
        
            
                
            
        

    



 


 


 


 


The Repo Market


Shorts
Shortages and Squeezes


 


 


 


 


 


 


 


 


Scott E.D.
Skyrm


 











 


 


 


 


 


Also by 


Scott E.D. Skyrm


 


The
Money Noose


Jon
Corzine and the Collapse of MF Global


Brick
Tower Press (2013)


 


Rogue
Traders


Brick
Tower Press (2014)


 


More
Rogue Traders


Brooklyn
Writers Press (2020)











 


 


 


 


 


 


[image: ]






Copyright
2023 by Scott E.D. Skyrm


 


 


All rights reserved. Thank you for buying an
authorized edition of this book and for complying with copyright laws. No
portion of this book may be reproduced mechanically, electronically, or by any
other means—without written permission of the author. 


 


Library of Congress number registration
submitted.


 


ISBNs:


978-1-952991-28-8 (Hardback)


978-1-952991-27-1 (e-Book)


 


 


Cover Design: Andy Semnitz 


 


The Brooklyn Writers Press is a registered DBA
of the Brooklyn Writers Co. LLC


 


Printed in the United States of America








Contents


History


Introduction. 1


Early History. 7


Drysdale and the Dawn of The Modern
Repo Market 19


Broker-Dealer Bankruptcies And The
Beginning of Tri-Party. 24


Shadow Banking. 30


The
Basics 


Classic Federal Reserve. 36


The Treasury Market 44


Other Interest Rates. 58


Settlement & Clearing. 72


Fails. 82


Shorts,
Shortages and Squeezes


Supply and Demand. 93


Calendar Events. 101


Securities Lending. 110


Volatility and Velocity. 118


Short Selling. 127


Specials Theory. 135


The Era of The Short Squeeze. 151


The Salomon 2 Year Note Squeeze. 161


CTD Squeezes. 168


Negative Rates. 179


Risk,
Scandal, Panic and Regulations


Risk Management 187


Accounting Rules and Scandals. 196


Fire Sales. 204


Flights-To-Quality. 212


The Liquidity Crisis 2007. 222


The Financial Crisis 2008. 234


New Federal Reserve. 243


Tri-Party Reform.. 253


New Regulation. 261


The
Modern Market


MF Global 267


Debt Ceiling History. 276


Quantitative Easing (QE). 285


Balance Sheet Runoff 297


Predictions. 306


 


 








 


Introduction


 


I started my
career working for the Bank of Tokyo, located at 100 Broadway in downtown New
York City. It was right across from Trinity Church and around the corner from
Wall Street and the New York Stock Exchange. It was the heart of the financial
markets at the time. I had just graduated from Lehigh University with two
degrees in economics, and I was eager to see how I could do on Wall Street, one
of the most competitive industries in one of the most competitive cities in the
country.


I had literally talked my way into the
job. I’d had many job interviews over the summer, but nothing seemed to fit: support
areas, junior analysts, personal assistants. None of that would do it for me. I
wanted to work on the trading floor. Ironically enough, I remember after a job
interview at Nomura, the HR person literally told me that she liked me for the
job, but felt that I’d spend too much time hanging around the trading floor. 


In October 1989, I met with the Head
of Bank of Tokyo Securities, a local government bond dealer and subsidiary of The
Bank of Tokyo. It was a small operation, maybe 15 people. I was hired as an “assistant”
on the trading desk, which numbered maybe three traders and three salespeople.
And, naturally, a Japanese “home staff” guy to oversee the Americans.


In February 1990, the Repo trader and
settlements manager, two positions that were combined into a single person,
went on vacation. He had a split role at the company, financing the firm’s
Treasury positions in the morning and watching over the securities settlements
in the afternoon. Today, there could never be a combined trader and operations
person, but bond market regulation was much lighter back then.


In order to cover the Repo trading and
settlements, the firm chose me to do the settlements and Adam from the operations
group to finance the trading positions. Adam had been with the company for a
few years and had impressed management. This was his shot at a back-up role on
the trading floor. Everything went well the first day; it was all as smooth as
possible with no problems. 


