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 Recent Developments in the Securities 

Lending and Repo Markets 

   S
ecurities lending, repurchase agreements (repos) and reverse  repurchase 

agreements (reverse repos) all of which involve the movement of cash 

by one party and securities by the other party, are important and ver-

satile transactions for mutual funds. They allow funds to earn an addi-

tional return on both their portfolio of securities and excess cash, and can also be 

used for borrowing purposes. For money market funds, repurchase agreements have 

become an increasingly important investment, as amendments to Rule 2a-7 under the 

Investment Company Act of 1940, as amended (the Investment Company Act), have 

forced money market funds into even higher quality and shorter-term investments.  

   Mr. Bier is a partner and Ms. Temel is a law clerk, 
in the New York office of Dechert LLP. 

  By Stephen H. Bier and Erica Temel 

  These transactions have always been subject 
to certain requirements under the Investment 
Company Act, including provisions governing 
custody of fund assets, restrictions on affiliated 
transactions and limitations on borrowing and 
leverage. Nevertheless, with a few exceptions, 

securities lending, repos and reverse repos 
have largely operated under the radar screen 
as these transactions were viewed as low risk 
due to a number of factors (for example, full 
collateralization, daily marking-to-market, the 
use of large well-known counterparties) as well 
as there being no history of losses arising from 
these transactions.  

  All of this changed during the financial 
crisis when the fall of Lehman Brothers set 
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in motion a chain of events that resulted in a 
number of funds experiencing losses from these 
transactions, most notably losses arising from 
the investment of cash collateral received in 
securities lending transactions. In addition, the 
financial crisis crystallized the importance of 
risk management by funds and fund  managers 
and oversight of this process by fund boards.   

  As a result of these events, securities lending 
and repos have received increased scrutiny on a 
number of fronts. These transactions are con-
sidered part of the “shadow banking system” 
and, accordingly, are viewed as a potential 
source of systemic risk to the financial system. 
They are subject to future rule-making pursu-
ant to the Dodd-Frank Wall Street Reform 
and Consumer Protection Act (the Dodd-
Frank Act)  1     while the Federal Reserve Bank 
of New York is leading a regulatory reform 
initiative with respect to “tri-party repos,” the 
type of repos utilized by most mutual funds.  2       

  While funds had generally looked at securi-
ties lending and repos narrowly as a means 
to achieve certain financial solutions, it has 
become increasing difficult to ignore the broader 
role that these transactions play in the securi-
ties financing market and the inter-connection 
between mutual funds, which generally act as 
liquidity providers to banks, broker-dealers and 
hedge funds, and other participants in the 
securities financing market. As this market is 
subject to increased regulation and potentially 
changing structures, it is important that fund 
managers, as key players in this market, take 
a proactive role in these efforts to maximize 
the likelihood that the changes that occur are 
helpful to fund managers and investors and 
do not offload additional risks or unnecessary 
regulatory burdens on funds. This article exam-
ines the mechanics of, and legal issues relating 
to, these transactions and provides an update on 
the post-financial crisis changes and regulatory 
issues in the securities lending and repo markets.  

  I. Overview of Securities Lending, 
Repos and Reverse Repos 

   A. Mechanics of Securities Lending 

   Securities lending is used to generate incre-
mental revenues from portfolio assets by 

 raising cash to be invested or loaning securi-
ties for a fee. Mutual funds maintain a signifi-
cant presence in the securities lending market 
as a way to earn incremental revenues and 
bolster performance.  

  In a securities lending transaction, a ben-
eficial owner of securities lends those securi-
ties to a borrower in exchange for collateral 
for return either on demand or on a specific, 
agreed upon date. Through guidance from 
the Securities and Exchange Commission (the 
SEC), industry practice dictates posting collat-
eral of 102 percent of the current market value 
of domestic securities, and 105 percent of the 
current market value of foreign  securities.  3     
Collateral levels are designed to cover market 
repurchase risk in the event of borrower insol-
vency. Most often, cash is provided for col-
lateral, although certain high quality instru-
ments, such as government securities and 
letters of credit may also be used.  4    

  The loaned securities are valued daily, or 
marked to market, to ensure that they are fully 
collateralized. The cash collateral is invested 
and a pre-negotiated portion of the interest 
earned on the cash collateral is usually paid to 
the borrower as a rebate (that is, the borrower 
is being compensated for lending cash to the 
securities lender).  

