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Recent years have witnessed a considerable growth in
the market for repurchase agreements (RPs), both in terms
of daily activity and in the numbers and types of par-
ticipants in the market. Many years ago RPs, or “repos”
as they are frequently called, were used primarily by large
commercial banks and government securities dealers as
an alternative means of financing their inventories of
government securities, but their use has expanded substan-
tially in recent years. RPs are now used regularly by a
variety of institutional investors in addition to banks and
dealers, and the Federal Reserve Bank of New York
(FRBNY) uses repo transactions to implement monetary
policy directives and to make investments for foreign
official and monetary authorities. This article describes
RPs and their principal uses and discusses the factors
influencing the growth and development of the RP market
over the past few years.

What is a Repo?

A standard repurchase agreement involves the acquisi-
tion of immediately available funds through the sale of
securities with a simultaneous commitment to repurchase
the same securities on a date certain within one year at
a specified price, which includes interest or its equivalent
at an agreed upon rate.1 Repo transactions have many
characteristics of secured lending arrangements in which
the underlying securities serve as collateral. Under this
characterization, the sale of securities under an agreement
to repurchase is a type of collateralized borrowing and
represents a liability to the “seller,” reflecting the con-
tractual obligation to transfer funds to the “buyer” on the
final maturity date of the agreement.

A reverse RP (technically a matched sale-purchase
agreement) is the mirror image of an RP. In a reverse repo,
securities are acquired with a simultaneous commitment
to resell. Because each party to the transaction has the
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1 
Immediately available funds include deposits in Federal Reserve Banks

and certain collected liabilities of commercial banks that may be trans-
ferred or withdrawn on a same-day basis.

opposite perspective, the terms repo and reverse repo can
be applied to the same transaction. A given transaction
is a repo when viewed from the point of view of the sup-
plier of the securities (the party acquiring funds) and a
reverse repo when described from the point of view of
the supplier of funds.2 In general, whether an agreement
is termed a repo or a reverse repo depends largely on
which party initiated the transaction, but an RP transac-
tion between a dealer and a retail customer usually is
described from the dealer’s point of view. Thus, a retail
investor’s purchase of securities and commitment to resell
to a dealer is termed a repo, because the dealer has sold
the securities under an agreement to repurchase.

There is no central physical marketplace in which RPs
are negotiated. Rather, transactions are arranged over-
the-counter by telephone, either by direct contact or
through a group of market specialists (dealers or repo
brokers). The securities most frequently involved in repo
transactions are U.S. Treasury and federal agency
securities, but repos are also arranged using mortgage-
backed securities and various money market instruments,
including negotiable bank certificates of deposit, prime
bankers acceptances and commercial paper. If executed
properly, an RP agreement is a low-risk, flexible, short-
term investment vehicle adaptable to a wide range of
uses. For instance, dealers use repo and reverse repo
transactions not only to finance the securities held in their
investment and trading accounts, but also to establish short
positions, implement arbitrage activities, and acquire
securities for their own purposes or to meet specific
customer needs.3 Investors in the repo market, such as
nonfinancial corporations, thrift institutions, state and local
government authorities, and pension funds, in turn, are
provided with a low cost investment alternative which

2 
For some participants, notably thrift institutions and the Federal

Reserve, the terminology is reversed. That is, the Federal Reserve
arranges RPs when it wants to inject reserves (supply funds)
temporarily.
3 
A dealer establishes a short position by selling a security he does not

have in his inventory. To make delivery of the securities the dealer
either borrows them or acquires them by making reverse repurchase
agreements.
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offers combinations of yields, liquidity, and collateral
flexibility not available through outright purchases of the
underlying securities.

The key features of RP agreements are described in the
following section. Subsequent sections explain the
pricing of RP contracts and discuss the various pro-
cedures for transferring the different types of collateral
between the repo counterparties.

