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   B ACKGROUND 
 

The 2007-2008 downturn produced a 
precipitous decline in securities lending 
volumes and revenues.  Since that time, 
lending has made a significant comeback, 
with total 2018 US lending revenues of 
$2.3B.   

 
The 2018-2019 environment has been strong for securities 
lending consistent with ongoing overall global market 
performance.  As a result, numerous firms have entered, or 
re-entered, the securities lending marketplace.   
 
The current lending environment is highly automated and 
transparent, providing all participants with timely reporting 
and access to related data. 
 
Loan collateral, typically cash or non-cash (government 
securities), is pledged at 102% for domestic holdings and 
105% for foreign holdings and marked-to-market daily.  
There is some movement toward accepting more non-cash 
collateral and consideration of pledging equities as 
collateral.  
 

Most vendors are offering one or more of the following 
options for the management of this collateral: 
• A vendor managed separate account or registered 

vehicle designed to meet client specified risk and return 
criteria; 

• Allowing the client to manage the collateral directly; or 
• Use of a third party designated by the client or 

recommended by the vendor to manage lending 
collateral. 

 
The size of the lending market opportunity for a firm is 
driven by the firm’s specific holdings, the market demand 
for those holdings, and the firm’s lending policy.  
 
The securities lending policy establishes each firm’s desired 
balance between risk and reward and incorporates factors 
such as: 
 

o An approved borrower identification list, and/or 
borrower selection criteria (credit ratings, etc.) 

o Minimum load spread 
o Maximum % of any security to be lent 
o Minimum portfolio size to participate 
o Portfolio loan parameters 

 Maximum % to be lent 
 Maximum % loaned to a single borrower 

o Restricted securities (do not lend) 
o Recall policy for proxy voting  
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It is possible for firms to have lending agents assess the 
revenue potential of their holdings without undertaking a 
formal RFP or RFI solicitation process. 
 
The most significant lending opportunities are associated 
with the borrowing of ‘specials’, specific holdings for which 
there is a high demand generating an attractive loan spread 
relative to the Overnight Bank Funding Rate (OBFR) or other 
benchmark financial indexes.  While general collateral (GC) 
lending is still available, the associated loan spread relative 
to benchmark rates is less compelling.  European dividend 
arbitrage opportunities diminished and are no longer a 
material consideration.   
 
The US market lending landscape remains relatively stable 
for Principal and Agency (custodial and non-custodial) 
vendors.   
 
   EVALUATING VENDOR PROPOS ALS  
 
Vendor responses to solicitation inquiries can be very 
complex and challenging to evaluate on a comparative basis.  
The reason is that proposals can project income based on 
very different assumptions.  Unless the lending firm 
standardizes how proposals are made, it will be impossible 
to compare the bids.  As such, firms should provide each 
vendor with their securities lending policy or a set of clear 
guidelines in order to assure that the vendor responses are 
consistent. The guidelines need to provide all parameters 
used to identify approved borrowers, minimum spreads, 
recall policies and collateral reinvestment assumptions. 
In addition, vendors need to be provided with a complete 
listing of all holdings available for lending.   
 
Vendor proposed revenue splits, which define the method of 
revenue sharing between the vendor and client, can vary 
substantially between vendors and over time.  It is not 
uncommon to receive tiered fee split proposals where the 
revenue share percentage varies both with contract 
duration and the amount of gross revenue generated.  
Baseline fee splits for clients with >$10B in lendable assets 
tend to be 80/20 or above, with 90/10 being relatively 
common.  More favorable fee splits are also available for 
firms with highly attractive portfolios.  
 

It is especially beneficial to develop financial 
models that reflect the complexity of each 
vendor proposal, and to review the models 
with the vendor to assure the proposals have 
been fully and accurately interpreted. 

 
A relatively recent vendor proposal phenomenon has been 
the introduction of revenue ‘floors’ – essentially a 
guarantee of a portion of estimated revenue.  These floor 
proposals can range from a minor to a significant portion of 
the vendor projected revenue.  If adopted, floors can be a 

challenge to define in contract documents.  An agreement 
must identify all associated assumptions and dependencies 
of both the client firm and the lending vendor. 
 