  A lending agent typically arranges the 
transaction and negotiates the terms with the 
borrower. The lending agent is often the fund’s 
custodian as large custodial banks are among 
the major players in the securities lending 
market. However, the lending agent could also 
be a third-party agent that specializes in secu-
rities lending, a custodial bank that does not 
act as the fund’s custodian, or the lender itself  
acting as its own agent in an internal lending 
program.  5     A third party lending agent will 
pool a lender’s securities with those of other 
clients, and will allocate loans made among 
clients using an algorithm.  6     In addition to 
arranging the loan, a lending agent can add 
ease and efficiency to the transaction, by offer-
ing a larger inventory of securities attractive to 
a borrower, having the operational abilities to 
manage a high volume of requests, and hav-
ing knowledge of market dynamics.  7     For its 
services, the lending agent typically shares the 
return from securities lending revenues with 
the lender.  
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   In most securities lending transactions, 
the borrower is a broker-dealer or bank usu-
ally seeking a specific security and borrowing 
through its prime brokerage division or pro-
prietary trading desk.  8     There are many reasons 
global banks and broker-dealers, the most 
common borrowers, borrow securities, includ-
ing: operational needs, such as preventing sell 
fails and covering shorts; financing inventory 
and managing balance sheets; various arbitrage 
opportunities; and various hedging strategies.  9    

  Once a lender receives cash collateral for 
its securities, it usually invests the collateral 
in overnight repos or in money market funds. 
Many funds previously invested cash col-
lateral in unregistered funds to earn a higher 
return on the cash collateral investment, but 
the losses from these investments after the fall 
of Lehman Brothers (and/or gates imposed by 
the managers of these funds to prevent inves-
tors from redeeming) have made the use of 
these unregistered funds much less common.  

  Securities loans are generally categorized 
as either general collateral loans, where the 
lender primarily looks to the return on the 
cash collateral investment as the primary or 
sole source of its return, or “specials,” where 
the lender earns a premium for the securities 
loan in excess of the cash collateral reinvest-
ment rate due to the high demand for the loan. 
Given the extremely low returns on money 
market funds and similar investments, there 
has been greater emphasis on lending specials 
than on general collateral lending.  10    

  While the lender transfers legal title and 
the associated rights and privileges to the bor-
rower (most notably the right to vote the secu-
rities) in a securities lending transaction, the 
lender retains the right to economic benefits 
of the securities, including interest, dividends, 
maturities, and other distributions.  11   

 Securities lending transactions are treated 
as “securities contracts” under the Bankruptcy 
Code and are therefore outside the provisions 
of the automatic stay.  12    

  Risks associated with securities lending 
include counterparty risk, or risk that the 
borrower defaults and fails to return the secu-
rities; reinvestment risk, where the cash collat-
eral incurs losses during the term of the loan; 
and operational risk (for example,       missed 
record dates, incorrect tax reporting, failure to 

mark collateral to market).  13     Many securities 
lending agents offer indemnification for coun-
terparty risk, but not reinvestment risk.   

  B. Regulatory Issues in Securities Lending 

   Most of the regulatory requirements for 
securities lending transactions were laid out 
by the SEC in no-action letters dating from 
the 1970s. From this body of no-action let-
ters, guidelines for securities lending programs 
have emerged. This guidance confirms that a 
fund is permitted to lend securities, but the 
fund’s policies must permit securities lending 
and the fund’s disclosure documents must 
accurately describe the program and its risks.  14     
In addition, cash collateral should be invested 
consistently with the lending fund’s investment 
policies.  15     A fund exercises control over the 
cash collateral and securities purchased with 
that cash; so as fund assets, such securities 
are subject to the fund’s usual valuation pro-
cedures.  16     A board must approve and oversee 
securities lending programs; it may delegate its 
advisory duties but must retain its fiduciary 
duties.  17     Loans must be collateralized not less 
than 100 percent of the market value of the 
securities loaned, and to ensure proper collat-
eralization, loans should be marked-to-market 
daily.  18     Through the mark-to-market process, 
a borrower may be required to add collateral 
whenever the price of the security rises.  19    

