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2016 has been a banner year for securities lending, as tracked
by the revenues generated by assets in lending programs.

e Lending revenues are set for their best year since 2012
e US stocks drove most of the revenue uplift as short sellers regained appetite

e Germany, Hong Kong and ETFs were the least active areas this year

2016 has delivered more than its fair share of shock political outcomes, market
volatility and growth concerns, which in turn helped the securities lending industry
register its strongest revenue year since 2012. The $15 trillion plus of assets in
lending programs tracked by the Markit Securities Finance Database have so far
generated $8.06bn of revenues for the year to December 20", which is more than
the $7.81bn of aggregate revenues earned by the group over the whole of last year.
This trajectory puts the industry on track to generate around 6.3% more revenue
than 2015, which would make 2016 the top revenue generating year in over five
years.

Yearly Securities Lending Revenues

Cumulative Revenues
(USD Bn)

9

8

7

6

5

1

3

2

! —2014 —2015 —2016
J[a]anuary March Way July September November

Source: [HS Markit

The bumper revenue haul has been mostly driven by lenders being able to achieve
better pricing for their loans as the weighted average fees achieved year to date,
43.8bps, were 1.1bps higher than those achieved in 2015. Demand was flat over the

year as the average balance was $1.45 trillion, the same number registered over
2015.

While the supply did increase by 3.5%, this increase was less than that registered in
the revenues generated, which means that the assets in lending programs have
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already returned 5.27bps for the year to date - overtaking the 5.15bps generated
last year.

Despite these relatively strong high level earnings figures, it’s worth noting that
overall performance was not evenly spread across all markets and asset classes.

US powers industry growth

For North American equities, led by the US, stocks were the single largest
contributor to 2016’s revenue haul. The region’s equities, which generated 40% of
the global securities lending revenues last year, is on track to beat last year’s
revenue tally by roughly 8% after registering a strong 9% jump in loan balances.

This increase in balances can be attributed to elevated shorting activity in the wake
of market volatility as evidenced by the fact that the high water mark in demand to
borrow shares of the constituents of the S&P 500 stood at 3% of shares outstanding
over the year, over a fifth more than the 2.4% registered in 2015. Unsurprisingly,
energy producers were at the forefront of this wave of shorting activity as demand to
borrow their shares was three times higher than the rest of the index. Despite the
recent rebound in oil prices, the sector is still responsible for a fifth of the North
American shares trading special as many producers continue to face headwinds, with
oil trading in the $50-55 range.
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While the rebound in oil prices has dampened the urge to short sell energy stocks
overall and which has seen US equity loan balances shrink slightly from the highs
registered in the first quarter, the current demand to borrow S&P 500 constituents is
still elevated when compared to levels registered in the three previous years which
puts the industry on a good footing heading into 2017.

While short targets were numerous across the year one stock, Tesla, deserves a
special mention for its outsized contribution to the industry’s revenues. The electric
carmaker’s sky high valuation, which saw it feature in several activist short reports,
attracted short sellers in force with demand to borrow its shares never falling below
15% of shares outstanding. Short sellers were willing to pay a hefty price to stay
short Tesla as the fee charged to borrow averaged 5% over the year. Holders of
Tesla shares which were willing to lend them out benefited tremendously from this
combination of persistently high demand and high fees as they shared over $228m
of securities lending revenues between them. In fact the increase in revenues
generated in Tesla alone was responsible for the entirety of the revenue lift
experienced by US equity securities lending over the last year.
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Tesla Securities Lending Revenues
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Canadian equities, which include many primary energy producers as well as banking
stocks which rely on the fortune of energy producing regions, have also saw a
significant lift in fees generated. Overall Canadian Equities are so far 13% ahead of
last year’s tally which puts them on track to deliver 19% higher revenues than last
2015’s total.

ADRs also enjoyed a strong year as demand to borrow Alibaba shares in order to
play the Yahoo stub trade means that the asset class is set to earn a third more
returns for lenders than it did in 2015.

