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Thank you, Diane, and thank you Professor Hu for that fascinating sunmary of
your groundbreaki ng study. As soneone who has been involved in the business
of securities lending for over three decades, | have to say that | regard it
as a mxed bl essing when we get the kind of attention from academ a and ne-

dia that we've gotten in the |last couple of years.

Nornmal Iy, we would be very pleased to have that attention. Unfortunately,
nost of the attention that has sprung fromrecent acadeni c studies, of which
Professor Hu's is just one, have been of

a very negative cast. And, unfortu-
nately, nost of those studies are based ”||||
on what | regard as a very inconplete, o
and, in some cases, very biased sources. ||'

Allegations of

Professor Hu's thesis is that there is Borowed Proy Abuse

“the possibility” of w despread abuse of NDoiheAciadgrr;:cs:favdel::iefacts?
t he proxy voting system using borrowed RERRRl I R P DR
votes, as evidenced by the exanpl es

given in his paper. Thus, somnething Ty Sttt o A i

must be done, either in the formof ad- | zosemoommmony L o

ditional disclosure or regulation. oy o SRR Cane g emup: Nawe: York

| propose a possible anti-thesis: T |

e \Wiat if there is nothing wong?

e \What if the market is adequately policing itself through the forces of
supply and denmand, by naking securities in contention generally unavail -
able to borrowers through recall or other processes?

e What if the securities in contentious votes becone so scarce and the cost
of borrowi ng so dear that the very strategies the Professor cites -- in
the process of indicting the securities lending industry -- are rendered
i mpractical ?

e \Wiat if, in fact, nothing should be done?

That doesn't mean that we shouldn't |ook at it; doesn't nean that we shoul d-
n't talk about it. But perhaps nothing is wong and the market is function-
i ng properly...



Why interfere with a market

that not only provides billions ST e
of dollars in income to institu-

tional lenders, but also helps
maintain stability and liquidity

in the capital market system?

o
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This isn't “just” an academ ¢ study. This research has been picked up by the
nmedi a and extended fromfairly conservative findings to something much nore
dramatic. Sad to say, the inpressions in these headlines are being given to
regul ators, board nmenbers and others with the ability to change the direction
of lending prograns. And if those |lending prograns are inportant; are oper-
ating as they should, then these are dangerous inpressions. The fires are
being further fueled by other studies.

In particular, a Warton study about se-
curities lending by Professor Susan
Christoffersen of McG Il and her co-

aut hors was picked up by the Wall Street " i
Journal to suggest that proxy voting ) e |
problens are related to the securities

| ending industry. Yet the data used in
that study was ei ght years old, derived
fromonly a single bank and a single bro-
ker. Although that is neither a repre-
sentative nor a tinmely sanple, the nedia
has used that study to create the inpres-
sion that there are pervasive, current
problenms within the securities |Iending b

—— all | |
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i ndustry.

The support for the allegations in Pro-
” fessor Hu's Southern California Law Re-
SOUTHERN CALIFORNIA <'.-a1:f\||||-: view article are two dozen or so cases
LAW REVIEW [ and cross-references to other studies,
i ncluding the Christoffersen paper. The
Wall Street Journal has interpreted
these findings as a condemation of the
securities lending industry. And, you
know, it's awfully hard not to think
that this is cosmic in its significance
when the Wall Street Journal conmmits a
page 1 story to these allegations. And
it's hard to believe this is nmerely an
acadeni ¢ di scussi on when the Council of
Institutional Investors invites Profes-
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sor Hu to present his paper at its fal



conference. This could |ead to any num
ber of changes in securities |ending,
some of which could be quite destructive.

I'"'mhere as a "quant", so let nme turn to
some of the quantitative issues. At the
risk of distorting these papers (like the
nmedia) let me try to sunmarize the essen-
tial findings in three of the npbst accu-
satory. The first Christoffersen paper

al l eged that stocks were being borrowed
to influence proxy votes -- and there was
no additional cost to borrow In effect,
the borrowers had unlinited power to in-
fluence the outcone of the vote. The
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Christoffersen, Mustow 1

“The cost of a borrowed proxy is zero, so

borrowers can easily influence votes”

Christoffersen, Mustow 2

'Dividend arbitrage puts a tax on
retirees, in certain mutual funds.'

