Securities-Based Lending - 

An Alternative Source of Funding

You may have heard the term “stock loan”, “stock-secured financing” or “securities-based lending”. All of these refer to the type of lending program where the borrower’s securities (stocks, bonds, mutual funds or t-notes) are pledged as collateral for a loan. These are “non-purpose” loans and no lien is placed upon any asset such as real estate or personal property. The securities alone stand as collateral for the debt. Proceeds of the loan may be used for any purpose.
Interest rates for these programs are usually between 2.5% and 4.5% and the loan-to-value ratios offered may be as high as 80% of the securities value. The factors that determine the rate of interest and the amount of the loan are how actively traded and liquid the securities are on the open market. The loan term is typically between 3 and 10 years with a fixed interest rate and “interest-only” payments due to the lender. Funding can take place in just a matter of days. A credit report is not required nor is any income or employment verification done. 

Not all types of securities may be used as collateral. The securities must be able to be "free traded" without any restrictions. Retirement funds (401k's, pensions, etc), do not qualify for this type of program. 

These are also “non-recourse” loans so if the borrower does not make the interest payments when due or fails to repay the principal at the end of the loan term, the lenders only option is to keep the securities that were pledged as collateral. Should a loan default occur the loan is cancelled and the borrower keeps the money received from the loan and the lender keeps all interest in the securities. The loan default is not reported to any credit bureau or placed in public record. 

The loan application process is quite simple and should take just a few days to complete the loan process and receive the funds. To start, the borrower supplies the name and number of shares that they wish to pledge along with the loan amount and term desired. The lender will then do a preliminary examination of the loan request and based upon an assessment of risks they will determine the loan-to-value ratio along with a proposed interest rate. 

The terms are offered to the borrower and upon agreement by both parties the loan documents are drawn up and arrangements are made for the securities to be transferred to a holding company. A final value is then given to the securities-based on an average of the closing price of the collateral for three consecutive market days. This is called the “strike price”. The borrower still retains all beneficial interests in the securities and will receive any dividends or interest that accrues from the securities during the term of the loan.  
At the end of the loan term the loan may be renewed, refinanced or paid off. If the loan is paid in full at the agreed upon term the exact number of shares or collateral initially pledged is returned to the borrower. One important point is there is a  “lock-out” for the term of the loan which means the borrower may not make any principal reduction payments or pay off the loan entirely until the end of the agreed upon loan term.
If during the term of the loan the value of the securities falls below the agreed upon minimum fair market value (usually 80% of the loan amount) then the loan would be considered in default. The contract may require the borrower to contribute additional cash or shares as more collateral to keep the loan out of default. The decision to move forward is solely up to the borrower. Remember, that this type of lending is non-recourse, so should this type of shortfall occur the borrower may stop making the payments and simply walk away from the loan and forfeit his collateral with no penalty or recourse from the lender. 
When choosing a lender here are a few items the borrower may want to consider prior to entering into this type of arrangement:

· How long has the company been in business? 

· What are the backgrounds of the principals in the company? 

· What assurances can the company give that the full amount of collateral will be returned to the borrower upon completion of the loan term?

· What is their track record of returning the pledged collateral to the borrower at completion of the loan term? 

· Does the lender have past client references that the borrower can speak with?

So if a borrower has securities that would qualify for collateral and would like to borrow funds at a low fixed interest rate then this may be a viable option with these benefits and drawbacks:

Benefits

· Low fixed interest rate

· Interest-only payments

· No liens on any other asset

· Quick fundings

· Non-taxable event

· No credit check

· Loan is not reported to the credit bureaus

· No verification of income or employment 

· Non–recourse loan

· Borrower receives dividends or interest that may accrue from the securities during the term of the loan
· At the end of the loan term the exact number of shares or collateral initially pledged is returned to the borrower

Drawbacks

· Lock Outs - no early loan pay off is allowed
These loans are a “qualifying stock lending agreement” and therefore a non-taxable event with respect to any gain or loss at the time of the transfer of the securities. But as in any major financial transaction the borrower should consult with their tax advisor prior to entering into any agreement that may have a tax consequence.

The typical minimum loan amount is $100,000 and there are no maximum loan limits.
In today’s tightening credit markets Securities-Based Lending offers a funding option that may be worth exploring.
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