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			Preface

			There is a 1984 film called Repo Man. Set in the US, it concerns the repossession of vehicles in a kind of bounty-hunting fashion. It has been described as: “an offbeat punk fable with a little of everything: action, comedy, urban decay, police drama, mystery, governmental conspiracy and UFOs.”

			In 2010, Repo Men was released. Set in the near future when artificial organs can be bought on credit, it revolves around a man who struggles to make the payments on a heart he has purchased. He must therefore go on the run before his heart is repossessed!

			These films did not immediately remind us of the European and US repo master agreements we are going to tackle in this book but we hope to make our subject as interesting to you as possible.

			Repo is a huge business: we estimate the global volume of the market as at the end of June 2016 (the latest figures we have before going to press) to be equivalent to US$11,213 billion. In most countries, repos are classified as a money-market product because the vast majority of maturities are less than 364 days. In fact, in Europe 61% of them are for less than one month. They combine liquidity with security. In the US overnight repos are an enormous part of the market. Tri-party repo is also much bigger than it is in Europe.

			In this book we have concentrated on repo master agreements in English. There are significant repo master agreements in French and German, which are much used in those markets, but regrettably the authors’ deficiencies in those languages prevent their inclusion here.

			So this book offers an up to date picture of existing market practice using the major English language repo master agreements in Europe and the US.

			This book does not deal with tax, regulatory or accounting issues, except where they touch on documentation. Readers should therefore refer to more specialist literature for commentaries on those matters.

			This book comprises seven chapters and four appendices.

			Chapter 1 sets the scene, and describes the market and products in general, as well as explaining the differences among them.

			Chapter 2 describes the legal issues surrounding repos both in Europe and in the US.

			Chapters 3, 4 and 5 provide, we hope, clear but detailed commentary on the TBMA/ISMA Global Repurchase Master Agreement (2000), the ICMA/SIFMA Global Repurchase Master Agreement (2011) and the US Master Repurchase Agreement (1996) respectively. Our aim with these chapters is to provide clarity and avoid any comments such as Byron’s condemnation of Coleridge: “Explaining metaphysics to the nation. I wish he would explain his explanation.”

			In Chapter 6, we focus on the growing importance of tri-party repo by dissecting the standard Custodial Undertaking in Connection with Master Repurchase Agreement used by The Bank of New York Mellon in the US.

			Chapter 7 is a summary of various new developments in the repo market over the past few years.

			Terms used in the commentaries may have capitalisation or minor spelling differences in different chapters to match the corresponding documentation.

			Finally, the four appendices provide practical information in one place for easy reference. These can be downloaded as a PDF from the following location: www.harriman-house.com/bookResources/Repo_Appendices.pdf

			The appendices are as follows:

			Appendix 1: a facsimile of the TBMA/ISMA Global Master Repurchase Agreement (2000) (reproduced with the kind permission of the International Capital Market Association and the Securities Industry and Financial Markets Association).

			Appendix 2: a facsimile of the ICMA/SIFMA Global Master Repurchase Agreement (2011) (reproduced with the kind permission of the International Capital Market Association and the Securities Industry and Financial Markets Association).

			Appendix 3: a facsimile of the Master Repurchase Agreement (1996) and its Annexes (reproduced with the kind permission of the Securities Industry and Financial Markets Association).

			Appendix 4: a facsimile of the Bank of New York Mellon Custodial Undertaking in Connection with Master Repurchase Agreement with amendment (reproduced with the kind permission of the Bank of New York Mellon).

			We believe that this book has something to offer to seasoned practitioners and “rookies” alike.

			We hope that you enjoy it and find it useful.

			Paul C. Harding and Christian A. Johnson

			February 2017
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			Chapter 1. Introduction to the repo markets

			Origins and size of the repo market

			The first repurchase transactions (almost universally known as a repo or a reverse repo) were transacted by the US Federal Reserve in 1918 for institutions that could not legally borrow or lend securities, but could buy or sell them. Since then repo has become the main market intervention tool of many central banks (including the Bank of England and the European Central Bank) for their daily liquidity open market operations. Open market operations drain cash from the system when a central bank thinks that there is too much of it and pour it in when liquidity is low.

			The European market

			The Italian repo market, which started in 1970, is the oldest repo market in Europe. Repo began in the London market in the mid-1980s, when investment banks started to use repo to finance their bond positions. Repo markets in France, Germany and Spain also started in the 1980s and today the repo market in Europe is very big.

			In its latest half yearly survey of 67 financial institutions as at 8th June 2016, ICMA’s European Repo and Collateral Council reported total outstandings of EUR 5379 billion – 4.1% lower than the EUR 5608 billion in December 2015. This decline was due primarily to a reduction in market participants in the latest 6 months, some mergers and reorganisation of trading books within banks.

			Tri-party repo reported by survey participants accounted for about EUR 656 billion of total outstandings.

			Looking back to 2004 and the first edition of this book, the outstandings position in the December 2003 survey was EUR 3,788 billion which rose to EUR 6,775 billion in June 2007 before falling back to EUR 4,663 billion in December 2008 at the start of the global financial crisis. In the past two years, volumes have been in the range of EUR 5,500 billion to EUR 5,800 billion.

			During 2007 to 2009 despite an urgent need for funding banks, many market players tended to reduce or withdraw credit lines, shorten the maturity of repo trades and narrow the range of collateral they would accept – a flight to quality. Moreover, some parties refused to take any collateral they could not trade and some banks would not take collateral where they could not obtain a full netting or risk weighted benefit under the Basel II Capital Accord (Basel II). Fortunately, some relief was offered through central bank repo facilities.

