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FSB recently published two reports relating to its ongoing work on the potential systemic
risks raised by securities financing transactions (“SFTs”), such as securities lending and
repurchase (“repo”) transactions.  The first report follows up on FSB’s prior
recommendation to consider the harmonization of client asset rules relating to re-
hypothecation and collateral re-use,[1] while the second report adopts measures of non-
cash collateral in order to allow monitoring of the re-use of collateral in SFTs.[2]  These
reports follow an August 2013 FSB report (“FSB August 2013 Report”)[3] which set out
FSB’s policy recommendations for addressing financial stability risks in relation to securities
lending and repos, and a November 2015 report on standards and processes for global
securities financing data collection and aggregation, which FSB followed up with a 2016
consultation on collateral re-use measures, metrics, and related data elements.[4]  The
report on re-hypothecation and collateral re-use describes potential financial stability issues
associated with re-hypothecation of client assets and collateral re-use, and explains the
evolution of market practices and current regulatory approaches relating to these
practices.  The report on non-cash collateral re-use finalizes the measures and metrics of
non-cash collateral re-use with respect to SFTs that authorities will monitor for financial
stability purposes.  A summary of the two reports is provided below.

Re-Hypothecation and Collateral Re-Use: Potential Financial Stability
Issues, Market Evolution, and Regulatory Approaches
The FSB August 2013 Report recommended that FSB establish an expert group to examine
possible harmonization of client asset rules relating to re-hypothecation.  This



recommendation led to the formation of the FSB Re-hypothecation and re-use Experts
Group (“REG”), which was tasked with collecting current regulatory approaches on re-
hypothecation of client assets and examining possible harmonization.  REG’s mandate also
included review of possible financial stability issues related to collateral re-use more
generally. The findings by the REG were reviewed and endorsed by the FSB Plenary in
November 2016, and are summarized in the re-hypothecation and collateral re-use report.

Conceptual definitions of re-hypothecation of client assets and collateral re-use

FSB defines re-hypothecation narrowly, for purposes of the report, as “any use of client
assets by a financial intermediary.”  By contrast, FSB defines collateral re-use as not limited
to client assets and broadly including “any use of assets delivered as collateral in a
transaction by an intermediary or collateral taker.”  The report enumerates various benefits
of re-hypothecation and collateral re-use noting, among others, the following:  (i) an
increase in lending capacity while lowering funding costs for both financial intermediaries
and their clients; (ii) a reduction in the costs associated with long and short positions in
equities and other securities; (iii) a mitigation of pressures on collateral supply that may be
associated with increased posting of initial margin pursuant to OTC derivatives or SFTs; (iv)
enhanced market functioning under normal and stressed conditions; and (v) the proper
implementation of monetary policy.

Potential financial stability issues in relation to re-hypothecation of client assets
and collateral re-use

FSB believes, however, that re-hypothecation of client assets and collateral re-use may also
pose potential financial stability issues.  The potential risks FSB identifies in the report
include: (i) obstacles to clients accessing their securities; (ii) regulatory arbitrage in case of
non-harmonized re-hypothecation regimes; (iii) the build-up of leverage in the financial
system; (iv) the risk that clients may be more likely to opt out of re-hypothecation
programs (where permitted) or transfer assets in a manner that potentially amplifies
funding strains and creates operational and other risks when there are concerns about the
financial condition of an intermediary; (v) enhanced interconnectedness from chains of
transactions involving the re-use of collateral;[5] (vi) the risk that re-use of collateral may
contribute to pro-cyclicality in the financial sector, and (vii) the risk that the re-use of
collateral may amplify risks related to sudden decreases in the value of securities that are
used and accepted as collateral.

