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Chair: How largeisthe Australian securi-
tieslending market?

Pete Martin, ASLA: To give some general bg-

ures, thereis approximately $160 billion in

lendable assetswith between 15 to 25 billion

on loan for the past six to ninemonths. The
message that | @ say for Australiaisthe sup-

ply side is extremely healthy but there isn®
necessarily thesamedemand for borrow, not

compared towhat welle seen historically.

Natalie Hoate,

Head of Treasury &
Liquidity Management
- Sydney, BNP Paribas
Securities Services

Robert Antleman,
Trading Desk Manager,
Hong Kong, Gti

Qselle Awad,

Senior ice President,
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Chair:
Mark Bonthrone

Chair: What are the asset classes that are
being lent in the market? What are you
guysall seeing?

Martin: In addition to equities thereis a
bxed income market aswell.

Jeff Brewer, RBS: Yes and it has its own
unique characteristics. For example in
the bxed income space lending activity
is spread across Australian government,
Semi or State government and corporate
bonds. For themoment the Equitylending
market isspecibcto equitiesand to alesser
extent ETFs.

John King, Mallesons Stephen Jaques: And
on the debt side though, are they done
under securities lending documentation
or by way of repo?

Natalie Hoate, BNP Paribas Securities Ser-
vices: It®amixture of both depending on
the entity lending the entity borrowing.
What we typically bnd is a lot of lenders
of bxed income, if on the custodial/ agency
side of the desk, will be done under secu-
rities lending arrangements for smaller
activity and repo for larger value/longer
term deals. If it@ a beneficial owner
directly lending in Australiait@generally
doneunder repo agreement.

Chair: How did the market fare generally
during the economic downturn? It seems
that Australia came through things a lot
morepositivelythan thelikesof Europeor
theUS?

Martin: A lot of the banks domestically
didn®havetheexposuretothetoxicassets
that some of the overseas marketsdid, so
they certainly werein a stronger bnancial
position. Some of the measuresthat were
taken like for the government guarantees
toraise cash certainly helped shoreup the
Australian market.

Having the short selling ban on for such
an extended period of time as opposed to
what happened overseas, debnitely had a
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2Bene®cial ownersare becomingmore exibleintheir collateral pro®les?
QSHLEAWAD, ESEENDINGASIAPAQHC

detrimental effect on the market overall.
It certainly put Australia on a pedestal
and people werelooking at the Australian
market and what was required to actually
operatewithinthat market and theamount
of regulation that wasintroduced and that
certainly had anegative effect overall.

Chair: Have you seen the demand side
returning?

Martin: There®a combination of factors,
it@ not just that there isn®the demand
there. Thereisstill asignibcant amount of
business going on. The supply might not
all be coming from the traditional agent
lenders, there is certainly a long biasin
many brms that are utilising their own
long inventory. With the funding cost
issuesthat they experienced, moresophis-
ticated systems have been developed that
will ensure they are utilising their own
internal long positions which is under-
standable. There hasbeen an effect on the
overall size of the borrowing demand but
that isonly oneof thecontributingfactors.
| think if you turn totheoffshoredemand,
in some ways in Australia we see fewer
viable trading strategies. There are more
regulations, more rules that you have to
go through than if you were transacting
in other Asian markets. It@not necessar-
ily alevel playing beld down in Australia,
sothere®aportion of businessthat people
aretransacting away from Australia.

King: May | ask aquestion that toucheson
that? Towhat extent hasthereinvestment
of cash risk come to the fore post GFC?
Because| think wef)e seen someinstances
wherethat®had an impact.

Brewer: Prior to the Global Financial
Crisis, collateral re-investment, with the
exception of a few isolated cases, was
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traditionally viewed by lending clients as
low risk. The GFC highlighted that col-
lateral re-investment risk was real and
their investments could in fact ®reak the
buckQmeaning the NAV of the fund after
expenses and investment losses was less
than $100. Post-GFC, | suspect clients
are spending more time evaluating their
investment guidelines and are becoming
much more conservative with how they
will invest lending collateral.

Martin: That comesdown tothefact thereis
more of a hands on approach from clients
and alot of them will look to actually tai-
lor their programmeto meet whatever risk
parameters they@ comfortable with. The
benebcial owners share the responsibil-
ity to make sure they do evaluate and that
their programme®beingrunin accordance
with their expectations. So | wouldn®say
there®amoveaway from cash ascollateral.
Certainly it isclient specibc, depending on
thelevel of comfort that they have, but there
will be strict boundaries of what that can
then bereinvested in.