			Sixty-one percent of repo transactions in the European financial markets matured in less than one month and 44% within one week and so the market is very short term in nature. Of total transactions, 61.3% were denominated in euros and 11.6% in sterling. The European market split into 82.6% classic repos and 17.4% buy/sellbacks, according to the survey.

			The US market

			The Securities Industry and Financial Markets Association (SIFMA) in the US and the 
Federal Reserve Bank of New York publish statistics on the amount of repo and reserve repos outstanding in the market. Analysts at the New York Fed, basing their estimate on the activity levels for securities dealers, estimated the outstanding amount for the US Repo market to be approximately US$5.4 trillion as at May 2012.1 Although there have been estimates as high as US$10 trillion by other sources, many believe that those estimates double counted transactions and were based on activity levels prior to 2009 when the market was more active. Currently taking into account double counting, many industry experts and participants would put the US bilateral and tri-party repo market as between US$4 trillion and US$5 trillion.

			The overnight tri-party market was estimated by SIFMA as of September 12 2016, to be approximately US$ 1.65 trillion outstanding consisting of approximately 7500 individual transactions. The triparty market collateral (as described by Federal Reserve) consists of approximately 82% Fedwire-eligible securities consisting of U.S. Treasury Securities, Agency CMOs and Agency mortgage-backed securities, with the balance being a variety of equities, corporate bonds, and other securities.

			Total market size 

			Therefore, as at the end of June 2016 the total estimated outstandings in the European and US repo markets was approximately equivalent to US$ 11.213 trillion (US$ 11,213 billion). 

			The growth of the market

			The repo market does not function in isolation. It links together money markets, bond markets, futures markets and OTC derivatives markets.

			Active repo markets thrive on active bond markets. The repo market’s rapid growth in the past few years has been due to the following main factors:

			
					a global increase in non-bank funding;

					an expansion in global public debt;

					repo’s liquidity, flexibility and relative simplicity as a product;

					the high quality of collateral used (i.e. 60% is AAA or AA rated government debt);

					an opportunity for bond investors to earn an additional yield on their portfolios;

					arbitrage opportunities between the cash and futures markets; 

					as an alternative to bank deposits or unsecured products such as commercial paper or certificates of deposit; and

					cheaper funding for investment banks and bond market makers to cover their long positions (see page 13 for an explanation of this term).

			

			Apart from central banks, the main players in the repo market are securities houses, commercial banks, investment banks, insurance companies, fund managers, hedge funds, pension funds, broker-dealers, corporate treasurers and even local authorities.

			Almost all major money markets now have an established repo market. Even emerging markets are starting to set them up. There has been significant growth in the Russian market in recent years.

			Repo now covers government bonds, supranational bonds, agency bonds, corporate bonds, Eurobonds, mortgage-backed securities, Treasury bills and equities. However, as mentioned before, in the past three years there has been a flight to quality – particularly to German and UK government bonds.

			Repo trading is conducted over the telephone or electronically by traders with rates displayed on screens supplied by brokers. When terms are agreed over the telephone, a binding contract is created which will be followed up by a written confirmation before any delivery of cash and securities. There is growing use of electronic dealing systems with live dealing rates displayed on screens and trades conducted at the click of a mouse. There are also fully automated trading systems where most short-term repo trading is now done. Repo trading has also grown through the development of centralised clearing and netting systems like RepoClear run by LCH Clearnet. Here the bilateral relationship between the two contracting parties is novated (transferred) and each party has the clearing house as its counterparty for individual deals. This reduces counterparty risk for each party. Market practice is for deals to be confirmed on the same day if possible. All trade confirmations and details are matched. Moreover, there have been considerable advances towards real-time reporting of transactions in recent years. 

			Latest figures from the ICMA Survey indicated that just over 30% of European repo trading went through central clearing counterparties. However, some market players, especially those dealing with familiar, long established counterparties, prefer to trade bilaterally to avoid the higher costs of clearing and its greater inflexibility as regards margining and other trading terms with individual counterparties.

			Repos are generally considered to be a money-market instrument in most countries because transactions are for less than one year. In fact, as we have seen, just over 61% of transactions were for less than one month.

			The latest ICMA Survey reports that 1.4% of repos were longer than 12 months. In the UK various tax restrictions on long-term repo deals were removed in 2005.

			The popularity of repos is due to their short-term collateralised nature which gives banks favourable capital treatment under the Basel II Capital Accord. Banks do not need to allocate so much capital to their trading book risk as they would for unsecured transactions. This is reinforced if they hold positive legal opinions from major law firms in the countries concerned that close-out netting is fully enforceable in those countries for the counterparty types concerned. ICMA commissions these opinions for its members and they are updated once a year.

			Basel II also requires low correlation between net exposure and the collateral, and that banks have detailed and robust risk management practices and procedures in place.

			The changing regulatory landscape in Basel III and its possible effects on repo trading is discussed in Chapter 7.

			Repo fails are unfortunately quite common in the market. When bonds are not delivered or returned on time this counts as a “fail”. While failures to settle are an everyday event in the US market there have been some spikes in the fail rate in recent years which have concerned both market players and regulators. At one point in early October 2008, just after the collapse of Lehman Brothers, repo fails in the US soared to a record of US$2,700 billion before falling back to US$400 billion, which was still high. However, with market interest rates so low, the cost to a Buyer failing to return a government bond was minimal and so in a low interest environment repo fails tend to rise.

			Because of these persistent delivery failures, US market regulators and industry bodies have imposed penalties for late deliveries of US Treasury Securities and US debt agency securities through a Fails Charge Trading Practice (the “Practice”) which became effective from 1 May 2009 in order to discourage fails and late deliveries. The penalty rate is 3% minus Fed Funds Rate (i.e. a current penalty rate of 2.59%). Claims are settled monthly and there is a minimum penalty of US$ 500 per transaction.