  Other requirements include that such loans 
provide that the fund may terminate the loan at 
any time; the fund receives a reasonable return 
for making such loans, any dividends, interest 
or other distributions on the loaned securities, 
as well as any increase in the market value of 
the securities; the fund is not required to pay 
any service, placement, or other fees in connec-
tion with the loan; and the fund should retain its 
voting rights (or recall securities on loan) with 
respect to material matters.  20     In recognition of 
the leveraging aspect of securities loans, SEC 
guidance provides that a fund may not loan 
securities with a value in excess of one-third its 
total asset value, including collateral received 
from such loans.  21     In addition, it is considered 
a best practice to address the fund’s securities 
lending program as part of its Rule 38a-1 com-
pliance program and subject to the oversight of 
the fund’s chief compliance officer.  22    
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  In situations where a fund wishes to utilize 
the services of an affiliated person in connec-
tion with a securities lending program, such 
as an affiliated lending agent or borrower, 
exemptive relief  from the SEC is required.  23     
Relief  had been required to invest cash col-
lateral in an investment vehicle managed by 
an affiliated person, but with the adoption of 
Rule 12d1-1, this relief  is no longer required 
for investments in affiliated money market 
funds. The SEC has imposed a moratorium on 
issuing exemptive orders to permit these types 
of affiliated securities lending transactions for 
the past few years following a sweep exam of 
fund  securities lending programs.  

  C.   Mechanics of Repurchase Agreements 

   A repurchase agreement, or repo, is a two-
part transaction involving the sale of securi-
ties, or portfolio of securities, coupled with 
an agreement to repurchase the securities.  24     
In the opening leg of the transaction, the 
lender/ purchaser provides cash to the bor-
rower/seller and receives securities in return.  25     
The borrower/seller’s securities are discounted 
(known as a haircut) so that the amount of 
cash received is less than the value of securities 
given. In the closing leg, the seller/ borrower 
repurchases the securities by paying cash to 
the purchaser/lender.  26     Typically, one of the 
counterparties in a repo transaction is a secu-
rities dealer.  27     Repos have different attributes. 
The master repurchase agreement treats the 
arrangement as a sale; repos are treated as 
secured financings for some purposes and 
security holdings for other purposes.  28     In 
 addition, repos receive special treatment in 
bankruptcy as either repurchase agreements 
or securities contracts and, like securities 
loans, are excluded from the automatic stay 
provisions.  29     This special treatment allows a 
repo lender access to the collateral in the event 
of a borrower default rather than be treated 
as a secured lender. Repos are often used by 
broker-dealers to finance their inventory of 
securities for a short period of time and allow 
funds to earn interest on uninvested cash.  30       

  The US repo market is segmented into 
bilateral and tri-party repo markets. The 
 transactions in the bilateral market involve two 
parties, the cash provider and the  collateral 

provider. In a bilateral transaction, the pay-
ment of cash and delivery of securities in the 
opening leg is simultaneous and may create 
some operational difficulties, such as making 
sure that the cash provider receives the collat-
eral; the collateral is adequate; and the correct 
margin has been applied. Often a borrower will 
pay more for specials, the specific securities it 
may require.  31     Specials have become prevalent 
in the bilateral market, where a cash provider, 
likely a broker-dealer, needs a specific security 
for a short-selling transaction and will get a 
lower interest rate on the repo to obtain that 
specific security.  32     The biggest players in the 
specials segment of the market include hedge 
funds and dealers, or parties that engage in 
short selling.  33     The Federal Reserve Bank of 
New York has estimated that the specials seg-
ment of the repo market is almost $1 trillion 
in size as of May 2012.  34    

  In a tri-party repo transaction, a clearing 
bank third-party facilitates settlement of the 
repo.  35     Currently, there are only two banks 
in the United States that offer such services 
for tri-party repos by settling repo transac-
tions on their own balance sheets: Bank of 
New  York Mellon (BNY) and JP Morgan 
Chase (JPM).  36     Clearing banks transfer secu-
rities from the dealer’s to the cash investor’s 
securities account, and transfer cash from the 
cash investor’s to the dealer’s cash account in 
the opening leg of the repo transaction, and 
transfer the assets in reverse in the closing leg.  37     
Mutual funds are far more likely to engage in 
tri-party repurchase agreements. Because a 
bank (either BNY or JPM) holds the securi-
ties for the funds, the custody requirements of 
Section 17(f) of the Investment Company Act 
are more easily met than in a bilateral repo 
transaction.  