Recent experience and evolution in market practices and regulations with
respect to re-hypothecation and collateral re-use

The report discusses market participants’ experiences with re-hypothecation and collateral
re-use during the 2007-09 financial crisis and subsequent periods of market stress, and
highlights changes in market practice and regulation that have occurred since that time. 
FSB believes that these changes may address certain vulnerabilities and risks that were
exposed by the financial crisis.  FSB notes, for example, significant reform efforts
undertaken in the United States with respect to the tri-party repo market,[6] enhancements
adopted by the SEC to disclosure requirements for funds’ securities financing activities in
the United States, EU customer protection requirements under the MiFID II regime, and
prudential regulatory reforms applicable to banks, including the Basel III framework. 
Additionally, FSB notes recent market and behavioral changes relating to re-hypothecation
and collateral re-use, including changes to documentation and record-keeping, heightened
due diligence and operational changes, and enhanced risk and collateral management



practices.[7]

Possible harmonization of regulatory approaches related to re-hypothecation of
client assets

FSB states that the main goal of the regulation of re-hypothecation is to protect investors
from harm that can occur when a financial intermediary that has re-hypothecated client
securities faces financial distress.  FSB explains that, in the wake of the financial crisis, it
has focused on improving safeguards regarding the re-hypothecation of client assets, as
well as considering the potential harmonization of client asset rules with respect to re-
hypothecation.  

The report outlines key elements of regulation of re-hypothecation that generally are found
across member jurisdictions.  These elements include:  (i) a requirement that financial
intermediaries disclose to the client their intent to re-hypothecate the client’s assets and
obtain the client’s consent before doing so; (ii) a requirement that financial intermediaries
provide clients and/or regulators with daily reports of the locations of client assets; (iii)
prohibiting or restricting the use of client assets by the financial intermediary holding the
assets in custody; (iv) alternatives to traditional creditor treatment for investors in the
event of an intermediary bankruptcy; and (v) capital and liquidity regulations for financial
intermediaries permitted to re-hypothecate client assets.

The report on re-hypothecation and collateral re-use focuses on several existing
approaches to regulation of re-hypothecation, specifically the US approach, which is
governed by the Securities Exchange Act of 1934, and the EU approach, which is governed
primarily by MiFID II.  After reviewing these approaches, FSB concludes that all regulatory
approaches to re-hypothecation are designed to protect client assets, and that differences
in approach between the US and EU approaches can be explained primarily based on the
broader regulatory and legal contexts in each jurisdiction.

Based on a recommendation in the FSB August 2013 Report, FSB analyzes the pros and
cons of recommending that regulatory approaches to re-hypothecation be harmonized. 
FSB highlights possible merits of harmonization, including: (i) a potential decrease in
opportunities for regulatory arbitrage; (ii) the promotion of a more level playing field in the
cross border context; and (iii) enhanced transparency of client asset protection standards,
because harmonization may increase clients’ understanding of the treatment of their assets
in various jurisdictions.

FSB concludes, however, that harmonization of regulatory approaches to re-hypothecation
is not necessary at this time.  It rests its conclusion largely on the basis that
Recommendation 7 of the FSB August 2013 Report,[8] which sets out common principles
for regulations governing re-hypothecation, has been at least partially implemented in REG
member jurisdictions, resulting in some key similarities among jurisdictions.[9]  FSB also
notes several significant operational challenges to harmonizing regulatory approaches to
re-hypothecation, including:  (i) the correlation between regulatory approaches to re-
hypothecation and securities and insolvency laws, as well as market structures, which are
very different among jurisdictions; (ii) individual jurisdictions pursue different rationales in
the design of re-hypothecation laws and regulations; (iii) different financial intermediaries
have different funding models; and (iv) other laws and regulatory regimes directly impact
the suitability of specific measures to implement re-hypothecation rules.  FSB encourages
its member jurisdictions to continue to implement Recommendation 7 of the FSB August
2013 Report, as it serves to provide a common basis for the design of regulations with



respect to re-hypothecation of client assets.

Addressing residual financial stability risks associated with collateral re-use

Following its conclusion that there is no immediate case for harmonizing regulatory
approaches to re-hypothecation of client assets, FSB makes recommendations to address
what it believes are residual financial stability risks associated with collateral re-use. 

