
 
The International Securities Lending Association 

4 Lombard Street 
London EC3V 9AA 

 
Dear Sir, 

On behalf of our members, The International Securities Lending Association (ISLA) appreciates the 
opportunity to contribute to your consultation relating to Undertakings for Collective Investment in 
Transferable Securities (UCITS).  We hope to continue further dialogue with the regulatory 
community and policy makers and welcome the opportunity to discuss in depth the responses 
provided in this paper at your convenience. 

The International Securities Lending Association (ISLA) is a trade association established in 1989 to 
represent the common interests of participants in the securities lending industry.  It has 
approximately 100 full and associate members comprising insurance companies, pension funds, 
asset managers, banks, securities dealers and service providers representing more than 4,000 
clients. While based in London, ISLA represents members from more than sixteen countries in 
Europe, and the rest of the world.  For more information please visit the ISLA website 
www.isla.co.uk  

Executive Summary 

We believe that a UCITS’ fund board should be able to define policies for the use of EPM techniques 
within a robust principle based regulatory framework and with full disclosure to the underlying 
investors.  We believe that the work undertaken by ESMA strengthens the current, comprehensive 
regulation although some aspects of their guidance requires further clarification which we will be 
contacting them directly to discuss. 

In Europe it is most common for collateral to be title transferred and held on behalf of the UCITS by 
a specialist, well-recognized and independent third party collateral manager, with oversight by the 
agent lender and fund board.  We are concerned that the ESMA guidelines seem to state that 
collateral must be held by the Depositary.  This may preclude the use of tri-party collateral 
managers, although this requires further clarification.  This restriction may significantly increase 
costs and settlement risks for the UCITS. 

We and our respective members again thank you for the opportunity to participate to this 
consultation paper.  We have aimed to provide as much detail and constructive feedback to the 
document as possible.  We remain fully at your disposal for further engagement and 
correspondence. 

Yours sincerely, 

 

Kevin McNulty 

Chief Executive 

http://www.isla.co.uk/
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Response to Questions from Box 2 of Consultation paper 

(1) Please describe the type of transaction and instruments that are currently considered as EPM 
techniques. Please describe the type of transactions and instruments that, in your view, should be 
considered as EPM techniques. 

Securities Lending, repo and reverse repo are all EPM techniques that a UCITS may utilise.  There 
may be other transaction types which could be classified as EPM, however our comments relate to 
these transactions only. 

(2) Do you consider there is a specific need to further address issues or risks related to the use of 
EPM techniques? If yes, please describe the issues you consider merit attention and the 
appropriate way of addressing such issues. 

We agree that UCITS should be regulated to provide transparency and protection for the underlying 
investors.  However, the current, comprehensive regulation provides a detailed framework for UCITS 
using EPM techniques and this has recently been strengthened by ESMA’s guidelines for ETFs and 
other UCITS, which we generally support. 

We believe however that some provisions detailed in the ESMA guidelines require further 
clarification to avoid misinterpretation and un-intended consequences and we shall be writing to 
ESMA directly to highlight these. 

(3) What is the current market practice regarding the use of EPM techniques: counterparties 
involved, volumes, liquidity constraints, revenues and revenue sharing arrangements? 

Securities Lending is widely used by UCITS to generate incremental returns with low risk.  Generally 
this is managed by an agent lender which can be the custodian, investment manager or an 
independent third party, and who is generally selected after a process of market comparison and 
due diligence.  The agent lender provides expertise, risk management and operational support for 
securities lending and in return will charge a fee for its services.  The fees charged are calculated as a 
percentage of the revenues generated (commonly referred to as a “fee split”) and the conventions 
for this type of fee arrangement have existed for many decades and are globally commonplace. In 
addition to the agent’s fee, some fund managers may charge a separate fee to cover additional work 
that may be entailed in monitoring or supervising the securities lending activity.  