  Unlike the bilateral repo market, with its 
significant presence of specials, the tri-party 
repo market is accessed for large-scale, short-
term financing for a dealer’s securities inven-
tories. As such, the tri-party repo market is a 
general collateral market, where parties look 
to obtain certain classes of collateral (for 
example, governments, agencies, corporates, 
etc.), not specific securities.  38     The practical 
result is that the tri-party repo market is the 
largest source of  secured funding for US 
dealers, according to the Federal Reserve 
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Bank of New York.  39     As of June 2012, US 
Treasury securities and US agency obligations 
accounted for approximately 85 percent of the 
collateral in the US tri-party repo market.  40    

  D.   Regulatory Issues with Repurchase 
Agreements  

  Since most repurchase agreement counter-
parties are “securities related issuers,” repur-
chase agreements are subject to the provisions 
of Section 12(d)(3) and Rule 12d3-1 of the 
Investment Company Act which, ordinarily 
would limit a fund’s exposure to any non- 
affiliated repo counterparty to not more than 
five percent of a fund’s total assets. Nevertheless, 
pursuant to Rule 5b-3, a fund may “look-
through” the repurchase agreement to the 
underlying collateral (that is, treat the fund as 
if it is directly holding the collateral for compli-
ance testing purposes) if the following require-
ments are met: (i) the value of the collateral is 
at least equal to the resale price; (ii) the fund has 
perfected its security interest in the collateral; 
(iii) the collateral is maintained with an eligible 
custodian; (iv) the collateral consists of cash, 
government securities, securities with the high-
est rating category of a nationally recognized 
statistical rating organization (or the equiva-
lent as determined by the fund’s board; and 
(v) upon the event of insolvency, the repo would 
qualify for the automatic stay provisions of the 
Bankruptcy Code. For money market funds, 
Rule 2a-7 was amended in 2010 to further limit 
the look-through provisions of Rule 5b-3 to 
repos collateralized only by cash or government 
securities.   

  As noted, repos have become increasingly 
important transactions for money market 
funds.  41     As amended, Rule 2a-7 imposes daily 
and weekly liquidity requirements which can 
be met by investing in repos. In addition, 
because of the collateralization and the short-
term nature of repos, funds can use repos as a 
means to obtain exposure to certain assets in a 
more controlled fashion. For example, during 
the present European debt crisis, many money 
market funds have limited their holdings of 
securities issued by European banks to repos 
collateralized by such debt securities.  42       

  As with securities lending, some funds 
engage in repos (and reverse repos) with 

 affiliated persons of the funds pursuant to 
exemptive orders.   

  E.   Reverse Repurchase Agreements  

  A reverse repo is exactly the same trans-
action as a repo except that from the fund’s 
standpoint, the fund is now the borrower/
seller. In a reverse repo, a fund will agree to sell 
and repurchase a security it owns.  43     A reverse 
repo is viewed as a collateralized borrowing, as 
a fund will incur the liability and use its secu-
rity as collateral; the fund’s total assets and 
liabilities will increase by the amount of the 
reverse repo, while net assets will remain flat.  44     
Reverse repos allow a fund to invest borrowed 
cash at a reverse repo rate, which is generally a 
higher rate than the cost to borrow, and allow 
portfolio managers to maintain liquidity by 
raising cash instead of selling securities.  45     The 
SEC has long recognized the leverage effects 
of reverse repos and requires funds to “cover” 
the repurchase obligation by maintaining liq-
uid assets in an amount equal to the repur-
chase price.  46     The amount of the collateral 
held on behalf  of the purchaser/lender may 
not be used in meeting this “cover” require-
ment, as this would defeat the anti-leveraging 
effect of this requirement.   

  While a securities lending transaction is 
generally viewed as a loan by a fund, the 
flow of funds is identical to a reverse repo 
as in both cases a fund is receiving cash and 
delivering securities. In fact, some funds do 
engage in securities lending as a way to borrow 
cash. Some mutual fund lending agents have 
 programs that are designed for this purpose.  

