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Executive
Summary

Exchange Traded Funds (ETFs) have grown
consistently and significantly since their inception
over 25 years ago and are now a well-established
investment vehicle globally. The collective value of
European ETFs hit an all time high of $974 billion in
December 2019 before falling due to the impact of
the COVID-19 crisis on the market, but had rebounded
to $928 billion by June 20201.
However, while assets under management are
expected to continue to grow in the years ahead,
Europe remains a relatively fragmented ETF market,
particularly when compared to its US counterpart.
Various market and regulatory developments have
helped the ETF industry reach record levels of
growth. However, several critical factors preventing
the smooth execution of ETF trading in European
markets have the potential to prevent the industry
harnessing the opportunity of this increased demand.
For ETFs to flourish even further in Europe, pragmatic
solutions are needed. These solutions should address
the current lack of ETF specific rules and some of
the nuances of ETFs – such as transparency, venue
choice, clearing and settlement. They should also
look to further protect investors and also provide
greater choice.
This paper looks at four aspects of the trading
infrastructure in the European ETF industry and outlines a
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roadmap for potential improvements which could be made
in these areas. These changes could potentially bring
improvement, growth and greater transparency to the
industry which would be beneficial for all stakeholders.

Transparency – how to build on MiFID II
Investors need to feel confident in the availability,
quality and consistency of data on ETF trading activity
across jurisdictions. This is particularly key in the
context of ETF trading volumes. MiFID II has already
had a significant positive impact on the transparency
of European ETF trading however there is potential for
further enhancements to support growth which are
outlined in this paper.

Venue choice – finding a clear path
European investors have several choices of ETF trading
venues. Each trading venue offers different benefits in
certain scenarios. However this variety of venues can
lead to market inefficiencies such as higher bid/ask
spreads and trading costs for investors. Addressing
these inefficiencies could result in lower costs, increase
investor protection and promote ease of access. One
vital issue is the lack of consistency between stock
exchange rules in key areas, between Over the Counter
(‘OTC’) venues, as well as between stock exchanges
and OTC venues in specific areas.

Exhibit 1:
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Post-trade environment – focus on clearing
and settlement

ETFs for collateral and lending – the next
frontier?

In the post-trade environment, ETFs have historically
been captured within the rules for single securities
or for UCITS vehicles and this has the potential, in
some instances, to undermine future opportunities.
At a market-wide level, the industry has made
progress on clearing and settlement, and further
developments such as the Target 2 Securities (T2S)
settlement platform and the Central Securities
Depository Regulation (CSDR) have the potential to
help. However, bespoke arrangements for ETFs within
these regulations could drive greater opportunities
and help to align the primary and secondary markets,
supporting greater future trading volumes.

The acceptability of ETFs as a form of collateral has
increased, enhancing the options for the broader
capital markets. However, the ETF market’s ability to
exploit this opportunity is hindered by certain aspects
of regulation and market practice/infrastructure that
do not cater specifically for ETFs. Recognition of the
specific nature of ETFs could be a driver for a more
efficient and liquid collateral market.

Source
1. ETFGI Independent research and consulting firm - etfgi.com
viewed July 2020. Click to view
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Similarly, albeit not directly driven by market
infrastructure, the lending of ETFs is increasing.
Broader access to this lending market has the potential
to enhance price stability by reducing spreads and
lead to greater efficiencies. This opportunity should be
considered in the context of the regulatory focus on
securities lending more generally.