Hoate: And | think with regards to cash,
speaking as an agent lender we@e always
encouraged lenders/ benebcial ownersto
look at their reinvestment guidelines as
a distinct mandate. A securities lending
mandate should be structured and sub-
ject tothesamescrutiny asan I nvestment
M anagement mandate.

Gselle Awad, eSeclending Asia Pacific:
| agree, custody, securities lending and
cash management mandates historically
have all been bundled together. | believe
it@important for benebcial ownerstotreat
each mandate separately and by applying
investment management principles, they
can establish a customised risk/return
problefor each.

Martin: | suppose it is domicile and bor-
rower specibc aswell depending on their
internal funding costs. For some brokers
$USisacheap source of funding, so that
would betheir preference. Certainlyinthe
USlending space the majority of clients
prefer to accept $US whereas in Europe
thereis more of amove towardsthe non-
cash and the G10 debt as a collateral
source. It does depend who the lender is
and whotheborrower isultimately aswell.

King: And that®just brought out all the
other issueslike looking at collateral Rex-
ibility when you®e looking at what are
your cheapest forms as a borrower, what
arethecheapest formsof collateral to give
toalender? We look down the spectrum,
whether it® cash, whether it® equities,
whether it® repo and ask what makes
sense for us? And | think that drives con-
versations with the agent lenders about
what they can take as collateral, because
historically funds have been fairly con-
servative. | think now more and more
groups are probably looking and taking
alternative collateral

GA Certainly benebcial ownersarebecom-
ingmorefRexibleintheir collateral probles
but what we are also seeing, , is benebcial
ownersQinterest in dynamic margin-
ing. That is, while market standards of
102% to 105% margin remain, clientsare
expecting margins to change as market
conditions do. For example, a borrower
may be required to pledge a higher mar-
gin,followingaconsistentincreasein their
CDSspread.

Stewart Cowan, J.P. Morgan: J.P. Morgan
haslaunched a tri-party collateral man-
agement product, in Australia, so it@the
brst time these collateral management
products have been offered in the local
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4] think educationis probably the key point®
GRAHAM SEATON, BANK CFAMER CAMERRILLLYNCH

market. We launched our brst tri-party
cash trade last year and we®@e done a
securitiescollateral tradethisyear. We®e
ready to go and alot of lenders and bor-
rowers in the market are interested in
that.

Chair: And what do you see asthe benebts
totri-party?

Gowan: Tri-party offers the Rexibility to be
ableto take equities or bxed income, what-
ever themost efpcient form of collateral. The
product ishugein Europe, it@enormous, but
wejust haven®had theproduct in Australia.

Chair: Why isthat?

Cowan: | don®think it@been pushed hard
enough. Cash was always king. It was
easy to pledge cash and as a lender we
were always happy to take cash as collat-
eral. However, as the borrowersthalance
sheetsaremuch tighter it getslessand less
attractiveto pledgecash toalender and so
there@moredemand for non cash.

Chair: If we could go back to the short sell-
ingban, it@well documented asoneof the
strictest and longest imposed bans glo-
bally, but why wasit left on for solong?

Damien Richard, Mallesons Stephen Jaques:
It applied across the market, so it was all
stocks, not just bnancial stocks, which was
abit different to major world markets. We
lifted our ban on covered short selling of
Pnancial stocks in May 2009 and lifted
the ban on non Pnancial stocksin Novem-
ber 2008. The UK FSA lifted their ban on
short selling of Pnancial stocksin January
2009, soJanuary 2009-May 2009, thereis
aquiteabit of differencethereand | think
it was probably due to the way the mar-
ketsreacted. After that ban in the UK was
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lifted, there was a lot of press about that,
some bank stockstook big hitsduring that
period, RBS and others. That created a
very cautious approach with theregulator
intermsof when they weregoingtolift that
ban. There was a perception that the Aus-
tralian market wasasmall market and that
it wasripeto behit by the speculative short
sellers. Whether those perceptions were
correct isof course quite another question,
but there was certainly that nervousness
and caution within thegovernment.

King: Towhat extent wasthat inBuenced by
media hype at the time, because there was
alot of misinformation and ignorant com-
ment on thefront pagesof thenewspapers?

