side balance sheets stemming from Basel III. For this reason, it is likely to continue into 2016 and beyond.
Figures from DataLend suggest that the proportion of three-month or longer loans has increased from 8% at the end of
2013 to 12% by the end of June 2015, at which point open / rolling securities lending transactions were reported at 84% of
all transactions. This may appear a gradual shift to the casual observer, but the increase in the volume of three-month plus
loans is a rapid and significant shift in the context of historical trends in the securities lending market.
The third key trend that is likely to influence the securities lending markets during the next 12 months – like the two themes
mentioned above – can be traced to Basel III regulations: Basel III’s guidelines are being rolled out over the course of several
years, with different deadlines for various aspects of the new regulatory framework. One issue that has been on the radar
for a couple of years, due to Basel III’s proposal on risk-based capital and leverage requirements, is the potential for agent
lenders to hold more capital against the borrower default protections they offer to lending clients. The cost of providing
these ‘indemnifications’ could rise steeply as banks come into line with the new rules.

The recent publication of a BNY Mellon report on the need to be more efficient in the use of
collateral makes the subject of securities lending and related activities a timely one to discuss
in one of the popular series of ISS virtual round tables, in which we gather the thoughts of
Gareth Mitchell, managing director, global head of trading, Agency Securities Lending
Citi, Bill Foley, director, Foley O’Neill and Etienne Ravex, head of product management for
operations, Murex.

ISS: What are the pros and cons of using equity as collateral?
Gareth Mitchell, Managing Director, Global Head of
Trading, Agency Securities Lending Citi: Clearly accepting equities as collateral against the lending of equities
can significantly increase the correlation of the overall
exposure to a borrower and therefore reduce risk, assuming a diverse, non-concentrated portfolio of loans and
collateral. Lending HQLA (high quality liquid assets) versus equities, however, represents a different risk entirely
to a lender. Here the loan/collateral book is oppositely
correlated and haircuts need to be significantly increased
to help offset this ‘wrong way risk’. The crucial aspect is to
ensure that we fully understand our lenders and what they
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can or cannot do. This understanding is based on the regulations that affect them as well as their risk, reward and
operational goals for the securities lending programme
whilst also linking this with the structures that borrowers
are looking to execute.
The regulatory environment should also be borne in mind
on this topic as the current Basel III standardised methodology imposes significantly larger haircuts on equities
and assumes that all loans and collateral are oppositely
correlated. Therefore, the cost of indemnifying equities
as collateral will be significantly higher than government
bonds or cash.
Bill Foley, Director, Foley O’Neill: With any form of
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collateral, liquidity is critical in the event of
a default. Equities, particularly main index
equities, can of course offer this. As is the
case with any collateral, it is important
that the collateral, margin amount and
concentration level are appropriate for
the transaction and your book overall.
Equity collateral is often cheaper for the
borrower to deliver than highly rated
bonds and therefore can often offer an
economic benefit to the taker. On the
negative side, in the event of a market
event or a default, history tells us that
equities will fall and bonds, considered
to be a safe haven, will rise. This means
that if you have underestimated the margin required, you could find yourself with a
shortfall.

“

Cash collateral gained a very bad reputation
at the time of the crisis for obvious reasons.
Overzealous reinvestment programmes chased
the significant returns available without perhaps giving due consideration to the potential
downside risks. It was not so much that cash
as collateral was a problem per se, but rather
what it was subsequently reinvested in.

Bill Foley,
Foley O’Neill

”

Etienne Ravex, Head of Product Management
for Operations, Murex: Echoing and developing
the other comments, there are several pros. For the
borrower, equities represent an additional source for the
borrowers, boosting balance sheet optimisation (the Basel
III liquidity coverage ratio is less accommodating with equities) which is in itself attractive. For the lender, there is no reinvestment risk (compare with a negative interest rate
scenario). For the lending agent, lending programmes are more attractive and a high correlation between collateral
assets and loaned assets lowers market risk in the event of a borrower default.

