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Bond lending has been one of the highlights of the securities
lending market for 2016, but has this success been driven by a
surge up the risk curve?

e Revenues generated by corporate bonds ytd already 16% ahead of the 2015
total

e Liquid bonds make up 95% of corporate bond loans according to Markit
Pricing data’s bond liquidity scores

e Lenders are failing to charge a premium for the minority of loans made
against illiquid bonds

Corporate bonds have been one of the success stories of the securities lending
market in 2016. With just over two weeks left in the year, the aggregate revenues
generated from lending out the asset class are already 16% ahead of last year’s
total. In fact, the $657m of revenues generated by the $2.8trillion of corporate
bonds in the Markit Securities Finance database represents the most lucrative year
for the asset class in over five years. Corporate bonds are now responsible for 8.3%
of the total securities lending industry’s revenues; a full percentage point more that
last years’ contribution.
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A further dive into the revenue drivers indicates that the extra revenue generated by
corporate bond lending so far this year has been entirely driven by better pricing of
outstanding loans as the average daily loans across the asset class has fallen by 3%
this year to date (ytd) with $141bn of loans outstanding on loan on any given day,
the smallest average in over five years.
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Fees have more than compensated for this lackluster demand to borrow the asset
class, as the weighted average fees commanded by corporate bonds in 2016 so far -
35bps - was 19.3% higher than 2015’s weighted average fee.

Liquid bonds see most activity

As ever in financial markets, one has to wonder whether this revenue bonanza has
been driven by the industry taking on additional risk, especially liquidity risk, which
looms over OTC traded corporate bonds. However, indicators from the Markit Pricing
Data’s bond liquidity scores, which were recently made available through the Markit
Securities Finance Portal, do not seem to indicate that the industry is taking on any
material liquidity risk by lending corporate bonds as 95% of the current outstanding
corporate bond loans are made out against bonds which score in the top two liquidity
buckets.

These liquidity scores calculated using metrics such as bid-ask spread calculated
from Markit EVB, reported cash market liquidity, and the depths of dealer quotes on
both on the individual bond and parent entity. The most liquid bonds earn a score of
1, on a scale of 1-5.
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http://www.markit.com/Product/Pricing-Data-Bonds
http://www.markit.com/Product/Pricing-Data-Bonds

Corporate Bond Securites Lending by Liquidity Scores Value on Loan (USD M)
120

100
80
60
40

20

[¥%)
P

1 (Most Liquid) 2 5 (Least Liquid)

Source: IHS Markit

The market also appears to be actively steering clear of bonds which all in the two
least liquid buckets have a utilisation rate of 0.8% against 5.7% for their peers in
the two most liquid buckets.

Liquid bonds, which earn either of the two highest liquidity scores, are also much
more likely to see borrowing activity as 44% of these bonds which sit in lending
programs have some outstanding loans. The chance that an illiquid (defined by a
liquidity score of between 3-5) sees any demand borrow is half that as 22% of these
bond now have loans against them.

Market not pricing in liquidity risk

While the corporate bond securities lending market is overwhelmingly made up of
loans made against liquid bonds, we do see evidence that loans made against the
less liquid end of the corporate bond market are failing to account for the extra
liquidity risk being taken on. This trend is evidenced by the fact that the weighted
average fees across the $4.8bn of loans made against bonds which score in the two
least liquid buckets stands at 25bps. This puts the average fee across these illiquid
bonds materially lower than the 44bps earned by the loans made out to the most
liquid bonds and 32bps for those in second most liquid bucket.
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One such instrument is Verizon Pennsylvania’s 8.75% note due August 2031 which

has $15.3M of outstanding loans at fee of 7bps despite earning the lowest possible
liquidity score of 5.

Verizon Pennsylvania Llc (8.75% 15-Aug-2031) (DX00055861)
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This relative underpricing of liquidity risk is the reason why we have made our
unparalleled bond liquidity metrics available both in our front end as well as through
the Markit Securities Finance Toolkit for Excel. We hope that such underpricing,
though relatively rare in the grand scheme of things, become less common in the
future as we empower the industry to properly gauge and in turn price liquidity risk
taken on by bond lending.
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Disclaimer

The intellectual property rights to this report provided herein is owned by Markit
Group limited. Any unauthorised use, including but not limited to copying,
distributing, transmitting or otherwise of any data appearing is not permitted without
Markit’s prior consent. Markit shall not have any liability, duty or obligation for or
relating to the content or information (“data”) contained herein, any errors,
inaccuracies, omission or delays in the data, or for any actions taken in reliance
thereon. In no event shall Markit be liable for any special, incidental, consequential
damages, arising out of the use of the data. Markit is a trademark owned by the
Markit group.

This report does not constitute nor shall it be construed as an offer by Markit to buy
or sell any particular security, financial instrument or financial service. The analysis
provided in this report is of a general and impersonal nature. This report shall not be
construed as providing investment advice that is adapted to or appropriate for any
particular investment strategy or portfolio. This report does not and shall not be
construed as providing any recommendations as to whether it is appropriate for any
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person or entity to “buy”, “sell” or “hold” a particular investment.
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