Collateral is managed by the agent lender on behalf of the UCITS and is often held via a tri-party 
collateral manager who administers the information technology and resource intense process of 
non-cash collateral for EPM techniques.  The tri-party model benefits the UCITS because, the tri-
party collateral manager provides specialist and independent collateral valuation and control 
processes and the borrower pays the custody and transaction costs otherwise incurred by the UCITS 
(in recognition of the settlement efficiencies these accounts provide for the borrower). 

Before implementing a securities lending program the UCITS’ fund board will agree a framework 
with the agent lender that provides detail such as approved counterparties, credit limits and 
collateral and haircut requirements as well as any cash re-investment guidelines.  These details will 
be documented in the lending agreement and will be defined by the UCITS’ fund board depending 
on factors such as their own risk appetite, fund objectives and redemption levels. 

ISLA believes that these policies and revenue sharing details should be disclosed in the UCITS 
prospectus and fully support ESMA’s guidelines in this respect. 
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(4) Please describe the type of policies generally in place for the use of EPM techniques. Are any 
limits applied to the amount of portfolio assets that may, at any given point in time, be the object 
of EPM techniques? Do you see any merit in prescribing limits to the amount of fund assets that 
may be subject to EPM? If yes, what would be the appropriate limit and what consequences would 
such limits have on all the stakeholders affected by such limits? If you are an asset manager, 
please provide also information specific to your business. 

For securities lending, the UCITS’ fund board will establish detailed policies which govern the 
operation of the program.  The policy will cover such things as approved counterparties, credit 
limits, eligible collateral and haircuts, and cash collateral re-investment. 

The amount of assets a UCITS will make available to lend, either overall or by counterparty is defined 
by the UCITS’ fund board as part of its policy on securities lending.  Levels can vary significantly 
between UCITS and will take into consideration factors such as the type of assets made available to 
lend, their liquidity and volatility and the correlation to these assets of eligible collateral. 

As each UCITS will have a different asset mix we do not believe a “one size fits all” regulatory limit on 
securities lending makes sense. We also believe that a regulatory limit may lead to some UCITS 
placing reliance on this rather than undertaking independent own risk assessments. 

We fully support the disclosure of these policies in the UCITS prospectus (see response to Q12). 

(5) What is the current market practice regarding the collateral received in EPM? More specifically: 
- are EPM transactions as a rule fully collateralized? Are EPM and collateral positions marked-to-
market on a daily basis? How often are margin calls made and what are the usual minimum 
thresholds? - does the collateral include assets that would be considered as non-eligible under the 
UCITS Directive? Does the collateral include assets that are not included in a UCITS fund's 
investment policy? If so, to what extent? - to what extent do UCITS engage in collateral swap 
(collateral upgrade/downgrade) trades on a fix-term basis? 

Securities lending is collateralised and marked to market daily and, unlike most OTC derivative 
activity, the collateral is transferred between counterparties on the same day and usually no 
minimum threshold applied. 

Collateral will be eligible under the UCITS Directive but may not be under the UCITS fund’s 
investment policy.  The objective of collateral is to provide security in the event of a counterparty 
default, when it is sold to raise capital to replace the assets originally lent.  Under the securities 
lending agreement the UCITS does not obtain any economic exposure to the collateral (unless there 
is a counterparty default, in which case collateral would be liquidated).  The purpose of collateral is 
very different to its investments and therefore requiring that collateral must adhere to the fund’s 
investment policy may not be appropriate.  For example the investment policy of an equity fund may 
prevent the taking of high quality sovereign debt but this does not mean it is not appropriate 
collateral. 

In Europe it is most common for collateral to be title transferred and held on behalf of the UCITS by 
a specialist, well-recognised and independent third party collateral manager, with oversight by the 
agent lender and fund board. 

There are a limited number of tri-party collateral managers in the market because it is an 
information technology and resource intensive service offering. Each of the tri-party agents are 
sophisticated and experienced in handling non-cash collateral accounts for EPM techniques, 
including securities lending and repo. 
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Under a tri-party process, collateral requirements are agreed on a daily basis and efficiently 
communicated among the 3 parties (the tri-party agent, the UCITS (or its agent) and the 
counterparty posting the collateral) using existing infrastructure.  The tri-party agent performs all of 
the processing and movement of securities collateral in an automated system.  Collateral received 
cannot be re-used by lender or borrower and daily confirmations of securities held as collateral are 
provided by the tri-party agents and are available to UCITS and the UCITS' depositary. 