The cons include collateral liquidity risk: under systemic shock a borrower’s default risk increases and stock market
liquidity dries up leading to longer liquidation periods. We also see margin level uncertainty: what is the adequate
haircut? And operational costs relating to the management of corporate actions and induced settlement cost cannot
be ignored.
ISS: To what extent has the use of cash collateral
reduced since the global financial crisis?

Citi
Citi, the leading global bank, has approximately
200 million customer accounts and does business
in more than 160 countries and jurisdictions. Citi
provides consumers, corporations, governments
and institutions with a broad range of financial
products and services, including consumer banking and credit, corporate and investment banking,
securities brokerage, transaction services, and
wealth management.

Gareth Mitchell: In almost all markets apart from the
US non-cash collateral has been the dominant form
of collateral for many years. In the US the market has
moved from almost 100 percent cash collateral prior to
the global financial crisis to around 60 percent cash now.
Globally of the roughly US$1.8 trillion loans open, only
about $750 billion are collateralised with cash, of which
about $600 billion are US loans.
Bill Foley: Gareth’s figures tell only part of the story, I
think. Cash collateral gained a very bad reputation at
the time of the crisis for obvious reasons. Overzealous
reinvestment programmes chased the significant returns
available without perhaps giving due consideration to the
potential downside risks. It was not so much that cash
as collateral was a problem per se, but rather what it was
subsequently reinvested in. From a securities lending perspective, cash reinvestment losses were the main headline
grabber of this period and it is understandable that since
then the desire to take cash as collateral has declined
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significantly. It is also worth noting however, with
interest rates at historic lows and in some cases
even in negative territory, the yields that can
be achieved on reinvested cash mean that
the returns are so low as to be not worth
pursuing.
Etienne Ravex: We may have to distinguish different contexts here. From
a global collateral perspective, the use
of cash collateral may actually rather
evolve in terms of use rather than
actually reduced. Indeed, the impact
of BIS / IOSCO uncleared OTC
derivatives reform, and the roll-out
of EMIR for mandatory clearing, may
involve a segregation of collateral type
by nature of margin. In that perspective
we could not dismiss the possibility that
variable margin posting could actually turn
to be more cash-oriented and initial margin
postings become the main consumer of non-cash
collateral.

“

As various regulations have
been imposed on the banks/
broker dealers the demand for
HQLA, especially in term trades,
has increased significantly....
We expect this trading structure
to be an important focus in the
market in the coming years.
Gareth Mitchell
Managing Director
Citi

From a core securities lending perspective, from a macro
perspective, after the major inflexion of cash posting
immediately post-crisis, the figures show a constant
increase of non-cash posting which led by 2015 to a situation whereby for the first time non-cash posting reached
a greater volume than cash. If we refine the analysis, and
based on ISLA data which I think are the same as Gareth
refers to, we see the non-cash trend being even more
noticeable in specific usages:

”