For those not familiar with the Repo
market, it’s an early morning market. These days, the market opens at 7:00 AM
New York time. Back then, the market opened around 8:00 AM. The second day, Adam
didn’t show up. As the hours ticked by, the head trader said, “Scott-san, where
is he?” I didn’t know. There was no phone call. There was nothing. He then
said, “Scott-san, can you do the Repo?” 


In my head, my answer was, “I don’t
know.” But the answer that came out was, “Yes. I can do it!” I figured it out
and got it done. There were no problems. Every day since then, I’ve been in the
Repo market.[1] Repo trader, Repo salesman, Repo desk manager, Repo
economist. I believe I’ve done it all. Just about every role there is in the short-end
of the market. I’ve experienced it all. And Repo is all I’ve done since that
inauspicious beginning.


I started working on this book about
25 years ago. Back then, I thought I knew a lot about the Repo market. Looking
back, I still had a lot to learn. This is a much richer and thorough book than
it would have been years ago. 


There have been tremendous changes in
the financial markets since I started my career. The market is nothing like it
was back then. The Repo market is forever changed: the Treasury market’s
surpassing $31.5 trillion, electronic trading, the financial crisis, Dodd-Frank
regulation, globalization of markets, rise of hedge funds, debt ceiling crises,
quantitative easing, ZIRP (Zero Interest Rate Policy), the collapse of many
broker-dealers and banks, rogue traders, the list goes on.


This book is one part textbook (Don’t
give up yet!), one-part stories, one part history, and one part a journey through
the financial markets over the past thirty years. I tried very hard to keep it
interesting and not too dry. However, remember, there’s still important content
that needs to be included to make it useful. There’s important market
infrastructure that needs to be understood in order to understand larger parts
of the Repo market.


The book doesn't have to be all about
U.S. Treasurys, but that's mostly what it’s about. U.S. Treasuries are the
foundation of the Repo market. However, these days there are Repo transactions
in just about any financial instrument: federal agencies, municipal bonds,
corporate bonds, foreign government bonds, emerging markets bonds, mortgage
loans, etc.


This is the story of the modern
financial markets, starting with the development of a new financial instrument
and a journey through market panics, regulation, trading scandals, booms and
busts.


I will warn you in advance: I was
trained in economics, so I often look at the markets through the lens of supply
and demand. In one way, this book is a study of a market. You will see how
supply and demand interacts and how pricing is created. Repo is a true market.
Repo rates are determined by the interaction of supply and demand. Supply is
the number of securities outstanding and the amount of those securities
available in the marketplace. Demand is the amount of cash in the market. It’s
also the number of shorts in the market – the traders who have sold Treasury securities
short and must borrow them.


Repo stands for “Repurchase Agreement,”
which means that if I loan a security to you, you agree to give it back. The
opposite of that is officially called a Reverse-Repurchase agreement. It’s the
opposite of a Repo. If I borrow a security from you, I agree to return it back
to you. In basic terms, Repo is a collateralized loan. One party borrows cash
and holds a security as collateral. In case you didn’t realize, most people already
have a collateralized loan of one kind or another. When you buy a house with a
bank loan, the bank holds the title to the property until you pay off the loan;
the house is the collateral for the loan. It’s the same in the Repo market. When
you buy a house, the bank requires a down payment, which is really margin on
the loan, and if you stop paying interest, the bank forecloses on the loan and
takes away the house. Same in the Repo market. But more on that later. 


The size of the Repo market is
estimated to be $6.0 trillion in Reverse-Repo and $5.6 trillion in Repo. It’s
at its all-time peak. That makes it one of the largest markets in the world. Globally,
the size of the Repo market is estimated to be $15 trillion. By contrast, the U.S.
stock market capitalization is $27.7 trillion, and the total size of the
Treasury market is $31.5 trillion. 


Repo is
the oil that lubricates the engine of the financial markets. It keeps it
running smoothly; it’s the plumbing of the financial system. You might even say
it’s the oil that lubricates the engine of the entire economy.


Here are
some important characteristics of the Repo market:


In one
respect, Repo is a popular instrument for short-term cash investments for
institutional investors, with “short-term” meaning from overnight through one
year. It’s an ultra-safe investment. It’s an investment collateralized with a
Treasury security at a competitive market rate of interest. 