			During 2016 the US market again experienced an increase in delivery fails. In response the Practice has been reviewed and strengthened by effectively lowering the minimum thresholds for applying the rules. The other rules under the Practice remain the same.

			There is more about this in Chapter 2.

			Regulators in Europe have included a strict settlement discipline in the Central Securities Depositories Regulation. This states that the procedures and penalties for settlement fails should reflect the scale and seriousness of them so that liquidity is maintained in the securities concerned. They also wanted to introduce a requirement for trades to settle no later than two business days after the trade date (T+2). This has been effective since 6th October 2014 (see Chapter 7 for more details).

			Regulators have also focused on improving the “interconnectivity” between national and international central securities depositories which can delay the transfer of securities cross border. Interconnectivity means the ability to transfer securities between two settlement systems on a delivery versus payment basis. These problems mostly exist between international central securities depositories like Euroclear and Clearstream and depositories in places like Italy and Greece. However, the failed delivery problem is being lessened by the greater use of electronic trading, central clearing counterparties (CCPs) and tri-party repo arrangements. Moreover, parties are being encouraged to reduce the size of deliveries, which is called “shaping” in the market. So instead of delivering US$250 million of securities in one go, they could deliver five shapes of US$50 million each. If one of these fails to settle, it means that US$200 million of the delivery does settle. Without shaping the whole US$250 million would fail. In the European market a typical shape is €50 million or its equivalent in other currencies.

			Market disasters

			In spring 2010, Anton Valukas’s report on Lehman’s collapse was published and unearthed the fact that Lehman transferred assets off its balance sheet at quarter ends to reduce net leverage figures that were closely watched by the market. Under US sales accounting rules Lehman was not able to account for these repos as sales and no US law firm would issue a positive opinion that Lehman could. However, Lehman Brothers International (Europe) which was based in the UK was able to obtain a legal opinion from Linklaters in London which opined that these repos could be treated as sales under English law thus allowing them to drop off their balance sheet before they were bought back after the quarter end, provided that they were transacted through Lehman Brothers International (Europe). In total Lehman moved US$50 billion of assets off its balance sheet in its 2008 financial year by using repos. Such repos were overcollateralised by 5% or 8% and were known as Repo 105s or Repo 108s.

			International accounting rules would not have allowed this because where there is a right for a Buyer to sell the asset back or for a Seller to repurchase an asset it cannot be treated as a sale and the repo would remain on the Seller’s balance sheet. The US Financial Accounting Standards Board (FASB) adopted this approach in April 2011 and made it effective from 15 December 2011. 

			A variation on this theme was seen in the MF Global collapse on 31 October 2011 after a big bet on Eurozone bonds went disastrously wrong.

			MF Global entered into a number of “repo-to-maturity” trades, where the repo transaction ends on the same date as the underlying bond matures. As a result the repurchase leg of the deal is purely a cash transaction.

			MF Global sold a large number of European sovereign bonds issued by Belgium, Ireland, Italy, Portugal and Spain for cash – equal to the value of the bonds minus an agreed haircut – on the expectation that the coupon payments due upon their maturity from the relevant sovereign issuer would exceed the financing charge (the repo rate – see page 8) payable on the Buyer’s cash.

			As we shall see later in this chapter, in a repo transaction the bonds secure the Buyer’s cash and the cash secures the Seller’s bonds. If upon daily revaluation the value of the bonds has fallen, the Buyer can call for additional collateral.

			MF Global accepted this risk as all the transactions concerned matured by the end of 2012 and were backed by the AAA rated EU European Financial Stability Facility, which expired in June 2013 and was replaced by the EU European Stability Mechanism.

			As early as March 2011, the Commodity Futures Trading Corporation (MF Global’s regulator) expressed concern, first as to whether the brokerage firm would have sufficient capital to satisfy additional margin calls should the market value of the underlying bonds fall and second that the repo-to-maturity trades were accounted for as sales and kept off balance sheet – thereby disguising the true extent of MF Global’s exposure to European sovereign debt because the credit and market risk were actually retained by MF Global.

			Once the ratings agencies became aware of these matters, they downgraded the firm and its (understandably nervous) repo counterparties insisted on more collateral.

			Already leveraged to the hilt, MF Global did not have the cash to meet these additional obligations and ultimately this lack of liquidity led to its demise.

			In March 2012, in response to MF Global’s collapse, FASB initiated a project which sought to improve the rules for determining the proper accounting treatment for repos; to upgrade disclosures for them; and to propose a convergence of global accounting standards for them. In June 2014, FASB enacted rules that required these repurchase-to-maturity transactions be accounted for as secured borrowings. These rules are effective for any period beginning after 15 December 2014 (see Accounting Standards Update No. 2014-11, Transfers and Servicing (Topic 860): Repurchase-to-Maturity Transactions, Repurchase Financings, and Disclosures). The FASB action also brings US GAAP accounting rules in line with International Financial Reporting Standards for repurchase-to-maturity transactions.

			Other matters

			Normally a Global Master Repurchase Agreement (GMRA) or a Master Repurchase Agreement (MRA) is signed before any trading is done between parties.

			During the financial crisis and up to now, both the European Central Bank and the Bank of England have supported the repo market by providing liquidity when needed. In December 2011, the Bank of England announced its Extended Collateral Term Repo Facility which it activated in June 2012 by holding regular auctions to provide liquidity against a wide range of acceptable collateral. It was renamed the Contingent Term Repo Facility  in January 2014.