The Depositary of the UCITS can be given full right of access to this daily reporting directly from the 
tri-party provider negating any concerns around opacity and whether the Depositary can fulfil its 
obligations to the UCITS.  Currently, where required, the Depositary can either be party to the legal 
agreement or acknowledge the existence and terms of the underlying tri-party agreement(s) via a 
separate letter. 

The ESMA guidelines seem to state that collateral must be held by the Depositary which may 
preclude the use of tri-party collateral managers, although this requires further clarification.  This 
restriction may significantly increase costs and settlement risks for the UCITS. 

Cash collateral is re-invested within the regulatory guidelines in order to generate a return.  
However, non-cash collateral, particularly where it is held by a tri-party collateral manager, is not 
generally re-used. 

However, UCITS may use EPM techniques to source collateral that is eligible for CCPs where the fund 
does not naturally invest in, or hold such assets (see response to Q8).  The ESMA guidelines prohibit 
the re-use of collateral.  If collateral cannot be re-used, for CCP collateral obligations, it may lead to 
increased costs for the UCITS and will potentially restrict the amount of CCP activity that the UCITS 
will be able to undertake (if it is unable to ensure collateral requirements can be made). 

Whilst ISLA does not have any statistics on the amount of collateral upgrades and term activity 
undertaken, there continues to be an increasing demand for this type of activity from banks as a 
result of the implementation of requirements of regulation such as Dodd Frank, EMIR and Basel III. 

The ESMA guidelines effectively prohibit UCITS from participating in term securities lending.  We 
believe it would be beneficial for UCITS to be able to undertake some of these transactions provided 
they are undertaken in a prudent manner aligned with the fund objectives.  The ability to undertake 
some term activity is beneficial for the UCITS as it may increase the number of counterparties, 
improve certainty of the transactions and can improve returns.  A suitable limit for term securities 
lending should be established as part of the UCITS securities lending policy and should be set at a 
level that would not compromise the its ability to meet redemption requests.  

(6) Do you think that there is a need to define criteria on the eligibility, liquidity, diversification 
and re-use of received collateral? If yes, what should such criteria be? 

Criteria covering eligibility, liquidity, diversification and re-use of received collateral should be 
established for each UCITS based on the specific circumstances of the fund.  These should be 
disclosed in the prospectus to allow the investor to understand the risks of EPM techniques and 
make an informed decision.  We believe that regulations should not prescribe limits for collateral but 
should require that UCITS have a policy for collateral that requires them to take into account factors 
such as the factors mentioned in the question.  However a consistent framework is welcomed and 
although the ESMA guidance requires some clarification to ensure a consistent interpretation, we 
believe that their work achieves this. 

UCITS may undertake collateral re-use in two circumstances.  Cash collateral must be reinvested and 
the current directive and ESMA guidelines permit a limited number of reinvestment options.  Any 
restrictions on collateral re-use must not prevent a UCITS from reinvesting cash collateral.  The other 
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circumstance is where the UCITS may receive collateral through a securities lending or repo 
transaction which it then uses as eligible collateral for another transaction (such as a centrally 
cleared derivatives contract).  We would regard this activity as a valuable form of EPM and UCITS 
regulations should permit this activity. 

 (7) What is the market practice regarding haircuts on received collateral? Do you see any merit in 
prescribing mandatory haircuts on received collateral by a UCITS in EPM? If you are an asset 
manager, please provide also information specific to your business. 

Most current local UCITS regulation ensures loans are collateralised to a minimum of 100% but it is 
usual for UCITS to require additional margin above 100% of loan value which is achieved by applying 
haircuts to the collateral value.  These are defined by the UCITS considering the correlations 
between the assets to be lent and the collateral type accepted, as well as the relevant liquidity and 
price volatility of the collateral. 