Landscape
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1

57%

Global Growth
57% of survey
participants expected
global ETF AUM to
grow to over $12 trillion
by 2024 (from $5.6
trillion in June 2019).2

60%

European Growth
60% of survey
participants expected
European ETF AUM to
grow to over $2 trillion
by 2024 (from $917
billion in June 2019).3

Growth

Source
2.
3.
4.
5.
6.
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PwC ETF survey 2019
ibid
PwC European Listing & Distribution
Poster - September 2019. Click to view
ETFGI Independent research and 		
consulting firm - etfgi.com viewed
July 2020. Click to view
Expert Investor Europe January
2020. Click to view

Assets under management (‘AUM’) in listed
European domiciled ETFs at the end of June 2020 is
approximately $928 billion according to data from ETF
research from ETFGI5. European ETFs now account
for 7.5% of total AUM in European investment funds6.
Investors’ increasing focus on fees and value for money,
growing scrutiny of the performance of active managers
and the push for greater flexibility from investment
products has all driven additional flows towards
European ETFs for a number of years and this has
remained consistent throughout the COVID-19 crisis.
However, the fragmented nature of the European ETF
market is a barrier for ETFs maximising their growth

71%

Listings
71% of European ETFs
have a listing on two
or more European
stock exchanges.4

potential. Differences between exchanges and other
trading venues, variations in clearing and settlement
systems and other divergent features across EU member
states are resulting in challenges for ETFs. The lack of
specific and consistent rules for ETFs is preventing
investors from realising the full benefit of these funds.
What actions might improve investors’ access to ETFs
and enhance their experience? The key to driving
further adoption and growth of ETFs in Europe,
particularly in the context of broader European
initiatives to harmonise financial markets may be to
improve investors’ access to ETFs and enhance the
investor experience. This paper explores some of the
possibilities of how this could be achieved.

Transparency –
how to build
on MiFID II

2

Transparency was one of the objectives of MiFID II. It is often regarded as a key
attribute of ETFs in the context of transparency on price, portfolio holdings and
trading volumes. So what impact has MiFID II had on the European ETF market?
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European ETF Trade Volumes (€)

Exhibit 2:
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Source: Bloomberg Finance L.P., June 2020

The MiFID II and MiFIR regulations introduced new
provisions to increase transparency in pre- and posttrade data. The reform also significantly extended the
scope of MiFID to encompass many aspects of ETFs for
the first time - such as in ETF sales and trading processes.

Source
7.

8.
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ETF Strategy: European ETF
issuers partner with Bloomberg
on ‘consolidated tape’, December
2018. Click to view
Steven Maijoor delivers keynote
address at Euro Finance Week,
November 2019. Click to view

For the ETF industry, the availability and quality of data
are fundamental to efficient and effective operations
for both buy and sell-side participants. On pre-trade
transparency, the aim of these regulations was that a
near real-time flow of basic data relating to firm quotes
would be available. On post-trade transparency, the
reforms aimed to facilitate near real-time flows of trade
execution data, with off-exchange trades reported for

the first time. Prior to the introduction of MiFID II in
January 2018, estimates put the level of ETF trading
in Europe which took place off exchange and went
unreported at approximately 70%.7 The impact of
reporting of these trades has been significant both
on and off exchange (see Exhibit 2 above).
Improved visibility of trading levels has driven further
growth, because the true degree of liquidity is more
transparent. In fact, as noted by Steven Maijoor
(chair of ESMA) in his keynote address as part of Euro
Finance Week in November 2019, “Anecdotal evidence
suggests that liquidity in ETFs has increased markedly
since the introduction of MiFID II”.8

What challenges remain?
While MiFID II/MiFIR aimed to improve the quality and
availability of market data on a non-discriminatory
basis – and to reduce costs for market participants
– these benefits have not fully materialised. Data
flows have increased but ongoing challenges
include inconsistency of cost, format and the
machine-readability of data. ESMA’s recent report9
acknowledged that the demand for market data (and
its value) is increasing. ESMA has stated in this report
that the comparability of pricing information could be
improved with additional regulatory guidance. They
called for market data to be provided on a “reasonable
commercial basis”, as prescribed under MiFID II.
MiFID II did not mandate the establishment of a
consolidated tape – a single record that aggregates
information about trading across all EU markets,
including their size and price. This omission runs
counter to the industry’s view point that a consolidated
tape would help create a more integrated European
8
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market. It would also make it easier for market
participants to access a consolidated view of trade
transparency information. Due to the noted challenges
in collating and presenting data, it has not proved
economically viable for any market player to become
a consolidated tape provider at this stage.
Bloomberg partnered with ETF industry players to
introduce aggregated trade reporting in December
2018. This has been effective in improving transparency
on the level of ETF trading and goes beyond what
is available for stocks and bonds. However, it is
typically only available to institutional investors and the
challenges of inconsistency of data remain, preventing
a fully consolidated view of the true level of ETF trading.

