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Abstract 

In many financial markets repurchase agreements (repos) and securities lending 
agreements benefit from special insolvency treatment which - broadly speaking 
consists of an exemption from a number of insolvency law mechanisms. In line 
with FSB Recommendation 13 on repos and securities lending, insolvency 
treatment of these transactions should not be changed. Instead, the regulators 
should be given the power to temporarily stay close-out netting, as in bank 
resolution proceedings. Regulatory haircuts (FSB Recommendations 6 and 7) may 
buffer systemic consequences but are unable to act as a circuit breaker. 

Repo and securities lending collateral assets face increased enforcement 
difficulties in cross-border settings, stemming from different national rules 
regarding good-faith acquisition and close-out netting. Haircuts are not an 
appropriate solution. Instead, only harmonisation of securities law and of the 
relevant insolvency rules can guarantee a consistent cross-border framework. 
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EXECUTIVE SUMMARY 
In this note we address two different spheres of legal issues surrounding collateral assets, 
changes to insolvency law and mandatory haircuts which arise in the context of 
Recommendations 13 and 7 of the Financial Stability Board (‘FSB’) ‘Policy framework for 
addressing shadow banking risks in securities lending and repos’.1 Annex 1 and 2 provide a 
basic introduction into repos and securities lending, as well as close-out netting, risk 
management and capital requirements for those who might not be familiar with these 
topics. 

In the first part, we explore the question of whether the special insolvency treatment 
currently afforded to repurchase (‘repo’) and securities lending transactions should be 
changed for the sake of higher systemic stability, and whether regulatory haircuts could 
contribute to solving this issue.  

Repos and securities lending are afforded a special treatment in that they are not stayed at 
the moment of the commencement of insolvency proceedings. As a consequence, the 
solvent party can still operate a ‘close-out netting’ provision which is generally included in 
the repo or securities lending contract. On the basis of close-out netting, all mutual 
obligations are terminated, valuated and set-off against each other. Any collateral provided 
to the solvent party can be immediately sold on the market. Further, under the relevant 
rules, collateral provided shortly before insolvency under a margining mechanism cannot be 
clawed back by the insolvency administrator. A number of academics have proposed to 
abolish or limit this special treatment, as the mass close-out of transactions and the 
following mass-liquidation of collateral on the market (‘fire sale’) could show adverse 
systemic effects, notably a downward spiral of asset prices, potentially exacerbating 
pressure on financial institutions in a crisis. In its Recommendation 13, the FSB has stated 
that changing the treatment of repo and securities lending transactions in insolvency law 
might be a viable theoretical option to limit systemic risk, but that this option should not be 
prioritised for further work at this stage due to significant difficulties in implementation. 

The ECON report on shadow banking2 has left this question expressly open for further 
review. Our analysis shows that the perceived risks flowing from close-out netting may 
exist but generally are only the flipside of the advantages of that mechanism. Notably, 
close-out netting is itself the number one risk mitigation tool, alongside collateral, used in 
the entire financial wholesale market. It reduces counterparty risk by up to 85 %. The 
international regulatory community, including the FSB, agrees on these beneficial effects 
and unanimously underlines its importance. The mechanism is enshrined in the risk 
calculation under the Basel II (and now III) Accord. Further, all central banks, including the 
ECB, and all infrastructures, including CCPs, use it in their daily operations. Close-out 
netting and margining are part of the acquis communautaire.3 

1	 Financial Stability Board, Consultative Document, Strengthening Oversight and Regulation of Shadow Banking 
– A Policy Framework for Addressing Shadow Banking Risks in Securities Lending and Repos, 
18 November 2012. 

2 European Parliament, Committee on Economic and Monetary Affairs, Report and Shadow Banking, 25 October 
2012 (Rapporteur: Saïd El Khadraoui, S&D), para. 28. 

3	 Articles 7 and 8 Directive 2002/47/EC on financial collateral arrangements, as amended (‘Financial Collateral 
Directive’); Article 25 Directive 2001/24/EC on the reorganisation and winding up of credit institutions. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

However, fire sales can never be entirely excluded and thus it needs to be discussed what 
can be done against the potential negative systemic consequences.  

	 We advise to copy a tool which has recently been developed in the context of bank 
resolution proceedings to the shadow banking sector: Regulators should have the 
power to halt close-out netting for a short period of time, e.g. 48h or until 5pm of 
the next business day. This can fend off imminent threats from fire sales while at 
the same time close-out netting is upheld as a risk mitigation tool.  

	 We strongly advise against any modifications of the insolvency treatment of repos 
and securities lending beyond the possibility of such temporary stays. 

Further, the analysis confirms that the stabilising potential of minimum regulatory haircuts 
to the collateral assets, as contemplated in FSB Recommendations 6 and 7, also covers any 
risk that might flow from fire sales which might occur as a consequence of the special 
insolvency treatment of repos and securities lending. However, this additional buffer can 
only soften harmful effects of fire sales; it cannot act as an absolute circuit breaker. This is 
why the combination with the temporary-stay tool, above, makes sense. 

The second part examines the question of whether there are enforcement issues or 
stability concerns linked to difficulties in enforcing repo or securities lending collateral in a 
cross-border context, and whether such difficulties, to the extent they exist, should be 
factored into the setting of regulatory minimum haircuts. 

	 We confirm that such enforcement issues and stability concerns exist. 

The first concern identified in this note relates to the fact that financial instruments used as 
collateral in repo and securities lending transactions need to be delivered between the 
parties. This delivery implies a transfer of property from the collateral provider to the 
collateral taker. However, in a cross-border (or better: cross-jurisdictional) situation, the 
legal transfer tends to be more complicated. Therefore, there is a higher risk of the transfer 
being invalid or otherwise defective. As repo and securities-lending collateral is often re
used in further securities financing transactions4 it is important that a first defective 
acquisition does not become the source of a chain of subsequent defective acquisitions of 
the same collateral assets. In other words: the repo and securities lending market heavily 
relies on ‘good faith acquisition’ of the subsequent acquirers. However, good faith 
acquisition does not necessarily work in a cross-jurisdictional setting and is not protected 
by the Financial Collateral Directive. 

The second problem identified in this note relates to the enforcement of repo and securities 
lending collateral. In the event of the insolvency of one of the parties, the other party 
usually ‘enforces’ its rights, including the collateral, by the operation of close-out netting. 
However, in cross-border repo and securities lending, parties generally agree that English 
law applies to their agreement, including to the close-out netting provision. Should the 
insolvent party be in a jurisdiction other than England, the national insolvency law and the 
English-law-governed close-out netting provision might be incompatible. As a consequence, 
enforcement of the collateral might become impossible as in these situations insolvency law 
will generally prevail. The Financial Collateral Directive removes much of that risk, albeit 
not all of it and cannot protect cross-jurisdictional situations involving the insolvency of a 
third-country financial institution. 

Financial Stability Board, Securities Lending and Repos: Market Overview and Financial Stability Issues, 
27 April 2012, pp. 1-5. 
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	 We advise that regulatory haircuts are an inappropriate means to address these 
risks. They are obviously unable to remove the risk itself, neither are they able to 
contain the immediate negative effects flowing from the risk. Further, the idea of 
taking cross-jurisdictional risk into account in setting haircuts is operationally 
difficult to realise and probably incompatible with the concept of the Single Market. 

Instead, the risks inherent in cross-jurisdictional repos and securities lending are a clear 
reminder that a pan-EU financial market cannot work smoothly without a consistent and 
clear underlying legal framework, covering parts of the insolvency law and the securities 
law. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

1.	 INSOLVENCY LAW TREATMENT OF REPOS AND 
SECURITIES LENDING 

Repurchase agreements (‘repos’) and securities lending agreements5, together with certain 
other types of transactions, in most developed financial markets, benefit from a special 
insolvency6 treatment. It consists, broadly speaking, of an exemption from a number of 
insolvency law mechanisms to the extent that the transactions are entered into by financial 
institutions. Rules to that effect can take one or the other form depending on the concrete 
jurisdiction. 

The FSB Work Stream 5, in Recommendation 13 of its consultative document7, stated that 
changing insolvency law treatment of repo and securities lending transactions might be a 
viable theoretical option to limit systemic risk flowing from this privilege, but should not be 
prioritised for further work at this stage due to significant difficulties in implementation. 

We are asked to shed additional light on this question, i.e., to see whether limiting or 
abolishing the special treatment for repos and securities lending transactions could not be 
employed to decrease systemic risk in the shadow banking sector. Also, we shall discuss 
whether minimum regulatory haircuts8 to the collateral assets transferred in repo and 
securities lending transactions might have the potential to decrease that risk. 

1.1.	 Background: FSB Recommendation 13 and the special 
insolvency treatment 

The existence of the special insolvency treatment for repos and securities lending 
agreements is of tremendous importance for the securities financing market in its present 
form and for the wholesale financial market in general. This special treatment has two basic 
components: 

First, the relevant transactions are not subject to the typical insolvency stay that applies to 
all open contracts of the insolvent party with its counterparties as from the moment of the 
opening of the insolvency proceedings and contractual close-out netting continues to apply. 

Second, these contracts are also exempted to some extent from the principle of equal 
treatment of creditors (‘pari passu’ principle) which traditionally allows the insolvency court 
to avoid and ‘claw back’ transactions that it deems to afford a preferential treatment to a 
creditor.9 

The special insolvency treatment is a building block of the EU acquis in the area of financial 
law, notably in the Financial Collateral Directive (‘FCD’), and consequently exists in all 
Member States.10 

5 For an explanation of repurchase and securities lending agreements see Annex 1. 
6 In the following we use the term ‘insolvency’ (instead of ‘bankruptcy’) as the more generic term also used in 

the context of EU legislation. For an explanation of insolvency principles see Annex 2. 
7 Financial Stability Board, Consultative Document, Strengthening oversight and regulation of shadow banking, A 

Policy Framework for addressing shadow banking risks in securities lending and repos, 18 November 2012 
(hereinafter: ‘FSB Consultative document on securities lending and repos’). 

8 ‘Minimum regulatory haircuts’ is the base reference used by the FSB to introduce the different types of 
haircuts, i.e. (a) regulators imposing minimum standards for methodologies used by market participants to 
calculate haircuts, and/or, (b) regulators imposing binding numerical haircut floors, cf. FSB Consultative 
document on securities lending and repos, sections 3.1., 3.2. and 3.3. 

9 The FSB Consultative document on securities lending and repos, Recommendation 13, mentions only the stay, 
however, the exemption from pari passu is equally important. 

10 Articles 7 and 8 Financial Collateral Directive. 
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Figure 1: Core aspects of the special insolvency treatment 

Close-out netting 

The fact of not being stayed upon the opening of an insolvency proceeding means that repo 
and securities lending agreements, as well as derivatives and certain other types of 
transactions, continue to be governed by their underlying contracts, the standard ‘master 
agreements’.11 These master agreements generally contain clauses for contractual 
termination and liquidation of the transactions as one of their most important elements.12 

This mechanism is called close-out netting. Thus: the exemption from insolvency stays 
allows the parties to operate close-out netting, i.e. to cause the termination and liquidation 
of the open positions on the basis of the contractual agreements. Insolvency stay and 
avoidance tools do not apply to these contracts. Close-out netting is thus said to have an 
effect comparable to a ‘super priority’. Its functionalities, rationale and legal underpinnings 
are further explained in Annex 2. 