Richard: I think therewasalack of under-
standing of what short selling was and
therole of short selling in the market in
allowing hedging, providing liquidity and
all those other featuresthat short selling
bringsto the market. So there was a lack
of understandingat abasiclevel withinthe
Australian community about thevalues of
short selling.

Martin: | suppose Australiahad had such a
largeperiod of growth with continuallyris-
ing marketsthat when the market started
to fall people weren®prepared for it. The
reaction wasto blame someone, and short
sellerscertainly got thebrunt of that.

GahamSeaton, Bank of AmericaMerrill Lynch:
Isit fair tosaythat thelead-in of risingmar-
ketsjust meant that regulators and alot of
participants weren® sufbciently familiar
with short sellingand theimpact of it?

Martin: Yes, most debnitely. Even just from
a stock loan perspective, one of the main
issues we were dealing with was from a
general education perspective. There was

alot of misunderstanding around margin
lending specibcally and especially after
the Opes Prime case, which had nothing
todowith securitieslending, it isatotally
different product. Explainingthat both to
themedia and speaking to theregulators
represented challenges in its own right.
That®arguably thefault of theindustry as
awholewherebyit hasn®doneaproactive
enough job in terms of communicating
thesedifferenceson ahistorical basis.

King: There are two other factorsthat were
in play. The brst isthe regulator had been
asleep for 20 yearsin securitieslending, and
that wehad anew head of AS| C. A newteam
cameinto ASIC at atime when thelegisla-
tion was on the books but had never been
enforced, and they had to take a stand and
tryand turn around theindustry behaviour.
At the same time, we had a couple of huge
crashes, such as ABC Learning, Allco, Bab-
cock & Brown. Some of these crasheswere
put down (at least in part) to the evils of
securities lending and short selling, rather
than poor businessmodels. | think that this
perception may have contributed to alot of
hysteriaand fear.

Chair: What impact will new short report-
ingregulationshave?

Seaton: Investors will get comfortable
withthenew rulesand how theywork. The
different markets across Asia have many
regulatory aspects that investors have to
be aware of. Comparatively, Hong Kong
and Japan have been relatively straight-
forward and stable but education and
awarenesswill giveinvestorscomfort.

Alison Noble, Delaitte: | think thereisquite
alot of education probably still to go.

Seaton: | think education is probably
the key point. Quite a few investors both
domestically and offshore were slow to
pick up on the new short position report-
ing rules and there was uncertainty asto
the transaction reporting vs the position
reporting, exactly what their obligations
are, whoissubject tothereporting etc.

Richard: Yes, we are certainly receiving a
lot of inquiries on a daily basis from off-
shore hedge funds and even local fund
managers on the position reporting obli-
gations: what is a short position? Do we
include synthetic positions? Which enti-
tiesdo we need to register for reporting?
Can wenet positionsacrossfunds?

Brewer: | know ASLA wasin contact with
ASIC quiteabit during the Global Finan-
cial Crisis, did ASI Cactively seek out views
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or have any conversationswith regulators
offshorewith regardstohowtheyruntheir
securities lending programmes or how
theyimpose short sellingrestrictions?

Martin: Therewastalk about havingaglobal
approach to dealing with theissuesrelating
to short selling and new regulations that
might be introduced. But | think in Aus-
traliathey@eshown that they@enot afraid to
actually go it alone, and they will. Whether
other jurisdictionswill look at thepositional
reporting for short selling, maybe as a test
casein Australiaand seeif that®something
that may actually comein overseas.

Basically, though, it® another layer of
requirements if people want to actually
invest in the Australian market. | think a
bigger inBuence on thedemand to borrow
securities, istherequirement of what you
haveto do beforeyou can actually execute
the shorts, and therules are alot stricter
in Australia than they are in most other
Asian countries. Therequirement to actu-
ally have, or effectively have the shares
in your possession prior to executing the
shorts, that ruleappliesnot just totheless
liquid smaller cap names, but also to the
most liquid namesin themarket. It@aone
sizebtsall strategy.

Chair: You hear people saying that Aus-
traliais not on alevel playing Peld with
other Asian countries. What additional
exemptions are needed to level that play-
ing beld?

Martin: It would be great if some of the
caveatsthat they®egot, sayin HongKong,
for example, wereintroduced here so that
aslong as there®the understanding that
the shares are available to borrow, that®
sufbcient for someone to then be able to
put ashort on.