			On 5 April 2014, ICMA’s European Repo Council published a repo market code of conduct called the Guide to Best Practice in the International Repo Markets. There will be reference to this new code of conduct in Chapters 3 and 4, and further coverage in Chapter 7.

			On 16 May 2011, ICMA and SIFMA published the GMRA 2011 which we shall study in Chapter 4.

			International Capital Market Association

			The International Capital Market Association (ICMA) was founded in 1969 as the Association of International Bond Dealers and later became the International Securities Market Association. It is now called ICMA and is a trade association and self regulatory organisation and is responsible for much standardisation of practices in the international securities market in Europe. Its headquarters are in Zurich and it is also represented in London and Reading where the ICMA Centre is part of the University of Reading and offers academic qualifications for the financial markets. 

			As of December 2016 ICMA had 509 members from 58 countries. Its comprehensive Rule Book governs securities trading in many countries where its Global Master Repurchase Agreement is accepted as the international repo master agreement outside the US.

			Securities Lending and Repo Committee

			The Securities Lending and Repo Committee (SLRC) was formed in 1990 and is based in London and enables representatives of international repo and securities lending firms, trade associations, settlement systems and regulators to meet and discuss important market developments normally on a quarterly basis. The SLRC is chaired and administered by the Bank of England.

			Securities Industry and Financial Markets Association

			The Securities Industry and Financial Markets Association (SIFMA) started life in 1912 as the Investment Bankers Association of America and merged with the Association of American Stock Exchange Firms in 1971 to form the Securities Industry Association (SIA), part of which then became the Public Securities Association (PSA). In 1997, the PSA changed its name to The Bond Markets Association (TBMA) and in 2006, TBMA and the SIA merged to become SIFMA.

			SIFMA is the leading US securities industry trade association representing securities firms, banks and asset managers in the US. It has several hundred members and offices in New York and Washington DC. As the industry’s trade group, SIFMA provides market data, surveys and develops market practices, organises meetings and conferences for its members, develops standardised documentation such as the MRA, and provides a voice for its members with policy-makers.

			Nature and types of repo

			What is a repo?

			Repo is short for the word “repurchase” and refers to a contract for the sale and repurchase of securities. These securities are normally fixed rate bonds and in particular government bonds. However, corporate bonds and equities can also be repoed and are to a much lesser extent. In this book where we refer to securities and bonds we mean the same thing. Where we refer to equities we mean shares.

			Exhibit 1.1 illustrates a repo transaction with a one week maturity.

			Exhibit 1.1 

			Typical repo transaction

			[image: ]

			Source: Authors’ own

			Classic repo – fundamentals

			Under a repo a Seller sells bonds to a Buyer for an agreed cash price. At the same time he commits to buy back equivalent bonds of the same issuer from a Buyer on an agreed future date (in Exhibit 1.1, shown as one week later). At that time he will pay the Buyer the same cash price plus a rate of return which is called the repo rate. This remains fixed during the repo’s life. It is called the Pricing Rate in the GMRA 2000, GMRA 2011 and the MRA 1996. 

			It is usually determined by supply and demand for a particular bond issue and the current level of money market rates.

			The basic or classic repo therefore combines a spot sale and a forward repurchase of securities. It represents a temporary transfer of assets. The Seller delivers bonds and receives cash from the Buyer on a delivery versus payment basis (the safest method) after the deal terms have been agreed. Upon maturity the Buyer returns the bonds and receives back his cash plus a financing charge called the Pricing Rate from the Seller.

			All transactions are fully collateralised. The bonds secure the Buyer’s cash and the cash secures the Seller’s bonds. The bonds are subject to revaluation each day and if their value has fallen, the Seller transfers additional bonds to the Buyer. This is done through a margin call process which reduces market risk.

			During the repo’s life, legal title to the bonds passes to the Buyer who may deal with them as he sees fit. His only obligation is to sell back equivalent bonds to the Seller on the Repurchase Date. Equivalent bonds mean those issued by the same issuer, of the same issue and the same nominal value but not the identically numbered bonds the Buyer received. A term commonly used in the securities markets for this is “fungible bonds”. It would be very impractical for the Buyer to return the exact bonds he received from the Seller. They might have been sold by the Buyer to a third party.

			During the trade, the Seller no longer owns the bonds but has full legal title to the cash received for them and can use that cash as he sees fit. He is only obliged to pay the Repurchase Price (including the Pricing Rate) for the equivalent bonds on the Repurchase Date.

			The economic intention behind a repo is that the market risk and reward of the underlying bonds remains with the Seller although the legal structure of a repo involves an outright transfer of ownership of the bonds to the Buyer. Some have called repo a “hybrid product” because of this.

			Whatever happens to the market value of the bonds during the repo’s life is irrelevant. The Seller has to repurchase them at the price originally agreed (the Purchase Price plus the Pricing Rate). Therefore, during the term of the repo the Seller will mark to market (value) the securities each business day. A fall in value would be an unrealised loss in its daily profit and loss account while a rise in value would be an unrealised gain. However, this will normally have margining implications in real life.

			If there is a coupon (interest) payment on the bond collateral during the repo term, this is paid over to the Seller by the Buyer in the form of a separate payment called a manufactured dividend. This is normally done within one business day of the receipt by the Buyer of the coupon payment from the bond issuer. This process underlines the fact that the economic benefits of the bond collateral remain with the Seller even though legal title to the collateral has passed to the Buyer.

			The basic legal structure of repos is also helpful. Under each leg of the repo each party receives full legal title and ownership of the asset concerned. The Buyer receives full legal title and ownership of the bond and can do what he likes with it and the Seller has full legal title and ownership of the cash and can do what he likes with it until the transaction is reversed when it matures.