In another
respect, Repo is a mechanism for market participants to cover short sales of U.S.
Treasurys. This is a big part of the Repo market and arguably the most
interesting part.


In another
respect, it provides collateralized funding for large leveraged investors. OK,
let’s just get this said up front. Yes, the Repo market is the way hedge funds
can highly leverage their trading positions. More on this later. Actually, a
lot on this throughout the book.


In another
respect, the Repo market makes the U.S. financial markets the most efficient in
the world. The efficiency achieves the lowest cost of funding for the U.S.
government. And the efficiency does not stop there. It reverberates throughout
the economy. A more efficient Treasury market means better pricing for
mortgage-backed securities, municipal debt (like your state or local
government), corporate debt, and any other debt you can think of. Efficiencies
drive costs lower, and lower costs benefit everyone.


Let’s begin.








 


Early History


 


You may not
have heard of the Panic of 1907, but it’s pretty important in the financial
markets. Few people know it’s one of the largest economic and stock market
contractions of all time. Even fewer people know that the event that triggered
the creation of the Federal Reserve was sparked by a stock squeeze.


In the early 1900s, the economy was
humming along just fine. Ford Motor Company gave us the creation of the
assembly line and the Wright brothers gave us the first airplane. In April
1906, a major earthquake in San Francisco sparked a fire that burned most of
the city. In order to help rebuild, capital began flowing West, out of New York
City and into the Bay Area. 


By October 1907, the stock market had
been declining all year long. Economic conditions were not great, but still not
terrible. A man named F. Augustus Heinze and his family owned a majority of the
shares of the United Copper Company. Heinze had made his fortune in the copper
industry, and had recently moved to New York from Butte, Montana. Heinze’s
brother, Otto, didn’t like the decline in their family’s fortune and devised a
plan to corner the shares in United Copper. Otto believed that much of the downward
pressure on the company’s shares was due to short selling. Naturally, short
sellers need to borrow the stock in order to deliver the shares that were sold,
and the Heinze brothers suspected their brokers were loaning shares to
speculators. Otto’s plan was simple – buy more United Copper shares and then
stop letting their brokers loan their securities into the market. The short
sellers would be forced to buy the shares back and the price would skyrocket.
But in order to get the money to finance their stock purchases, they needed a
loan.


Back in those days, banks did not lend
money to stock speculators. That business was left to the trust companies.
Trust companies were not banks. In one way, they were the original non-bank
financial institutions, the original shadow banks. They were officially
financial institutions that were state chartered, and the state charter had
much lighter regulatory requirements, including lower reserve requirements and
the ability to write uncollateralized loans. Since banks did not write
uncollateralized loans, the New York Stock Exchange brokers went to the trust
companies. It was a good business for everyone. Brokers were able to get loans
to leverage both their own trading positions and the positions of their
clients.


Otto Heinze went to his preferred
trust company, Knickerbocker Trust, and arranged the financing. On October 14,
1907, he bought every share he could, driving the price from $39 a share up to
$52 a share. The next day, October 15, the Heinze brothers recalled all of
their stock that was loaned through the brokers to the short sellers. At this
point, all they had to do was wait for the price of the stock to take off as
the short sellers were forced to buy back their shares. The next day, the price
of United Copper didn’t rally. In fact, it began to decline. As it turned out,
the number of shorts were not very deep, and no one had problems borrowing the
shares. By the end of the day on October 16, the stock had dropped to $10.


The Heinze brothers were ruined and
Knickerbocker Trust was teetering on insolvency, having made loans on a $30
stock that was now only worth $10. One-third of the value of the collateral
(the stock) was wiped out. As word got out about the trouble with the Heinze
brothers, United Copper, Knickerbocker Trust, people began to panic. Depositors
lined up at the doors of Knickerbocker Trust when they opened the next day to
withdraw their deposits. When people couldn’t get their money back, panic
spread to the other trust companies and then to the banks.


Over a period of three weeks from
October through November 1907, a national panic swept through the country. The
trust companies were no longer able to supply loans to the stock brokers. The
rate for an overnight loan used to finance stock positions shot up from 9.5% to
70%, and that was for brokers lucky enough to get a loan! There was just no
money available. Stock prices fell even further. The stock market dropped over
50% within just a few weeks. 