King: Also, to what extent isit realistic to
expect you to borrow the stock in advance
when a lot of the shorts are generated
electronically through the operation of
algorithmsand other automated systems?

Chair: Have people round the table been
involved in discussions with regulators
and if so have those been productive?
What®the general feeling about whether
changeswill beimplemented?

Martin: We®e had regular discussionswith
both ASICand aspart of thesecuritieslend-
ing disclosure with the RBA and the ASX
aswell, and in general it@been more just
an education process about what securi-
ties lending does actually facilitate and
the effect some of the regulations have on
the clients choosing to enrol their shares
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within lending programmes. Therewasan
additional exemption totheshort sell regu-
lations around that, there was a no action
letter produced for lending clients. From an
ASLA perspective it@been more of a gen-
eral education around what the industry
actually does, moresothan alobbyingto get
theregulationschanged. Many of the ASLA
memberswould be speakingindependently
totheregulatorsfrom what their company®
view is, but certainly from an industry point
of view welde tried to increase the overall
understanding of theindustry.

King: | haven® participated in any nego-
tiations with the regulator. But one of the

thingsthat | perceivefrom afar isthat there
still may be adegree of commercial naivety
on the part of the regulator, and a discon-
nect between the rule and what goeson in
the market, such as the different types of
trades. |@e talked to people on securities
lending desksand they might say: @Ve have
three types of classes of securities that we
typically lend. We@e got theonesthat arein
short supply; wel@e got the onesthat arein
medium supply; and then therearetheones
that aresoliquid that, if someonewanted to
borrow ten timeswhat thenormal demand
isfrom borrowers, we as a lender or inter-
mediary can bereasonably conbdent that we
could still satisfythewholeof that demand.O

P a

-@I®; :6>8Cl&4/401G

- @E8? 10:6>84; ; 133G

- 6/10:6>%1? &@20A1/ 3B246; C.6>%1? &/ 2/ 1>:13R
719=10.6>%17? 8891/ :863L&CIB8EE80/46:/:1384C2/ &
1FE267&%8408; 8E1&67& 0:=1&%8408%087 / C& C2/ B&
? C2/ %84& 26/ &80%840319&678%8408 916/ 3&67&
? 2/ &0=13840012/:863C.ER :/ CH84G

| C16&%84&20/610% :/C& :/:B84&2:6&; ; 13348&Cl&

B; 2¥D20A1/ AFE1Y 31 @J17717&684086743/ 05K
A27:6>&BI2F 1/ ? B0ADB618&C2/&8661; / 3&8& MVN&

; 23CR6781; 40:/:138&A20:6>853/ 1@3& 807 ? 71 :/ C&
8E102/:863&68=108MVK. 846/ 0:13&2678&6&) P& 40016; :13&
D&B8&%84& 26812; C&H840882B&87258678&68CL&A/ 401G

$1; 24318/ 25:6>&C12782A1380129Q6>BEES0/ 46:/:13R
/C2/ B& Co&:/:&%1=108A1E3G

RA231&:3:/ &3&/ & ? ? G02632; /:86310=:; 13G:/:G8@G

L #39% & (%) * %t #) &- (. ,+-*
/01234058678.0271883%/:863&
31;40:/:1382678467810=:; 13

Citi never sleeps”
Vo

| HSOBUR! (') *+, . 1010 2 34(5'B5627680 29" 653+ & (" +8'0 29" 653+ +8'&(". 6762" B6<5"
*25'(286= * 2, 5 +8'5627'96'= * 2, 5>7&! (32> @A 9/ @68™ +8'%63'5(6268"(42>@4>@'(46'B>2B/

GLOBAL INVESTOR/ISF  JULY/ AUGUST 2010 31



AUSTRALIA MARKET FORUM |

aAsanindustrywedon't want unnecessary hysteriaabout short selling
andsuperannuationfunds beingforcedtoreact off that hysteria®
STEWART GCONAN, J.P. MCRGAN

And, for the moment at least, there seems
to be a complete unwillingness on the part
of theregulator to permit any exceptionsto
therule. It seemsthat they don®likecoming
back to theliquidity test, to recognise these
differencesin the market. [t@sort of a @ne
size bts allOregulatory model: youde got
to have an unconditional right to vest that
security in someone, with no exceptions.
| just think that, somehow or other, this
fear, this obsession with settlement failure,
should not involvea @nesize btsallGrule.