			A major advantage of repo is that the Seller receives cash but does not have to liquidate the securities. These will be returned by the Buyer on the Repurchase Date at the end of the deal.

			While there is no specialist section in this book on accounting matters it is probably worth including a thumbnail sketch here with the caveat that you would need to speak to specialists in this field for anything beyond these basics.

			In most jurisdictions, while legal title to the bond collateral passes to the Buyer, the accounting treatment of a repo recognises that its economic benefits remain with the Seller. Therefore the bond collateral remains on the Seller’s balance sheet as an asset with the repo cash from the Buyer being the corresponding double entry liability. The accounting entries are opposite for the Buyer.

			The type of deal in Exhibit 1.1 is called a “classic repo” and is viewed from the Seller’s angle. Of course, bonds fluctuate in value even in the short term and so repo master agreements like the GMRA 2000, GMRA 2011 or the MRA 1996 build in a margin call mechanism so that the value of the bonds is kept topped up. This is because the Buyer has effectively lent its cash to the Seller on the security of the bonds and wants to ensure that the value of that bond collateral remains constant. 

			This description might make a repo sound like a secured loan but this is not the case as we shall see when we look at legal issues in Chapter 2. 

			Types of repo

			There are a number of other types of repo namely:

			
					reverse repo;

					flex repo;

					general collateral repo;

					special repo;

					open repo;

					overnight repo;

					term repo;

					cross-currency repo;

					tri-party repo; and

					equity repo.

			

			Let us briefly look at all these.

			Reverse repo

			As mentioned before, a classic repo is viewed from the Seller’s angle. A reverse repo is seen from the Buyer’s viewpoint. Similarly to a car backing into a garage, the Buyer reverses bonds into his business in return for cash. So a reverse repo is the mirror image of a classic repo – it is a purchase and resale transaction. A bond trader might enter into a reverse repo when he requires a specific bond to deliver to a third party in a short sale (see page 14 for a description of short selling).

			Flex repo

			A flex repo is a repo with a fixed term and repo rate which allows the Seller to sell bonds on a phased basis according to an agreed schedule in return for cash from the Buyer. Repurchase of the bonds is also made on a phased basis.

			General collateral repo

			This is where the Seller’s sole motivation is to sell bonds just to raise cash. Market dealers have a standard list of such collateral called General Collateral or GC, that is, collateral which is not special (see ‘Special repo’ below). ICMA used to publish such a list on its website but no longer does so. The Buyer will accept GC at any time that a specific bond is not stated as required in the repo deal. However, there is no standard accepted GC in the equity repo market. The Buyer will charge a higher repo rate than for a special repo (see below) but the rate will probably still be LIBID (London Interbank Bid Rate) or below as the repo is a secured transaction. GC repo rates are normally closely correlated to other money market rates and are shown on Bloomberg and Reuters screens nowadays. General collateral repos are described by the market as “cash driven”.

			Special repo

			With a special repo a Buyer is buying particular bonds which he needs, for example, to cover an already contracted sale to a third party. To obtain these bonds he is willing to charge the Seller a lower repo rate on the cash it pays him. In normal times this allows the Seller to make a profit on the cash as it will redeposit it elsewhere at a higher rate during the repo term. The key thing for the Buyer is to get the bonds. If a bond is special it pushes the repo rate downwards. Zero rates and even negative rates are possible when dealing in specials.

			With them the Seller benefits from a reduced repo rate on the Buyer’s cash and a lower total Repurchase Price. Such repos are described by the market as “stock driven”.

			Historically there have been occasions where banks have purchased or gained control of large percentages of certain bond issues and parked them with custodians thus creating a shortage of these bonds in the market. The increased demand for these bonds made them “special” and enabled the banks concerned to raise cash cheaply. Regulators regarded this as a market abuse and now co-operate and monitor this type of “squeeze” closely.

			Open repo

			In an open repo, the term of the transaction is not agreed in advance but it may be terminated at any time by either party giving one business day’s notice to the other. Normally the Seller will contact the Buyer each business day to confirm if he wishes the repo to continue for a further overnight term. The latest ICMA Survey estimated that open repos represent 7.3% of the European market.

			The important things here are: (i) that each party has the same understanding about the customary delivery period for margin in the market concerned; (ii) the deadline for serving a deal termination notice; and (iii) how a party is to be made aware of the serving of a notice, for example, by telephone or electronic messaging.

			This type of repo is also called an “on demand” repo.

			Overnight repo

			A repo entered into on one Business Day and terminated on the next.

			Term repo

			A term repo is a repo for more than one Business Day and for which a Repurchase Date is agreed although it could be brought forward by mutual agreement of the parties. In such a case it would be a callable repo because it gives the Buyer an interest rate option which might be valuable to him. If interest rates rise the Buyer could terminate the repo, call back his cash and reinvest it at a higher rate elsewhere. However, the existence of the option means that he will receive a lower repo rate on his cash to reflect the potential value of the option to him. 

			In the past, the term of a repo did not exceed 364 days but revisions in UK tax law in 2005 now permit longer term repos. However, as mentioned before, most trades are for one month or less. Forty-four percent of total trades are for one week or less in the European repo market.

			Cross-currency repo

			This is a type of repo where the currencies of the cash and the bonds are different. Valuation takes into account the exchange rate between the two currencies. This does, of course, open up the transaction to foreign exchange risk and can result in the Buyer being temporarily undercollateralised due to FX rate changes.

			Tri-party repo

			Tri-party repo is often used where one party lacks the operational infrastructure to handle repo or hold securities.