A roadmap for further improvement
ESMA’s engagement with industry in relation to the
pricing of market data, including both trading venues
and market data users, is encouraging. Further

Improves
execution

01

Drives
equality
between
retail and
institutional
02
investors

Benefits of
Transparency
03

04
Visibility
on trading
levels across
different
venues
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Greater
competition
between
market
makers

streamlining the format and content of trade reporting
could positively contribute towards realising ESMA’s
aim of bringing transparency to the levels of trading of
ETFs across exchanges and other regulated markets.
ESMA’s recent report10 ultimately calls for real-time
reporting of market data and the establishment
of a Consolidated Tape for equity and equity-like
instruments (including ETFs). Any action taken by the
European Commission will be closely watched by the
ETF industry. In particular, much focus will be placed
on whether a consolidated tape provider is appointed.
The report acknowledges the commercial and
operational challenges of establishing a consolidated
tape and appointing a consolidated tape provider,
noting that it could easily take a period of five years to
establish and go-live. A practical roadmap to achieve
this could involve the standardisation of reported
trade data with more prescriptive regulatory guidance
on format, content and cost, followed by a phased
implementation of real time reporting.

Greater transparency however, will not be achieved
without cooperation between industry bodies and
regulators across multiple jurisdictions. The recent
public consultation by ESMA is a welcome
development. A broader policy review of MiFID II has
also commenced, with a public consultation earlier in
2020; this may address some of the opportunities to
improve transparency.

Source
9.

Report: MiFID II/MiFIR review report Number 1 on the 		
development in prices for pre- and post-trade data and on the
consolidated tape for equity instruments, European Securities
and Markets Authority, 5 December 2019, ESMA70-156-1606.
Click to view
10. ibid. Click to view

Venue choice –
finding a
clear path

3

The multi-jurisdictional nature of trading
in European ETFs adds complexity when
navigating the trading landscape, with
many rules and regulations that are
specific to each of the various venues
through which trades can be made. While
choice of venue can have benefits for
investors, making an effective evaluation
of where best to execute a trade, based
on its specific circumstances and
requirements, is often challenging.

10 |
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Exhibit 3:

European ETF Trading Volumes by Venue Type 2019
29.7%
33.1%
On exchange
MTF
Other OTC

37.3%
Source: Bloomberg Finance L.P., June 2020

Source
11. European ETF assets break through
$1trn, ETF Strategy. Click to view
12. ibid. Click to view
13. About escada - viewed June 2020.
Click to view
14. Bloomberg Finance LP, October 2019
15. EFAMA Comment Paper - A response
to the ECB: 18 June 2019.
Click to view
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At the end of December 2019, the European ETF/ETP
industry consisted of 2,198 ETFs/ETPs, with 8,401
listings from 70 providers on 27 exchanges11. Europe’s
ETF industry attracted bumper net inflows of $20.4billion
during December 2019, bringing total gatherings for
the year to $125.3billion12. In the US, all ETF trades
are cleared and settled at the Depository Trust and
Clearing Corporation. By contrast, the European
Central Securities Depositories Association represents
41 national and international central securities
depositories (‘CSDs’) across 36 European countries13.
Trading is fragmented – Bloomberg’s “Fragmentation
Score” for European ETFs rarely dips below 0.8 (scores
range from 0 to 1, with high scores indicating that a
security’s trades are spread across many exchanges

and alternative venues).14 This can make buying and
selling ETFs more time-consuming and costly.
It is estimated that approximately 70%15 of trading
in European ETFs takes place off-exchange or over
the counter (‘OTC’), whereas in the US market, most
trading is on exchange. MiFID II introduced formalised
categories of trading venues outside of the Regulated
Markets of exchanges, including Multilateral Trading
Facilities (‘MTF’), Systematic Internalisers (‘SI’) and
Organised Trading Facilities (‘OTF’). One of MiFID II’s
aims was to put more trading onto regulated trading
venues and increase the obligations of many trading
venues, particularly around quality of execution.