The complex variables of lendable and collateral asset classes mean that it would be difficult to 
mandate haircut levels effectively and could lead to UCITS relying on regulation and not undertaking 
their own risk assessment. 

If mandatory haircuts are applied to cash as collateral, this may lead to further issues when cash is 
then re-invested via repo in a different asset class requiring a different haircut.  This may lead to the 
UCITS effectively providing more assets than received. 

(8) Do you see a need to apply liquidity considerations when deciding the term or duration of EPM 
transactions? What would the consequences be for the fund if the EPM transactions were not 
"recallable" at any time? What would be the consequences of making all EPM transactions 
"recallable" at any time? 

The ability to make arrangements to term securities lending (and repo for cash collateral 
investment) transactions provides both the borrower and the lender with some certainty around the 
transaction they have entered into.  Used alongside recallable transactions, the ability to term some 
transactions via repo and securities lending can provide the UCITS access to more borrowers and the 
ability to generate higher returns.  Prohibiting the use of term transactions impedes the ability of 
UCITS to use EPM techniques in the most productive and efficient way. 

Repo and securities lending are also being used as a mechanism for UCITS to receive cash or 
government bonds for onward delivery as eligible collateral to CCPs where the UCITS does not 
naturally hold appropriate assets.  As more and more transactions become centrally cleared (or 
more generally subject to regulatory margining provisions) it is becoming necessary for investors 
that wish to engage in these transaction to have access to acceptable collateral.  These transactions 
are often undertaken on a term basis to provide the UCITS with certainty about collateral availability 
and in order to match their likely collateral liability at the CCP. 

A UCITS should always consider its own redemption and liquidity requirements when deciding how 
much term activity is appropriate.  In securities lending, much term activity is undertaken with the 
right to substitute individual securities so this activity does not impede the UCITS ability to sell 
individual investments. 

We support regulation that requires the UCITS to establish an appropriate limit on term securities 
lending that takes into account any possible impact on the management of the UCITS and its ability 
to meet redemption requests. We do not believe it is appropriate for regulation to define specific 
levels for term activity as this level will differ between UCITS and mandating such detail may lead to 
a reliance on regulation rather than undertaking appropriate risk assessments. 
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(9) Do think that EPM transactions should be treated according to their economic substance for 
the purpose of assessment of risks arising from such transactions? 

We agree that securities lending should be treated according to economic substance rather than 
legal form, for risk assessment as is the case for accounting purposes. 

When a securities loan is settled and collateral is received, title to both the securities and collateral is 
transferred between the lender and the borrower.  The UCITS however retains the economic 
exposure to the assets under the legal agreements and equally the borrower retains the economic to 
the collateral.  In other words if a security that is on loan falls in value, the UCITS is exposed to that 
fall.  If a security that is held as collateral falls in value (relative to the securities that have been lent), 
the UCITS is not exposed to that loss (but the borrower will be required to deliver more collateral).  
This is one reason why the mark to market process and daily collateral process is so important.   

 (11) Do you think that there is a need to define criteria regarding the collateral provided by a 
UCITS? If yes, what would be such criteria? 

Please see our response to Q6  

 

(12) What is the market practice in terms of information provided to investors as regards EPM? Do 
you think that there should be greater transparency related to the risks inherent in EPM 
techniques, collateral received in the context of such techniques or earnings achieved thereby as 
well as their distribution? 

We recognise that disclosure to investors has not been consistent across UCITS in the past and we 
welcome the steps ESMA have taken in improving this, although some aspects require further 
clarification to ensure a consistent approach is adopted.  This will ensure investors are able to 
accurately understand and compare UCITS’ risk and reward profile. 

In order to ensure a consistent practise to disclosure ISLA suggested to ESMA that a standard 
template for securities lending disclosures should be developed for UCITS to incorporate into the 
prospectus and with a requirement that anything outside of these parameters should be disclosed 
separately.   