			A tri-party repo involves the Seller and the Buyer as well as an independent third party securities clearing system, such as Euroclear or Clearstream, which handles repo administration for the Seller and the Buyer. This includes such things as marking to market, checking collateral eligibility, custody of bonds, bond substitution, cash management, transferring the bonds and cash (following a sale or margin call) simultaneously between accounts and dealing with corporate actions.

			For a Buyer a tri-party repo is the easiest way of transacting a repo and receiving the bonds. It is also the safest. The operational support of the securities clearing system comes at a price but provides the benefits of operational efficiency, a valuation service, reduced administration, simple collateral movement and possible reduced funding costs.

			Under a tri-party agreement the securities dealer delivers collateral to a custodian (for example, Euroclear) who will place it into a segregated account. The securities dealer controls which bonds are in the account and the custodian reports to the investor on each business day that their cash remains fully collateralised by pre-agreed eligible bonds, if this is 
the case. 

			The custodian will settle transactions on their Repurchase Date provided the necessary levels of cash and bonds are in the parties’ accounts with the custodian. Assuming they are this eliminates delivery failures.

			Smaller market players like tri-party arrangements because they allow them access to the repo market and they avoid setting up in-house administrative facilities to deliver and collect collateral.

			The costs of the tri-party repo arrangement are normally borne by the Seller in each repo transaction.

			In tri-party repo in the European market, the Buyer and the Seller enter into a repo transaction (probably under the GMRA 2000 or 2011) and also make the transaction subject to the terms of a service agreement between the three parties which will define the precise role and functions of the tri-party repo service provider. Nowadays, service providers are usually unwilling to negotiate the terms of their service agreements. Often it is now “take it or leave it”. 

			If the Buyer or the Seller defaults the relevant repo master agreement is used to close out Transactions. If the custodian defaults, the relevant provisions of the service agreement apply.

			Similarly, in the US the Buyer and the Seller will also enter into a repo transaction (probably under a Master Repurchase Agreement) and will also make the Transaction subject to the terms of a tri-party custodial agreement using a large financial institution such as the Bank of New York Mellon or JP Morgan Chase as the custodian.

			Under the service agreement the Buyer and the Seller can only act in a single capacity. The GMRA or MRA still controls the relationship between them. The service provider acts as Custodian for both of them.

			In the latest ICMA Survey, tri-party repo accounted for 10% of the European repo market. It accounts for about 30% of the US repo market. The European tri-party repo market is forecast to grow as institutions are less keen to trade with banks on an unsecured basis.

			Tri-party repo should not be confused with the central clearing counterparty system. With tri-party repo the custodian only has an operational role and is not liable as principal to either party.

			Equity repo

			Market players use equity repo like debt repo to fund their long positions and cover their short positions (see pages 13 and 14 for definitions of these terms). Because the Purchased Securities are equities they are always lower quality than bonds as collateral for the Buyer’s cash and normally the repo rate on that cash is higher than for investment grade bond collateral.

			The equity repo market has operated in London since the early 1990s.

			Equity repo trades are often conducted with a basket of stocks which might be customised to a client’s requirements or be constituent stocks in an index like the FTSE 100. Where a stock falls out of an index, it will be replaced by a stock joining that index.

			Equity repo has the following main differences from debt repo.

			
					Greater participation rights in the issuer’s business with equities.

					Greater scope of voting rights.

					Wider range of corporate actions, for example, rights issues and takeover offers.

					Issues of bonus shares rather than cash dividends are possible with equities.

					Notification requirement if more than 3% of the shares in a UK publicly listed company are held and each 1% thereafter.

					Equities can be partly paid.

					Stamp duty is more likely than with debt securities.

			

			In addition, the concept of a GC repo rate does not exist with equity repo. The closest the market gets to it is the rate bid by banks willing to take a share which is part of a major index like the FTSE 100.

			One big “repo” type product not mentioned in the above list is buy/sell back transactions. This is because they are a subject in themselves which we will examine after the next section on typical uses of repos.

			Typical uses of repo

			The uses of repo transactions can best be seen from the respective viewpoints of the Seller and the Buyer.

			The Seller’s viewpoint

			Cheaper financing

			Repo is a relatively cheap way of financing for a securities firm. Unlike banks they cannot use the competitively priced interbank market but they do have large pools of bonds which can be used as collateral to secure cash received from the Buyers and so reduce market risk. This reduces their financing costs because the money they receive is on a secured rather than an unsecured basis. However, because a repo is only a temporary transfer of assets, it gives the Seller access to cash without liquidating its bond positions. It can also receive any coupons due and benefit from any increases in market value in the bonds.

			Financing a long position

			A long position is one where an investor wants to hold on to particular bonds because he believes their market price will rise. So a securities house could use a repo to refinance the purchase price of the bonds which it has transferred to the Buyer. Therefore, the cash received from the Buyer for the securities is used by the Seller to pay for these same bonds which he has bought from someone else. This will usually be cheaper than finance raised on an unsecured basis.

			Leveraging

			Hedge funds often gear up or leverage their positions in the bond market. This is done by a hedge fund entering into a repo by selling bonds for cash. That cash can then be used to buy more of the same bonds which can also be sold under another repo. The cash from that second repo can then be used to purchase more bonds which can also be repoed out. Alternatively that cash can be used to repurchase the bonds sold under the first repo. Leveraging allows parties to take larger positions in financial markets but could add to systemic risk (that is, the risk of market collapse).

			The Buyer’s viewpoint

			Lending

			A Buyer will see repo as a form of “lending” which is more secure than an unsecured loan to a borrower. The largest Buyers are banks who have surplus liquidity arising from their customer deposits. The wider the range of bonds they are willing to take, the higher the repo rates they can earn on their cash.