‘‘

In Europe, the ETF market is predominantly the domain of
institutional investors, with demand driven off exchange.”

Request for Quote (‘RFQ’) platforms, which can be used
across exchanges and OTC venues, are becoming
increasingly popular as a result of these requirements
under MiFID II.16 These platforms are one option for
trade execution and can in some part evidence best
execution on price.
In part, the different market infrastructure in the US and
Europe is a consequence of how each ETF industry
has developed. Demand for ETFs in the US was initially
driven by retail investors. Having three trading venues
and one settlement location enabled investors to trade
in the same manner as equity shares. In Europe, the
ETF market is predominantly the domain of institutional
investors, with demand driven off exchange. The OTC
market suits institutions better in some cases, enabling
them to trade in bulk and without some of the
limitations of an exchange.
It isn’t only across Europe’s exchanges where regulation
and practices differ. There are also significant differences
between practices in OTC trading, even between
venues within the same jurisdiction. In short, there is
no single rulebook that governs all participants within
12
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Europe’s ETF trade execution ecosystem. This has
therefore led to differing levels of knowledge about
these fundamental differences which face both the
retail and the institutional investor.

What challenges remain?
There are several ways for institutional and retail
investors to invest in a European ETF. For the latter,
the most obvious route is via a broker and then an
exchange. Institutional investors may also choose this
route but they also have wider options than what is
generally available to retail investors, due to minimum
trade or subscription size at the RFQ platform / MTF
level. Further, access can differ from one platform to
another for retail investors and local investor protection
rules can impact the available options for retail investors.
These options to access the market potentially expose
investors, directly or indirectly, to a range of difficulties
because they are treated differently:

• Different levels of accessibility to exchanges
and OTC markets: Some investors have more
choice about trading venues than others, providing

them more alternatives in execution strategies;

• Different trading rules and requirements
across different exchanges and OTC venues:
While all venues are regulated, there are different
rules for different exchanges, differences between
the rules applicable to on and off exchange venues,
and also differences between off exchange venues
in the same location and also across borders;

• Different cost structures: The number of venues
on which an ETF trades can impact the spreads
available; investors may also face different cost
structures from market makers and others;

• Different levels of investor protection: While all
venues are regulated, levels of investor protection
still vary across venues; and

• Approach to tick sizes: While the tick size regime
was introduced to harmonise pricing movements
across venues, it has the potential to impede the
ability to offer price improvement for clients in
certain cases.

Considerations when accessing the ETF market

Exhibit 4:
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A roadmap for improvement
ETFs are widely regarded as a pan-European product.
In which case, a pan-European approach to the
governance and regulation of trading venues has the
potential to drive further uptake by investors and
support market growth.
Certainly, today’s diversity helps to foster competition in
various area of the capital markets for ETFs. But greater
harmonisation of certain aspects of the trading rules
across venues could reduce complexity and enhance
the investor experience. Examples of such harmonisation
could potentially include (though are not limited to);
13 |
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• Standardise exchange open and closing times;
• Standardise circuit breaker rules (for example
•
•

exchange volatility auctions);
Standardise open and close auction mechanisms;
and
Standardise close price determination
methodologies.

The proposals by ESMA earlier this year to have
the threshold for pre-trade transparency for large in
scale transactions to be increased for ETFs is also
positive. One key will be to focus on increasing retail
investor uptake in ETFs. Both pan-European and

domestic regulations aim to protect investors and to
support transparency and efficiency. Greater industry
collaboration could enhance harmonisation in a way
that would be beneficial for investors. The growth of the
European ETF market depends on the ability of retail
investors to penetrate it, so improving the overall retail
investor experience is critical for success.