In short, J.P. Morgan himself put
together a consortium of the largest New York industrialists and captains of
industry. They personally made loans to New York Stock Exchange brokers, which
stemmed the panic and helped to stabilize the market. However, the so-called
Panic of 1907 would forever change the banking system.


Many European countries had already
established semi-private, quasi-governmental central banks. Central banking was
in fashion and the new thing in banking. However, the U.S. banking system was
still behind the times. A new system was needed to address the peaks and
troughs of the financial markets. It was clear the country could not rely on
New York big wigs to bail out the financial system every time there was a panic
or crisis. The U.S. needed a central bank.


The Federal Reserve System was created
by Congress on December 23, 1913, and began operating on November 16, 1914.
Twelve regional banks were set up across the country to provide liquidity to
their regions. The state of Missouri was lucky enough to be granted two
district banks in their state (St. Louis and Kansas City) because, well, the
Speaker of the House was from Missouri. All federally chartered banks were
required by law to become members. State banks, savings and loans, thrifts, and
credit unions all had the option of becoming members.


The United States finally had a
central banking system ready to provide liquidity to the banks and prevent
future panics.


The modern use of Repo financing,
though not yet called a Repo, began shortly after the U.S. entered World War I
in 1917. Part of the Fed’s official mandate was to "provide an elastic
currency," which, as we know, includes providing liquidity to the banking
system. During its first few years, injecting cash into the financial system
exclusively involved the rediscounting of commercial paper. The Fed loaned
money to banks and received commercial paper as collateral. Then, with the
growing issuance of Liberty Bonds by the U.S. government, banks began
presenting these new government securities to the Fed for rediscounting. When
the Fed rediscounted the first Liberty Bond, the Repo market was born.


However, it was still not time for the
Repo market to emerge. Banks were required to keep a certain portion of their
deposits as reserves at the Fed. Any cash in excess of the “required reserves”
were a bank's excess reserves. Those excess reserves could be deposited at the
Fed or loaned to other banks in an inter-bank market, dubbed the federal funds
market.


Federal funds were first traded in New
York in the summer of 1921. During the first years of the Fed, banks could
transfer funds between each other in two ways: from their clearinghouse account
or from their account at their Federal Reserve Bank. A clearinghouse transfer
took at least one day to clear, while the Fed account cleared on the same day.
If a bank needed funds in their clearinghouse account, they could borrow the
funds from another bank in their Federal Reserve Bank account. The next day,
when the clearinghouse funds arrived, the overnight loan in their Federal
Reserve Bank account was paid off.


Participation in the federal funds
market was limited to banks who held funds at the Federal Reserve Banks. The
Fed liked the federal funds market because it provided members with a way to
borrow bank reserves without tapping the discount window. Trading in fed funds
eventually included wire transfers and other payment methods. Non-banks were
prohibited from engaging in the federal funds market, which is still the case
today.


The fed continued to use Repo
transactions to manage the quantity of reserves, kind of like the original
open-market operations. At first, all 12 district banks executed Repo within
their districts. This was eventually consolidated and centralized into the
Federal Reserve Bank of New York. The Fed added Banker's Acceptances (BAs) to
the list of collateral they accepted in rediscounting, which also helped create
a secondary market for banks' BAs.


As time went on, it became clear the
Repo market was the primary tool for the Fed to manage liquidity in the
financial system.


The 1930s saw many changes to the
banking system. The Banking Act of 1933, also known as Glass-Steagall,
regulated the stock market, separated securities dealers from banks, and
established the Securities and Exchange Commission (SEC). Though the SEC regulated
many securities markets, government securities were considered exempt. That
meant that federal securities laws did not apply. The thinking at the time
was to let those markets operate free of government regulation, which would
allow the Treasury and municipalities to sell debt at a lower cost. Oh,
and one more thing. There was a clause known as Regulation Q, which prohibited
banks from paying interest on savings accounts. Keep in mind, the unregulated
government securities market and Regulation Q will be important years later in
the development of the Repo market.