First, it recommends further monitoring of collateral re-use activities.  It explains that it has
developed measures of collateral re-use for SFTs, with the goal of producing global
aggregates of re-use activity through potential inclusion in FSB’s global securities financing
data standards.  FSB considers the successful completion of this initiative to be an
important step to obtain a clearer understanding of global (and national/regional) collateral
re-use activities in the securities financing markets.  FSB also notes important national and
academic initiatives to develop an overview of collateral re-use activities, including the
Securities Financing Transactions Regulation in the EU, and the SEC’s new data reporting
rules in the Unites States for registered investment companies. 

Second, FSB encourages national and regional authorities to consider monitoring collateral
re-use activities beyond SFTs, as appropriate.

Non-Cash Collateral Re-Use: Measure and Metrics
The report on non-cash collateral re-use represents the conclusion of the FSB February
2016 Consultation.  The measure and metrics of non-cash collateral re-use for SFTs that
FSB identifies in this report will be used by national and regional authorities to monitor for
financial stability purposes, prior to the starting date of the FSB data collection exercise in
January 2020, as part of its global securities financing data standards.

Scope of Collateral Re-use Measure

The scope of collateral re-use FSB seeks to measure is restricted to collateral received and
subsequently re-used in SFTs. However, FSB encourages authorities to consider monitoring
collateral re-use activities beyond SFTs as appropriate. FSB will monitor market
developments to ensure that the SFT-only scope of the collateral re-use measure remains
adequate.

Collateral re-use measure at the national/regional level

The FSB February 2016 consultation considered three alternative measures of collateral re-
use:  an exact measure, an approximate measure, and an indirect approximate measure. 
Based on market participants’ comments, FSB decided to adopt the approximate measure
of collateral re-use and to include it in its global securities financing data standards. The
approximate measure of collateral re-use would require market participants to rely on
granular data on their own assets and to distinguish between collateral received that is
eligible and ineligible for re-use.  Therefore, the approximate measure of collateral re-use
by individual entities is calculated using data on total own assets, collateral received that is
eligible for re-use, and collateral posted.

 Collateral re-use metrics

The report discusses various metrics related to re-use of collateral that are intended to
provide a more in-depth assessment of market characteristics that have been linked to
financial stability risks (e.g. interconnectedness, degree of concentration).  FSB explains



that these metrics include an aggregated measure of collateral re-use at the jurisdiction
and global level, collateral re-use rate, share of re-used collateral, concentration of re-use
activities, and collateral circulation length. These measures can also be calculated for
specific asset types typically used as collateral as well as for other relevant breakdowns.

Data architecture and data elements to be submitted to the FSB

The report explains how FSB intends that data will be collected and transmitted from
reporting entities to the national/regional authority (first tier) and then from the
national/regional authority to the FSB (second tier).  For the first tier, the design (e.g.
reporting at entity or transaction level) and granularity of the data collection in each
jurisdiction will remain the responsibility of the relevant national/regional authority, as is
the case for the data collection on SFTs.  For the second tier, the authorities will add up the
collateral re-used for entities belonging to the same reporting sector so as to obtain the
breakdowns along this dimension. 

Next Steps

FSB members currently are working on detailed operational arrangements to initiate the
official data collection and aggregation, beginning with year-end 2018 data.[10]  FSB notes
that authorities in several jurisdictions are also launching legislative and/or data collection
initiatives to better understand their securities financing markets and improve market
transparency.  In the United States, for example, the Office for Financial Research has
launched a pilot project to fill gaps in data with a focus on bilateral repo markets[11] and
securities lending markets.[12]  The EU has adopted a regulation requiring SFTs to be
reported to a trade repository.[13]  FSB will collect collateral re-use measures and metrics
based on this report from January 2020 and will work on the detailed operational
arrangements for collecting these data through its Data Experts Group.  FSB explains that it
understands the need to continue to monitor the scope and methodology for measuring
collateral re-use in light of evolving market practices, and therefore plans to review the
scope, measure and metrics of collateral re-use five years after the launch of the global
data collection of collateral re-use measures, with a continued discussion with market
participants as appropriate.
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