Yet, at the same time, the possibility to use close-out netting truly is of global importance. 
Virtually all central banks, banks and other financial market institutions in developed 
markets cover virtually all repo, securities lending, derivatives and other transaction by 
close-out netting, i.e. protect them from otherwise generally applicable insolvency law 
principles. The face value of the transactions thus protected is probably in the trillions. The 
market values of open European repo transactions in December 2012 was EUR 5.6bn, while 
there were securities worth USD 2bn on loan under securities lending agreements globally 
mid-2011.13 

As the relevant transactions, notably repos and securities lending, are consequently not 
drawn into insolvency, the counterparty risk of the solvent party decreases considerably, as 
termination and liquidation of the transactions can be done at (broadly speaking) market 
price. As a consequence, the normal counterparty risk that a financial institution would run 
in the event of insolvency of its counterparty is heavily decreased, broadly speaking by 

11 In the context of repos and securities lending, the relevant master agreements are the Global Master 
Repurchase Agreement (‘GMRA’) promoted by the relevant industry association SIFMA and ICMA (2011 
version), and the Global Master Securities Lending Agreement (‘GMSLA’) promoted by ISLA (2010 version). 

12 Cf. section 10 GMRA and section 11 GMSLA.
 
13 ICMA European Repo Market Survey December 2012 (published March 2013), p. 5. The actual amount may be
 

higher as not all market participants are covered by the survey. The survey is available at 
http://www.icmagroup.org/Regulatory-Policy-and-Market-Practice/short-term-markets/Repo
Markets/repo/latest/. M Dive, R Hodge and C Jones, Developments in the global securities lending market, BoE 
Quarterly Bulletin 2011 Q3, p. 224. Cf. Annex 1 for details. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

85 %.14 The protection of close-out netting against the effects of the commencement of 
insolvency proceedings is enshrined in Article 7 of the Financial Collateral Directive. 

Margining 

The second aspect of the special treatment is the exemption from certain avoidance powers 
given to insolvency courts with a view to enforcing the pari passu principle. This is in 
particular important in the context of ‘margining’. Parties check on a regular basis whether 
the collateral provided reflects the actual risk exposure adequately. If in case of under
collateralisation the collateral taker will call for more collateral to be provided. In case of 
over-collateralisation he has to retransfer any excess collateral to the collateral provider. 
This important risk mitigation mechanism used in repo, securities and derivatives 
transactions and in particular by CCPs and their participants to ensure that the CCP is 
sufficiently collateralised at all times. 

Under general insolvency principles, in nearly all jurisdictions, the insolvency court has the 
power to avoid collateral transfers that occurred shortly (say within 3 months) prior to 
insolvency. The reason is that such transfer is regarded as a preferential treatment of the 
relevant collateral taker vis-à-vis the other creditors of the insolvent. The special insolvency 
treatment, exempts collateral provided under a margining mechanism from that rule, even 
if the collateral was provided shortly before insolvency. This rule is enshrined in Article 8 of 
the Financial Collateral Directive. 

The capital requirements under the Basel II (and now III) Accord recognise this risk 
reduction afforded on the basis of the special insolvency treatment to the parties of repo 
and securities lending (and derivatives, etc.) parties.15 Consequently, also prudential 
supervisors apply capital standards on that basis: less risk means that less underlying 
capital is necessary. In other words: the special insolvency treatment allows for close-out 
netting and collateral16, i.e. the most important risk mitigation mechanisms underlying the 
financial market, to function smoothly when they are most needed, i.e. during the period 
before a market participant becomes insolvent. If the traditional insolvency stay applied 
also to repo and securities lending transactions, close-out netting could not apply in the 
event of insolvency. 

1.2. Threats to systemic stability? 
The above considerations are implicitly at the heart of Recommendation 13 of the FSB Work 
Stream 5 consultative document which concentrates on one policy concern only: the logic 
of the special insolvency treatment of repo and securities lending agreements is said to 
increase systemic risk in the financial market under certain circumstances. The FSB cites a 
number of recent academic publications in this regard.17 

We will shed additional light on these points. Also, we will add an additional, neighbouring 
argument which has been made in the context of the development of bank resolution 
procedures because we think the analysis of Recommendation 13 should take this issue 
into account. We will analyse the three main strands of arguments in turn below. 

	 Sub-section 1.2.1, infra, will look at the suggestion that the special insolvency 
treatment and the possibility to use close-out netting created a riskier market 

14 Cf. Annex 2 for details.
 
15 Cf. note 75.
 
16 Close-out netting comes regularly in combination with collateral. In a logical first step, parties reduce their
 

mutual exposures by looking at the net risk only. The net risk is then collateralised. 
17 Cf. FSB Consultative document on securities lending and repos, p. 25. 
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environment and might be the cause of increased social costs (e.g., bailout) of the 
financial market.  

	 In sub-section 1.2.2, infra, we will shed light on the assumption that the mass sale 
of assets as a consequence of termination and liquidation of repo and securities 
lending transactions (‘fire sale’) allowed by the insolvency exemption and close-out 
netting may have systemic repercussions via tumbling asset values.  

	 Lastly, sub-section 1.2.3, infra, will deal with the concern that the special insolvency 
treatment of repo and securities lending transactions, alongside derivatives etc., 
renders the regulators’ task of saving failing financial institutions in a crisis situation 
considerably more difficult if not impossible as a consequence of the mass close-out 
of open contracts allowed under the special insolvency treatment. 

1.2.1. Creation of a riskier market environment 
A number of authors suggest that the special insolvency treatment for repos and securities 
lending transactions may create a riskier market environment and may increase social 
costs incurred for the financial market by society. Four reasons are brought forward: 

Lack of monitoring of counterparties 

First, the special insolvency treatment for repo and securities lending transactions might 
create incentives for parties not to monitor their counterparties in a sufficient manner.18 As 
the possibility to operate close-out netting in case of default or insolvency of the 
counterparty reduces counterparty risk considerably, parties thus privileged have less 
incentive to monitor one another. On this basis, they might tend to engage in generally 
riskier behaviour.  

However, we would add that despite the fact that this argument is logic, the actual effect 
on risk monitoring of counterparties might be small and very difficult to measure. The 
reason is that parties have to monitor their respective counterparties for a variety of 
reasons, notably to be able to set specific credit lines for each of them on the basis of 
standardised procedures. 

Further, it is true that the counterparty risk is only moved to other, non-privileged parties, 
who therefore have an even greater incentive to monitor the relevant counterparty. Thus, 
the loss of monitoring on the one side should be compensated on the other. However, that 
is, at least to the extent that counterparty risk is moved to society as a whole (as it might 
materialise in bail outs), not true, and society is unable to take the function of monitoring 
counterparties effectively, due to a lack of resources and technical knowledge.19 

Inflation of balance sheets 

Flowing from the first point, the special insolvency treatment for repo and securities lending 
transactions is said to increase the ability of or the incentive for becoming too big to fail. As 
repo and securities lending transactions, alongside derivatives, were perceived as nearly 
risk free, they might inflate the books of financial firms to an unhealthy extent, in the 
recent past ‘acting as steroid to feed the securitisation wave’, before repo funding had 
ceased within days during the financial crisis with society bound to bear the cost.20 Inflated 

18 Cf. Duffie and Skeel, Costs and benefits of automatic stays, pp. 7 et seq. 
19 Duffie and Skeel, Costs and benefits of automatic stays, p. 8. Roe, The derivatives market’s payment priorities 

as financial crisis accelerator, pp. 539, 555-559. 
20 E Perotti, Systemic liquidity risk and bankruptcy exceptions, Centre for Economic Policy Research Policy Insight 

No. 52 (October 2010), p. 1. 
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balance sheets considerably increased the likelihood of a bailout, thus creating moral 
hazard. 

We tend to agree with this argument in  principle but we are not sure whether the 
consequences are really significant in the context of repos and securities lending. First, 
there also is agreement amongst the regulatory community that repos and securities 
lending activities are healthy as they provide important liquidity to the market, in that they 
fend off liquidity squeezes that otherwise might even have systemic effects. Therefore it 
would need to be defined at what point repo and securities lending activities achieve an 
‘unhealthy’ volume. In this context it is important to note that the argument has been 
developed in relation to special insolvency treatment of financial market participants in 
general, i.e. including the derivatives business which is the most prominent beneficiary of 
close-out netting. However, the ability to leverage balance sheets through derivatives is 
significantly higher (even theoretically unlimited if not capped) than inflating them through 
repos and securities lending which are subject to a ‘natural cap’ as the number of available 
assets is de facto limited. Therefore, the argument applies more to derivates and less to 
repo and securities lending.  

Move to unstable funding 

The special insolvency treatment of repo and securities lending transactions may also cause 
a move from more stable to more unstable funding, i.e. banks and shadow banks move 
from traditional deposit funding to repo funding.21 Funding on that basis is regularly short-
term, often only overnight.22 This led, for instance, to a situation where Bear Stearns had 
an average funding maturity of seven days just days before it collapsed, whereas Lehman 
Brother’s massive proprietary trading was just funded at three days maturity.23 Short 
maturities have the effect that funding might not be renewed as soon as there is stress in 
the market, with firms facing illiquidity or insolvency within days, comparable to the 
consequences of a bank-run. Lehman’s insolvency was triggered by exactly that 
mechanism. 

This phenomenon stretched to asset quality during the run up to the financial crisis, with 
legislative changes in the US broadening the range of eligible collateral to mortgage-backed 
securities and similar products.24 In the EU, the protection of close-out netting contained in 
the Financial Collateral Directive extends to cash, financial instruments and credit claims25, 
which also include securitised products, thus providing for a wide range of eligible collateral 
that can be used in principle for repo funding. However, the necessary quality of collateral 
always depends on the parties’ agreement. 

1.2.2. Systemic repercussion of mass close-out 
At the centre of the second strand of argument is that in the event of insolvency, the close
out and liquidation of large numbers of transactions may cause systemic repercussions. 
Notably, this might happen because collateral is enforced (i.e. sold on a large scale) as 
repo, securities lending and derivatives counterparties of a failing financial institution will 
quickly terminate open contracts. The large-scale collateral enforcement upon the default of 
Lehman led to exactly that fire sale scenario.26 As the entire market is organised on the 
basis of master agreements, all counterparties of the failing institution will have fairly 

21 Roe, The derivatives market’s payment priorities as financial crisis accelerator, pp. 539, 562-563. 
22 Cf. Annex 1 for details. 
23 Perotti, Systemic liquidity risk and bankruptcy exceptions, p. 2. 
24 Perotti, Systemic liquidity risk and bankruptcy exceptions, p. 1. 
25 Article 2(d), (e) and (o) Financial Collateral Directive. 
26 Perotti, Systemic liquidity risk and bankruptcy exceptions, p. 2. 
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identical rights and are likely to show herd behaviour as they all have to mitigate own 
market risk. 

In times of uncertainty in the market such a fire sale scenario may have adverse effects on 
asset values, thus leaving counterparties potentially under-collateralised. Further, tumbling 
asset values may cause margin calls among market participants which were so far 
unrelated to the stressed parts of the market. In extreme cases, this might result in a 
scarcity of high-quality collateral combined with market participants facing difficulties in 
financing it (‘collateral crunch’). 

1.2.3. Obstacle to effective resolution 
Recent proposals for EU legislation and standards set by the FSB address the concern that 
the special insolvency treatment of repo and securities lending transactions, alongside 
derivatives etc., renders the regulators task of resolving failing banks considerably more 
difficult if not impossible.27 The source of the problem is that the potential for mass 
termination and close-out of open contracts as allowed on the basis of the special 
insolvency treatment might eliminate important parts of the funding base and the 
investments of the relevant failing entity. As a consequence, the failing entity would be left 
with a toxic rump estate which is much more difficult to resolve in a sensible manner, i.e. 
there is a risk that an ‘un-orderly’ insolvency occurs instead. 