The inter-dealer Repo market was given
a big boost with the passage of the Treasury-Federal Reserve Accord of
1951. In this act, the Fed was given the mandate to control inflation and
officially began using Repurchase Agreements as a tool to inject liquidity
(cash) into the financial system. At the same time, a Repo market began
developing outside of the banking system.


As interest rates began to rise in the
post-war period, leaving your cash at a bank that paid near zero percent
interest was not such a good investment. Corporations and municipalities had
millions of dollars to invest, but could not get a decent return on the
short-term cash. They wanted a rate, because any rate was better than nothing.
At the same time, securities dealers on Wall Street began holding trading
positions. Previously the role of the broker-dealer was as a pure middleman.
That’s the broker part of broker-dealer. When a client wanted to sell a bond,
the firm’s salesmen scoured the market to find a buyer. If they could find a
buyer, the trade was done: end-user seller to end-user buyer, and the Wall
Street firm just stood in the middle. That changed in the 1950s. Some
broker-dealers, like Bear Stearns and Salomon Brothers, realized they could
make money buying bonds for their own trading account. And, they could even
make money betting on the direction of interest rates. Yes, they still brokered
buys and sells between institutional customers, but there was some easy money
to be made by taking a little market risk. And they did.


In order to finance their trading
positions, these Wall Street firms naturally had funding facilities at their
clearing banks, but those facilities were relatively expensive. Then, along
came corporations and municipalities looking to invest their excess cash. They
were so desperate to get a good rate of return that it turned out to be a cheap
funding source for the Wall Street firms. 


Thus, the private sector Repo market
was born. At this point, it wasn’t just the Fed doing Repo with banks; now
there were securities dealers trading with corporate clients. Just when
customers were looking to invest cash, securities dealers needed cash. And it
was a reliable source of cash. It was the perfect marriage of supply and
demand. And the Repo market took off.


However, a small flaw developed in
this market that had dire consequences years later. No one added the coupon
accrued interest to their Repo transactions. Coupon accrued interest is the
interest that accrues on a bond between semi-annual coupon payment dates.
Basically, a bond accrues a little bit of interest each day. The value of a
bond increases each day by that small amount of one day’s worth of coupon
interest.


In the 1950s Repo market, in order to
keep things simple, Repo transactions were priced with just the principal
amount of the trade. The bond’s Repo price was calculated by simply multiplying
the bond’s par amount by the market price. No one added on the accrued
interest. Picture this: It’s the 1950s and you don’t have a mainframe computer,
calculator, or even a phone that makes basic calculations. Yes, there were hand
calculations and tables that the back-office used to calculate yields and bond
prices, but can you imagine how long that takes? At the time, it made
back-office work just a lot easier by leaving the coupon accrued interest off
of the trade. This had dire consequences down the road.


As the U.S. financial system continued
to grow in the 1960s, more and more corporate clients wanted the new overnight
Repo cash investment. Broker-dealers, corporations, and municipalities could
not access to the federal funds market, but they could book a Repo and get a
market rate of interest. The overnight Repo rate traded slightly below the
federal funds rate. The combination of the federal funds rate for banks and the
Repo rate for non-banks established the dual overnight rates of the U.S.
financial system.


Then, there was another big Repo
market development in 1966: The first use of Matched Sales. At times, there
were surges in bank reserves and the Fed needed to drain liquidity from the
financial system. The Fed booked Matched Sales by selling U.S. Treasurys to
Primary Dealers and buying the securities back the next day or some date in the
near future.


There is a subtle and distinct
difference between Matched Sales and a Reverse-Repo transaction. Matched Sales
are an outright sale of securities with an outright purchase booked at a future
date. Under a Reverse-Repo with the Fed, the Fed loans securities to Primary
Dealers for a day or more. The end result is the same: The Fed is draining
liquidity by putting securities into the market. Why Matched Sales instead of
Reverse-Repo? At the time, Fed lawyers believed there were potential legal
problems with the Fed borrowing cash from securities dealers. But selling them
securities and buying back those securities in the future was legally OK.