Murex

The conjunction of these two trends could lead to a twin
challenge for securities finance desks: being able to both
source non-cash collateral for their standard business
lines while being able to source cash collateral efficiently
to support other derivatives business lines.
ISS: If there is increased demand for eligible collateral,
where is the collateral going to come from?
Gareth Mitchell: There is indeed heightened demand
for eligible collateral. As various regulations have been
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Founded in 1986, Murex has developed an unmatched
competence in the design and implementation of integrated
trading, risk management, collateral and clearing solutions
for buy and sell-side financial institutions located across
the globe. Murex provides with its MX.3™ platform
a solution for Collateral Management and Securities
Finance, an enterprise collateral management and trading
solution for bilateral or cleared OTC, repo or securities
lending, and exchange-traded derivatives products. This
includes optimal management of collateral asset pool based
on a real-time asset inventory, a comprehensive coverage
of repo transaction types enabling collateral trading and
transformation, end-to-end management of bilateral and
tri-party transactions, BCBS/IOSCO WGMR compliance
and CCP margining, a powerful STP workflow manager
providing connectivity to TriResolve, MarginSphere and
Swift.
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imposed on the banks/broker dealers the demand for
HQLA, especially in term trades, has increased significantly. The fees for this have been increasing over
the last year or so and as they increase further I would
expect to see more supply released from previously
untapped sources. We expect this trading structure to be
an important focus in the market in the coming years.
Bill Foley: The obvious answer is from those institutions
that hold eligible collateral and who are willing to lend it
on the terms required by the demand side. However, for
some institutions it is the long-term nature of demand
that presents a challenge. It would be nice to think that
the necessary supply is available in the market already
but I’m sure that the sales teams at agent lenders and
borrowers are busy trying to coax more prospects into
their lending programmes to meet the demand. It comes
back down to “economics 101” – in any market, the
beauty of undersupply of a good is that it drives the price
of that good higher – this has already begun to happen
and if the demand increases and the price is driven
higher, I think we will see more willing lending participants look to capitalise upon this.
Etienne Ravex: Assuming that the demand for eligible
collateral will not decrease, nor the conditions of its eligibility be relaxed, we may consider today that the most
immediate source of collateral could be found through
the reduction of firm and industry inefficiencies. This is
what could be seen as collateral velocity i.e. the ability to
mobilise collateral when required.
Two sources of inefficiency today could be identified,
where inefficiency would be defined by the fact that a
set of assets is “available” but cannot be “accessed”. The
first one would be the fragmentation of systems within

2000 from Deutsche
Bank where he
managed European
bond lending for the
custody securities
lending area. Before
joining Deutsche
Bank, he managed the
UK Stock Exchange
Money Broking
arm of Swiss Bank
Corporation, Rowe
& Pitman, a principal
intermediary.

In all he has over 25
years’ experience of
securities lending,
collateral and cash
reinvestment markets.
Throughout his career,
Gareth has presented
at many industry
conferences in
Europe, Asia and USA
and also participated
in numerous industry
groups.

a firm preventing it from having a real-time outlook on
their actual inventory of assets along with the ability to
efficiently act on it. The second one is the fragmentation
and the lack of homogeneity across local central securities depositories, international CSDs and agents can
occasionally render access to assets impractical in terms
of operational aspects to fulfill a collateral demand. On
both fronts there are material improvements going on,
ranging from IT system uplift, market infrastructure
initiatives such as T2S (Target2Securities) in Europe and
industry initiatives including the creation of custody
hubs.
ISS: Where is the market for collateralised products
heading?
Gareth Mitchell: Pricing transparency is still poor when
trading collateral as opposed to the securities lending
market where transparency has increased greatly over
the last few years. The type of institution the borrower
and lender in a transaction are has a significant effect on
the pricing of similar looking trades.
ISS: To what extent does the rise of term lending
reflect regulations? To what extent does it reflect
demand?
Gareth Mitchell: Term lending is almost entirely driven
by regulations. This is particularly true when HQLA are
being lent. Borrowers balancing their requirements to
meet LCR, NSFR (net stable funding ratio) and other
liquidity ratios require term trades to satisfy the regulators. This has created less homogeneous trading as each
borrower has a different characteristic which in turn has
led to increasingly innovative trading strategies.
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Bill Foley is the Co-Founder of Foley O’Neill Ltd, a securities finance specialist
consultancy, founded in 2014.
Prior to Foley O’Neill, Bill spent over 25 years working in the Securities Finance
industry and boasts a track record of success in a number of senior roles covering
trading, sales and product development.
Bill began his securities finance career as a Stock Exchange Money broker,
before moving to ABN AMRO NV where he grew the stock loan business into
the market leading Securities Finance product. After ABN, Bill moved into the
agency lender space, first, as Global Head of Securities Finance at Deutsche
Bank’s Domestic Custody business and later at JP Morgan where he held Senior
Sales roles in the Securities Lending and Securities Collateral Management teams.