Vendors are also offering ‘on site’ personnel during the 
transition/implementation period and post-implementation.  
This offering can be especially attractive for firms initially 
undertaking securities lending and/or those transitioning to 
a new vendor.  Having a knowledgeable vendor 
representative on-site can be valuable both during 
implementation and over the long term to address any 
operational questions and issues. 
 
   VENDOR INDEM NIFICATION 
 

Securities lending vendors that are banks or 
affiliated with banks are facing increased 
regulatory requirements regarding capital 
sufficiency.   

 
In some instances, this has made it more difficult for these 
vendors to offer comprehensive indemnification against 
borrower default.  The costs of indemnification must now be 
charged against available bank capital which further 
constrains the bank’s capital liquidity. 
 
In response, some vendors are now offering, as an option, 
lending services without indemnification against borrower 
default.  These optional “un-indemnified” proposals 
typically include a more attractive lending fee split 
arrangement.  This option introduces another complexity to 
the vendor evaluation and selection process due to the 
impact on both the resulting revenues and the associated 
level of risk. 
 
   CUS TODIAN AS  LENDING AGENT 
 
In the past, many firms have utilized their custodian(s) as 
their securities lending agent(s) in part because of the belief 
that having the holdings detail and lending information co-
located would provide operational efficiencies not available 
if the holdings and lending information were held by 
different firms.  Some custodians have promoted this 
‘efficiency’ in their client solicitation process. 
 
As automation has advanced among all participants in the 
investment servicing marketplace, it is common to have 
near real-time interfaces between and among most key 
service provider and custodian firms.  The result is that the 
number of failed or delayed lending transactions is very low 
regardless of whether one or multiple servicing entities are 
involved.  Sell-fail transactions are typically less than 1% of 
all sale activity.  In addition, the borrower is normally 
obligated to pay the lender or vendor (e.g. make the lender 
or vendor whole) in any instance where the instrument is 
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not returned within the standard settlement timeframe and 
a claim ensues. 
 
Many firms, however, have retained strongly held opinions 
regarding the value of utilizing their custodian as lending 
agent.  Firms that still prefer a common custodian/lending 
agent cite the efficiency benefits noted above plus the 
benefit of having only a single entity relationship to oversee 
and manage for both custody and securities lending. 
 
Other firms have adopted a different and equally strongly 
held position designed to avoid the concentration and 
operational risks associated with having a single entity 
servicing both custody and lending.  Those firms feel that 
any operational efficiency benefits are offset by the benefit 
of not placing too much reliance on a single firm for 
multiple key servicing functions. 
 
   CO LLA TER AL  IN VES TM ENT O FFE RI NGS  
 
Numerous comingled collateral pool offerings were impaired 
during the 2007-2008 downturn.  Due to the challenges in 
the short-term liquidity market, many of these collateral 
pooled funds experienced a loss of liquidity and the lending 
agents imposed collateral withdrawal limitations. It was 
estimated that many institutional investors who chose to 
accept cash as collateral were impacted by these constraints 
in 2008-9 due to the collateral pools being invested in 
instruments that could not be readily liquidated without 
loss. 
 
The impairment of liquidity in comingled collateral pools 
during the 2008 downturn caused vendor-provided 
collateral solutions to fall into disfavor. While such pools 
are still in existence, and remain in use with some long-term 
client relationships, these pooled offerings have become a 
less frequently selected solution to collateral management.   
 
 
   T HE  B O AR D ROLE  H AS EXP AN DED  
 

Boards have become more involved in matters 
related to vendor relationships and related 
operational details. 

 
For Boards of firms involved in securities lending this 
expanded role now often includes: 

• Oversight of vendor evaluation and selection 
decisions  

• Initial approval and recurring review of lending 
policies and procedures 

• Assuring compliance with Board approved lending 
policies 

• Periodic review of lending program results (‘what 
was achieved’) – including ‘how did we do relative 
to projections’ 

• Performance benchmarking vs. the industry (‘how 
well did we do relative to the marketplace’) 

• Review of vendor developed market analyses and 
revenue projections for future periods 

 
The quality and accessibility of securities lending vendor 
reporting has been expanded to meet this need. 
 
   F IN AL  OB SER V ATI ON S  

 

2018 and 2019 have been very successful 
years for many firms that participated in 
securities lending.  The market dynamics 
have been favorable and most of the vendors 
that offer lending services are mature, 
capable and highly competitive.  
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