There was one more important
development that occurred at this point. Up until this time, the inter-dealer
Repo market was primarily used for funding dealers’ long positions or for
corporate clients to invest cash. No one was using Repo to cover short positions.
Back then, short positions were covered through a “box loan” at the security
firm's clearing bank. If a securities dealer was short a Treasury, the
security would remain uncovered and they left a long position of another U.S.
Treasury in their “box” (securities account) as collateral. After the
securities settlement system closed, the clearing bank swapped the long
position for the short position through the bank's Securities Lending
Department. This was the predecessor to the “bonds borrowed/bonds loaned”
transaction that became popular with securities lending groups from the 1980s
through 2000s. At the end of the 1960s, the total size of the Repo market stood
at $4.9 billion


The 1970s was a decade marked by
runaway inflation and the Fed’s attempt to control that inflation. Early in the
decade, short-term interest rates spiked in 1973-1974, reaching a high of 14%
as the U.S. went off the gold standard and was hit with an oil embargo. Where
banks were now allowed to pay 3.00% interest on savings accounts, overnight
Repo rates were trading between 10% and 20%. Institutional investors were
obviously attracted to the high rates in the Repo market and flocked to get in.
Many more large corporations amended their investment rules to allow them to
invest in Repo, bringing even more cash investors into the market. 


Where securities dealers’ short
positions were still being covered by the Securities Lending Group at the
clearing bank, the standard cost was a 50 basis point fee. The securities
dealer borrowed the short positions 50 basis points lower than the rate they
received on their long Treasury position. It was a good deal that kept margins
high for the clearing bank. But by the late 1970s, securities dealers realized
they could borrow securities directly from each other and avoid the 50 basis
point fee. Here is where the Specials market was born. Securities dealers began
calling around the Street or used inter-dealer brokers to find specific
securities to cover their short positions. Depending on the demand for that
specific security, the Repo rate for a Special traded at a premium to the
General Collateral Repo rate.


As the Treasury market grew, more and
more trading positions were financed in the inter-dealer Repo market. Some
securities dealers even discovered that Repo could be a business. They borrowed
securities from the Street and loaned them to cash investor customers. Thus,
the Repo Matched-Book was born. Repo transactions were not just used to finance
the firm’s inventory or to invest client cash, securities firms began to act as
an intermediary between the borrowers and lenders. The size of the Repo market
hit $45 billion at the end of the 1970s.


By the early 1980s, the Repo market
was the largest single securities market in the world. And the fact that
government securities were all still exempt from federal securities laws made
it even more attractive. Back then, people assumed that fewer rules and
regulations meant lower costs and better returns. Everyone was getting in. Not
just the money-center banks and securities firms in New York, but also the
regional banks and broker-dealers, small corporations, and local
municipalities.  


The stage was set for tremendous
growth, a kind of coming-of-age for the Repo market. U.S. government debt
continued to grow, and more and more long positions were funded while more and
more short positions were covered in the inter-dealer market. By 1981, the size
of the repo market stood at $111 billion. By 1986, it had crossed $200 billion.


But three flaws still existed. There
was no regulation. With all the growth in the market, there were no calls to
regulate Repo financing, securities dealers, or government bonds. The
securities rules set up in the 1930s mainly targeted individual investors, the
stock market, and banks. For years, there was never an outcry to regulate the
government bond market. Large, sophisticated investors buying and selling
AAA-rated, risk free, government bonds was not high on the to-do list. And free
markets were much more a rallying cry in the 1980s than it is today. 


Then, and this is a big one, it was
still market convention to price Repo transactions without including the coupon
accrued interest. Accrued interest was basically just ignored by the Repo
market.


Third, there was uncertainty in terms
of the legal status of Repo. What happened if a Repo counterparty went bankrupt
or became insolvent? Was Repo a secured loan or a sale with an agreement to
repurchase? No one really knew and it was never tested. Even the bankruptcy
court was unsure whether a Repo was a collateralized loan or a sale and
buy-back.


However, an event was about to occur
that would transform the Repo market forever and create the modern Repo market:
Drysdale Securities.


