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Enhancing investment performance through securities lending

Additional
return with

conservative
risk

Introduction

Securities lending is a practice within capital markets
whereby a holder of a security temporarily lends it out to a
borrower, who in return provides agreed collateral and a fee.
It is a well-established process within the investment
management industry, utilised by pension funds, mutual
funds, and ETFs, to enhance fund performance. The main
benefit to shareholders is the potential for additional income
which is incorporated into the Net Asset Value (NAV) of the
ETF, potentially improving risk-adjusted returns over time.

HSBC Asset Management's ETFs invest in physical securities
with the aim of replicating the performance of a pre-specified
benchmark. These physical securities could be considered a
pool of lendable securities which, within the appropriate risk
framework, could provide additional income, therefore
improving the returns of the ETF.

HSBC Asset Management has now developed a
comprehensive securities lending programme in conjunction
with HSBC Markets & Securities Services (MSS) as the
securities lending agent and is set to introduce the
programme for the set of ETF products, aiming to benefit
shareholders whilst carefully managing any associated risks.

This brochure provides an introduction to the basics of
securities lending, explaining its benefits, risk mitigation, as
well as HSBC Asset Management’s approach to managing a
securities lending programme.
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The economics

When an ETF lends securities, the
borrower pays a fee to compensate ETF
investors for loaning their securities.
The borrower is contractually obliged to
return the loaned securities at the end
of the loan period or at any time if
recalled by the lender, a practice that is
referred to as ‘re-call’.

All revenues arising from securities
lending, net of direct and indirect
operational costs, are returned to the
lender, the ETF. Direct and indirect
costs associated with running and
overseeing the programme are taken
from the gross revenue and paid to the
lending agent (MSS), as well as the
Management Company (HSBC
Investment Funds Luxembourg — HIFL).
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Why consider securities lending?

Securities lending has been
tried and tested through
many financial market cycles
over the past 30+ years.

There are numerous reasons
for counterparties choosing
to lend securities which we
explore below.
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1. Relatively low-risk yield enhancement 2. Ownership entitlements unaffected
E  ETF owners can generate incremental E  Benefits of ownership continue
“rental” returns from portfolio holdings while assets are on loan as ETF :
that are otherwise sitting idle owners continue to receive interest,
E  Securities on loan are recallable at any dividends and capital changes
time, loaned according to a stringent risk without disruption
framework which ensures minimum E  ETF managers have discretion on
borrower quality and safeguarded by the when to recall shares that are on é
HSBC Markets & Securities Services loan to exercise their voting rights.
borrower default indemnification Voting is a key component of HSBC
E  Consistent positive lending returns Asset Management's stewardship
increase competitiveness by offsetting the pOlI_CY and lmpor_tant in effectm.g
expense ratio positive change in the companies
our ETFs invest in
3. Regulatory endorsement 4. Improving market liquidity
E Inrecent years, regulators have E  Securities lending helps to improve market
started pro-actively endorsing the liquidity, facilitating transactions and also
use of securities lending within a moderating price volatility
prudent and properly managed E It also helps dealers meet settlement needs, @
framework as one of the pillars of increases price transparency and enables
well functioning capital markets investors to hedge risks which are other
important factors for well functioning capital
markets :
E Securities lending also provides short supply

which increases security liquidity and
promotes price discovery, ultimately
improving capital market efficiency

Why are ETF lenders attractive to borrowers?

Long term

holders —

stability of
lendable supply

Diverse selection
of exposure —
broad and stable
lending
inventory

Predictable buy
and sell activity
concentrated
during rebalance
periods




Understanding the fundamentals of securities lending

Securities lending transactions involve the
temporary transfer of a security or securities from
the lender (in this case an HSBC ETF) to the
borrower via the lending agent (HSBC Markets &
Securities Services) that sits between both parties.