Martin: And Australia®always had one of
thelowest settlement failurerates pertain-
ingtothat market anyway, so if settlement
failureisthe main issue then let®focus on
settlement failure. But yes, all therequire-
mentsarenot for at thetime of settlement
but the time of execution, so for a market
that does have very few settlement failures
anyway, thereisalot of additional regula-
tions purely for Australiaasaresult of the
interpretation of the Corps Act. If that is
going to stay the same, all well and good,
but provideustheseadditional exemptions
sothat we can increasethe business Row.

Chair: 1t@been reported that the Bank of
Australiais going to place more scrutiny
on what happensin securities lending, is
that the sensethat you get?

Martin: Well that was part of the securi-
ties lending disclosure that went live in
December last year, and there was a two
tier approach, onetaggingall transactions
in CH ESSwhichwastohelpthe ASX man-
agethebatch settlement process, and then
separately there® the positional report-
ing of outstanding securities lent and
borrowed. Thisis part of the overall edu-
cation effortsand on the website that the
ASX publish, thereisinformation about
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securitieslending, Q&As, soitishopefully
benebcial aspart of theincreased informa-
tion that isout there.

Hoate: | agree it demystibes the activity if
theinformation isthere. If ajournalist sees
aparticular security that@droppingin price
and they want to go online and see what®
happening, at least they can see the securi-
tieslendinginformation at the ASX website.

Coming back to the short selling
reporting and disclosure, the securities
lending information went live quite qui-
etly and there wasn®a lot of press or a
lot of interpretation at the time. ASIC
had commented at one point that their
objective was to make the data available
to ensurethat all market participantshad
access to the same information, and that
oncethedatawasthere companieswould
come forward, analyse it and sell it back
tothe market. We haven®really seen that
happen yet. So 1@ curious to see what
happens with the imminent short sell
data-it®amuch moreinBammatorytopic
and theremight bemore peoplewillingto
focuson that. Hasanyonehad any queries
in regardsto securitieslending datathat®
been published? We have had very little,
in terms of people actually looking at the
data and coming to us and asking us to
interpret for them.

Chair: Is that something that will evolve
over time?

Hoate: In my personal view the securities
lending data was about transparency, |
don®think thedataitself isof much inter-
est tothemarket.

Cowan: That®true. You don®always know
why the loan@taking place, whether it@a
short or whether it@another typeof activityk .

Hoate: And there®so much contextingthat®
needed, | mean Stewart®right, there could
bealot of collateral movementsin asecurity,
inwhich casedoesanyonewant toknow why
someone has borrowed the security unless
they are borrowingit for itsintrinsic value
that isuniquetotheissueitself? Theinfor-
mation isthere, we can all point toiit, but |

would question how much valueit@adding
apart from general transparency.

Seaton: The same point could be applied
to the data that® going to come out on
the back of the short position reporting.
Understanding what the data does and
doesn®tell you isimportant.

Martin: If someone sees that one of the
securitiesthat they own in their superan-
nuation is getting heavily shorted, then
theremight bean adversereaction tothat,
which could be totally incorrect, and the
reality could be that the trader is bullish
on that security and they®e got the short
position on asahedge.

Gowan: Assuperannuation fundscontinue
to grow this enormous pool of invest-
ments, if not made available for lending
purposes, could impact on market liquid-
ity,and when your liquidity sufferspricing
isnot as transparent. As an industry we
don® want unnecessary hysteria about
short selling and superannuation funds
beingforcedtoreact off that hysteria. That
could create bottlenecks in the market
particularly asit grows.

Noble: I t@interestingwith thesuperannu-
ation fundsin Australiabecausethereisa
largeindustry superfund baseand so some
board membersand executivescomefrom
atradeunion background and do not nec-
essarily have bnancial expertise, which is
why | think sometimestheindustry funds
tend tobemoreconservativeand cautious.

Martin: And it waspolitically sensitivethat
funds wouldn®want to talk about securi-
tieslending, it wasahot topic.

Foate: And that® the biggest cultural
changewe®eseen inthemarketin regards
to lenders, especially on the benebcial
owner side. Lenders have moved away
from securitieslending revenue being the
main focus, they now recogniseat awider
level within their organisations that it is
a separate mandate and you haveto have
an awarenesswithin thelender of therisk
versus the return. Personally 1@ happy
to sit down with lenders or trustees and
explain securities lending, because they
have mandates with investment manag-
ers, they understand risk and understand
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how to hedgerisk. Soif you clearly explain
therole of securitieslending and context
theactivity - how managerscan useashort
sale to hedge risk, or how the discrete
long/ short mandatethat they haveutilises
borrowed securities and short positions B
allowsthem to context the activities.