Source
16. Jane Street/RiskNet: Institutional ETF Trading, Q4 2019.
Click to view

Post-trade
environment –
focus on
clearing and
settlement

4

The European Commission’s aim with the
Capital Markets Union (CMU) is to create
deeper and more integrated capital markets
across the EU. It is intended to reduce
fragmentation in financial markets, to
diversify financing sources, to strengthen
cross border capital flows and to improve
access to finance for businesses. The newly
appointed EU Commission’s intention to
reboot the discussions on CMU puts this to
the fore of the agenda again.

14
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‘‘

ETFs are often
listed across
multiple stock
exchanges
and traded
cross-border
in numerous
currencies.”

The CMU’s objectives resonate in particular for the
ETF sector, which is a growing and important part
of Europe’s capital markets. The fragmentation of
the sector, reflecting its multi-market, multi-currency
nature, creates barriers to a harmonised and integrated
capital market. Changes to the post-trade environment
are therefore of fundamental importance for the
strengthening of capital markets and the delivery of
better outcomes to end users.
Historically, the development of ETF market
infrastructure in Europe has been largely domestically
focused. ETFs are often listed across multiple stock
15 |
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exchanges and traded cross-border in numerous
currencies. Consequently, the existing framework for
ETF trading, clearing and settlement is challenging.
Investors are choosing to trade through different venues,
away from their domestic stock exchanges. As such,
the flexibility that ETFs can offer is not always supported
by the sector’s underlying market infrastructure.
The challenge is to enhance the market infrastructure
for trading European ETFs to improve the post-trade
environment. For example, could standardisation of
processes and interoperability of market players have a
positive impact?

The clearing challenge
While the increased use of different ETF trading venues
post MiFID II gives investors additional flexibility, it also
has the potential to increase fragmentation. This, in
turn, may result in higher costs of trading for investors.
However, improved harmonisation in clearing could
pave the way for further ETF growth.
Currently, Europe has a large number of central
counterparties (CCPs). This has resulted in a lack of
consistency across the clearing process for European
16 |

2020 ETF Capital Markets Report

ETF investors – for instance, in the context of buy-in
rules and trade netting.
More positively, the European Market Infrastructure
Regulation (EMIR), introduced in 2012, covers the
clearing obligations and regulation of CCPs. It aims to
enhance regulatory alignment for CCPs and changes to
the reporting framework. This has helped to facilitate
comparability and consistency. However, more could
be done.

A roadmap for improvement: driving integration and consistency within the clearing process for European ETFs

1. Greater alignment of trading venues,
including stock exchanges, RFQ
platforms, MTFs and others has the
potential to enhance the consistency
of the clearing process across primary
and secondary markets. The extension
of central clearing to bilateral trading, in
a way which addresses potential areas
of risk, could improve standardisation
of processes. It could also support
operational efficiency by facilitating
netting of trades, auto matching of
trades and less manual input, reducing
trading costs for investors. Additionally,
there is the potential to decrease
counterparty exposure, driving further
financial stability. Positive moves have
been made in this area in September
2019 with Tradeweb announcing
CCP clearing for European ETFs in
partnership with EuroCCP.17

17 |
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2. Harmonisation of policies and procedures.

While acknowledging the importance of genuine
competition between CCPs, a degree of harmonisation
of policies and procedures would remove
fragmentation and drive consistency of experience.
This could extend to areas such as trade-date netting
and margining procedures.

3. Interoperability of CCPs.

Source
17.

