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This paper was commissioned by the International Securities Lending Association, and endorsed by the
Association of Corporate Treasurers, the British Bankers’ Association, the London Stock Exchange, the National
Association of Pension Funds and the Securities Lending and Repo Committee. It is welcomed by the
Association of British Insurers and the London Investment Banking Association. The author is Mark C. Faulkner,
Managing Director of Spitalfields Advisors Limited.
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It is the intention of the author that the publication be freely available and be as widely distributed as
possible. With this objective in mind the copyright holder (Spitalfields Advisors) gives permission for all or
parts of the publication to be reproduced, stored in a retrieval system, transmitted in any form or by any
means (electronic, mechanical, photocopying, recording or otherwise) without prior permission.

The granting of this permission is only for the English language and is conditional upon the insertion of the
following accreditation: “Source: ‘Securities Lending and Corporate Governance’ Spitalfields Advisors Limited”.

The copyright holder reserves the right to pursue any organisation not accrediting as above. No one requiring
a translation of all or parts of the publication can do so without the prior permission of the copyright holder.
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The views expressed in this paper are those of the author. Every care has been taken to ensure that the
contents of this paper are accurate. However, neither the author, nor the commissioning bodies nor the
publishers can accept any responsibility for any errors or omissions. The publishers or author can accept no
responsibility for loss occasioned to any person acting or refraining from action as a result of any material in
this publication.
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Mark Faulkner is Managing Director and co-founder of Spitalfields Advisors Limited. The company is an
independent specialist consultancy firm and its focus is upon the provision of consultancy services to
institutions active, or considering becoming active, in the securities finance markets, particularly beneficial
owners. Spitalfields Advisors assists institutions embarking on securities lending reviews and also analyses
existing programmes and suggests opportunities for improvement.

Mark is also the Chief Executive Officer of Data Explorers Limited. The company provides clients with insights
into comparative risk and performance measurement using proprietary Risk Explorer and Performance Explorer
services. Data Explorers also conducts a wide range of quantitative research projects and benchmarking
exercises on behalf of customers. The Index Explorer service highlights the potential impact of securities
lending upon market prices and corporate governance.

After graduating from the London School of Economics, Mark spent the majority of his career specialising in
International Securities Finance. Since 1987, he has held management responsibility at L.M. (Moneybrokers)
Ltd., Goldman Sachs, Lehman Brothers and Securities Finance International.

Whilst occupying these different posts he has gained experience as a lender, borrower, conduit borrower and
prime broker. During his career he has worked closely with the UK Inland Revenue and has represented firms
at the Securities Lending and Repo Committee and the London Stock Exchange's securities lending
committees. Being an independent advisor since 1995 has provided Mark with a unique insight into the
operation of the securities financing market. In 2004 he authored the book ‘An Introduction to Securities
Lending’.

Mark lives with Jude and their son Archie in Canonbury, London. To download a free copy of this paper or
contact Mark about it please visit: www.spitalfieldsadvisors.com
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Securities lending plays an important role in today's capital markets by providing liquidity that reduces the
cost of trading and promotes price discovery in rising as well as falling markets. The resultant increase in
efficiency benefits the market as a whole - from the securities dealers and end investors through to the
corporate issuers which depend on efficient, liquid markets to raise additional capital.

Good corporate governance is a cornerstone of the modern financial system. Well-managed companies will
tend to attract investors helping to finance faster growth. Responsible investors will, in turn, wish to exercise
their rights, for instance by voting at Annual General Meetings, in order to ensure that companies remain well
governed.

When ‘An Introduction to Securities Lending’ was published in March 2004 the section on 'Corporate Actions
and Voting' highlighted the importance of ensuring that beneficial owners are made aware that when shares
are lent the right to vote is also transferred. The publication also emphasised that a balance needs to be
struck between the importance of voting and the benefits derived from securities lending, and went on to
recommend that beneficial owners should have a clear policy to ensure that voting instructions are dealt with
in a coordinated way, including where a lending agent has been appointed.

