
www.csfme.org

d bBorrowed Proxy Abuse

Are Hedge Funds Subverting 
the Interests of Their Lenders?

Presentation to IMN’s
18th Annual International Beneficial Owners’

Securities Lending Summit
J 29 31 2012

The Center for the Study of Financial Market Evolution (CSFME) is an independent, nonprofit organization whose 
mission is to improve transparency, reduce risks, support research, and promote sound regulation of financial 

k h h d d i i i l i

January 29-31, 2012
Phoenix, AZ

Slide 1

markets through data‐driven quantitative analysis.

1101 Pennsylvania Avenue, NW, Suite 600, Washington D.C. 20004
phone: 202 581 1188  fax: 202 756 7323



www.csfme.org

Panelists

 Ed Blount
Executive Director
Center for the Study of Financial Market Evolution (CSFME)

 Philip Larrieu CFA Philip Larrieu, CFA
Investment Officer/Corporate Governance
California State Teachers’ Retirement System

 Dr. Robert A. Van Ness
Professor of Finance, Tom B. Scott Chair of Financial Institutions 
University of MississippiUniversity of Mississippi
Co‐Editor of The Financial Review

Slide 2



www.csfme.org

The controversy …
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The controversy …
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The controversy …
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The beginning …
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The beginning …
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The road travelled …
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Along the way …
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Along the way …
“… the recall of loaned shares and the restriction of 
lending certain shares; all of which will diminish the

“Although the [FL] SBA shall reserve the right to recall 
… the circumstances required to recall loaned 
securities are expected to be atypical.”

lending certain shares; all of which will diminish the 
income received from CalSTRS’ securities lending efforts.”
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Along the way …

“We find no strong evidence to 
conclude that securities lending 
programs have been used to any 
great extent to manipulate proxy 

Slide 11

great extent to manipulate proxy
votes or exercise undue influence 
on Corporate Governance issues.”
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The promised land …

“We find statistically significant 
evidence of increase in demand 
however this increase in demand 
is economically small relative to 
the reduction in supply.”

‐ Georgetown“In fact, after controlling for 
dividend record dates (when more 
stock lending activity occurs), 
incremental equity lending activity 
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at the proxy is indistinguishable 
from zero.”

‐ University of Mississippi
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Corporate governance still under review

Lenders cannot effectively 
exercise corporate governance 
duties while shares are on 
l hi h i i iloan, which is gaining 
regulatory attention and
working counter to 
leading investors’leading investors  
corporate 
governance 
initiatives.initiatives.
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Shares are recalled even though proxies aren’t voted

 The share of proxies voted 
has declined

• Longer timelines for issuers to
87.0%

86.4%

Share of Proxies Voted1

Longer timelines for issuers to 
reach  quorum

• Higher costs to soliciting votes 
(e.g., 2nd mailings)

• Skewed composition of investors

85.7%

83.4%

Skewed composition of investors 
casing votes

 L di l i t i t d Loan Supply around Proxy Record Dates2

2007 2008 2009 2010

 Lending supply is restricted 
over proxy record dates

• Churn in loan allocations

Loan Supply around Proxy Record Dates

• Volatility in collateral pools
• Higher liquidity requirements
• Unavailability/close‐outs of 

prime brokerage trades
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1. www.broadridge.com/investor‐communications/us/Broadridge_Proxy_Stats_2010.pdf
2. http://faculty.msb.edu/aggarwal/lending.pdf
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Lenders forgo income, even with many unused proxies

 Loan recalls cost lenders 
millions last year…

• Data is U.S.‐centric … global 

For Year Ended 3Q11 ($M)

Annual equity lending revenue1  $3,959g
revenue lost is even higher 

• Does not include lost earnings on 
prime brokerage business

Share from specials2 68%
Share recalled over record date3 8%
Days out of market3 10
Annual revenue loss $6.0

 … while many more shares go 
unvoted than are loaned
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Annual revenue loss $6.0

• On average, 4x coverage of 
loaned shares

• First pilot showed much higher 
coverage in individual securities
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of Shares on Loan

Lenders could avoid revenue 
lost by instructing shares that 
would otherwise go unvoted
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1.  Lending data from RMA quarterly composites.  Shares on loan assumes an average stock price of $20 
2. Sungard ASTEC presentation at 2011 IMN  Beneficial Owners’ Securities Lending Summit
3. http://faculty.msb.edu/aggarwal/lending.pdf

2007 2008 2009 2010would otherwise go unvoted