Hu, Black

‘Hedge funds bomow stock to decouple
voting rights from aconomic ownership.'

o oo T
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second study concluded that the service fee on a yield enhancenent trade was

actually a tax on pensioners,
flow to those entitled, nonresident
Hu,
rights and econom c interests.
illogical when financial
odol ogi cal
ness based on anecdot es.

For al

You’ d need
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Typical Research Footnote

[The authors] are grateful...

to an anonymous institufional investor for making the
data used in this study available

fand Jto the Salomon Center at NYU Stern for generous

Fram an Octaber 2003 paper by Alexander Liungevist and Mattew Richardson
fitked, "The investment Behavior of Privade Equidy Fund Mansgers”

o oo T e, 8 wes oty

e AETEC Eoneum DY, e SR rapts e

i nvestors.
of these,

support and a robust discipline.

Sadl y,
relied on data are not
you see in this exanple footnote,
data is provided by anonynobus sources.
Even though the Center
you can't obtain the data to replicate
the study. There are nany Research Cen-
ters that conduct studies

In my opinion,

v | port.

t he one or

And,

any study that
to allege a connection between vote buy-
ing and securities |ending rust
guantitative data, not anecdota
to underline the point,

only studies that are quantitatively

even though it accel erated the dividend cash
The third study,
expresses a hedge fund strategy in the form of decoupling sharehol der
as a consultant, |
engineering is criticized without acconpanying neth-
You can't criticize this busi-

br oadl y- based dat a.

find

may be reputabl e,

like this.

sup-

based rely on data which is seven or
ei ght years old and cones fromone or two anonynbus sources.

Interestingly, the securities industry is
anong the first to support studies such
as these. | believe that the industry is
prepared to get behind this research and
continue the studies that you and your
col | eagues have presented, but | believe
they want it held to a very high quanti -
tative standard. 1In a sense, one could
say that the industry in the past has

paid for its own gallows. |n any event,
it's clear that the financial industry is
quite willing to pay for the educationa
effort to illumnate its processes and
markets. | have first-hand experience

with sonme of these studies.

it

two studies that have
replicable. As
t he

i s going
rely on

t he

by Prof essor
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My firm ASTEC Consulting, conpleted a
study with J.P. Mrgan in 2000 that con-
cluded short-sellers and securities |end-
ers provide an extrenely useful service
to the market. By purchasing securities
to return to | enders when narkets turn
down, in order to take profits, short-
sellers cushion a price break. Far from
being evil doers, securities |lenders are
hel ping to provide an extrenely val uabl e
cushi on and support for narket correc-
tions.

We found the sanme dynanic was true after
9/ 11 and again during the sumrer of 2002,
when gl obal equity markets fell 25% |
will be presenting an updated version of
that study in Moscow at a World Bank | MF
conference in two weeks. M/ nessage is
this: securities | ending and shortselling
are extrenely positive forces, not just
for devel oped narkets but also for devel -
opi ng markets. (These studies are avail -
able to any listener, especially any
board menbers who mi ght question the

val ue of securities |ending prograns.)
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Lending Volume correlated with Trading Volume |I|I[|
s e RSy A Tedne e CSEME | Correl ati ons between | ending vol une and
1030 00 I I I .
' tradi ng vol ume show t hat | oans go
s i to short-sellers who are not taking the
3 velume and . . . . . .
i o3 vangaune | Kinds of positions that are being criti-
: § carrlated cized by Professor Hu and others in
%- i t hese acadeni ¢ studi es. t hey
: X iy s are generally follow ng statistical ar-
are generally o .
3 i shortsellers bi t rage, Iong-short and other_narket
[P il neutral strategies that contribute nore
; o ndamenmal to market liquidity than to any nal evo-

sanan dend danat Jans

that are supported by securities |ending
contribute to market stability. Again
correl ations show that the strategies
foll owed by short-sellers (and even those
evil hedge funds) are really good for
markets. | ndeed, part of my intent in
Moscow i s to convince devel opi ng nar ket
regul ators that securities |ending should
be pernmitted in order to provide a nore
efficient capability in their own sys-

t ems.

Furt her nore,

lent effort to influence the outcone of

F R : = | a proxy vote. strategies

Share Price Volatility

Nasdaq Composde Volatility and Nasdan New Lending Activity
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We can concl ude that securities |ending
is good for markets, but there are al so _ U.S. Public Pension and ERTSA Funds |HM
. Earned $1.04 Billion From Lending in 2006 CSI'MIES
real dollars and cents benefits for the - I“w
institutional |enders. Based on our own T

surveys, U S. pension funds earned over '
$1 billion in 2006 fromlending their se-
curities. In nmany funds, that was enough
to pay for the entire annual admi nistra-
tive cost of supporting the beneficiar-
ies. And it's a growi ng business.