 


 








 


Drysdale and the Dawn of The Modern Repo
Market


 


David
Heuwetter was the head trader at Drysdale Government Securities and had a great
trading idea. It was really more of a scheme to take advantage of the
difference in the market convention between outright Treasury purchases and
Repo trades. Still at this time, when someone bought and sold a U.S.
Treasury outright, the securities settled with the coupon accrued interest
added to the purchase price. That is, when you bought a U.S. Treasury, you
had to pay for the amount of interest which had already accrued on the security
since the last coupon payment date.


When interest rates were low, the
accrued interest was small, even negligible. However, in the early 1980s,
interest rates shot up above 10%, which meant there was a lot of interest
accruing on bonds each day. 


Heuwetter realized he could short-sell
U.S. Treasurys outright and deliver the securities to the buyer and receive the
price plus the accrued interest. Then, when he borrowed the securities in
the Repo market, he only had to pay the purchase price. He was getting the full
use of the accrued interest on the bonds at no cost. In order to maximize
the amount of cash he collected, he concentrated on shorting Treasurys that
were at least halfway through the semi-annual coupon payment date. With
years of declining bond markets (rising interest rates), he had made a lot of
money shorting the Treasury market. By February 1982, he had accumulated $4.5
billion in short positions and had $2.5 billion in long positions. As one Wall
Street trader later remarked, "It was the most astonishingly leveraged
operation that I have ever seen."[2]


Overall, it was a pretty good trading
strategy. He made money in two out of three possible scenarios. If bond
prices went down, he made a lot of money. If the market stayed the same,
he earned free interest on the cash. If the Treasury market rallied, he
risked a pretty big loss. And guess what? Between February 1982 and May
1982, the Treasury market reversed its decline and started to rally. This was
the one chance in three that he wasn’t hoping for.


When the May 15, 1982, coupon interest
payments were due on a Monday, Drysdale was wiped out and didn’t have enough
money to make the payments. That Sunday evening, Heuwetter called
Drysdale's clearing bank, Chase Manhattan, and informed them that "we may
have a problem" meeting the $160 million interest payment due the next
day. Could Chase possibly lend Drysdale $200 million to tide them
over? What he didn’t tell them was that, yes, the market rally had wiped
them out, but the problem was even worse than that. Drysdale had conducted
its Repo trading mostly through Chase's Securities Lending Department. As it
turns out, Drysdale's counterparties believed they were trading with Chase and
not Drysdale. They believed Chase was not acting “as agent” for Drysdale,
and instead, Chase was the principal on the trade. So, if Chase would not
accept responsibility for the $160 million in coupon interest payments, the
problem might be even worse.


Up until then, no one had ever
defaulted on a Repo transaction. The government securities market operated
under the assumption that the buyer in a Repo was entitled to liquidate the
trade in the event of a default, but there was no law on the books, and it was
never tested in court. At the same time, there was really nothing
differentiating a Repo from a collateralized loan, so everyone in the market
was unsure whether or not they could liquidate the Drysdale/Chase Repo trades.


The lack of clarity with the
bankruptcy status left Chase with a major dilemma. If the bank refused to pay
the coupon interest to the Street and that action contributed to any of those
securities dealers going bankrupt, a future court ruling against Chase could
expose them to significant liability. However, if Chase made the coupon
payments for Drysdale, they were taking a large loss and would line up as a
creditor of Drysdale in bankruptcy court. It was a lose/lose situation.


Following Drysdale’s collapse, both
the government securities market and Repo market were frozen. Though Chase
initially covered the payments and took over Drysdale positions to liquidate
them, there still was no resolution of the Repo property rights and accrued
interest pricing, and it weighed on the market. Then, the issue came up
again just three months later when another firm, Lombard-Wall, collapsed in
August 1982. Once again, Lombard-Wall had Repo transactions with the
Street, but this time, there was no large bank to cover their losses.
Immediately following the bankruptcy, Lombard-Wall's Repo trades went into
bankruptcy court; their Repo counterparties were not allowed to liquidate
them. That was, of course, the worst-case scenario for the securities
market. Picture you might be long or short a few hundred Treasury bonds, but
you won’t know for sure for a few weeks. On top of that, interest rates were
swinging around wildly!