Bill Foley
Co-Founder,
Foley O’Neill Ltd

On moving to RBC, Bill initially led the Securities Lending Sales team and after
a successful stint as EMEA Head of Securities Finance Trading, he returned to
sales, adding the role of Securities Lending Relationship Manager for Strategic
Clients with a particular focus on Middle East clients and Sovereign Wealth
Funds. During his time at RBC, Bill also expanded his product sales coverage to
include Foreign Exchange, Cash Management and Credit products.
Bill has contributed to numerous industry publications and is regularly invited to
participate in and moderate discussion panels and roundtables at industry events
and is well regarded by his peers.

Bill Foley: I think it is impossible to separate the two
things really. The regulations covering liquidity provisions and requirements are the main driver of the
demand for term loans of HQLA assets.
Etienne Ravex: Although it would be dangerous to
uniquely correlate the evolution of the securities lending
market towards an increase in three-month-plus term
transactions to regulation, it is still fair to consider that
the roll-out of regulation has a material impact on this
shift. Indeed, the industry is under double pressure with
on the one hand Basel III LCR and NSFR, which by
their nature encourage banks to hold HQLA while on
the other hand the Basel capital and liquidity framework
globally constrain balance sheet holdings of equity.
This impact can be witnessed through the continuing
evolution of markets; because of the greater demands of
evergreen structures we are seeing a slow but constant
evolution of the term securities lending market with 12
percent of all transactions being reported greater than
three months in duration. The proportion of government bonds lent for over three months is much higher
at 24 percent of all government bond loans compared to
other terms.
ISS: What do the regulators have to say about indemnification?
Gareth Mitchell: The regulators have made it clear
post-financial crisis that they want banks to hold greater
levels of capital. This is evidenced in a number of ways
and for indemnification it is seen through Basel III
and Dodd-Frank etc. Hence, the expectation is that
indemnification, on a like-for-like basis, will result in
higher levels of capital usage. However, there are many
moving parts within the industry in terms of supply
and demand. There are also many emerging trading
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strategies that are very efficient from a capital usage
perspective with respect to indemnification. Hence it is
difficult to accurately assess the ultimate impact that the
regulations will have on indemnification in securities
lending.
Bill Foley: I agree broadly with Gareth. I think the
regulators have been fairly clear on how they see the
provision of indemnification and how they would like
to see it treated from a balance sheet perspective. The
issue is highly complex though and there is certainly not
sufficient time to go into it fully here; maybe we could
develop the analysis another time. There seems to be a
wide range of opinions on how to address indemnification and where any costs should be borne but I don’t
think there is a simple “one size fits all” solution.
ISS: In a lower for longer interest rate environment,
is the temptation for asset owners to earn a few extra
basis points by taking greater duration or credit risk
growing again?
Gareth Mitchell: Where yields on government bonds
have reduced significantly and with many short-dated
bonds trading with negative yields, the impact from
raising additional income from lending can have a
significant impact on a fund’s return. This needs to be
balanced with the additional risks, counterparty risk,
liquidity risk etc. and what risk mitigants can be used.
The general approach of asset owners has been to adopt
guidelines that are consistent with their risk, reward and
operational goals for the securities lending programme
and hence the decisions they are making are based on
thoughtful consideration.
Bill Foley: This certainly seems to be the case. The
growth in lendable assets in recent years would appear
to bear this out and the universe of securities available to
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collateral management
technology solutions at
Murex. Etienne recently
oversaw the overhaul
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management solution.
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was a response to new
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challenges facing the
industry. Working with
a diverse, global client
base, covering both
buy-and sell-side firms,
Etienne has gained indepth experience and
knowledge of regulatory
change, collateral
transformation and
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This experience equipped
Etienne for his newly
acquired position.
He now oversees
product decisions in
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The core components
of operations at Murex
include transaction
life cycle, position
management, margining
and settlement life cycle.

lend has been greater than the levels seen pre-crisis for some time. I think another factor is an increased confidence
in and a greater understanding of securities lending by the buy-side as a result of the thorough examination of the
industry post-crisis.
ISS: What do you see as being the next big advance in price
discovery?
Gareth Mitchell: There are already three key vendors supplying pricing information in the Securities Lending market.
These have increased price discovery but all need to be taken
in the context of where collateral, counterparty, term etc.
can have a significant effect to the right price. I would expect
that price transparency may take account of some of these in
the future but, by its nature, it will not be possible to have an
exact benchmark.