Recognising that the debate has moved on in many ways since the original publication, sponsoring
organisations felt it would be a useful and timely exercise to produce an update, taking current market
practice into account and in particular exploring how securities lending and good corporate governance can
be arranged so as support the requirements of the market as a whole.

| would like to thank the organisations which have reviewed, commented on, welcomed and endorsed Mark's
authoritative and well-researched paper. It is gratifying to note that that we are achieving a high degree of
consensus across the industry as we continue to address these important issues.

Richard Steele

Chairman
International Securities Lending Association

Copies of this paper and ‘An Introduction to Securities Lending’ are available for download from the following
websites:

www.isla.co.uk

www.spitalfieldsadvisors.com

www.bankofengland.co.uk

www.bba.org.uk

www.londonstockexchange.com

www.treasurers.org



111111 et it e L T

The purpose of this paper is to consider the central issues and to explore how securities lending and good
corporate governance can be arranged so as to minimise conflict to the overall benefit of the institutions
involved, the corporations and the market. Various reviews of this important topic are underway, including
those by Paul Myners, The International Corporate Governance Network (ICGN) and the EU Commission. Market
practitioners will typically be familiar with the themes presented, the intended target audience is as follows:

e The individuals responsible for corporate governance at beneficial owners and asset managers

e Members of the press who write on the subject of corporate governance or securities lending

¢ The individuals responsible for, or considering participation in, securities lending at beneficial owners and
their agents

e Associations that are considering how to address the perceived conflict between securities lending and good
corporate governance

e Regulators with responsibility for oversight in this area

It will also be of interest to corporate issuers who wish to understand the mechanisms of how securities
lending can affect corporate governance.

It is our contention that securities lending and the pursuit of good corporate governance are not necessarily
in conflict. Both activities can, and do, co-exist happily within the investment management mainstream. We
hope that the arguments and information put forward in this paper substantiate this position. It is our
intention that this paper, which draws examples from the UK lending market place but is applicable to the
broader marketplace, will add substance to the ongoing debate in this area.
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Corporate Governance has increased in importance over recent years. This high profile has been supported by
investors, their associations and increasingly by regulators. As the Organisation for Economic Co-operation and
Development writes in response to the following frequently asked question “What is corporate governance
and why is it important?”:

Corporate governance deals with the rights and responsibilities of a company’s management, its board,
shareholders and various stakeholders. How well companies are run affects market confidence as well as
company performance. Good corporate governance is therefore essential for companies that want access
to capital and for countries that want to stimulate private sector investment. If companies are well run,
they will prosper. This, in turn, will enable them to attract investors whose support can help to finance
faster growth. Poor corporate governance, on the other hand, weakens a company’s potential and, at
worst, can pave the way for financial difficulties and even fraud. ?

Exercising the right to vote is therefore an integral and important aspect of good corporate governance for
institutional investors. To be more precise the exercising of a right to vote against management is the ultimate
sanction that a shareholder has and can be seen as a major step in meaningful engagement with the company.
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Securities lending is increasingly recognised as part of the investment management activity with an
estimated $3 trillion or more of securities on loan at any given time. As David Rule of the Bank of England,
Chairman of the Securities Lending and Repo Committee (SLRC), writes in the foreword of ‘An Introduction to
Securities Lending’:

Securities lending provides liquidity to the equity, bond and money markets, placing it at the heart of
today's financial system. This increase in liquidity reduces the cost of trading, thereby increasing market
efficiency and benefiting all. Securities lending markets allow market participants to sell securities that
they do not own in the confidence that they can be borrowed prior to settlement. They are also used for
financing, through the lending of securities against cash, forming an important part of the money markets.
The ability to lend and borrow securities freely underpins the services that securities dealers offer their
customers and the trading strategies of dealers, hedge funds and other asset managers. On the lending
side, securities lending forms a growing part of the revenue of institutional investors, custodian banks and
the prime brokerage arms of investment banks. 2

1 www.oecd.org
2 ‘An Introduction to Securities Lending’, Mark C Faulkner, Spitalfields Advisors, 2004
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