The government securities and Repo
markets were frozen. Again! The Fed called together the heads of the 20 largest
banks and securities dealers for a meeting at the Fed's New York
office. Not only was there pressure on Chase from the dealer community,
but now it was also coming from the Fed itself. Though the Fed would later
announce their only involvement was hosting a meeting, the concept would be
quite similar to the future meetings for Long Term Capital Management in 1998
and Lehman Brothers in 2008. The next day, Chase relented and, as they
say, the rest is history. In most textbooks, that's where the story ends,
but in the context of the Repo market, it was just the beginning.


One week after Drysdale’s collapsed,
the executive committee of the Primary Dealers Association met to discuss a new
convention for Repo and proposed including accrued interest on Repo
trades. The Association formally adopted the rule on June 14, 1982, and by
October 1982, the New York Fed ordered accrued interest to be included on the
pricing of all Repo trades, moving to full accrual pricing as the standard
market practice. But the story still did not end.


Since there were still no laws on the
books defining Repo and no court cases to establish precedence, the legal
status of Repo remained in question. The key issue was the treatment of
Repo during a bankruptcy or a default. If Repo was technically a
collateralized loan, then securities held by a creditor would be part of the
bankruptcy proceedings, meaning the securities could be tied up for months or
even years. If a Repo was technically a sale and a repurchase transaction,
then the securities could be immediately liquidated in the event of a
default. It was a major issue that would have ramifications going
forward. On one hand, a Repo looked like a single transaction (a
collateralized loan) since the buyer had the right to the coupon payments and
the right to substitute collateral. On the other hand, a Repo was also a
pair of transactions (one sell and one buy) where the buyer took title of the
securities, could sell them or pledge them to another party, and had the right
to return identical securities (i.e. U.S. Treasury 10 Year Notes). Since
all of these factors were true, they argued, Repo trades should be free from
the automatic stay provisions in a bankruptcy and could be immediately
liquidated.


In September 1982, the Federal
Bankruptcy Court of New York ruled that a Repo was a separate sell and buy transaction,
meaning it was not a collateralized loan. The court recognized that allowing
prompt liquidation was necessary to continue the orderly functioning of the
market. Then, two years later in 1984, Congress passed an extension of the
federal bankruptcy laws so that Repo transactions in Treasurys, federal
agencies, bank CDs, and BAs were exempt from the automatic stays in bankruptcy
by law.
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Surprisingly,
it took the bankruptcies of an assortment of small government bond dealers in
the 1980s to create the Tri-Party Repo market. Before the 1980s, all Repo
trades settled DVP (delivery versus payment) and were mostly traded between
securities dealers and money-center banks. As more customers entered the
Repo market in the 1970s and 1980s, they routinely gave their cash to the
securities dealer to hold in a safekeeping account. Safekeeping accounts
are sometimes called hold-in-custody (HIC) and also unaffectionately known as
“trust me” Repo. Back then, cash investors had plenty of faith in their
securities dealers, trusting them to hold the cash, hold the securities, and
price the securities accurately. Of course, at the time, there were few alternatives.
These days, there are rules and regulations governing the HIC transactions, but
back in the 1970s and 1980s, there was virtually no regulation. In fact, only
25% of all bond dealers were under any regulation at all. Both the Treasury
market and government bond securities dealers were basically unregulated. And,
maybe, given that, it comes as no surprise that those firms were abusing the
cash and collateral they gave customers in the hold-in-custody Repo accounts.


The lightly regulated system lasted
for many years, but eventually abuses began to surface. The municipal bond
market was the first to suffer from the effects. In 1975, after the SEC
brought several cases against municipal bond firms for excessive mark-ups,
misrepresentations, high-pressure sales techniques, and churning customer
accounts, the industry set up the Municipal Securities Rule Making Board (MSRB)
as a solution through self-regulation. The municipal bond market was
finally under rules, albeit rules they made for themselves. But still, there
were no changes in the government bond market.


Back then, government bond firms
operated with minimal capital, no mark-to-market on trading positions, and Repo
transactions with customers that were often mis-marked and
under-collateralized. Though the Repo market had been functioning well for
years, there were no industry standards and no standardized Master Repurchase
Agreement. Overall, the only regulation in the government securities
market was for the 36 Primary Dealers that had supervision from the Federal
Reserve.
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