Foley O’Neill
Foley O’Neill Ltd is a specialist Securities Finance
consultancy established in 2014 by Bill Foley and Sean
O’Neill –two securities finance experts, each boasting over
25 years experience in the industry. We offer our clients
securities finance advisory services covering all aspects of
securities lending, collateral management, financing, repo/
reverse and swaps/synthetics.
In addition to our core consultancy business,we also offer
counterparty introductions, outsourced sales solutions
and can even assist with recruitment/executive search. Our
clients are drawn from across the value chain including the
buy-side and sell-side as well as agents, intermediaries and
other service providers. In addition to the knowledge and
expertise of the consultants at Foley O’Neill, we are able
to draw upon a number of product specialists and subject
matter experts from our team of associates and boast a
number of strategic collaborations with other firms across
the industry.
Our aim is to deliver clear, concise guidance and add value
to our clients at every step of the way. We aim to leverage
our extensive network of contacts for the benefit of our
clients and look to build long term relationships.

Bill Foley: Securities lending is a fairly unique market in
that we have the option to reprice a trade in line with where
the market is after the trade has settled and participants are
rarely able to make a two-way price. Securities lending price
discovery has always been an art rather than a science. It is
largely driven by a lagging market consensus and it has certainly been reactive rather than truly live. I think that we are
a little way off that but better and more immediate market
data at the point of trade do help, and will continue to help.
ISS: How do you see securities lending developing over the
next 12 months?
Gareth Mitchell: Securities lending will continue to evolve.
The themes will remain the same with a keen focus on regulatory developments as well as the continued identification
and execution of new trading strategies and structures.
Bill Foley: I think we will continue to see an increase in
lenders coming to market and that we will continue to see
the growth of more bespoke lending programmes focusing
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Financial Institutions had been looking for
a new approach to managing their data,
the poor quality of which had in effect
contaminated the transaction chain; in
addition, the trend since the financial crisis that hit the front pages in
September 2008 with the collapse
of Lehman Brothers for ever-increasing regulatory obligations
had put processes under
stress and budget constraints
demanded that firms do more
with less.
Individually, firms had been
looking to efficiently execute
on their data governance policies and were not willing to start
again from scratch or persist with
the practice of buying more data,
knitting it together and adding new
systems without any guarantee of results.
SmartStream thus created the Reference
Data Utility (RDU), delivering multiple
benefits to multiple industry players.

“

What is good? Let us make
it better. What is the future?
Make sure we invest in it. How
high is our quality? Let us make
it higher still..

The SmartStream RDU’s core principles are threefold.
One, it is a data solution not just a technology or people
approach. The utility proactively mutualises the solutions
to industry-wide problems through the application of
best practice rules and processes. This delivers data of an
assured quality, integrity and timeliness at a lower cost
than any other solution and runs this process in accordance with customer standards.
Two, results are guaranteed and outputs are defined by
the customer, which cover requirements from a technical
and operational perspective that measure against quality,
timelines and integration standards. These outputs are
specified and protected by a client defined service level
agreements (SLAs) incorporating not just utility processes
but client-driven controls.
Three, flexibility is assured through the governance of
SLAs, supported by the dynamic design of the utility-enabled technology and applied through a client focused
operational framework. This allows customers to mitigate
against the ever increasing cost of change.
Haytham Kaddoura has wasted little time in getting down
to brass tacks, surveying everything that contributed to
SmartStream’s financial performance: the range of products, focussing on the bottom line, ebitda, accounting
processes and global resources. “We needed to carry out
a complete review and prepare for a major overhaul,” he
says. “What is good? Let us make it better. What is the
future? Make sure we invest in it. How high is our quality?
Let us make it higher still.”
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Haytham Kaddoura
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He has so far split his time between New York, London,
the APAC region and Dubai, from where he originates,
speaking directly to as many of his new colleagues as
humanly possible and quickly formulating a plan for
SmartStream to adopt as its reworked strategy. Certain
behind-the-scenes changes have been made already. More
will come, making the company stronger, more responsive
and more proactive, instituting and supporting processes
and areas designed to enable it to deliver more of what
people want and expect SmartStream to do.
An essential element in forging the future of SmartStream
in a dynamic international environment is the empowerment of executive teams, pledges Haytham Kaddoura.
“SmartStream is international, with 25 offices in 20
countries. They all need to be able to make the decisions necessary to meet client needs without constantly
referring to the board of directors. We are committed to
nothing less than changing the very mindset of the organisation and recreating the business.”
“We need to deliver what our clients are asking for in the
tightly knit partnerships we forge with them, to ensure
that all our solutions are as good as they can be and
deliver exactly in accordance with our manifesto promise
to be a true partner.”
The emphasis on partnership is crucial, stresses Haytham
Kaddoura. Partnership is not an option. Partnership is the
only option. We can expect great things, he promises. The
revolution has begun.