Characteristics of RP Agreements

In most RP agreements, the purchaser of the repo
securities acquires title to the securities for the term of
the agreement and thus may use them to arrange another
RP agreement, may sell them outright, or may deliver
them to another party to fulfill a delivery commitment on
a forward or futures contract, a short sale, or a maturing
reverse RP. This feature makes RPs particularly useful
for securities dealers, who use repos and reverses to
implement a wide variety of trading and arbitrage
strategies. As suggested previously, a wide range of other
institutional participants also derive benefits from the RP
market. The principal use of repos by these investors
is the short-term investment of surplus cash either for their
own accounts or on behalf of others in their fiduciary
capacities or as agent. The various yields and maturities
offered in RP transactions make them well-suited for this
purpose.

Maturities RP agreements usually are arranged with
short terms to maturity. Most RPs in Treasury securities,
for example, are overnight transactions. In addition to
overnight contracts, longer-term repos are arranged for
standard maturities of one, two, and three weeks, and one,
two, three, and six months. Other fixed-term multi-day
contracts (“term repos”) are negotiated occasionally and
repos also may be arranged on an “open” or continuing
basis. Continuing contracts in essence are a series of
overnight repos in that they are renewed each day with
the repo rate adjusted to reflect prevailing market
conditions. These agreements usually may be terminated
on demand by either party.

Yields In some RP agreements, the agreed upon repur-
chase price is set above the initial sale price with the
difference reflecting the interest expense incurred by the
borrower. It is more typical, however, for the repurchase
price to be set equal to the initial sale price plus a
negotiated rate of interest to be paid on the settlement
date by the borrower. Repo interest rates are straight
add-on rates calculated using a 360-day “basis” year.
The dollar amount of interest earned on funds invested
in RPs is determined as follows:

For example, a $25 million overnight RP investment at
a 6 3/4 percent rate would yield an interest return of
$4,687.50:

Suppose instead, that the funds were invested in a 10-day
term agreement at the same rate of 6 3/4 percent. In
this case, the investor’s earnings would be $46,875.00:

As a final example, suppose that the investor chose to
enter into a continuing contract with the borrower at an
initial rate of 6 3/4 percent, but withdrew from the
arrangement after a period of five days. Suppose also that
the daily RP rates over the five days were 6 3/4 percent,
7 percent, 6 1/2 percent, 6 3/8 percent, and 6 1/4
percent. Then the total interest earned on the con-
tinuing contract would be:

First day:
($25,000,000 x .0675)/360 x 1 = $ 4,687.50

Second day:
($25,000,000 x .07)/360 x 1 = $ 4,861.11

Third day:
($25,000,000 x .065)/360 x 1 = $ 4513.89

Fourth day:
($25,000,000 x .06375)/360 x 1 = $ 4,427.08

Fifth day:
($25,000,000 x .0625)/360 x 1 = $ 4,340.28

Total interest earned: $22,829.86

If the investor had entered into a term agreement for the
same period at the rate of 6 3/4 percent prevailing on the
first day, he would have earned $23,437.50 in interest.
Thus, in this hypothetical example the movement in rates
worked to the advantage of the borrower.

The purchaser of securities in a repo transaction earns
only the agreed upon rate of return. If a coupon payment
is made on the underlying securities during the term of
the agreement, the purchaser in most cases must account
to the seller for the amount of the payment. Securities
in registered definitive form generally are left registered
in the seller’s name so that any coupon payments made
during the repo term may be received directly.

Principal Amounts RP transactions are usually ar-
ranged in large dollar amounts. Overnight contracts and
term repos with maturities of a week or less are often
arranged in amounts of $25 million or more, and blocks
of $10 million are common for longer maturity term
agreements. Although a few repos are negotiated for
amounts under $100,000, the smallest customary amount
is $1 million.
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Valuation of Collateral Typically, the securities used as
collateral in repo transactions are valued at current market
price plus accrued interest (on coupon-bearing securities)
calculated to the maturity date of the agreement less a
margin or “haircut” for term RPs.4 Technically, the
haircut may protect either the lender or the borrower
depending upon how the transaction is priced. In the
usual case, the initial RP purchase price is set lower than
the current market value of the collateral (principal plus
accrued interest), which reduces the lender’s exposure to
market risk. A dealer arranging a reverse RP with a
nondealer customer frequently takes margin, which covers
his exposure on the funds transferred.