Therefore, regulators are being given the tool to stay close-out netting for a short period of 
time (typically until 5pm of the following business day) in order to allow for the time 
necessary to apply the appropriate resolution tools such as transfer to a bridge bank, etc.28 

1.3.	 Changes to insolvency law or haircuts as appropriate 
remedies? 

We are asked to assess whether changes to insolvency law could provide a solution to the 
issues just described. Changes in that sense would aim at abolishing or limiting the special 
treatment of repo and securities lending transactions in insolvency, thereby effectively 
curbing the solvent party’s possibility to operate close-out netting and margining 
mechanisms. The FSB Recommendation 13 rejects this idea ‘due to significant difficulties in 
implementation’. We will revisit this issue and are asked to extend our analysis to the 
question of whether the above described potential systemic consequences could be 
eliminated or dampened by applying regulatory minimum haircuts to the market value of 
the repo-ed or lent assets (in addition to the haircuts already broadly employed by the 
market). Mandatory haircuts would show the benefit of leaving the legal framework 
coherent.29 

27	 Proposal of the European Commission for a Directive of the European Parliament and of the Council 
establishing a framework for the recovery and resolution of credit institutions and investment firms, etc., COM 
2012 (280) final, of 6.6.2012, section 4.4.11 and Articles 63 and 77. Commission Internal Working Document 
of DG Markt, Technical details of a possible framework for EU bank recovery and resolution, section G13. The 
original analysis was conducted by the Basel Committee (Bank for International Settlements/Basel Committee 
on Banking Supervision, Report and Recommendations of the Cross-border Bank Resolution Group, March 
2010, http://www.bis.org/publ/bcbs162.pdf?noframes=1 (hereinafter: Basel Committee CBRG Report) 
Recommendation 9, which had subsequently been translated into the FSB Key Attributes for Effective Bank 
Resolution, Financial Stability Board, Key Attributes of Effective Resolution Regimes for Financial Institutions, 
October 2011, sections 4.1-4.4 and Annex IV. 

28	 For a complete description of the background cf. P. Paech, The need for an international instrument on the 
enforceability of close-out netting in general and in the context of bank resolution, Unidroit 2011 Study 78C – 
Doc. 2. 

29	 Other measure that would not affect the underlying law include adequate reporting, transparency and 
monitoring requirements and considerations regarding how risk is reflected in the rules on capital 
requirements. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

Approaching this issue, we need to recall that the arguments stemmed from three different 
strands. First, the special treatment of repo and securities lending transaction in insolvency 
is assumed to increase riskier behaviour of market participants in a number of different 
ways. Second, it is assumed to exacerbate the effect of fire sales and mass termination on 
asset values. Third, it is assumed to be a potential obstacle to effective resolution of 
financial institutions. 

All three arguments are directed at these risks becoming ‘systemic’. However, the 
consequences are transmitted through the financial system via very different mechanisms: 
riskier behaviour – collateral crunch – ineffective resolution. 

Naturally, it would be ideal to be able to address these different concerns with one simple 
remedy. However, the changes to insolvency law and the introduction of haircuts need to 
be considered in a wider context so as to avoid unintended or adverse effects. They might 
need to be deployed in a selective, alternative or cumulative way in order to achieve the 
desired objective. Or they might be ineffective or inappropriate altogether in which case 
alternative proposals will need to be discussed. 

1.3.1. Robbing Peter for paying Paul? 
First and foremost, we need to be aware that there is the clear danger of ‘robbing Peter for 
paying Paul’. The interdependencies between the special insolvency treatment of repo and 
securities lending transactions (as well as for derivatives and certain other types of 
transactions) on the one hand, and risk management and capital requirements on the other 
hand are finely calibrated. In other words: the special insolvency treatment is, together 
with the risk mitigation techniques of close-out netting and collateral, deeply and firmly 
embedded in risk management and prudential supervision. Therefore, any changes to the 
current set up must be carefully scrutinised in order to avoid unintended consequences 
such as systemic instability. Hasty measures taken with a view to improving stability may 
carry the potential of endangering exactly that stability when viewed from another angle. 

These interdependencies occur a the interface between private law on the one hand 
(insolvency, property and commercial law, with its emphasis on equal treatment of 
creditors), and regulation or public law (capital requirements, mandatory haircuts, etc., 
with its emphasis on limiting the likelihood of bank failures and consequent contagion risk 
to the financial system) on the other hand and are therefore sometimes difficult to grasp. 
They are ubiquitous on a global level and very complex. They are standard since the 
introduction of the Basel II Accord, as explained in Annex 2. Changing them is therefore a 
very delicate exercise. 

Thus, proposed solutions, such as changes to insolvency law (what is meant is the 
restriction of the special insolvency treatment, i.e. the restriction of the possibility to 
operate close-out netting and margining), or as the introduction of regulatory minimum 
haircuts must be thoroughly analysed in respect of whether they achieve the intended 
positive effect, what their potential negative side effects may be, and, if there are any, 
whether they are tolerable in view of the benefits.  

What follows is an abstract overview of potential negative repercussions which might occur 
as a consequence of changes brought to the current regime, and, in sections 1.3.2. and 
1.3.3., we will attempt to predict whether and to what extent these repercussions might 
occur in practice. 
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Policy Department A: Economic and Scientific Policy 

Dismantling market-stabilising benefits of the special insolvency treatment? 

It must be noted, in the first place, that the market and regulatory community agree on the 
basic benefits flowing from the special insolvency treatment. To the extent that these would 
be abolished, also the following widely accepted market-stabilising benefits would 
disappear. 

	 close-out netting ensures access to otherwise not accessible liquidity; 

	 it avoids the market abandoning a participant too quickly which is perceived as 
instable, i.e. to run away, thereby putting the final nail in the coffin of that 
participant before it fails; 

	 it avoids the risk management of solvent  parties to be derailed by the imminent 
failure of a counterparty; 

	 it avoids the settlement of securities stuttering because of securities being trapped 
in the insolvency of a market participant; if a stay would apply, access to collateral 
security would be blocked, which might even affect payment systems and central 
counterparties (‘CCPs’) relying on collateral; 

	 margining and collateral ensure that parties, including CCPs and other 
infrastructures, are always sufficiently secured. 

Interestingly, these widely agreed benefits somehow mirror the critique from a number of 
academics in what appears to result in the ‘chicken and egg’ causality dilemma. However, 
given that there is full industry and regulatory support these beneficial effects cannot be 
overestimated. 

Cost of collateral and collateral crunch 

Negative side effects of changing the current framework may occur, on the one hand, in 
respect of liquidity and cost of collateral. This is the natural consequence of rendering the 
use of collateral less efficient. For instance, in relation to applying any regulatory minimum 
haircut beyond the existing haircuts that exist on contractual basis the consequence is 
obvious: posting collateral at a value that is reduced in relation to its current market value 
will simply require more assets to be posted, which makes the use of collateral more 
expensive but might also lead to a scarcity of collateral assets.  

Some argue that, beyond cost and scarcity, such measures therefore may exacerbate 
downward spirals, as it becomes increasingly difficult to source the required collateral from 
the market, thus putting financial firms under additional strains in crisis situations 
(‘collateral crunch’30). 

Increased capital requirements 

Another example of a potential negative side effect of removing or restricting the special 
treatment of repo and securities lending transactions in insolvency might be an increase of 
capital requirements and therefore increased cost of capital for market participants.  

As parties, in such scenario, would be deprived of the possibility to use close-out netting, 
as contemplated in the Basel II Accord, risks flowing from repo and securities lending 
transactions would be considered on a ‘gross’ basis. However, to-date, exposures to credit 
risk of the insolvent party are calculated on the much smaller ‘net’ basis. As a 

30	 It is now being commonly recognised that the 2007-9 crisis was less a credit- than rather a collateral crunch, J. 
Benjamin, G. Morton and M. Raffan, The future of securities financing, Law and Financial Markets Review 
(2013) 7(1), p. 4. 

14	 PE 507.460 



 

 

 
  

 

  

 
 

  

 

  
 

  
 

 

 
  

 

 

 
  

  
 

   

 

 
  

  

  

Shadow Banking: Legal issues of collateral assets and insolvency law 

consequence, capital requirements would increase significantly and the cost of capital 
would go up as well. Also, repo and securities lending demonstrate economic elasticity, i.e., 
there is a point to which market participants will regard them as unviable because capital 
(and collateral, see supra) costs are too high. 

Legal risk 

A third type of potential negative side effect is legal uncertainty. Where changes were to 
touch upon legal fundamentals it needs to be ensured that no uncertainty as to the 
underlying legal framework is created. The absence of insolvency stays and the possibility 
to apply close-out netting clearly is one of these fundamentals underlying the financial 
market, alongside other aspects (like in particular the treatment of property in insolvency, 
and the enforceability of collateral arrangements).  

The risk management of financial institutions, as sanctioned by their regulators, is based on 
the attempt to predict the future with the highest possible degree of probability. Therefore, 
it is essential to know ex ante that the legal framework is sound, including in particular the 
existence of the special insolvency treatment and the possibility to use close-out netting 
and collateral arrangements.  

The legal rights of the parties must be valid and enforceable (to the extent that the parties 
set up their legal arrangements with the necessary care). Any considerable degree of 
uncertainty regarding the above issues flowing from an ambiguity in respect of the law or 
its application by courts, also in an international context, would derail risk management 
and prudential supervision.  

This would have onward impact not just to ultimate beneficiaries of these instruments 
(such as pension schemes, collective investment schemes, asset managers and central 
banks) but also to settlement organisations, custodian banks, international central 
securities depositories (‘ICSDs’) and central securities depositories (‘CSDs’). Uncertainty 
that operates to make repo and securities lending more expensive and more restrictive 
would consequently have a knock-on effect on settlement efficiency and liquidity. 

Systemic risk 

Systemic risk arises where credit risk, liquidity risk, market risk, operational risk, 
settlement risk or legal risk materialise and spread to significant parts of the market in a 
chain reaction, thereby rendering the market dysfunctional or subject to contagion. 

For example, scarcity of available collateral can affect a financial firm on an individual 
basis. However, often, other firms which are in a comparable situation will face exactly the 
same strains so that systemic effects may build up. 

Another example relates to legal risk. It can affect an individual firm or even just one 
individual contract. However, financial markets are notorious for herd behaviour, with 
basically all market participants using comparable investment and risk mitigation strategies 
on the basis of the same standard legal arrangements. If a court where, ex post, to decide 
that a specific market participant’s collateral arrangement or close-out netting provision 
was unenforceable, all financial firms in similar positions would face immediate uncertainty 
on whether their own risk management arrangements would be enforceable, even though 
they are not themselves immediately subject to the bilateral dispute, or even proximate to 
it. The entire market would then attempt to liquidate such legally uncertain transactions as 
quickly as possible. This may have the potential to drive values down, leading in turn to a 
liquidity or collateral crunch. 
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1.3.2. Remedy 1: restrict the special insolvency treatment 
In view of the potential threats to systemic stability set out above Recommendation 13 of 
the FSB discusses whether insolvency laws could be changed in a way to remove or restrict 
the special insolvency treatment of repo and securities lending transactions. This would 
have as an immediate consequence that close-out netting and margining could not be 
applied any more to the extent it is now. In practical terms this would mean that national 
insolvency and commercial laws as well as prudential regulation and capital requirement 
rules would need to undergo changes. 

However, systemic risk considerations cut both ways. On the one hand, academics discuss 
whether there are systemic risk concerns inherent in the special insolvency treatment, as 
shown before. On the other hand, it has long been recognised that there are systemic risk 
concerns inherent in not allowing for it as well – this was the reason why it has been 
enshrined in the Basel II Accord. 

We are asked to contribute to the discussion on how to strike a balance. The FSB has 
proposed to do nothing for the time being and it is probably fair to assume that it did so 
considering that it is a relatively dangerous and not very effective approach trying to steer 
market behaviour by modifying the commercial and insolvency law basis. 

A look at the theoretical options... 