Seaton: | think that® a good point. As
money managers such asthe super funds
are moving more into the alternative
space, the process of making allocations
tohedgefund managersiseducatingthem
about shorting activity and about where
shorting and securities lending bts into
hedging and trading strategies.

Awad: Theeducation processwill taketime
butinthelongrun|@hopethemarket asa
wholewould cometo identify how impor-
tant securities lending isto the liquidity
and efpciency of marketsand in fact often
supports a lot of investment strategies
that investors, including superannuation
funds participate in and benebt from, for
example, anew equity issue.

Martin: As was said it@not just a cheque
coming in the mail anymore, people do
want to have more ownership over the
whole process and they will evaluate it
accordingly. 1t@&not just a case of offset-
ting custody fees, which it may have been
previously perceived.

King: That®been a huge shift, hasn®it?

Martin: Yes, people are seeking additional
revenueover and abovethat, and | suppose
if you®enot enrolled in asecuritieslending
programme then you®e got to outperform
your peers by a signibcant margin just to
staylevel and with thecompetition between
thefundsthat isan important factor.

Chair: What is the relationship between
risk versusperformance at themoment?

King: We@e seen a noticeable switch
towardsrisk management asafocus, over
and above the actual performance of the
programme itself, and how the risks are
mitigated. | suppose there® also been a
lot more demand for reporting and up to
date information so people know exactly
who their shares are on loan with, what
collateral is being held behind it. That®
to be encouraged. So that helps ease any
concerns and increase their understand-
ing about how the programmeisactually
being managed.

Hoate: And avoidstheimmediate concern
when thereisaheadline or thereisacall
from a unit holder or investor to ask if a

WWW.GLOBALINVESTORMAGAZINE.COM

aThe Australian superannuation spaceis uniqueand | believe
Australian funds expect tosee acertainlevel of commitment
fromtheir providers®
QSHELEAWAD, ESEO ENDINGASIAPAQAC

fundisin asecuritieslendingprogramme.

Awad: | @e seen clients wanting more
transparency and oversight, and rightly
so, over their programmes. Thisisbeing
demanded not only on the risk manage-
ment side but therevenue generation side
also. Weoffer clientsconsolidated report-
ing so whether they are utilising multiple
securities lending agents or cash man-
gers all exposure data is aggregated and
reported in one place. Thisallowsthem
toapplyaholisticapproach not onlytothe
oversight of their securities lending pro-
grams but it can also be further rolled up
intothefund level

Chair: With thesize of the superfund mar-
ket in Australia and the opportunities for
sec lending providers, why historically
have we not seen more custodians and
third party lenderscomeinto themarket?

Brewer: The lack of physical presence
should not be taken as a general disin-
terest in the Australian market. What
you@® Pnd ismany global custodianshave
regional ofpbces and are happy to man-
agetheir Australian businessoffshore. In
reality, the size of the pool of assets avail-
abletobelent isquite substantial. While
it®@ likely you@ see some brms make
moves to set up an ofbce in Australia,
many will be content to have their infra-
structure offshore and lend their assets
from Japan or from Hong Kong, etc.

Awad: | think that@fair in terms of the
securitieslendingtrading desksand being
able to distribute Australian loans, it®@
more than feasible to do so from region-
ally based ofbces. However, if you are

talking about servicing Australian domi-
ciled clients then undoubtedly a physical
presenceisapowerful message. The Aus-
tralian superannuation space is unique
and | believe Australian funds expect to
see a certain level of commitment from
their providers.

Chair: Rob, you lend out of Hong Kongjust
now. Will bankslikeyourself set up ofbces
in Australiain thefuture?

Robert Antleman, Gti: Running our lend-
ing desk out of Hong Kong allows us
to talk to clients on a day-to-day basis,
whether they are based in Australia or
elsewhere in the region. Hong Kong
has the advantage of a centrally-located
time zone within the Asia Pacibc region,
allowing us to cover all markets. How-
ever, in signibcant lending markets such
asAustraliaand Japan wearecontinually
looking at expanding our existing local
capabilities. With an increased local pres-
ence in Australia and Japan we believe
demand for lending services will rise. As
aresult, | @ expect to see more providers
buildingtheir teamsout in thesemarkets.