  II.   Securities Lending and Repos 
After the Financial Crisis   

  A.   The Role of Securities Lending and Repos 
in the So-Called Shadow Banking System  

  The financial crisis of 2007-2008 brought 
into focus shadow banking activities such 
as securities lending and repos, where credit 
is provided to finance a variety of activities 
outside of the regulated banking system, and 
the systemic risks arising from these activities. 
Below is a brief overview of how these issues 
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are starting to play out in several different 
areas: the markets themselves, the Dodd-Frank 
Act reforms and the efforts by the New York 
Fed to address tri-party repos. While there has 
already been a great deal of post-financial cri-
sis regulatory activity in certain areas, such as 
the regulation of derivatives, efforts to address 
the systemic risks in the securities lending 
and repo markets are still in their nascent. 
However, many participants, including funds, 
have already made important adjustments in 
the way that they conduct these transactions.  

  B.   Changes to Fund Securities 
Lending Practices  

  Once thought to be a relatively low risk 
option to generate additional income, funds 
began to reevaluate the use of securities lending 
programs in the wake of the US financial crisis 
in 2008-2009.  47     Counterparty risk and concen-
tration risk were pushed to the forefront in the 
wake of Lehman Brothers’ failure, when exces-
sive exposure to a single counterparty caused 
losses for a number of funds.  48     The Lehman 
bankruptcy disrupted the securities lending 
unwind process when it failed to return the secu-
rities it borrowed and some lenders sustained 
losses on the liquidation of the collateral.  49     The 
Lehman bankruptcy also adversely affected 
lenders where pools of collateral invested in 
Lehman-related commercial paper and asset-
backed commercial paper experienced losses 
due to the steep decline in value of such secu-
rities, and in some instances, custodial banks 
restricted lenders from withdrawing cash from 
securities lending pools for fear of liquidity 
risk.  50     Such losses from collateral reinvestment 
caused some funds to move out of securities 
lending and into overnight repos. In addition, 
lack of general market liquidity and increased 
volatility of short-term securities created valua-
tion risk for collateral investments.  51    

  As a result of these events, a number of 
funds discontinued securities lending in the 
wake of the financial crisis.  52     While securi-
ties lending programs have regained popularity 
with funds, it is often done at a lower volume 
with an emphasis on lending “specials” and 
with lower risk cash collateral investment, such 
as overnight repos or money market funds. Even 
when unregistered funds are used, they are often 

managed in  conformance with Rule 2a-7 to 
minimize risks.  

  C.  The  Dodd-Frank Act and 
Other Reforms  

  Neither repos nor securities lending were 
a primary focus of the reforms in the Dodd-
Frank Act. Nevertheless, there are a number 
of provisions in the Dodd-Frank Act that 
could potentially impact the securities lend-
ing and repo markets, either through direct 
regulation or by impacting certain activities 
or market participants, such as short sellers, 
that participate in the securities lending and 
repo markets. Certain provisions of the Dodd-
Frank Act explicitly affect securities lending 
and repurchase agreement transactions by 
including these transactions in lists defin-
ing credit exposure. These provisions include 
Section 610, which adds to the statutory 
definition of loans and extensions of credit 
“any credit exposure to a person arising from 
derivative transaction agreements, repurchase 
agreements, reverse repurchase agreements, 
securities lending transactions, and securi-
ties borrowing transactions,”  53     and Section 
614, which amends Section 22(h)(9)(D)(i) 
of the Federal Reserve Act,  54     a section that 
defines the ways in which a member bank may 
extend credit to a  person, to include credit 
exposure arising from a  derivative transac-
tion, repurchase agreement, reverse repurchase 
agreement, securities lending transaction, or 
securities borrowing transaction between the 
member bank and a person.  55     As recently 
as June 2012, the Office of the Comptroller 
of the Currency proposed an interim final 
rule and request for comments to implement 
Section 610 and alternative methods for calcu-
lating credit exposure.  56       

  Section 984(a) of  the Dodd-Frank Act 
includes provisions that apply certain anti-
manipulation provisions in Section 10 of the 
Securities Exchange Act of 1934 to securi-
ties lending activities while Section 984(b) 
requires the SEC to adopt rules that increase 
transparency of information available to bro-
kers, dealers and investors in the securities 
lending market. In addition, Section 929 of 
the Dodd Frank Act imposes requirements 
on  broker-dealers with respect to providing 
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 additional customer disclosures regarding 
short sales and the borrowing of securities.  