In conceptual terms, a restriction of insolvency law could have the following alternative 
characteristics: 

 First, the special insolvency treatment could be completely removed for all repo and 
securities lending transactions. 

 Second, the special insolvency treatment could be removed (only) for certain repo 
and securities lending transactions, in particular for transactions involving risky or 
illiquid assets. 

 Third, the special insolvency treatment could only be removed for repo and 
securities lending transactions entered into by certain types of financial entities. 

 Fourth, close-out netting (only) could be restricted for a short limited time after the 
opening of insolvency proceedings. 

...and at their practical consequences... 

Implementing the first option, i.e., removing the special insolvency treatment for all repo 
and securities lending transactions, would lead to a situation in which financial institutions 
have to price the risk inherent in any repo or securities lending transaction on a gross 
basis. This would lead, according to anecdotal evidence, to a multiplication by factor 5 (or 
an increase by 400 %) of the risk to be taken into account for balance sheet and capital 
requirement purposes.31 In addition, margining would not work anymore, probably leading 
to heavy upfront over-collateralisation with the associated cost. It is obvious that this 
immense shift would equal the end of the use of repo and securities lending in their present 
forms and therefore of the present financing model of the financial sector as a whole.32 

Therefore, this option should be excluded as unviable or at least deferred to a very far 
future. However, there might be room for removing the privilege on a temporary basis, in 
particular to address the fire sale and similar issues (see infra). 

31 For the basis of this calculation cf. Annex 2.
 
32 In this context it is worth mentioning that regarding the financing issues, the market cannot be split into a
 

banking and a bad shadow banking part. The analysis of the FSB has shown that the sectors are substantially 
interwoven. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

Implementing the second option would entail removing the special insolvency treatment for 
certain repo and securities lending transactions (only), in particular illiquid or risky ones. It 
would entail identical consequences to the ones described in the preceding paragraphs for a 
part of the market, i.e. the cost of financing on the basis of repo or securities lending 
agreements would be increased.33 

Additionally, and more importantly, the identification of the relevant repo and securities 
transactions (i.e., distinguishing those that involve ‘liquid’ and ‘illiquid’ assets, for 
examples) would need to be absolutely clear ex ante and on an internationally harmonised 
scale as the market itself is international. That appears difficult and risk management and 
prudential supervision might suffer from that uncertainty, also as the status of ‘illiquid’ 
might change during the lifetime of a transaction. 

At the same time, dividing assets, on an international basis, into categories like ‘liquid’ and 
‘illiquid’ might lead to a fragmented marked and to competitive distortions in respect of 
certain groups of market participants (Type of institution? Origin developed/emerging 
market? Big/small?).34 

The third option would be to remove the special insolvency treatment (only) for repo and 
securities lending transactions entered into by certain types of entities. Implementing such 
a measure would split the market into two parts. Those unable to use close-out netting in 
relation to repo and securities lending transactions would have to calculate their risk on a 
gross instead of a net basis, leading to a risk-increase by an estimated 400 %, with the 
relevant consequences for cost of collateral and cost of capital. These entities would be de 
facto excluded from the market, and, very  importantly, it must be noted  that also their  
counterparties would be precluded from calculating the risk on a net basis regardless of 
whether or not the relevant counterparty is equally directly envisaged by the restriction. 
Therefore, this option, in its result, ultimately equals the first option: the entire market of 
repo and securities lending in its present form would probably disappear. 

The fourth option is to restrict the special insolvency treatment for repo and securities 
lending transactions by halting close-out netting for a short time after the opening of 
insolvency proceedings (whereas the protection of margining remains untouched). This is 
the solution promoted by the by the Commission proposal and the FSB35 in the context of 
bank resolution. In practical terms, parties to these transactions retain their right to apply 
close-out netting. However, in case regulators fear systemic effects of a financial institution 
entering insolvency or resolution proceedings, they can halt for a short period of time (e.g., 
48 hours) all close-out netting. To the extent that positions are transferred to a healthy 
bridge bank, close-out netting remains precluded as there is no need for the counterparty 
to close out. By these means, repercussions on asset values can be avoided to the largest 

33	 ‘[There is] potential of such reduced exemption to eventually increase systemic risk. Under the discussed 
scenarios, assets deemed “risky” or “illiquid” would become effectively ineligible for collateral for most market 
participants even if applying high haircuts. Hence, the range of acceptable collateral would be more restricted 
which might lead to collateral concentrations and increase the risk of fire sales in times of crisis.’, 
Bundesverband Investment und Asset Management (BVI), Response to the FSB Consultative Document [etc.], 
14 January 2013, p. 11, available on the FSB website 
http://www.financialstabilityboard.org/publications/c_130129.htm. 

34	 ‘Any attempt to distinguish legal effectiveness of close-out netting based on qualitative criteria such as the 
“riskiness” of a transaction must fail and thus has to be rejected outright. […] [D]etermining which 
transactions or portfolios would be affected will ultimately be arbitrary.‘, German Banking Industry Committee, 
Response to FSB Consultation, 13 January 2013, p. 14; ‘One practical issue with this is that the determination 
of which collateral is “risky or illiquid” will vary over time. To have the legal effectiveness of the collateral also 
subject to fluctuation as market conditions evolve would introduce a highly undesirable element of 
uncertainty.’ ICMA European Repo Council, Response to FSB consultation, p. 22; both available on the FSB 
website http://www.financialstabilityboard.org/publications/c_130129.htm. 

35	 Cf. footnote 27. 
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possible extent, as it does not come to the close out of huge volumes and fire sales of 
assets. 

...lead to ONE viable option 

Implementing the first option would shut down the market for repos and securities lending 
altogether and lead to a fundamental shake up of banking in its present form. It remains to 
be seen whether the risk management model introduced by the Basel II Accord could be 
rethought regarding its generous consideration of the net risk – however, this is certainly a 
very long-term project involving a most fundamental review of the underpinnings of the 
market which can – again – only be done in international agreement. 

The second and third option, if they do not dry out the market altogether, carry a huge 
potential for competitive distortions and create the opportunity for regulatory arbitrage. In 
addition, as legal uncertainty might result from these options, especially in the international 
context, they may well even create a new, different potential source of risk.36 

The last option does only carry a limited risk. A temporary stay allows risk management to 
rely on close-out netting and collateral in principle. However, even if the stay period is 
short (say 48hrs or until 5pm of the next business day) the effectiveness of risk mitigation 
tools is hampered to some extent, as market prices continue to float and asset values 
might decrease. Yet, a period of this length appeared to be an acceptable compromise in 
relation to bank resolution regimes amongst financial market participants, their trade 
associations, regulators and legal experts. 

However, temporary stays can only address the concern of simultaneous close out and 
collateral crunches. But this tool was, in the first place, not designed to address concerns 
regarding riskier behaviour of market participants as described earlier. 

1.3.3. Remedy 2: apply binding numerical haircut floors to collateral values 
The FSB proposes to impose regulatory minimum haircuts on the values of collateral assets 
used in repo or securities lending transaction in its Recommendations 6 and 7. The idea is 
that haircuts may have a number of beneficial effects. Notably, 

 regulatory haircuts may limit the build-up of excessive leverage, as they render 
transactions using collateral assets more expensive, and, 

 they may reduce procyclicality of collateral asset financing by buffering the extent to 
which asset value may potentially decline.37 

We are asked to assess whether binding numerical haircut floors as proposed in FSB 
Recommendation 7 would be able to limit or eliminate the potential risk flowing from the 
special insolvency law treatment of repo and securities lending transactions, as described 
earlier on. 

A binding numerical haircut floor would leave to the parties the freedom to negotiate the 
appropriate haircut for each transaction. I.e., market participants would continue to 
conduct their own assessment as to the appropriate level of haircuts to apply in specific 
circumstances notably taking into account the rating and the liquidity of collateral the 

36 We note that the great majority of the financial industry in their responses to the FSB consultation supported 
Recommendation 13, i.e. objected changes to insolvency law, albeit generally so without giving further 
explanations; e.g. ‘[Changes to insolvency law] would be a negative step, not least because of the 
considerable legal uncertainty thereby arising in the markets and between the parties to a repo, which could 
itself lead to systemic risk.’, Clifford Chance LLP, Response to the FSB Consultative Document [etc.], 14 
January 2013, p. 22; FSB website http://www.financialstabilityboard.org/publications/c_130129.htm. 

37 FSB Consultative document on shadow banking, 18 November 2012, p. 11. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

asset. However, parties would be unable to undercut a certain minimum haircut as set by 
the relevant regulator.38 

No legal risk... 

First, it is worth noting that the application of haircuts to the value of collateral assets does 
not pose any particular difficulties from a legal point of view. In fact, haircuts which are 
applied on the basis of the parties’ contractual agreement have already been considered 
standard market practice for a long time.39 They just affect the value at which collateral 
assets are accepted by the collateral taker.  

Numerical haircut floors show practical effect only in that parties would not be allowed to 
agree on a haircut smaller than the numerical floor. In that, imposing numerical haircut 
floors is a classical means of regulation, controlling parties' behaviour but without effect on 
the legal outcomes. In other words, operational mistakes in applying the haircut would not 
endanger the validity or enforceability of the transaction as such, and the treatment of the 
collateral asset in terms of insolvency law, transfer, ownership and enforcement remains 
unchanged. 

...but no formal circuit-breaker preventing fire sales 

We are asked to assess whether imposing numerical haircut floors as proposed in 
Recommendation 7 would also be useful in addressing systemic stability issues that may 
flow from the special insolvency treatment afforded to repos and securities lending. 

Such a potential could be seen in numerical floors for the following reasons. 

	 Haircuts disincentivise the use of collateral assets, as these become more 
expensive, and therefore the use of financing through repo and securities 
transactions as a whole, thereby decreasing leverage. 

	 Haircuts may price collateral assets significantly below market value, so that the 
downward spiral of tumbling asset values following the simultaneous liquidation of 
large portfolios may be buffered, as the actual market value is higher (though it has 
been argued that haircuts can also exacerbate downward spirals). 

However, we note that haircuts put not only additional cost on the collateral provider but 
also additional risk. Mandatory minimum haircuts have a tendency to work in favour of the 
repo financier who may receive more collateral than he would have received without the 
existence of the binding numerical floor. This is the logical consequence of the nominal 
value (after haircuts) being below market value. But also the other party, the repo 
financier, can become insolvent. In that scenario the repo borrower/collateral provider is 
allowed to keep the cash – yet, the value of collateral assets is likely to exceed the amount 
of cash and the collateral provider is at risk to lose that excess value in the insolvency 
proceedings.40 Therefore, both parties have a justified interest in balanced levels of 
collateral. 

Also, haircuts cannot be used as an effective ‘circuit-breaker’ preventing fire sales and 
downward spirals. These can still occur, much in the same way as banks can still fail 
despite a significant increase of capital buffers. Therefore, only a formal ‘circuit-breaker’ 
would actually operate to halt an asset value downward spiral. As mentioned before, 

38 Obviously, in this briefing, we cannot pre-empt the outcome of the FSB consultation in relation to FSB 
Recommendations 6 and 7. Also, the effectiveness of numerical haircut floors is the subject of a separate 
briefing. Therefore, this note is restricted to the analysis of issues adjacent to the one described before. 

39 Cf. for details Annex 1. 
40 ECB, Monthly bulletin February 2010, Article: Euro repo markets and the financial turmoil, pp. 68, 77. 

PE 507.460 	 19 



 
 

 

 

  
 

 

  

 

  

  

 
 

 

  

  
 

 

 
 

 
 

Policy Department A: Economic and Scientific Policy 

regulators now have been given the possibility to formally stop the process of mass 
liquidation of assets in the context of bank resolution procedures by imposing a short stay 
of ‘48hrs’ or ‘until 5pm of the next business day’. 