King: Could | just ask a question? In the
past | think most of the lending by the
custodians has been on an agency basis.
M ore recently, we@e seen more principal
based lending where the custodian bor-
rowsand doesother things, and putsitself
inthemiddleon aprincipal level. I sthat a
changein themarket?

Cowan: | think personally the principal
model isfrowned upon alittlebit morein
thesetimesbecausewith theagent model
you®e got more diversibcation of risk,
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4] think personally the principal model isfrowned upon alittle
bit moreinthesetimes because with the agent model you've got
more diversi®cation of risk®
STEWART GONAN, J.P. MCRGAN

it@ not just that one counterparty that
you®e exposed to. In the agent model, if
thereis a problem with the agent you®e
have a contractual relationship with the
borrower, and if there® a problem with
the borrower the agent will indemnify
against the borrower default. What 1®e
seen, particularly offshoreis that they®e
reallyinterested in an agent model rather
than theprincipal model.

Awad: Alsoif you do chooseto enter intoa
principal model then you need to consider
not just your securities lending exposure
to the provider but also all other prin-
cipal agreements you may have with the
same entity, for example, FX or cash pro-
grams, in order to complete a proper risk
analysis. | would go even further and also
consider that if you have a certain amount
of exposure, surely other funds of similar
size have a similar exposure to the same
counterparty.

Chair: We@e seen thelikes of eSecLending
and Northern Trust settingupin Australia
reasonably recently. Areyou new entrants
winningbusinessor isit stayingwithmore
established players?

Awad: eSecLending views the Australian
superannuation market as sophisticated
and growing. We have all already agreed
that securities lending should be viewed
as an investment strategy. Given these
factors, coupled with the fact that there
is little competition amongst securities
lending providers, | think as benebcial
owners look to better understand their
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programmes and apply investment man-
agement principlesto them then they will
consider alternatives. Our objectiveisnot
to undercut or gain market share rapidly,
rather welook to partner with fundswho®
philosophy and strategy complement ours
and that takestime.

Martin: The majority of firms globally
would have a presence in the Australian
market, whether they®e located in the
Australian market or offshore. Yes, there
are benebts to having the local presence
but it doesn®mean those located offshore
aren®activein themarket.

Richard: Yes, and the regulatory system
herein Australiaisreally quite amenable
to having the offshore participantsin the
local market. Although securitieslending
businessin Australiaisalicensable activ-
ity, there are various exemptionsthat can
beimplemented.

Martin: From alending client perspective
we are certainly seeing new entrantsinto
themarket, sotherearefundsnow making
their shares available to lend that previ-
ously weren@® but at a participant level,
itGthesameparticipantsthat havehistori-
cally alwaysbeen here.

Chair: ALSA hashbeen praised for thework
it has done educating people on securi-
tieslending etc. How isALSA ensuringits
voiceisheard?

Hoate: One of the strongest things| think
ASLAGdonerecentlyisincreaseitsinter-

action with the global securities lending
associations. For example when it® had
a press releases or industry consulation
response it@had them be issued from all
associationsasone. For ajournalist or reg-
ulator receiving thisseeing the Australian
Securities Lending logo isimportant, but
seeing thelogosor the US, European and
Asian associations behind it adds a bit of
weight. It showsthat it@not an Australian
only issue, or comment, but a global best
practise or comment from the sector.

Chair: So all the Associations are trying to
show theyarespeakingwith thesamevoice?

Martin: Yes, thereis debnitely more coor-
dination and Australiaispart of theglobal
industry bodies now. 1t® good. But even
just with the other Australian associa-
tions, we@e now morelikely to have a seat
at thetableand beincluded, becausewete
built thoselinks.

Chair: There is talk of further consolida-
tion of superannuation fundsin response
to government tax incentives ending.
What will more consolidation of these
fundsmean for the market?

Noble: | think the bigger funds will con-
tinue to swallow up some of the smaller
funds. Particularly as the industry con-
tinues to grow as a result of compulsory
superannuation, the big playerswill con-
tinue to get bigger, so that quite a few of
the smaller funds may be swallowed up.
This means that there might be fewer
superannuation fundsin the market, but
with signibcant securitiesto lend.