Public Fund and ERISA Landars’
5L Revenun, SMM

Mut ual funds, which started lending their
securities only recently, earned over
$600 million in 2006. That noney goes to

t he sharehol ders. In nany cases, those
earnings can offset transaction costs necessary to execute the portfolio nman-
agers’ strategies.

In conclusion, | agree that acadenic
Uﬁgﬂmﬁﬁ?ﬁﬁ?ﬁﬁﬁ$ﬁg$ﬂmm ,,”nﬂ studies are inportant and they help us
e ]Fﬂ”“ under st and what has to be inproved or
fixed. But if something isn't broken
don't fix it. The cost of intrusion
that comes from additional regulation
can work agai nst the contribution nade
to pricing efficiency, as well as market
stability that cones from | ending.

Utimately, these acadeni c findings
shoul d only be used as a basis for
changi ng policies, protocols and proce-
& dures, not to nention regulations, if

Totat 145, Fguity/Ralanced 001 Bty L5, Flamd[High Yiek!

they can be corroborated by sound -- I'm
a quant -- and broad research, not just by a handful of selected case stud-
ies. Because we may well find -- and this is ny point -- that market forces

are already at work to prevent w despread abuse by naking the securities un-
avai |l abl e through recall and other regul atory processes that Chris Kunkle is
about to describe, or by making those | oans so expensive that traders just
can't put on the strategies clained to be so destructive. And this is true
not just of “hedge funds”, but also of
derivatives deal ers who have to hedge
their positions in the securities markets
by borrowing the securities needed to
cover their shorts.

MULTI-FINELINE ELECTRONIX wrix

ebate

If the loan is too expensive or the posi- ) ted Average Rebata
tion unreliable, the purported evil-doers
just can't do the trade. Let's find out
the truth. Let's do a robust study to
find out whether we have a legitinmate
concern here —but let’s not rush off to
the regulators trying to change the rules
based on all egations founded on a few,
careful | y-chosen case studi es.

Thank you.



About Ed Blount

Ed Blount is the founder and executive director of ASTEC Consulting, a re-
search firmwi th offices in New York, London, and Zirich. During his 30+
years working with clients in the securities | ending markets, Ed has seen the
busi ness evolve in a nunber of fascinating directions:

. On VIl Street in the 1970s, he managed the Citibank division that
| oaned American Depositary Receipts to brokers eager to nake deliveries
and get paid, sonetines weeks before receiving the underlying shares
fromtheir foreign counterparties.

. Then, as a consultant in the 1980s, Ed designed MS prograns for gl oba
custodi ans and deal ers during the years that securities |ending evol ved
out of operations and onto the tradi ng desks.

. By the 1990s, his institutional clients were nanagi ng cash as collat-
eral for |oans, thereby adding an i nvestment component to securities
| endi ng, so ASTEC began providing risk nanagenment anal ytics.

. In the last eight years, as fund managers and deal ers stepped up demand
for securities loans to cover the short legs of their trading and hedg-
ing strategies, Ed transformed ASTEC s research capabilities into an
online pricing and risk nanagenent service, called Lending Pit, working
froma database with over 500 nmillion [oans in 90,000 issues, and a
current total of $2.5 trillion on |oan.

. Last July, after several high-profile nedia and acadenic reports were
published criticizing the securities lending industry, Ed created a
nonprofit research center and recruited a team of independent acadenic
researchers, offering free access to the ASTEC database in order to in-
vestigate the validity of the allegations.

. By Decenber, the R sk Management Association of securities |ending
agents approved initial funding for a study to be conducted by an aca-
dem c team from Fordham Uni versity's graduate school of business ad-
mnistration at Lincoln Center in New York

Ed Blount, a forner U S. Marine fighter pilot, has received graduate finance
degrees from New York University and Pepperdi ne University and an under gradu-
ate degree in econonics from Fordham University. He is contributing editor
for the Banking Journal of the Anerican Bankers Association and executive di-
rector of the Center for the Study of Financial Mrket Evolution. In two
weeks, he will be an invited expert at the World Bank/| M- conference in Ms-
cow presenting a new research paper, entitled "The Inpact of Short Sales and
Securities Lending on Capital Mirket Portfolios: 1990-2006"