At the moment, such resolution tools only apply to banks and (under the EU proposal) 
investment firms. However, there seems to be broad support in principle for extending the 
idea of orderly resolution by the regulator to other types of financial institutions. If only the 
most important shadow-bank entities could be covered by such regime, systemic risk of the 
sort described before should not be able to materialise any more. 

1.3.4. Result 
It is therefore possible that a combination of both haircuts and circuit-breakers (temporary 
stays) may present a workable overall approach.  

Haircuts as contemplated by Recommendations 6 and 7 would apply to any entity entering 
into repo and securities lending transactions. Thereby, they are able to deleverage the 
balance sheet of individual firms and render the market as a whole more resilient. 
Therefore, we confirm that haircuts are an appropriate means in principle to 
buffer potential risks flowing from the special insolvency treatment of repo and 
securities lending. Whether appropriate haircuts are achieved through binding standards 
for methodologies used by market participants to calculate haircuts (FSB Recommendation 
6), or by imposing binding minimum haircut floors (FSB Recommendation 7) is not 
discussed in this briefing. Equally, the appropriate level of haircuts is not discussed here. 

In addition, the most important entities acting in the shadow banking segment should be 
covered by a supplementary safety feature consisting of the regulatory option to 
temporarily stay close-out netting as it is currently implemented in the context of bank 
resolution procedures. This would be capable of de facto stopping the mass liquidation of 
collateral assets and would thereby contribute to avoid fire sales and tumbling asset prices. 
However, it would seem sensible to establish firm guidelines, comparable to the ones 
developed in the context of bank resolution, of when circuit-breakers might be employed in 
order to reduce the likelihood of market disruption due to uncertainty in this regard. 

Therefore, we believe that changes to insolvency law other than a temporary stay 
on close-out netting are not advisable at this point as they would do more harm 
than good. Any consideration in respect of changing the special treatment of repo and 
securities lending transactions would presuppose a very thorough re-assessment of how 
counterparty and market risk are factored into capital requirements under the Basel Accord 
and of the most fundamental assumptions of risk management in today’s financial market. 
In other words, this could only be a very long-term project that requires global co
ordination. 
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2.	 CROSS-JURISDICTIONAL ENFORCEMENT OF 
SECURITIES COLLATERAL: DO LEGAL DIFFERENCES 
CAUSE STABILITY CONCERNS OR ENFORCEMENT 
ISSUES? CAN HAIRCUTS DISMANTLE OR LIMIT THIS 
THREAT? 

Most repo transactions and all securities lending transactions involve the transfer of 
securities from one party to the other party. In case of transactions touching upon more 
than one jurisdiction, especially if the parties are located in different countries, it is possible 
that the relevant securities ‘come in contact’ with the laws of two (or even more) 
jurisdictions. 

This briefing shall analyse whether there are linked enforcement issues or stability 
concerns. In order to be able to do this, we need to understand how the transfer 
mechanism underlying the ‘securities leg’ of a transaction interlinks with risk management 
mechanisms that protect a party from counterparty risk. Should there be enforcement 
issues or stability concerns, then the question would arise whether or not these concerns 
should be reflected in the context of regulatory minimum haircuts. 

2.1. Background: The legal treatment of the ‘securities leg’ 
For a general description of the structure of repo and securities lending transactions see 
Annex 1. Regarding the legal analysis of the possible different ways of delivering securities 
from one party to the other, there are three theoretical options. All three are covered by 
the Financial Collateral Directive.41 

a) Transfer of the full title to the securities (e.g., a ‘title transfer arrangement’ under 
the Financial Collateral Directive); 

b) Delivery of the securities without transfer of title under a classical security interest 
(e.g., a pledge arrangement, which is considered a ‘security financial collateral 
arrangement’ under the Directive); 

c) Delivery of the securities while retaining full title but allowing for a ‘right of use’. As 
soon as the securities are ‘re-used’, the arrangement transforms into a full title transfer. 

Why title transfer? 

Both, repo and securities lending transactions use the title transfer method for providing 
the securities from the original owner to the other party. I.e., the other party becomes full 
owner of the relevant securities. In return, the original owner receives a contractual claim 
for retransfer of equivalent assets. 

It is easier and safer from a legal point of view to arrange for a repo or securities lending 
transaction on the basis of a full title transfer although other structures are theoretically 
and legally possible:  

	 under a repo, the cash loan could be secured by, e.g., a charge or pledge over the 
securities, i.e. a classical security interest.  

	 Under a securities lending agreement, the securities could be ‘lent’ and ‘borrowed’ in 
the proper sense, like one lends and borrows a car. 

In both scenarios, the original owner would then remain legal owner, and the other party 
would have a ‘lesser’ right to the securities, comparable to a right to possess them. 

41 Article 2 paragraph 1a)-c) and Articles 5 and 6 Financial Collateral Directive. 
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However, in neither case any structure other than title transfer is practicable as the full title 
transfer fits better the purposes of both types of transactions. This becomes very clear in 
respect of a securities lending transaction: generally, the borrower needs the securities to 
cover for an obligation he has vis-à-vis a third party.42 In particular  

	 the securities ‘borrower’ might be bound to perform immediately on his obligation to 
deliver securities to his client, even though the securities which the client bought on 
the stock exchange would be delivered in two or three days only (‘contractual 
settlement’). The purpose is accordingly to transfer ownership to the third person. 
In order to do that the securities ‘borrower’ needs to become owner himself in the 
first place.  

	 The repo financier, for whom the delivery of the securities functions as a kind of 
security, often needs to refinance itself on the market. However, it will only be able 
to use the relevant securities as collateral for that refinancing transaction if it is 
itself the legal owner of them. 

What happens in case of insolvency? 

The repo financier or, respectively, the securities borrower, becomes a full owner under a 
title-transfer arrangement. As such he can freely dispose of the securities. Upon reversal of 
the transaction, he has to transfer equivalent securities, i.e. not the same ones. 

The original owner’s contractual claim for retransfer of equivalent securities is in practice as 
good as original ownership rights, as long as the other party is solvent.43 However, in the 
event of insolvency of the latter, the original owner would have to queue with all other 
general creditors and would probably be unable to recover the full value of the assets 
transferred at the outset.  

Market practice: close-out netting 

In practice, repo and securities lending transactions carry a low counterparty risk. This is 
because they are built on the contractual provision of ‘master agreements’44 providing for 
the relevant standard terms. These standard terms regularly include a provision that close
out netting applies between the parties, i.e. a contractual agreement in which all repo or 
securities lending transactions, respectively, are to be terminated and liquidated, and the 
remaining value is to be paid by the party that is ‘out of the money’ to the party that is ‘in 
the money’. Close-out netting applies, depending on the contractual details, either 

i) at the moment of the opening of insolvency proceedings, or 

ii) even before, especially upon default, depending on which ‘termination event’ the 
parties have provided for. 

All mutual rights and obligations are included in the calculation of the ‘net’ amount, 
including both the value of the ‘cash leg’ and the value of the ‘securities leg’. As regards the 
securities leg, the claim for re-delivery of equivalent securities will be included in the 
calculation. For further details on close-out netting cf. Annex 2. 

42 See FSB, Securities Lending and Repos: Market Overview and Financial Stability Issues, 27 April 2012, pp. 2-5. 
43 However, neither the residual ownership nor the contractual claim for delivery of equivalent securities could 

possibly prevent that the collateral taker/securities lender disposes of the securities to a third person in breach 
of his duties and that that third person may acquire ownership in the securities as a good faith acquirer. 
Assumptions to the contrary, as often made in the context of EU securities law, contravene more than 150 
years of civil law tradition: P. Paech, Market Needs as Paradigm – breaking up the thinking on EU securities 
law, sections 4.1 and 4.2. 

44 Cf. footnote 11. 
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2.2. Stability concerns or enforcement issues 
We are asked to assess whether differences in the framework for the holding and 
disposition of securities can cause particular stability concerns or enforcement issues in 
relation to repo and securities lending transactions. Consequently, in the following, we will 
analyse the two most important threats – relating to the acquisition of property rights on 
the one hand, and to the enforceability of close-out netting on the other hand. Naturally, a 
variety of other legal threats exists in cross-jurisdictional transactions in general – yet we 
believe that the following two are the specific ones linked to the securities leg of repo and 
securities lending transactions. 

Figure 2: The two major cross-border threats 

2.2.1. Cross-jurisdictional acquisition of property 

At what point does risk occur? 

Risk occurs where parties expected to have achieved a certain legal result which they 
actually have not. For example, if parties and their legal advisors are convinced that they 
have validly transferred the ownership of the relevant securities from the original owner to 
the other party and this turns out not to be the case, various very significant consequences 
are likely to follow due to the inevitable perception of legal uncertainty. 

If the international legal framework regarding securities dispositions is uncertain or unclear, 
the assumed legal positions might later be challenged in court, either by the insolvency 
administrator of one of the parties or by a third party claiming to have interests in the 
securities.45 Until that moment, the risk management of the parties will have relied on the 
enforceability of the relevant rights in the securities, and, in particular, will have regarded 
them as good collateral. If then enforcement proves to be impossible or considerably 
delayed, huge risks or losses may occur for which the relevant party has made no 
provision, which, depending on the circumstances and scale, might provoke the party’s 
insolvency and maybe even have systemic effects, if others are affected by the same 
problem. 

It is important to note that although such ‘mistakes’ generally already happen in the 
process of setting up a repo or securities lending transactions (e.g., the parties fail to 
arrange for a valid transfer), problems generally only materialise at the moment of 

45 Cf. an example of legal uncertainty regarding re-characterisation of repo transaction as floating charge under 
Hong Kong and English law, TW Ong and EYC Yeung, Repos and securities lending: the accounting arbitrage 
and their role in the global financial crisis, Capital Markets Law Journal (2011), p. 92, 94. 
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enforcement, i.e. when the transaction is terminated and closed-out under the master 
agreement and subsequently challenged in court. 

Defective acquisition of securities 

In relation to the securities leg of repo and securities lending transactions, the receiving 
party (the repo financier or the securities borrower, respectively) expects to receive the full 
title to the relevant securities under a title-transfer arrangement.  

That case is within the scope of the Financial Collateral Directive. However, the scope of the 
latter does not cover all difficulties that may potentially occur.46 Further, the 
implementation of the FCD is partly inconsistent throughout the 27 EU jurisdictions.47 

Lastly, there evidently remains the question of whether the law of an EU jurisdiction, even 
though harmonised on a European level, connects in a consistent manner to the law of a 
third country. 

The planned Securities Law Directive in its original shape was intended to fill the relevant 
gaps and remove the inconsistencies mentioned before.48 However, the upcoming 
Commission proposal seems to take a fundamentally different approach unconnected to 
these matters, purporting that the question of ‘who owns what’ could be addressed on the 
basis of regulation instead of harmonising the underlying laws. 

Re-use of securities and good faith acquisition 

As shown by the FSB49, repo and securities lending transactions are linked in a sense that 
the assets used in a first transaction are often re-invested by one or both parties in new 
transactions with third parties.50 In respect of securities used as collateral in a repo or lent 
out to the other party this means that they will most probably ‘travel’ to third parties 
shortly afterwards. The systemic implications of this phenomenon have been assessed in 
great detail by the FSB paper cited above. 