Awad: From apuresecuritieslending per-
spective, advantages exists. Clearly there
are numerous and much more important
factorsfor fundsto consider before merg-
ing. However for lending, larger lendable
assets mean you don®necessarily need to
be aggregated with other clientsCassetsto
achieve economies of scale. Non-pooled
assets allow for a more customised pro-
gram that meets a fundsQspecibc risk/
return proble.

Chair: Going forward in the next two to
three years, what are the main devel-
opments you would like to see in the
industry?

Richard: From my perspective there are
two things | @ like to see: one of them is
I@ like the whole regime to settle down
for some time, so | wouldn®like to see
dramatic changesin policy over the next
onetotwoyears. | @ liketo seetheknowl-
edgedisseminatewithintheindustryand
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everyoneget alot morecomfortablewith
the way the law works; and secondly |
think there certainly are some problems
that need to be addressed in relation to
substantial holder reporting, the issues
we®e spoken about with securitiesloans
havingto provideafirm commitment to
deliver before a short can be executed.
I@ like to see changes around that to
creategreater flexibility, particularly for
highly liquid stockswherethereisalow
risk of settlement failure.

Seaton: Clearlytherewill bemoredevel op-
mentsherein Australia, driven by market
participantsand byregulatoryauthorities.
It will debnitely beinteresting to see how
both adapt and respond to these changes
and whether the market continues to
changeor settledown somewhat.

Brewer: Australiadoesnot want beviewed
by offshore investors as an increased sov-
ereign risk. When you look at some of the
changesthat have been proposed recently
by the Federal government, such as the
Resource Super ProbtsTax, investorsview
may be Gf they can make these types of
spontaneousdecisionsand without indus-
try consultation, do wereally want to put
our eggsin that basket, or do we feel that
there@a better return elsewherein Asia,0
With respect to short selling, | think most
of usaroundthistablewerearound during
the Asian crisis, regulators implemented
new rulesbut in most casessought out and
listened to industry groups before enact-
ing legislation. This allowed theindustry
to express their views ensuring that ulti-
mately the bnal rules worked. The Hong
Kong market isaperfect examplewherea
co-ordinated effort between theregulators
and its participants provided for a work-
able short-sellingregime.

Martin: The last thing that offshore
investors want is to see Australia as an
increased sovereign risk. When you look
at thethingsthat havebeen goingthrough
the paper with the resource rent tax and
people looking at Australia going Gf they
can make these type of decisions as spon-
taneous asit seemsthey are, do wereally
want to put our eggsin that basket, or do
we feel that there® a better return else-
where in Asia, in some of the emerging
markets such as Hong Kong where it@
very mature.Ol think most of us around
thistablewerearound when the Asian cri-
siswent into play, and they changed their
rulesfairly dramatically but, which every-
onethought at thetimewasanightmare,
now they®e turned out to be probably the
easiest onestofollow, they@egot good dis-
closure requirements, they®e got a good
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short selling model with regard to when
you can short. Maybe we should look to
adopt their model.

Anythingthat can bedonethat changes

the belief that it® harder to transact in
Australiathanit iselsewhere, unnecessar-
ily so, hasto be a positive. That®what we
would liketo seein future.Fl

+1617 204 4500

AMERICAS
SERVICE
PROVIDER
AWARDS 2010

WINNER

Securities
Lender
of the Year

3
8 |CrA
s \SPA

BENEFICIAL
OWNERS
SURVEY

#1 Rankings - 2010, 2009, 2008

10 years

As an independent securities lending agent, we are committed

to developing strategic partnerships with clients while providing
optimal returns, high touch client service, program customization
and comprehensive risk management.

€SEC]_ENDING

SECURITIES FINANCE TRUST COMPANY

Esecad
info@eseclending.com

Boston
London

Sydney

www.eseclending.com

Global Custodian
Securities Lending Survey

Awarded Top Rated

& Best in Class

2010 & 2009 in $10B+
2008 in US

Securities Lending Manager of the Year

Securiies Fnance Trust Company, an eSeclLending company, and/or eSecLending (Europe) Lid.,
authorised and regulated by the Financial Services Authority, performs all regulated business activities.
I LA OBAY, - ). - #1 HQD23YISAETIBOBNT. <" J5# 04 J666667.), ) ## )= HHP@ , )< %94 )
Trust Company (incorporated in Maryland, U.S.A), the liability of the members is limited.

GLOBAL INVESTOR/ ISF JULY/ AUGUST 2010 35