			Opportunity for higher returns

			Institutional investors and corporate treasurers often find they can get better returns on repos than on other short-term money market instruments. The return reflects the risks the Buyer runs, namely that the Seller may default on its repurchase obligations and the price of the bonds held by the Buyer may fall in the meantime, although their value would usually be topped up by margin calls before any default occurs.

			Covering short positions

			A short position is one where a dealer sells a bond he does not own because he believes market prices will fall before he has to deliver it. Bond dealers and institutions often use repos to meet their trading positions by buying bonds under a repo transaction and delivering them on the appropriate date to meet the short position. Short selling supports market-making and some commentators regard it as key to price discovery and preventing asset bubbles in the market. Others are more critical of it, thinking it can lead to disorderly markets and systemic risks and this is what concerns regulators.

			Sometimes if a Seller is funding a long position or a Buyer is covering a short position it might not want to go directly into the market itself to deal but will use a specialist broker as a middleman to screen a potentially sensitive position from the market.

			Within a bank, a repo desk will be connected to: (i) cash traders, who want to know financing costs; (ii) the fixed income sales force, who may use repo as a way to offer higher yields or cheaper financing to customers; (iii) proprietary trading desks, where it is a source of financing and hedging for a bank; and (iv) syndicated loan desks, where repo is a financing option.

			The repo markets in government bonds are by far the biggest because they are very liquid and high volume. 

			Use by central banks

			As mentioned before, central banks use repos to help control a country’s money supply through open market operations. Gilt (that is, UK government bond) repo became part of the Bank of England’s open market operations in March 1997. Almost always the market’s position is one of a shortage of liquidity (that is, a need to increase the supply of sterling) which the Bank of England relieves via open market operations conducted at a fixed official interest rate. The Bank of England’s operation in this case is actually a reverse repo. The Bank will reverse in gilts and pay out cash. In the rare event of too much liquidity in the market, the Bank of England will sell gilts to mop up the surplus. 

			The reason central banks use repo to relieve shortages is because it combines security (government debt is the collateral) and liquidity to trade in large volumes.

			The duration of such transactions will vary but is usually two to four weeks. As well as controlling market liquidity, central banks’ open market operations are also done in normal times to send a signal to the market on the intended direction of short term interest rates.

			Buy/sellbacks

			First of all a buy/sellback transaction is viewed from the Buyer’s angle. 

			It is a contractual commitment between two parties first to buy bonds and then to sell them back at an agreed future date.

			The Buyer buys the bonds and receives a return on his cash which represents the difference between the original purchase and future sell back prices of these bonds.

			The sellback price also takes into account any coupon income accrued during the buy/sellback’s life on the nominal amount of the bonds.

			So similar to a reverse repo, a buy/sellback involves a contract to buy bonds and sell them back on an agreed future date.

			However, it is important to realise that the sell back price has nothing to do with the actual market price of the bond collateral at the time of the forward trade. It is just an accounting mechanism for the financing charge within the trade which, in the case of a buy/sellback, is factored into the sell back price.

			If the economic effect is the same what are the differences between a buy/sellback and a repo?

			They are as follows.

			Documentation

			If a buy/sellback is documented under a GMRA 2000 or 2011 it is called a documented buy/sellback. If not, it is called an undocumented buy/sellback. Buy/sellbacks only account for 17.4% of the repo market according to the latest ICMA Survey. They are split into documented buy/sellbacks 15.5% (where the buy/sellback falls under a GMRA) and undocumented buy/sellbacks 1.9% where they do not.

			Undocumented buy/sellbacks can be simple as far as documentation is concerned. The Buyer simply writes two deal tickets – the spot purchase and forward sale tickets. So you have effectively two separate transactions while a repo is typically structured as one. However, best market practice now is to confirm the two legs of a buy/sellback in a single Confirmation.

			Moreover, with an undocumented buy/sellback there is no master agreement like a GMRA 2000 or 2011 which a repo requires. However, no GMRA means the advantages of margining, close-out netting and substitution are lost to an undocumented buy/sellback although it could gain them by being documented under the Buy/Sellback Annex of the GMRA 2000 or 2011. But then it would lose its documentation simplicity.

			Absence of close-out netting

			Parties to an undocumented buy/sellback have no contractual rights when an Event of Default occurs. If two parties have several undocumented buy/sellback deals outstanding between them, if one of them defaults on one deal, the other party must simply wait until the scheduled maturity dates of the other undocumented buy/sellbacks to see if it will happen again. Under a classic repo documented under a GMRA 2000 or a GMRA 2011, all transactions could be terminated. This risk is eliminated if the undocumented buy/sellbacks are brought under the GMRA 2000 or GMRA 2011 and the Buy/Sellback Annex is used.

			Margining

			One reason a repo needs more extensive documentation than an undocumented buy/sellback is margining. Repoed securities are normally valued or marked-to-market on every business day. 

			Repo transactions have required longer documentation to set out these margining provisions and to deal with failure to deliver margin in default and insolvency situations.

			Until recently some institutions (for example, small continental banks) preferred not to have margin mechanisms as they did not have the internal controls to monitor and operate margining provisions. Historically where a counterparty risk exposure arose, buy/sellback transactions were repriced (that is, terminated and a new buy/sellback transaction entered into).

			Insolvency risk

			Because an undocumented buy/sell back can be recorded as two separate transactions there is a risk of a party going bankrupt after the initial purchase but before the forward sale at the maturity of the transaction. In jurisdictions where “cherry-picking” is possible the absence of close-out netting in the undocumented buy/sellback transaction could well seriously prejudice the solvent party by allowing a liquidator to cherry-pick, that is, to choose which contracts he is going to honour because they are profitable to his insolvent client and which to enforce against the solvent party because they are unprofitable to his insolvent client. The solvent party would be left as an unsecured creditor for sums due under such contracts from the insolvent party.