In the context of this briefing, this phenomenon is important to underline the importance of 
the possibility of ‘good faith acquisition’. The background is that the acquisition of securities 
may be defective and consequently invalid for various reasons (operational failure, or legal 
risk) without the parties being aware of this. Apart from the enforcement risk faced by the 
parties to this original transaction, later ‘acquirers’ of the same securities might equally 

46	 The Financial Collateral Directive relates to the provision of collateral in the form of financial instruments, cash 
or credit claims provided under an arrangement either involving transfer of title or by way of security to a 
collateral taker (i.e., pledge, charge, lien, etc.). The material aspects are the following: Formalities regarding 
the creation of a collateral interest are abolished (Article 3) and procedures and formalities for the enforcement 
of collateral in a default situation simplified (Article 4). Furthermore, the directive enables the parties to agree 
on a right of use over securities provided as collateral (Article 5). Lastly, it institutionalises certain market 
practices, i.e., close-out netting (Article 7), top-up collateral and substitution of collateral securities (Article 8). 
The material scope of the Financial Collateral Directive may be regarded as a clipping from the wider project of 
securities law reform. However, it relates exclusively to the creation of collateral interests and to the 
recognition of the aforementioned market practices. The basic question of how acquisitions and dispositions, 
including the creation of security, are rendered legally effective is dealt with only as regards formal 
requirements. 

47 Cf. comparison in Löber and Klima, The implementation of Directive 2002/47 on Financial Collateral 
Arrangements, Journal of International Banking Law and Regulation 21(4) (2006), pp. 207 et seqq. 

48 Cf. our earlier briefing on this issue: P. Paech, Cross-border issues of securities law, Briefing paper PE 464.416, 
Brussels, May 2011. 

49 FSB, Securities lending and repo – market overview and financial stability issues, pp. 2-8. 
50	 This is true in respect of ‘bi-lateral’ repos. In the case of ‘tri-party’ repos, collateral is held by an independent 

custodian and is generally not re-used. In the case of securities lending, there are sometimes multiple entities 
in the lending chain, although (typically) the collateral only moves once – to the collateral agent - and is 
returned at the expiration of the securities loan. 
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face difficulties, as the second in the chain never had validly acquired the securities and 
therefore was unable to pass them on to the next ‘acquirer’.51 

Figure 3: Knock-on effect of a defective acquisition 

The systemic importance of the protection of the good faith acquirer is high and has been a 
key driver of developed legal systems’ treatment of holdings and dispositions of securities 
in recent years. It is obvious that the market might rapidly lose trust in the enforceability of 
the securities leg if transactions entered into by other parties were found to be invalid. 
Despite the importance of this principle, there are no common rules in the EU. In particular, 
the Financial Collateral Directive does not cover this aspect. 

2.2.2. Cross-jurisdictional issues arising in relation to close-out netting 
A second concern relating to stability and enforcement of repo and securities lending 
transactions, equally stemming from cross-jurisdictional discrepancies, relates to the close
out netting mechanism which is usually contractually agreed with a view to quickly liquidate 
the transactions in the event of default or insolvency of one of the parties. Through close
out netting, both, the cash leg and the securities leg of a repo or securities lending 
transaction can be ‘enforced’ by the parties. Close-out netting in connection with collateral 
is protected by the Financial Collateral Directive.52 

The protection of close-out netting works on the basis that the law chosen by the parties 
(for international repos and securities lending regularly English law53) governs the 
operation of a close-out netting provision. This does not pose any particular problem as 
long as the parties are solvent. However, should one of the parties become insolvent, the 
relevant insolvency law applies which may be different from the law chosen for the close
out netting (and collateral) arrangement. The problem is that it is unclear if, and, if 
applicable, to which extent the insolvency administrator or the relevant court can still 
interfere with (i.e. stay) the operation of the close-out netting provision on the basis of the 
applicable insolvency law. 

In addition, the Financial Collateral Directive does not, of course, harmonise with the law of 
third countries. Therefore, in the insolvency of a non-EU institution, third country 
insolvency law applies. Even though the laws of nearly all developed markets protect close
out netting, the extent of the protection may vary considerably and may be different from 
the approach taken by the Financial Collateral Directive.54 

51 The problem is described in detail with examples in the report of the EU Commission’s Clearing and Settlement 
Legal Certainty Group, 2nd Advice, Solutions to Legal Barriers to Post-Trading within the EU, August 2008, 
Recommendation 7 (pp. 58-62). 

52 Article 7. 
53 Cf. section 23 GMSLA 2010; Section 17 GMRA 2011. 
54 We provide an overview of close-out netting legislation of a number of EU and non-EU jurisdictions in P. Paech, 

The need for an international instrument on close-out netting in general and in the context of bank resolution, 
Unidroit 2011, pp. 22-27. 
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As mentioned above, close-out netting reduces the gross-risk run by the parties by 85 %, 
according to anecdotal evidence.55 Doubts about the enforceability of close-out netting are 
therefore prone to cause great discomfort in the market, and unenforceability in times of 
crisis may proof to be fatal in terms of systemic stability. This is why UNIDROIT has 
recently developed international principles on the enforceability of close-out netting.56 

2.2.3. Result 
The securities leg of a cross-jurisdictional repo and securities lending transactions certainly 
attracts elevated legal risk as compared to transactions that are purely domestic. As seen 
in the previous sections, legal uncertainty is increased by two factors: first, the acquisition 
of property across jurisdictional borders faces heightened legal uncertainty, which may only 
materialise at the moment of insolvency of one of the parties. Second, the ‘private’ 
enforcement mechanism of close-out netting, which regularly takes away the greatest part 
of the counterparty risk inherent in repo and securities lending transactions, may face 
doubts regarding its enforceability in times of crisis. 

It is important to note that the above considerations apply to cross-jurisdictional 
transactions. Transactions within the EU are covered by the Financial Collateral Directive, 
which provides a good basic standard of protection, though it does not resolve all problems. 
Transactions with counterparties in third countries may not benefit from that protection, in 
particular if the third-country party becomes insolvent. As a consequence, it is fair to say 
that cross-jurisdictional intra-EU transactions are riskier than purely domestic transactions; 
and cross-jurisdictional transactions with counterparties in third countries even more. 

However, the concrete degree of legal risk is extremely difficult to measure.57 

2.3. Recognition within minimum haircuts? 
Having established the elevated risk in principle, we are now asked to look at whether it 
would make sense to factor such heightened risk into the determination of minimum 
haircuts applied to asset values in repo and securities lending transactions. 

2.3.1. Targeted market segment 
About 40 % of EU securities dispositions are cross-border.58 There is no specific data for 
the repo and securities' lending sector, but it is probably fair to assume that also 40 % of 
that market segment is cross-border. However, that number only relates to transactions 
which are regarded cross-jurisdictional because parties are located in different jurisdictions. 

In addition to that scenario, there are other cross-jurisdictional cases which are not 
accounted for in the share of 40 %. In particular, parties often choose English law for their 
contractual agreements, including the collateral arrangement, even though they are both 
located in the same country. Therefore, the percentage of repos and securities lending 
transactions involving a cross-border element may even be considerably higher than 40 %. 

55	 Cf. Annex 2. 
56	 Unidroit Principles on the Operation of Close-out Netting Provisions (2013), 

http://www.unidroit.org/english/governments/councildocuments/2013session/cd92-06a-e.pdf. 
57	 Cf. for details P. Paech, Market needs as paradigm – breaking up the thinking on EU securities law, LSE Law, 

Society and Economy Working Paper 11/2012, section 3.1, 
http://www.lse.ac.uk/collections/law/wps/WPS2012-11_Paech.pdf. 

58	 P. Paech, ibid., section 2.4 on the basis of data extracted from Oxera, Monitoring prices, cost and volumes of 
trading and post-trading services, Report prepared for the European Commission, London and Brussels (2011), 
p. 73. This number refers to all types of dispositions, outright and for collateral purposed. 
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2.3.2. Suitability of haircuts to address legal risk 
In order to assess whether minimum regulatory haircuts would be an appropriate means to 
address that heightened legal risk in cross-jurisdictional repos and securities lending 
transactions we have to consider their effectiveness, operational feasibility and legality. 

Effectiveness 

Transactions which are subject to higher legal risk have a higher theoretical probability to 
fail. The parties’ mutual counterparty risk in a cross-jurisdictional repo or securities lending 
transaction is therefore theoretically higher. But are haircuts applied to collateral assets an 
appropriate means to address that risk?  

As shown above, the legal risk focuses on (a) the valid acquisition of the collateral asset, 
and (b) the application of stays and the enforceability of close-out netting in insolvency. 
The immediate practical consequence of a haircut is that more collateral needs to be posted 
to cover the relevant counterparty risk. 

	 Is the collateral taker (repo financier or securities borrower, respectively) better 
protected from risk? In case the collateral provider becomes insolvent and legal risk 
materialises in that the collateral taker has not validly acquired the collateral assets, 
it does not help that more collateral had been posted – the collateral taker cannot 
access it. Should the legal risk materialise in that the transaction is not shielded 
from the insolvency stay close-out netting is not enforceable – he cannot access the 
collateral either, because access to it is subject to an insolvency stay and therefore 
depends on court approval.  

	 Is the collateral provider (repo borrower or securities lender, respectively) better 
protected from legal risk? If the collateral taker fails and has, because of legal risk, 
not validly acquired the collateral assets, the collateral provider is still (probably 
unexpectedly) owner of the assets. Therefore, it does not make a difference whether 
more collateral has been posted. If the collateral taker fails and netting is stayed in 
insolvency as consequence of legal risk, more collateral assets will be trapped in the 
insolvent estate and the collateral provider will have difficulty retrieving them. Here, 
haircuts may lead to a higher loss.59 

Against this background, we don’t believe that regulatory haircuts imposed on collateral 
assets in repo and securities lending transactions would actually be effective to absorb or 
compensate for legal risk inherent in cross-jurisdictional situations.  

Haircuts would indeed discourage market participant to enter cross-jurisdictional repos or 
securities lending transactions. That would decrease that specific type of risk. In other 
words, the legal risk would be removed by simply making cross-jurisdictional transactions 
disappear. However, we believe, against the arguments set out below, that curbing cross-
border transactions with a view to decrease legal risk would not make sense in terms of 
market liquidity, would be difficult in practical terms, would create new kinds of risk and 
would contravene the principles of the Single Market.  

59	 The loss may be temporary but will be long enough to bring the collateral provider into difficulties. After the 
Lehman’s insolvency it took up to four years to restitute (i.e. return) assets trapped in the estate to those that 
were entitled to them, especially hedge funds for whom Lehman acted as prime broker. 
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Operational feasibility 

It is also difficult to consider difficulties in cross-jurisdictional enforcement from an 
operational point of view when setting haircuts. 

It is generally unclear, and dependant on the circumstances of the concrete case, how 
much riskier cross-jurisdictional transactions actually are. Therefore, transactions cannot be 
classified on grounds of the actual legal risk they are carrying. Therefore, any framework 
would need to work with the schematic categorisation domestic vs cross-jurisdictional.  

In order to apply haircuts, i.e. to determine how much collateral needs to be posted, that 
distinction would need to be made ex ante, and, yet this, is an extremely delicate task as 
cross-jurisdictional elements can be hidden or occur later in time. For example,  

	 international securities can be held through a chain of custodians which are located 
in third countries; 

	 the collateral provider might have the right to replace securities collateral by 
different securities at a later point in time60, and he might wish to exchange foreign 
for domestic securities or vice versa, or provide a mix of both; 

In short, the potential for operational failure in categorising transactions as domestic or 
cross-jurisdictional is considerable. If a transaction is erroneously attributed to one or the 
other category, it creates new risks and costs. 

Compatibility with Single Market 

Finally, we must take into account that cross-border transactions will always be affected by 
regulatory haircuts of that type, whereas domestic transactions would only be affected if 
there was a cross-jurisdictional element present (e.g., a choice of law in favour of English 
law). 

As regulatory haircuts increase the cost of transactions, that cost would regularly hit all 
cross-border but only some domestic transactions. Domestic parties might even, against 
that background, have an incentive to move back to contracts governed by domestic law. 
Thus, the whole idea of applying haircuts depending on the involvement of cross-
jurisdictional elements would ultimately result in discriminating cross-border transactions.  