“Tradeweb announces Central
Counterparty Clearing for 		
European ETFs in Partnership
with EuroCCP”, Bloomberg, 		
September 2019. Click to view

Interoperability involves a link between two or more CCPs
and helps to overcome liquidity fragmentation, but currently a
very limited degree of interoperability exists across European
CCPs for ETF clearing. Demand has been driven by CCP users
(clearing members and trading venues) rather than CCPs.
Interoperability should foster competition and transparency
across interoperable CCPs on the basis that clearing members
can choose the CCP which offers better conditions, without
impacting liquidity and access to clients on the trading venue.
Enhancements to the authorisation and risk management of
interoperability arrangements have the potential to increase
interoperability within Europe.

Trading
venue

Trading
venue

Trading
venue

Trading
venue

CCP

CCP

CCP

CCP

CSD

CSD

CSD

CSD
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The settlement challenge
The efficiency of the settlement system is sharply in
focus with settlement discipline rules under the
European Central Securities Depository Regulation
(CSDR) currently proposed to be effective from 2021.
CSDR aims to harmonise the different rules applying to
CSDs in Europe and to create an integrated market for
securities settlement for both national and cross-border
transactions. While the proposed legislation has the
potential to have a significant impact on the current
settlement model in Europe for ETFs, it remains to be
seen whether the UK’s recent announcement that it will
not adopt CSDR post Brexit will impact the initiative in
any way.

Since ETFs can have different issuance structures and
are commonly traded across borders, the settlement
process can become complex, with at least two CSDs
and multiple intermediaries potentially involved.
European ETFs are typically issued and traded on
one or more national stock exchange, settling in the
national CSD of the exchange where the trade is
executed. ETF units must move from the national CSD
where the seller is located to the national CSD where
the buyer has traded. This can be a complex and time
consuming process and can drive up operational
complexity and costs.

A roadmap for improvement: settlement

1. The issuance structure for European ETFs
is not yet fully harmonised and challenges
remain. The issuance of ETFs through a single
CSD or via the ICSD model (which has been
used in Europe since 2014) can address some
of these challenges. It reduces the need for
complex re-alignments, improving liquidity and
reducing operational risk and cost for the market
participants – and consequently, the bid/offer
spread for the end investor. The ICSD issuance
model can be particularly beneficial in the context
of ETFs listed on multiple exchanges in multiple
currencies. It also has the potential to open up
the European ETF market to investors in Asia and
Latin America. This model is increasingly used
as a result of the challenges posed in settling
securities following the departure of the UK from
the European Union. While this model does not
eliminate all challenges, increased uptake should
enhance harmonisation of European
ETF settlement.

2. Significant progress in settlement has been made through the evolution

of the Target 2 Securities (T2S) system. This aims to create an environment supporting
neutral pan-European cash and securities settlement. It delivers a high degree of
standardisation at the level of post-trade capital market infrastructure. However, it is only
effective for Euro-denominated securities. Therefore, its ability to achieve standardisation is
limited, as most European ETFs have multi-class and multi-currency structures. Extending
the T2S system to other currencies may be worthwhile considering in the context of
addressing many of the challenges with ETF cross-border settlement. While not without its
challenges, this could be a building block for a more integrated post-trading environment.

3. The aim of CSDR is to focus on harmonisation of the settlement system.

ETFs have not been considered as a specific security type under CSDR to date and certain aspects of the
regulation have the potential to negatively impact ETFs. Specific consideration of the application of CSDR to
ETFs and market makers could not only manage the cost impact of CSDR to ETFs but also further drive the
harmonisation of the settlement landscape for ETFs. There are several ways to achieve this.
• Settlement delays can occur in ETF trading given the challenges associated with cross border trading
including time-zones, trading holidays and alternative settlement cycles. These failed trades may become
subject to penalties and could drive up spreads. Under rules in the US, a longer settlement cycle is
permitted for ETFs for bona fide market making activities, whereas this is not currently proposed under
CSDR. This could be considered as part of any ongoing consultation on the implementation of CSDR.
• While the application of buy-in rules under CSDR to bilateral trading aims to drive greater settlement
efficiency, these rules could be recalibrated to take account of ETF-specific nuances – for example,
where markets are closed for a prolonged period of time due to national holidays.