International Securities Services Magazine

Etienne Ravex,
Head of Product Management for Operations,
Murex
on those assets and structures that offer the best returns
and ignoring those where there is already an oversupply.
There will be growth in participation from the mid-tier
and below banks and brokers covering niche areas of
the market where they offer specific expertise. From a
demand perspective, the HQLA term loan looks set to
continue to drive borrower demand and on the flip side
the yield enhancement market seems to be in terminal
decline.
ISS: Do you expect the repo market to come back to
the size and scale that it enjoyed before 2008?
Gareth Mitchell: The repo market, like securities
lending, is key to the efficient functioning of financial
markets. With repos and their collateralised nature,
they have increasing appeal to a wider set of market
participants who are more familiar with taking outright
counterparty risk. The development of the size and scope
of the market will naturally depend on the regulatory
treatment of the trades as well as the supply and demand
factors in the marketplace. Hence we see repo continuing to be a critical component of the market but in terms
of the size and scale it will achieve in the future, it is
difficult to determine at this time.
Bill Foley: I’d go a little further and say that’s unlikely in
the foreseeable future – there are just too many factors
against it. The use of repo as a financing tool is alive and
well, however, and once again I can see a number of
niche players increasing their participation. In terms of
overall size though, it is just not of the same scale as the
market pre-2008.
ISS: Finally, are there any hot issues that you think we
should have covered here, but have omitted, and might
form the basis of future discussion in these pages or
elsewhere?

“

“

the industry is under double pressure with on the
one hand Basel III LCR and NSFR, which by their
nature encourage banks to hold HQLA while on
the other hand the Basel capital and liquidity
framework globally constrain balance sheet holdings of equity.

Gareth Mitchell: The CCP concept, beyond where it is
a mandatory requirement in a market, has been slow to
take hold in securities lending. That said, there is scope
for CCPs to perform a valuable role within the securities
lending industry. Hence, their evolution in securities
lending is important and one that requires investment by
the relevant stakeholders in order to be able to deliver an
efficient and effective model.
Bill Foley: It would have been interesting to get the
panelists’ views on where they see the current picture
and outlook for the yield enhancement business now as
this former darling of the market continues to fall out of
favour.
Etienne Ravex: For my part, I think that two topics
could have made their way to the agenda today. They are
different in nature and timing but could actually converge in the mid run. The first would be the obligations
set in place by the European Commission in its effort
to regulate the “shadow banking sector” through the
Securities Financing Transactions Regulation. Indeed,
despite the positive aspects of greater transparency and
better traceability of asset ownership, this also generates
material cost and challenges as some transactions could
end up being reported multiple times.
The second would be how innovative technology could
help the industry to cope with the challenges ahead. In
the securities lending space, distributed ledger and smart
contracts, two of the building blocks of the blockchain
technology stack, could provide material support to cope
with some of the challenges ahead. Industry and financial technology fintech are out of the lab and more into
the initial validation phase, and these subjects should be
followed with attention.
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