We also think that this result would be against the concept of a single market for capital 
and financial services and expect it to be incompatible with the Treaties. Beyond that 
perspective, we think that regulatory haircuts of that sort would be a competitive 
disadvantage for EU financial market participants on the global market. 

2.3.3. Result 
We confirm that securities collateral, i.e. the securities leg of repo and securities 
lending, is subject to elevated legal risk in cross-jurisdictional situations. Legal risk 
stems first and foremost from the danger that (a) the securities collateral is not validly 
acquired, and (b) the securities collateral cannot be accessed in the insolvency situation 
because of inconsistencies in respect of insolvency stays and close-out netting. As 
mentioned before, the Financial Collateral Directive provides a good basic protection 
against the risk but does not remove it entirely. Further, the full risk persists in 
transactions with third countries. 

We were assigned to assess whether regulatory haircuts would be an appropriate means to 
address these risks. We believe that regulatory haircuts are inappropriate to 

60 Article 8 paragraph 3.b) of the Financial Collateral Directive. 
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address these risks. They are obviously unable to remove the risk itself. Nor are they 
able to contain the immediate negative effects flowing from the risk. In fact, they can do 
additional harm as regulatory haircuts might even cause more collateral assets being 
trapped in an insolvent estate. Furthermore, the idea is operationally difficult to realise and 
probably incompatible with the concept of the Single Market. 

To the contrary, we believe that the highly sophisticated and internationalised market like 
the market of repo and securities lending, and the financial market as a whole, need a 
smoothly working, reliable financial law framework. Regulation aims at avoiding things 
going wrong. Once they have gone wrong, it is the financial law (insolvency-, securities-, 
commercial law, conflict-of-laws) that determines how and where risks materialise (‘who 
owns what’). That part of law is to a large extent still national law, safe the limited aspects 
covered by the Financial Collateral Directive. The risks inherent in cross-jurisdictional 
repo and securities lending transactions are therefore a clear reminder that a 
pan-EU financial market cannot work smoothly without a consistent and clear 
underlying legal framework. 
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ANNEX 1 – REPOS AND SECURITIES LENDING 
Both, repo and securities lending transactions are very similar from a structural point of 
view. They consist of an exchange of assets in a first step, which is going to be reversed in 
a second step. The assets on both sides can be, in particular, cash and currencies as well as 
various types of securities. Where cash is exchanged against securities, we speak of a ‘cash 
leg’ and a ‘securities leg’ of the repo or securities lending transaction. 

Figure 4: The parties of a repo or securities lending transaction 

Cash 

Repo: structure, purpose, maturity and collateral characteristics 

Repos are an important financing tool roughly comparable to a secured loan. Structurally, 
repos could equally be motivated by a need for securities, but generally they are cash-
driven. The repo structure is used for various purposes; in particular it serves as an 
important mechanism on the European money market. The semi-annual market survey of 
the relevant market association, ICMA, reveals that its 71 participating European members 
had repos worth EUR 5.6bn outstanding on their books in December 2012.61 

‘Repo’ is the abbreviation for ‘sale and repurchase agreement’ which already indicates that 
such an arrangement consists of two consecutive steps. 

	 In the first step of a repo transaction, the securities are delivered by their original 
owner (the repo seller or cash borrower) to the repo buyer which, in turn, provides 
cash as the purchase price to the borrower (the ‘nominal amount’). The cash 
borrower is in legal terms a seller and subsequent re-purchaser of the securities. 
From a functional perspective, as repos are generally driven by his need for 
financing, he is a borrower of money. The different terminology is confusing but only 
due to the different perspectives.  

	 At a later point in time, the repo seller will buy the assets back (or equivalent 
assets) paying the nominal amount plus interest (the ‘repo rate’). From the outset, 
the parties agree contractually on this repurchase. 

The survey further62 shows that 50.5 % of all repos are short dated (i.e. with a maturity up 
to one month), of which 15 % have a maturity of one and 16 % of two days only. Only 
5.9 % have a maturity exceeding one year. About 5 % of repos are open, i.e. can be 

61	 ICMA European Repo Market Survey December 2012 (published March 2013), p. 5. The actual amount may be 
higher as not all market participants are covered by the survey. The survey is available at 
http://www.icmagroup.org/Regulatory-Policy-and-Market-Practice/short-term-markets/Repo
Markets/repo/latest/. 

62 ICMA, ibid., p. 21. 
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terminated by the parties at any time. In mid-2011, the average daily repo turnover on 
euro area money markets was around EUR 440bn.63 

In order to be sufficiently collateralised and to protect against not fully liquid markets, repo 
financiers regularly require a ‘haircut’ to the value of the repo-ed assets, which varies 
depending on the perceived riskiness of the collateral between an average 2.7 % for repo
ed government bonds and average 8.7 % for repo-ed mortgage-backed securities.64 This 
haircut applies on a contractual basis between the parties on the basis of normal risk 
management considerations; there is no general regulatory or mandatory haircut on repo
ed assets. In general, very liquid and highly rated assets are used as collateral in repo 
transactions. Assets consist of 37 % government bonds, 10 % public agencies’ bonds, 
8.7 % corporate bonds and 20 % of equity. AAA ratings are 37 %, AA 24 % and below BBB 
only 3.7 %.65 

As the market value of the collateral may move between its initial provision and maturity 
date, parties constantly monitor it (‘mark-to-market’) and normally on a daily basis. To the 
extent fluctuations occur, the level of collateral is constantly adjusted (‘variation margins’). 

Repos can be set up on a bilateral basis or on a tri-party basis, in which case the collateral 
is held in safe-custody by a service provider and returned at the maturity of the repo unless 
termination events arise. Repos can also be cleared through central counterparties (CCPs). 
For the purposes of this briefing, that distinction is however irrelevant. 

Securities lending: structure, purpose, maturity and collateral characteristics 

Market data on securities lending is scarce and nearly exclusively provided by commercial 
data providers.66 Following a Bank of England paper securities worth about USD 2bn were 
on loan world-wide mid-2011, down from a peak of USD 3.8bn in 2008.67 

A securities lending transaction is very similarly structured to a repo. Here also, the original 
owner (‘lender’) delivers the securities to the other party (‘borrower’) against transfer of 
cash collateral.68 In legal terms, however, the transaction is not structured as a ‘loan’ in the 
proper sense of the term. Rather, again, the securities are sold and the ownership is 
transferred leaving the obligation to reverse the whole action at a later point in time. 
Obviously, a fee is paid to the lender. 

A difference between repo and securities lending transactions mainly consists in the 
diverging needs (repo are generally cash-driven whereas securities lending is driven by the 
need for specific securities, though this distinction is partly blurred). Financial market 
participants use securities lending arrangements for a variety of purposes, in particular as 
market maker or in order to cover settlement obligations after a delivery failure, or in the 
context of contractual early settlement. In this way, market liquidity is improved. Or, 
market participants borrow securities in order to have sufficient eligible collateral at their 
disposal when they enter derivative transactions that are cleared through a CCP. Lastly, 
securities lending is often used as the basis of short selling strategies. Securities lenders 

63 K Bakk-Simon, S Borgioli et al., Shadow banking in the Euro area – An overview, ECB Occasional paper series 
No. 133, April 2012, p. 17. 

64 ICMA, ibid., p. 26. 
65 ICMA, ibid., p. 18. 
66 FSB, Securities lending and repos: market overview and financial stability issues, 27 April 2012, p. 31. 
67 M Dive, R Hodge and C Jones, Developments in the global securities lending market, BoE Quarterly Bulletin 

2011 Q3, p. 224. This paper provides an excellent general introduction to the securities lending market. There 
is some more detailed data listed in FSB, Securities lending and repos, pp. 31-33. 

68 Under a securities lending agreement it is equally possible to that the lent securities are collateralised by 
securities of a different kind. I.e., in such cases, securities are exchanged against securities. However, for the 
sake of simplicity we will assume, in the following, the situation that there is a securities leg and a cash leg. 
Should there be two securities legs, the considerations of this briefing apply equally to both of them. 
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(often investment funds, pension funds, insurance companies) are motivated by the need 
to generate additional income, roughly USD 6.5bn in 2010.69 

The duration of the contract is generally open, i.e. it can be terminated by the parties at 
any time.70 Collateral and margining mechanisms are comparable to the ones described 
before. As with repos, securities lending can be structured bilaterally or through 
intermediaries. 

69 Dive et al., ibid., p. 226. 
70 Dive et al., ibid., 227. 
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ANNEX 2 – DETAILS ON CLOSE-OUT NETTING, RISK 
MANAGEMENT AND CAPITAL REQUIREMENTS 
Recommendation 13 of the FSB mentions that repos and securities lending is exempt from 
‘automatic stay’ in case of the commencement of insolvency proceedings in respect of one 
of the parties. 

Traditional insolvency principles 

Under traditional insolvency law principles, which are of quasi-universal application, all 
open contracts entered into by the insolvent with its counterparties are immediately stayed 
at the moment of the opening of the proceedings. This means that the insolvent and its 
counterparties cannot perform on their contractual obligations anymore. The intention 
behind this principle is to two-fold. First, to avoid a run of the insolvent’s creditors on the 
insolvent estate with a view to execute their contracts before other creditors can do so. 
Second, to keep value inside the insolvent estate, and, in many jurisdictions, to even allow 
the insolvency administrator to increase that value by picking and executing just those 
open contracts which have a favourable value for the insolvent estate (‘cherry picking’). 
The reasoning of this last element is to increase the amount available for sharing amongst 
all general creditors (on equal footing – pro rata sharing, or ‘pari passu principle’). 

The basic mechanisms of close-out netting 

However, there are a number of types of financial contracts, as well as some non-financial 
commercial contracts, which are understood to be of a special character in a sense that the 
‘automatic stay’ of the insolvency law would do more harm than good. Therefore, in 
relation to these contracts, parties are allowed to circumvent the automatic insolvency stay 
by way of applying close-out netting between them, i.e., they are ‘privileged’ or ‘have 
better priority’, etc. 

The purpose of close-out netting is to reduce risk exposures on open contracts if one party 
should become insolvent (or a similar event occurs) during the lifetime of the contract. The 
agreement typically provides that the other party can terminate all outstanding contracts 
between the parties, calculate the losses and gains on each contract and then set them off 
so that only a balance is owing, the ‘net amount’. The calculated losses and gains usually 
are the difference between the agreed price of each transaction concerned and the market 
price at termination - essentially compensation for the termination calculated on damages 
principles.71 

71	 However, each jurisdiction uses a different technique to implement this mechanism into national law. It might 
be enshrined in the insolvency law itself as an exception to the generally applicable insolvency rules. It might 
also figure as a free standing provision in the banking code, etc. For a collection of examples of national rules 
cf. p. Paech, The need for an international instrument on the enforceability of close-out netting in general and 
in the context of bank resolution, Unidroit 2011, pp.22-27. 
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Figure 5: The basic mechanism of close-out netting 

Why close-out netting? 

The contracts to which close-out netting applies are, roughly speaking, derivatives, repo-, 
securities lending- and margin lending transactions. Additionally, it applies to contracts for 
the sale and purchase of financial instruments (securities, money market instruments), 
currency and precious metals. 

There are three main reasons for which such transactions are allowed the special treatment 
of close-out netting in case of insolvency of one of the parties.72 

	 These transactions comprise, from a legal perspective, two contracts. However, for 
the parties they form one ‘transaction’ from the outset. This is very clearly the case 
in relation to repo and securities lending transactions as well as in swap 
transactions. 

	 These contracts are usually dealt with en bloc from a risk management and capital 
requirements perspective. For example, if Party A and Party B have many mutual 
repos and securities lending transactions outstanding between them it is more 
efficient and cheaper to assess the relevant risk, post adequate collateral and 
calculate the necessary underlying capital if these legally distinct transactions are 
dealt with on an aggregate basis. 