19 |
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ETFs for
collateral
and lending –
the next
frontier?

5

ETFs now represent a $6 trillion market globally at the end
of June 2020, having climbed back to their pre-COVID
peak.18. Investors and market players are taking note of
the record levels of growth and considering the role of
these assets in wider capital markets. For example, with a
global securities lending market of over €2.3 trillion as at
December 201919, investors seeking additional yield may
look to their portfolios of ETF investments for opportunities
to enhance returns rather than just participating as
long-only investors. Elsewhere, the acceptance of ETFs
by banks and CCPs as collateral has increased, as has
the lending of ETFs by ETF investors. Supporting these
commercial uses has the potential to maximise returns
for ETF investors.
20
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The collateral challenge
The acceptability of ETF units as collateral in securities
lending transactions has increased in recent years.20
Drivers of this growth include the increased uptake of
ETFs by investors, growth within the ETF market itself,
and a greater understanding of ETFs amongst takers
of collateral.
Source
18. ETFGI Independent research and
consulting firm - etfgi.com viewed
July 2020. Click to view
19. ISLA Securities Lending Market
Report, 12th Edition, February 2020.
Click to view
20. IHS Markit Securities Finance
Q2 Review, July 2019, viewed
June 2020. Click to view
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There are real benefits to consider. ETF units can
provide an alternative to cash collateral which may be
less costly and could provide opportunities for tactical
portfolio management. They potentially provide a
diversified asset base and a second layer of liquidity.
This is because the holder can either sell the ETF units
on the secondary market, or redeem the units with an
ETF Issuer via an Authorised Participant, in exchange

for the underlying securities or the cash equivalent.
These factors support the acceptance of ETF units as
a potentially viable form of collateral, within regulatory
parameters.
Regulatory and market developments have also
helped drive this trend. For instance, the increasing
transparency of OTC trading volumes post MiFID II is
helping to address potential concerns about liquidity in
ETF units. Furthermore, the resilience of ETFs against
the backdrop of stressed and volatile markets and a
significant increase in ETF trading volumes throughout
the COVID-19 crisis should also increase investor
and lender confidence. Further standardisation and
consolidation of reporting could enhance the decisionmaking process.

‘‘

In the US, ETF investors earned over $167m from
lending out ETFs over a 12 month period in 2017,
recovering on average 40% of their costs.” 24

Similarly, while challenges in the post-trade process
have the potential to further increase costs, making
ETF units less attractive as a form of collateral, the
increased streamlining of the post-trade process could
improve this situation.
Finally, the grouping of ETFs with similar characteristics
and risk profiles by some market participants helps
with the burdensome exercise of assessing ETFs
individually against collateral acceptability tests.

Collateral: a roadmap for improvement
While passive ETFs in particular have many of the
characteristics of high-quality collateral, under the
current single security regulatory framework, they often
do not meet all the criteria required and are therefore
treated as unlisted securities or potentially as funds.
Moreover, these criteria have not been framed with the
bespoke structure of ETFs in mind and do not account
for the fact that the underlying securities within the
ETF are accepted as collateral.
22
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A “look through” approach for ETFs, whereby banks
could look to the liquidity of the underlying stocks in a
passive ETF where these are disclosed, could be a
potential solution to enable greater use of ETF units as
collateral. Similarly, the specific banking liquidity rules
that determine the acceptance criteria for collateral
apply an inconsistent treatment in the context of ETFs.
Reconsidering these criteria to take account of the
nuances of ETFs may now be in the common interest.
This could facilitate the identification of practical solutions
in assessing ETFs as a source of collateral that would
be acceptable from a regulatory perspective. The
practical ability of banks’ infrastructure to adopt ETFs
as collateral would also need to be considered.