In exchange for the borrowed securities, the
borrower transfers either cash or non-cash collateral
to the lending agent. All non-cash collateral is held
in a segregated account. The purpose of the
borrower posting collateral to the lending agent is
to provide protection in the event of the failed return
of any loaned securities by the borrower. The value
of the collateral tends to exceed the value of the
underlying stock given a ‘haircut’ is applied to the
collateral amount.

HSBC Markets & Securities Services
E  Acts as agent lender and operates collateral management

E Provides Depositary, Custodian, Middle Office, and Fund
Administration services

An important question for ETF investors is how
dividends are dealt with for securities on loan.
Dividends arising during the period of the loan are
typically paid by the borrower to the lending agent
who then pays these out to the lending party. The
borrower also receives interest/dividends on
collateral posted to the lending agent.

As the right to exercise any voting rights passes to
the borrower during the lending period, HSBC Asset
Management has a strict voting policy covering re-
calls, which is implemented by HSBC Markets &
Securities Services through strict protocols. This
ensures the lender remains in control of these rights
as the lending agent ensures that all material votes
have been submitted.

Approved Financial Institutions

E  Actas a borrower under industry standard
documentation

E  HSBC Asset Management has the mandate to determine
the list of eligible counterparties
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Automated mark-to-market
Collateral Financial process takes place daily
HSBC ETFs i PR
Manufactured Institution
(Lender) Reporting Payments Loans against non-cash
SO . X (Borrower) collateral have pre-agreed
Manufactured Gross Fees lending fees based on the value
Payments on loan
FUND A Net Fees . .
o HSB(_)_Markets_ & Institution A For loans against cash collateral
FUND B <«—— |Securities Services| ¢———— '
Institution B a rebate is paid to the borrower
FUND C _— > _— > Instituti c based (()jn tf:e cash ofver:night
Borrowed Securities Borrowed Securities nstitution rate and valuation of the
FUND D e security
Lending parameters Rebate Institution D
FUND E o
Institution E
% A
Minimal disruption to dealing Collateral

E  Daily reporting highlighting all outstanding loans, rates,
collateral and counterparties

E  Contractual payment of all dividends/interest on pay date,
as well as any sale proceeds

Figure 1. Operating flow under the agency lending arrangement

E  HSBC Asset Management has the mandate to determine
the list of eligible collateral

E  The loan settlement process is a pre-collateral process,
i.e. securities are lent only if there is sufficient borrower
collateral to cover the exposure plus the minimum haircut

E  Collateral is held in separate accounts, fully segregated
from HSBC Bank and other lender assets




Associated risks in securities lending

In the last b years, there have been no calls on the indemnification policy offered to clients.

The indemnity was invoked in 2008 when Lehman Brothers entered administration.

Credit risk

Credit risk exists in the form of counterparty
risk. As the ETF lender is dependent upon the
borrower meeting its contractual obligations,
counterparty failure is the single largest risk
in securities lending. HSBC is selective in
counterparty inclusion and approved entities
are monitored closely for signs of
deteriorating credit worthiness both at the
HSBC Bank and HSBC Asset Management
level. HSBC may cease securities lending
activity with counterparties on this basis prior
to default.

HSBC Markets & Securities Services
mitigates this risk through its
comprehensive borrower default
indemnification. In the event of a borrower
default, HSBC Bank Plc takes on the
defaulting entity’s obligations to make the
lending client whole. This includes the return
of loaned securities, entitlements,
distributions and fees owed by the defaulting
party.

Legal risk

Legal risk relates to the enforceability of
contracts. HSBC uses industry standard
documents when dealing with the
borrower community. These documents are
tested for effectiveness and enforceability
across multiple jurisdictions on an annual
basis in order to give confidence to this
linchpin for the proper functioning of the
securities lending market.

Industri standard documentation includes

Operational risk

Securities lending operations involve the
operational workload of a global custodian
plus the securities lending specific functions.
Corporate actions, dividend and interest
payments, loan and collateral settlements,
daily counterparty reconciliations, external
pricing and data vendors all create
operational challenges that require a robust
operating environment.

Across HSBC, operational support teams and
control functions are separate and distinct,
applying industry best practices.