  Other provisions of the Dodd-Frank Act 
may affect these transactions as well. The 
“Volcker Rule,” could limit lending agents 
from sponsoring unregistered cash collateral 
reinvestment pools. In addition, the Dodd-
Frank Act provides the Federal Deposit 
Insurance Corporation (FDIC) with “orderly 
liquidation authority” whereby the FDIC 
may be appointed as receiver of a “covered 
financial company.” This could have impli-
cations where a securities lending or repo 
counterparty becomes subject to these provi-
sions.  57     In addition to the Dodd-Frank Act, 
securities lending could also be impacted by 
international regulators such as the Financial 
Stability Board (FSB), which has been focus-
ing on the systemic risks from securities lend-
ing and repos. The FSB has created a working 
group and has issued several publications on 
these topics.  

  D.   Reforming the Tri-Party Repo Market  

  The tri-party repo market is considered by 
many to be a huge source of potential systemic 
risk in the financial system, due mostly to the 
daily morning “unwind” of repos, when the two 
clearing banks return collateral to the dealer-
borrowers and cash to the cash  providers.  58     
Until the transaction is “rewound” in the 
 afternoon, the clearing banks will lend intraday 
to dealers on a secured basis.  59     The unwind 
process allows a dealer to access its securities 
during the day to settle sales.  60     The Federal 
Reserve Bank of New York estimates that 
clearing banks’ exposure to a single dealer can 
routinely exceed $100 billion.  61     This massive 
exposure has piqued the Federal Reserve Bank 
of New York’s concern. In February 2012, a 
task force on Tri-Party Repo Infrastructure 
published a report indicating that additional 
time would be required to reduce the heavy 
market reliance on intraday credit extension 
between clearing banks and broker-dealers, 
prompting the Federal Reserve Bank of New 
York to announce it would intensify its super-
visory efforts of this segment of the repo mar-
ket.  62     Various initiatives and pilot projects are 
currently underway to try to reduce the risk 
borne by the two repo clearing banks.  

  At this point, it is not clear how these 
reforms will ultimately play out. While a 
reduction in the systemic risk to the financial 
system would certainly benefit all of  the par-
ticipants, including mutual funds, there are 
concerns that reforms to the tri-party repo 
market may simply shift the risk currently 
faced by the clearing banks to the overnight 
repo lenders. In addition, it is possible that 
while these reforms may end up being well 
designed and beneficial to all of  the respective 
participants, the structure of these reforms 
might require no action or exemptive relief  in 
areas such as custody or affiliated transactions 
to permit funds to continue to participate in 
these markets. While the SEC has shown flex-
ibility to provide relief  necessary to permit 
new market structures and settlement arrange-
ments,  63     it is important for fund managers to 
be proactive and plan ahead to address these 
issues in ways that protect their own interests 
as well as those of fund shareholders. In fact, 
many of the larger fund groups are already 
working behind the scenes to shape these solu-
tions in an advantageous manner.  

  Conclusion  
Mutual funds have been important players 

in both the securities lending and repo  markets. 
While funds have been engaging in these trans-
actions for many years and these transactions 
have provided a number of important benefits 
to fund investors, there has been increased 
consideration on how these transactions fit 
into a much larger securities financing market 
that includes many inter-connected and dis-
parate participants as well as the risks arising 
from this market. Moreover, there have been 
a number of regulatory initiatives intended to 
address these risks. These initiatives include, 
but are not limited to the SEC and include 
both domestic and international initiatives. 
While it is too early to know exactly how these 
initiatives will play out, most are focused on 
adding transparency and reducing systemic 
risk, which will be easier to do in theory than 
in practice. As a result, fund managers will 
need to be vigilant and proactive to safeguard 
the benefits from these transactions and guard 
against proposed solutions that may not be 
beneficial to funds and their investors.
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