			Regulatory capital treatment

			No close-out netting provisions in an undocumented buy/sellback transaction means more capital must be set aside by a bank in its trading book against possible loss. Without close-out netting, regulators will require a bank to set aside capital based on its gross risk exposure to the counterparty concerned. Undocumented buy/sellbacks, therefore, suffer from the regulatory capital disadvantages of being unable to net or margin their obligations.

			For these reasons, to be able to margin and to calculate risk exposure on a net basis, most banks now bring undocumented buy/sellbacks within the GMRA 2000 or 2011 whose daily marking to market, margining and close-out netting mechanism allow regulatory capital savings to be gained.

			Termination

			Repos can be open or have a fixed term. Buy/sellbacks cannot. This is because no forward price can be calculated unless a termination date is stipulated for a buy/sellback.

			Substitution

			The Seller normally has this right with a repo but not with a buy/sellback.

			Distributions

			If an income payment occurs during the repo term the Buyer promptly pays an equivalent sum by way of a manufactured dividend to the Seller shortly after the income is received from the bond issuer. With an undocumented buy/sellback the Buyer keeps the income payment on the bonds but normally takes it into account when calculating the sell back price and so the income payment is part of the sellback price paid over at the maturity of the undocumented buy/sellback and is not a separate payment as it is with a repo. Because the income payment is delayed until the maturity of the buy/sellback, compensation at the financing charge rate or actual income earned from reinvestment of the coupon amount is normally payable by the Buyer to the Seller and is also included as a deduction in the sell back price.

			While the Buyer will usually do this, in fact the actual coupon paid is not legally recoverable because with an undocumented buy/sellback there is no actual contract in place with an obligation on the Buyer to return it unless they put the buy/sellback under a GMRA 2000 or 2011. However, he will return it because that is the market convention.

			Differences between repos and securities loans

			We think it would be useful at this stage to distinguish repos from securities loans which will be mentioned many times in this book and which share many of the same mechanics, for example, outright transfer of title, margining and the right to retransfer equivalent securities, as follows.

			Type of transaction

			A repo is a sale and repurchase contract while securities lending is more of a lending and borrowing relationship and contract despite the fact that full legal title and ownership passes with the securities and the collateral. 

			Scope of collateral

			In a classic repo, cash is paid by the Buyer in return for bond collateral, while in securities lending stock is given in return for collateral which may be in the form of cash, bonds, equities, certificates of deposit or letters of credit. There is, therefore, a greater range of collateral available in securities lending.

			Payment

			In a repo, the Seller pays a repo rate to the Buyer for his cash which is accounted for on the Repurchase Date.

			In a securities loan, the Borrower pays a fee to the lender for the use of the securities based on their value. It is usually paid monthly in arrears. Interest is paid on any cash collateral. 

			Type of securities

			With a repo (unless it is a special repo) the precise nature of the securities transferred is of secondary importance being mainly there to provide some assurance to the Buyer that the Seller will perform its obligation to pay the Repurchase Price on the Repurchase Date. With a securities loan the Borrower will be very specific about the securities he wants to borrow probably because usually he needs them to settle a transaction with a third party.

			Specials

			Demand for particular securities is reflected in a repo by the lower repo rate paid by the Seller for the Buyer’s cash but in a securities loan it is reflected in the higher fee paid by the Borrower. 

			Income

			In a classic repo, income is paid over to the Seller in the form of a manufactured dividend by the Buyer.

			In a stock loan, the stock is either recalled over the coupon date or the coupon is passed through to the lender if there are no tax implications for the other party.

			Term

			Most repos are for a fixed term even if that is only overnight. Most securities loans are open or on demand.

			Underlying transactions

			Most repos have bonds as the underlying security. Most securities loans have equities.

			Risks with repos

			While the risk with repos is less than with unsecured transactions it still exists in the following forms.

			Counterparty risk

			This is where a repo counterparty defaults by not returning cash or bonds on the Repurchase Date at the end of the repo. With the Buyer obtaining full legal title to the bonds under a repo transaction, the risk is that the value of the bonds will have fallen below the Purchase Price (the cash paid at the start of the deal) when the default occurs.

			Another risk is where a counterparty’s bond collateral is downgraded by a credit 
ratings agency.

			Of course, counterparty risk can be reduced through margining and by agreeing appropriate initial margin or haircuts (that is, overcollateralisation with initial margin or discounts on bond collateral values with haircuts).

			This risk, of course, also arises where one party does not transfer cash or bonds at the start of a deal so that delivery versus payment does not take place simultaneously. As in the over the counter (OTC) derivatives market, evaluation of counterparty credit risk is vitally important and collateral or margin is no substitute for it.

			Issuer risk

			This risk arises where the bond issuer defaults during the repo term. However, the

			
			
			
			
			
			
			
					the credit quality of the issuer;

					the term of the repo (shorter is better) from a risk point of view;

					the margin’s price volatility; 

					any likely settlement risk factors; and

					the presence of a legal agreement like the GMRA 2000 or 2011, which allows net risk exposure rather than gross risk exposure to be collateralised.

			

			
			
			
			
			
			
			
			
			
			
			
			
					Copeland, A, Davis, I, LeSueur, E and Martin, A, ‘Liberty Street economics: mapping and sizing the US Repo Market’, Federal Reserve Bank of New York, 25 June 2012, available at: http://libertystreeteconomics.newyorkfed.org/2012/06/mapping-and-sizing-the-us-repo-market.html#.U2URhssU-Uk.
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