	 These transactions are prone to carry risk that may become incalculable as soon as 
an insolvency stay applies and locks them in. In particular derivatives, but also 
repos and securities lending transactions, involve transferring assets to the other 
party. These assets are often volatile regarding their value. As long as both parties 
are healthy, risk management techniques, in particular the posting of sufficient 
collateral and subsequent ‘margining’, can keep that risk manageable. However, as 
soon as one party cannot participate any more in that risk adjustment process 
because all its open transactions are subject to an insolvency stay, the other party 
risks becoming heavily under-secured as soon as prices swing in one or the other 
direction. As this happens to all (!) counterparties of an insolvent financial institution 
at the same time (this is the general scenario after opening of the proceedings), all 
may suffer severe losses of the same kind, potentially triggering systemic 
consequences. 

72 Cf. for details Unidroit Principles on the Operation of Close-out Netting Provisions (2013), Key considerations 
regarding Principle 4. 
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Risk reduction through close-out netting 

The Bank for International Settlements provides data73 illustrating the effect of close-out 
netting in relation to the example of the derivatives market (the effects are comparable 
relation to the repo and securities lending market): the notional amount (face value) of all 
types of OTC contracts stood at approximately USD 639 trillion at the end of June 2012. 
The gross market value of these contracts, i.e., the cost of replacing all of them by 
equivalent contracts at the market price, was approximately USD 25 trillion. This amount 
corresponds to the gross market risk inherent in these contracts, i.e., market participants 
were, on an aggregate basis, exposed to each other by that sum. At the same time, market 
participants’ aggregate actual credit exposures, i.e., the remaining credit risk taking into 
account legally enforceable netting agreements, amounted to USD 3.7 trillion, which 
represents a risk reduction of 85 %. According to the British Bankers’ Association in a 2009 
paper, its members even benefit from a reduction of exposure of between 95-97 %, on the 
assumption that enforceable netting agreements are in place.74 

Effect on capital requirements, collateral and liquidity 

Banking supervision has recognised the risk-reducing effect of close-out netting as capital 
requirements are calculated on the basis of ‘net’ rather than ‘gross’ exposure.75 

Furthermore, as a rule, collateral is provided on the basis of the ‘net’ exposure between the 
parties, thereby considerably reducing the cost of collateral. 

As capital requirements for financial institutions decrease as soon as they apply a 
consistent netting policy, more capital is available for lending. Furthermore, as collateral 
provided between counterparties is calculated on the basis of net exposure, fewer assets 
(cash, securities) are blocked in collateral arrangements. Consequently, the widespread use 
of netting agreements in the financial market frees funds, which in turn increases overall 
market liquidity. Enforceable netting arrangements are therefore a factor pertinent to the 
competitiveness of individual banks and of entire financial market places. 

Systemic stability 

Systemic risk occurs where market participants are exposed to each other’s failure in such 
a way that the inability of one financial market participant to meet its obligations when due 
will cause other participants to fail to meet their obligations when due. The use of close-out 
netting can prevent this risk of contagion from becoming systemic, i.e., from affecting the 
financial market to the point of becoming dysfunctional.  

This is why the Cross-border Bank Resolution Group (CBRG) of the Basel Committee, in its 
2010 report, included enforceable netting agreements in a list of mechanisms capable of 
mitigating systemic risk in the first place, along with collateralisation, segregation of client 
assets and standardisation and regulation of OTC derivatives. Consequently, it calls upon 
national authorities to promote the convergence of national rules governing the 
enforceability of netting agreements with respect to their scope of application and legal 
effects across borders.76 

73 Bank for International Settlements, Monetary and Economic Department, OTC derivatives market activity in 
the first half of 2009, November 2009, p. 1. 

74 British Bankers‘ Association, Special Resolution Regime – BBA Response to HM Treasury Consultation 
Document, p. 4. 

75 Bank for International Settlements/Basel Committee on Banking Supervision, International Convergence of 
Capital Measurement and Capital Standards (Comprehensive version), June 2006, bis.org/publ/ bcbs128.htm 
(‘Basel II Accord’), [117.], [118.], [139.], [188.]; Strengthening the resilience of the banking sector, 
(Consultative Document), December 2009, bis.org/publ/bcbs164.pdf?noframes=1, p. 43. 

76 Basel Committee CBRG Report, Recommendation 8, p. 36 et seq. 
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International status of close-out netting 

The theoretical option of using close-netting in the event of default of the counterparty 
must be backed by the certainty that it actually works when it comes to court proceedings. 

Close-out netting is expressly recognised in about 40 jurisdictions. Within each of them 
there should be no major difficulties regarding enforceability of the agreement. However, in 
the cross-jurisdictional context, the contractual close-out netting provision agreed upon by 
the parties (usually contained in a master agreement, i.e. often English or New York law) 
might conflict with the (different) applicable national insolvency law. Such a conflict can 
render the close-out netting provision unenforceable, and the solvent party cannot benefit 
from its protection. 

Given the systemic benefits of close-out netting, the EU Financial Collateral Directive 
protects close-out netting provisions to the extend they are entered into in connection with 
a collateral arrangement. I.e., close-out netting in relation to repos and securities lending is 
generally protected in the EU. However, there is agreement that some uncertainties 
remain.77 

On the international scale, close-out netting is not harmonised and therefore faces 
heightened legal risk. This applies also to close-out netting provisions entered into by EU 
financial institutions with financial institutions from third countries, as the protection of the 
Financial Collateral Directive does not reach third country insolvency law. This is why the 
Member States of Unidroit have recently developed a set of benchmark principles on close
out netting.78 

77	 Cf. European Financial Markets Lawyers Group (EFMLG), Protection for bilateral insolvency set-off and netting 
agreements under EC law, October 2004, [15] and [111] in relation to EU law applicable outside the banking 
sector: the use of the term 'set-off' in the EU Insolvency Regulation and its subsequent divergent 
implementation in the EU Member States has created deep uncertainty as to whether the Directive’s set-off 
protection (Article 6) encompasses elements that go beyond classical set-off, in particular close-out netting. 

78	 Unidroit Principles on the Operation of Close-out Netting Provisions (2013). 
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ANNEX 3 – REPOS ‘RECALLABLE AT ANY TIME’ 
This annex addresses an additional aspect of the assignment. We are requested to 
‘examine if the fact that a transaction is “recallable at any time” should influence the level 
of minimum haircut or otherwise impact on the implementation of FSB recommendations’.79 

Background 

Undertakings for Collective Investments in Transferable Securities (‘UCITS’) in general and 
money market funds in particular make extensive use of reverse repo arrangements (i.e., 
fund lends out cash and receives securities collateral), with some funds lending out all their 
cash on the terms of such agreements. Repo arrangements (i.e., fund borrows cash and 
posts securities collateral) are likely to be of great interest to funds which need to post cash 
collateral to clearing houses in the context of mandatory clearing of over-the-counter 
(‘OTC’) derivatives. 

The relevant issue here is, that there are risks associated to the fact that assets (both cash 
and/or collateral) are not accessible for the UCITS fund for the duration of the contract. 
That may impinge on funds’ cash liquidity and redemption obligations (in the case of 
reverse repo entered by the fund), and on funds’ ability to access posted securities 
collateral in case of need (in the case of repo entered by the fund). 

Against this background, ESMA has introduced80 the following new rules with the document 
2012/722, which became part of ESMA’s guidelines on ETFs and other UCITS issues of the 
25 July 2012 (ESMA 2012/474).  

‘A UCITS that enters into a reverse repurchase agreement should ensure that it is 
able at any time to recall the full amount of cash or to terminate the reverse 
repurchase agreement on either an accrued basis or a mark-to-market basis. When 
the cash is recallable at any time on a mark-to-market basis, the mark-to-market 
value of the reverse repurchase agreement should be used for the calculation of the 
net asset value of the UCITS. 

A UCITS that enters into a repurchase agreement should ensure that it is able at any 
time to recall any securities subject to the repurchase agreement or to terminate he 
repurchase agreement into which it has entered. 

Fixed-term repurchase and reverse repurchase agreements that do not exceed seven 
days should be considered as arrangements on terms that allow the assets to be 
recalled at any time by the UCITS.’ 

The detailed rules on what exactly the fund can recall in the reverse repo setting (recalling 
the cash either on an accrued basis, typically only applicable to overnight arrangements, or 
on a mark-to-market basis, equivalent to the cost of unwinding the transaction) are the 
result of extensive input of the financial industry during ESMA’s consultation, cf. ESMA’s 
consultation page.81 

79	 Cf. ESMA Guidelines on repurchase and  reverse repurchase agreements of 4 December 2012 (ESMA 
2012/722). 

80	 There is already a very similar rule in respect of securities lending agreements contained in ESMA’s Guidelines 
on ETFs: ‘A UCITS should ensure that it is able at any time to recall  any security  that  has been lent out  or  
terminate any securities lending agreement into which it has entered.’ Concerns were raised that applying a 
similar rule to reverse repo arrangements would rule out the entering into of term repo and reverse repo 
arrangements. Hence the additional consultation by ESMA. 

81	 http://www.esma.europa.eu/consultation/Consultation-treatment-repurchase-and-reverse-repurchase
agreements#responses. 
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Shadow Banking: Legal issues of collateral assets and insolvency law 

Analysis 

The policy towards repo and securities lending transactions promoted by the FSB Work 
Stream 5 in its Consultative Document applies to all transactions regardless of whether or 
not they are recallable at any time. In other words: recallable repos are still ‘normal’ repos, 
just that the duration of the contract is determined by the notice given by the UCITS fund. 
Thus, any regulatory haircut imposed on repo and securities lending transactions as a 
consequence of implementing the FSB Recommendation 7 would in principle equally apply 
to UCITS fund collateral. 

Should there be a reason for factoring in the fact that UCITS repos are recallable at any 
time? In other words: should the regulatory haircut be in any way different from the one 
imposed on repos that are not recallable at any time? This would only be justified if the 
trait of being recallable posed any kind of additional risk to the UCITS, its counterparty or 
the market as a whole. 

	 UCITS funds have been provided with the option to recall their repos or reverse 
repos at any time with a view to protecting their liquidity vis-à-vis their investors. 
They have the option to recall if required for liquidity needs. Therefore, it seems 
unlikely that the UCITS fund is exposed to additional risks provoked by that option. 

	 The counterparty of the UCITS fund faces the situation that the UCITS may recall its 
assets before the repo transaction has reached its original maturity. Should the 
counterparty be unable to comply with the request of redelivering the relevant 
assets, the fund can terminate and close-out the transaction. Again, that situation is 
not different from the situation of parties entering into a ‘normal’, non-recallable 
repo. Further, the market is used to this kind of ‘open’ repo, as about 5 % of repos 
and literally all securities lending transactions do not have a fix maturity date but 
end upon termination by one of the parties. Could a fund’s counterparty get into 
difficulties in case the fund suddenly terminates a large number of repos? Of course 
the counterparties should be prepared to that situation. In addition, there are other 
mechanisms absorbing such difficulties (for example the intermediation or central 
clearing of the repo).  

	 As the parties do not face a risk specifically attached to that trait, there is no risk 
that could spread to the market as a whole. Anyway, about one third of all repos are 
of a very short-term (1 or 2 days) and are therefore subject to not being renewed 
after maturity. Therefore, we think that the market is well prepared to 
accommodate the requirement of ‘recallable at any time’. 

There seems to be no risk specifically caused by the trait of being recallable at any time. 

Conclusion 

There seem to be no particular difficulties inherent in this issue. Also, the relevant ESMA 
and FSB documentation including answers from market participants does not point at this 
issue as being problematic. 
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