Challenges in Europe

European equities revenues on the other hand didn’t enjoy nearly the same lift in
fees generated than their peers on the other side of the Atlantic. Overall revenues
are roughly $115m behind the same point last year; at this pace revenues are set to
miss last year’s tally by 7%.

The largest single contributor to this trend is the unwinding of the German yield
enhancement trade which has seen the year to date revenues generated by German
equities shrink by a massive 62%, putting a $230m hole in the industry’s revenue.

While the German market has proved challenging, the UK has helped plug some of
the revenue gap as the country has generated over $35m more revenues for the
year to December 20" than the full year 2015 tally which puts it on track to
generate 27% more revenues for the year. Uncertainty surrounding Brexit has been
the main catalyst driving the increased UK revenues as short selling in UK equities
has surged to a multi-year high since the referendum vote back in June. These
dynamics show no signs of slowing down heading into 2017 as the current average
demand to borrow constituents of the FTSE 350 index stands at 2.3% of shares
outstanding, the highest in over two years. Domestic stocks which are
disproportionally represented in the midcap FTSE 250 index are those most targeted
by short sellers since the referendum as the index has seen the demand to borrow
its constituents jump by over a third, much more than the 25% experienced in the
wider 350 index.
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UK Average Shorting Activity
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The jump in UK equity volatility has also boosted the profitability of UK scrip dividend
trades where investors take advantage of the built in optionality offered when
companies give investors the option to receive payments in either cash or shares.
Optionality is magnified for companies which pay dollar denominated dividends as
scrip dividends, such as HSBC, as scrip trades offer both equity and foreign
exchange optionality. To this end HSBC generated $10m more revenues for
beneficial owners over the week surrounding each of its four 2016 dividends
payments which is over two and a half times that generated over similar periods in
2015.

Scandinavia has also provided performed very strongly with every market across the
region registering a lift in revenues.

Sweden has played an outsized role in this trend as the $233m of revenues
generated from lending the country’s equities puts it on track to deliver 45% more
revenues than it did over 2015. This increase was driven by a 22% increase in the
demand to borrow Swedish equities as well as better pricing dynamics as the fees
generated by these loans have increased by a fifth to 260bps year to date.

Asian revenues mixed

Asia delivered a mixed bag for beneficial owners although the headline earnings
generated by the region were much more buoyant as revenues are on track to beat
last year’s total by 11%.
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Japan was the single largest driving force behind this trend, helped by the fact that
fees needed to borrow Japanese equities jumped by a massive 33%. Revenues,
which are on track to beat the previous year’s total by 50%, were further boosted by
a 12% increase in average on loan balances. This large jump in revenues means that




Japan is now the single largest revenue contributor in Asia - overtaking previous top
revenue generator, Hong Kong.

Hong Kong has been another key disappointment for the industry year to date as
beneficial owners stand to make a third less revenues from lending out equities in
the market, compared to 2015. This revenue drought is driven in large part by a
decline in shorting activity as the number of stocks with more than 3% of their
shares outstanding on loan has fallen from 75 to 64. This apparent loss of appetite
from short sellers means that lenders experienced a sharp fall in balances in the
region along with their ability to dictate loan terms. The latter point is exemplified by
the fact as that the average fee to borrow Hong Kong Equities over the year was a
quarter lower than that registered in 2015.

Hong Kong is in jeopardy of falling even further down the region’s revenue league
table as from South Korean equities experienced another bumper year, with the
country on track to generate 45% more revenues for beneficial owners which could
see it pip Hong Kong to the second place of the Asian revenue table. As in Japan, the
revenue uplift was driven by a combination of fees and balances which have were
both up significantly up on the year.

2016 was a profitable year for emerging Asian markets as the revenues generated
by Malaysian and Thai equities are set to beat last year’s number by 45% and 90%
respectively. Though both markets are still relatively small, the $10m of extra
revenue generated year to date by both countries is significant as it contributed to a
tenth to the industry’s revenues uplift over the region.

ETFs revenues lose momentum

While conventional equities experienced a strong year, ETFs have by and large failed
to continue to deliver the strong revenue growth experienced over the last few years
as the asset class in on track to miss last year’s revenue total by 10%.