The lending challenge
The securities lending market has grown in recent
years, to more than $2trn in 2019. Lending fees in
2018 stood at their highest since the financial crisis,
and having subsequently fallen back, were moving
back towards 2018 levels in Q1 2020.21 However,

while lending of the underlying securities within ETF
portfolios is relatively common practice, the lending of
ETF units themselves remains under-represented in the
securities lending landscape.
$62.6 billion of ETF AUM were out on loan in April
202022, compared to the full market of almost $6
trillion.23 In Europe, only 5% of lendable ETF units were
lent out. However, this has been increasing year on
year as investors in ETF units realise the significant
opportunity that lending represents to enhance their
returns. Key forces driving this increase include the ability
for investors to hedge assets tracked by the ETF, market
making activity in the ETFs themselves, and the growing
lists of derivatives (for example, options) that track ETFs.
In the US, ETF investors earned over $167m from
lending out ETFs over a 12 month period in 2017,
recovering on average 40% of their costs.24 Lending
ETF units also has the potential to enhance price
stability and reduce spreads, driving more efficiency
for end investors.

Source
21. IHS Markit Q1 2020 Securities Finance Snapshot. Click to view
22. IHS Markit Securities Finance, April 2020, viewed June 2020.
Click to view
23. ETFGI Independent research and consulting firm - etfgi.com
viewed June 2020. Click to view
24. IHS Markit: It pays to lend ETFs, July 2017. Click to view
25. IHS Markit: Securities Finance Quarterly Review Q4 2019.
Click to view
26. IHS Markit Securities Finance, April 2020, viewed June 2020.
Click to view

23

|

2020 ETF Capital Markets Report

A roadmap for increased lending of ETFs

further interest from existing investors.

In tandem with the demand for ETF units available
for borrowing, the supply of ETF units available for
lending is increasing. Lendable assets reached an all
time high of $339 billion25 at the end of 2019 and while
impacted by the COVID-19 crisis and market volatility,
are recovering from this. During April 2020, ETF lending
revenues declined 35% compared with the stellar March
return of $53m, however the $34.8m in April revenue
does reflect a 69% YoY increase.26 But challenges
remain, particularly around the availability of information
to support further uptake in lending and borrowing. Data
improvements have the potential to further enhance the
effectiveness of this market. Marketing initiatives to
highlight the potential lending revenues may also spark

However, caution should be exercised by investors to
ensure that they have considered any potential risks
associated with lending of ETF units. Regulators have
increasingly focused on securities lending by ETFs in
recent times. Considerations include the interaction
between the lending by ETFs of their underlying portfolio
of assets and the lending of the ETF units by ETF
investors. However, the potential for lending ETF units to
generate additional yield for ETF investors is significant,
particularly with investors focused on driving recovery in
returns post the COVID-19 crisis and a potential reduction
in dividends globally predicted by some. This opportunity
should be considered alongside the regulatory focus.

Conclusion
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6

‘‘

As the market
matures, the
European
market
structure will
increasingly
come into
focus.”

The European ETF market has grown strongly in recent
years and this has been driven by a number of factors.
Despite the impact of COVID-19 on markets and flows,
AUM levels have shown strong recovery, with further
growth expected as ETFs are emerging as a core
product for many investors. As the market matures, the
European market structure will increasingly come into
focus. MiFID II has driven significant improvements
in the regulatory environment in which ETFs operate.
In tandem with this, industry initiatives have helped to
drive improvements across different aspects of the
ecosystem. This has been well received and further
consideration of areas where targeted changes could
positively impact the structure of the European market
would be welcome.
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Amongst these measures, enhanced transparency has
the potential to drive further growth in the market and
will underpin further improvements in the post-trade
environment, enhance the case for acceptance of ETFs
as collateral and could increase the market for lending
of ETFs. Further alignment of trading venues also has
the potential to enhance the investor experience,
reduce costs and drive further uptake across
institutional and retail investors.
The evolution of ETFs into a more mainstream part of the
European financial services market merits consideration
of how the Capital Markets Union initiatives can drive
further enhancements to the European ETF market
infrastructure and trading environment.
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