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Beneficial Owner

May be a mutual fund, 
pension fund, insurance 
company, etc.

Lender

Often an Agent Bank, 
which is a custodian for 
inventory from mutual 
funds, pension funds, etc.

Borrower

Often a Prime Broker, which 
provides hedge funds with 
services such as credit, 
access to IPOs, and running 
the hedge fund books

Prime Brokers provide indemnity by protecting Agent Banks from the risk of 
hedge fund failures.

inventory order
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 securities lending

Reasons for borrowing include:

-	 To sell a security short; the loan is used to deliver 
against this position

-	 To deliver securities that are due and that they've 
failed to receive 

Securities - stocks, bonds 
and other investments

Supply of Securities Demand for Securities
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Securities Lending Overview:  In this process, securities are lent for collateral. The 
lender receives a fee, and the borrower receives the needed securities. This allows 
investors to enhance their returns by lending the securities in their portfolios, which 
would otherwise remain unutilized. 

When securities are lent, the borrower obtains legal ownership of the loaned 
securities.  However, the lender still maintains beneficial ownership, including the 
right to receive dividends and participate in corporate actions (for example, a stock 
split or a merger). Lenders have the ability to terminate an outstanding loan and 
recall loaned securities at any time in order to sell the loaned stock or to exercise 
corporate actions .

Securities Lending Overview

SUPPLY:  Beneficial owners of securities keep them in agent banks.  This is similar to 
consumers keeping money in savings accounts. 

To earn extra revenue on the securities prior to their sale, some beneficial owners allow 
the agent banks to lend their securities.  The extra revenue is generated by investing cash 
that borrowers give as collateral for the loaned securities.  The revenue is shared - 
typically 60% goes to the beneficial owner and 40% to the agent bank.

DEMAND:  Performance-oriented investors, such as hedge fund managers, want 
temporary access to securities to back a position (for example, shorting a stock).  
Although agent banks have the inventory, they generally won't lend securities directly to 
hedge funds because of the risk the loan won't be returned.

Therefore, a borrower, such as a prime broker, who has an established business 
relationship with the agent bank, borrows the securities on behalf of the hedge fund. This 
way, the prime broker protects the lender from the risk of a bad loan.

Shorting a Stock: When someone shorts a stock, they are making a bet that 
the price of the stock will fall. They borrow the stock and immediately sell it.  
When the price falls, they buy the stock so they can return it. Their profit is the 
difference between the original price and the new, lower price.

Performance-Oriented 
Investor

Typically a hedge fund 
manager who needs 
temporary access to 
securities

 collateral

Collateral - usually cash, 
letters of credit, or U.S. 
Treasury securities

Investment 
Vehicle

cash =102% market value of securities
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1.	 The borrower gives the lender cash as collateral for the loaned 
securities.  The collateral is typically 102% of the market value for 
domestic securities, and 105% for international securities.

2.	 The lender invests the cash.  A portion of the return on cash is given 
back to the borrower in the form of a rebate.

3.	 The rebate, paid monthly, is determined by:
	 (rebate rate * market value of the securities * number days of loan) / 360

4.	 The borrower returns the securities for one of the following reasons: to 
get cash, the contract ends, or the lender has recalled the securities.  The 
lender returns the cash.
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Securities Lending Details
(Cash-Collateralized*)

*Non-cash-collateralized securities lending, common outside the U.S., is nearly the same as the details above except 
the lender does not invest the collateral.  Therefore, instead of receiving a rebate, the borrower pays a monthly fee. 