US ETFs, which generated 90% of the fees last year, were the main culprit for these
disappearing revenues as lenders looked to have lost some pricing power in the
asset class as the current 57bps weighted average fees charged to borrow US ETFs
represents a 10bps retreat from the average fees charged over 2015 despite
relatively flat loan levels. Increases in inventories look to have been the driving force
behind this change in pricing dynamics as the average value of ETF inventory levels
increased by over 8% to $98bn.

US ETF Securities Lending
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European ETFs has a relatively better year and the asset class is on track to
generate roughly 4% more revenues for lenders over the year. This revenue uplift
was mostly driven by an increase in average loan balances which are up by 9% from
that seen in 2015.
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Like their US listed peers, European ETFs experienced a large increase in lending
program availability as there is now $31bn of such assets in lending programs 10%
more than at the start of the year. This increase in availability had a slight impact on
the fees generated, but not enough to materially impact the revenue figure which
was driven by the previously mentioned increase in on loan balances.

Bonds strong contributors

With both bond and equities sharing equal billing on news headlines over the last
year, it's only fitting that the asset class partake in the bumper revenue haul. In fact
bonds have contributed to half of the revenue uplift year to date, a number which
was entirely driven by better pricing power as the demand to borrow bonds across
the world actually fell by 5% from 2015’s figures. This improved pricing power drove
a 13% increase in revenues across the asset class which sets it up for its largest
revenue haul since 2012.

This jump in revenues, which will finish the year at over $250m, was evenly
distributed across corporate and government bonds - the former of the two has
enjoyed a much better 2016 as this represents a massive 23% increase on 2015’s
revenues.
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A further dive into the numbers shows that most of the extra corporate bond
revenues were generated in the non-investment grade space which experienced a
massive 50% increase in revenues. While industry watchers may find this sudden
rush to lend out high yield corporate bonds an alarming sight given the liquidity
concerns surrounding the asset class, our analysis shows that the industry has by
and large done a good job at keeping on top of bond market liquidity issues as the
vast majority of corporate bonds now on loan are in the liquid end of the liquidity
spectrum, as gauged by the Markit Pricing bond liquidity scores.

Government bonds, which are 60% cheaper to borrow than their corporate peers
had a relatively more subdued year as revenues generated by the asset class are
only set to grow by 10%. Unlike corporates bonds, however, this revenue growth
was driven by the most prosaic end of the asset class as market participants turned
to securities lending to source high quality assets to post as collateral.

US government bonds were at the forefront of that trade and the fees required to
borrow treasuries jumped by over a third to 6.3bps. Eurozone sovereign bonds,
which are becoming increasingly scarce due to the pace of ongoing QE in the region,
also registered a large rise in fees which pushed their borrow rate to the highest
levels since the eurozone financial crisis.
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Interestingly, beneficial owners are increasingly reluctant to lend these high quality
assets as the utilization rate of both US treasuries and Eurozone sovereign bonds fell
to a three year low over the year.

Government Bond Utilisation
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Disclaimer

The intellectual property rights to this report provided herein is owned by Markit
Group limited. Any unauthorised use, including but not limited to copying,
distributing, transmitting or otherwise of any data appearing is not permitted without
Markit's prior consent. Markit shall not have any liability, duty or obligation for or
relating to the content or information (“data”) contained herein, any errors,
inaccuracies, omission or delays in the data, or for any actions taken in reliance
thereon. In no event shall Markit be liable for any special, incidental, consequential
damages, arising out of the use of the data. Markit is a trademark owned by the
Markit group.

This report does not constitute nor shall it be construed as an offer by Markit to buy
or sell any particular security, financial instrument or financial service. The analysis
provided in this report is of a general and impersonal nature. This report shall not be
construed as providing investment advice that is adapted to or appropriate for any
particular investment strategy or portfolio. This report does not and shall not be
construed as providing any recommendations as to whether it is appropriate for any
person or entity to “buy”, “sell” or “hold” a particular investment.