To illustrate the computation of market risk haircuts,
consider the case of a lender who in December 1984 was
holding $10 million par value of 52-week Treasury bills
as collateral for a 7-day term RP agreement. In 1984,
the average week-to-week fluctuation in the yield of
recently offered 52-week bills was 0.21 percent, measured
as the standard deviation of the change in yield from
Tuesday to Tuesday. The corresponding price vola-
tility measure was 0.20 percent. To reflect a 95 percent
confidence level the lender would compute a market risk
haircut factor of 0.50 percent (2.5 times the standard
deviation of week-to-week price changes). On De-
cember 27, for instance, year bills were trading at a dis-
count rate of 8.38 percent or at a price of $91.504 per
$100 par value. Thus, the current market value of the col-
lateral was $9,150,361.11. The lender would calculate
its per week risk of loss at $45,751.81 (the market risk
haircut factor times the market value), and would value
the collateral accordingly at $9,104,609.31 (the current
market value less the haircut in dollars).

In principle, the dollar amount of the haircut should be
sufficient to guard against the potential loss from an
adverse price movement during the repo term. The sizes
of haircuts taken in practice usually vary depending on
the term of the RP contract, type of securities involved,
and the coupon rate of the underlying securities. For ex-
ample, discount bonds are more price volatile than
premium bonds and thus are given larger hair-
cuts. Similarly, haircuts taken on private money market
instruments generally exceed those of comparable-maturity
Treasury securities, due to an additional credit risk-
induced component of price volatility. In general, hair-
cuts are larger the longer the term to maturity of the repo
securities, and larger haircuts are common for less liquid
securities as well. Currently, market risk haircuts range

4 
The failure of Drysdale Government Securities in May 1982 and

Lombard-Wall in August 1982 uncovered weaknesses in the pricing of
RPs. RPs are now priced with accrued interest included in full in the
purchase price, but prior to adoption of full accrual pricing in October
1982, it was common for RPs to be priced without accrued interest.

from about one to five percent, but may be as low as one-
eighth of a point for very short-term securities.

Because both parties in a term repo arrangement are
exposed to the risk of adverse fluctuations in the market
value of the underlying securities due to changes in
interest rates, it is common practice to have the col-
lateral value of the underlying securities adjusted daily
(“marked to market”) to reflect changes in market prices
and to maintain the agreed upon margin. Accordingly,
if the market value of the repo securities declines
appreciably, the borrower may be asked to provide addi-
tional collateral to cover the loan. However, if the
market value of the collateral rises substantially, the
lender may be required to return the excess collateral to
the borrower.

Special Repo Arrangements The bulk of the activity in
the RP market involves standard overnight transactions
in Treasury and agency securities, usually negotiated
between a dealer and its regular customers. Although
standard overnight and term RP arrangements are most
prevalent, dealers sometimes alter various provisions of
these contracts in order to accommodate specific needs
of their customers. Other arrangements are intended to
give the dealer flexibility in the designation of collateral,
particularly in longer-term agreements. For example,
some contracts are negotiated to permit substitution of
the securities subject to the repurchase commitment. In
a “dollar repo,” for instance, the initial seller’s commit-
ment is to repurchase securities that are similar to, but
not necessarily the same as, the securities originally sold.
There are a number of common variants. In a “fixed-
coupon repo,” the seller agrees to repurchase securities
that have the same coupon rate as those sold in the first
half of the repo transaction. A “yield maintenance agree-
ment” is a slightly different variant in which the seller
agrees to repurchase securities that provide roughly the
same overall return as the securities originally sold. In
each case, the maturity of the repurchased securities must
be within an agreed upon range, but may be only
approximately the same as that of the original securities.
These agreements are frequently arranged so that the pur-
chaser of the securities receives the final principal pay-
ment from the issuer of the securities.

In other repo arrangements, the repo counterparties
negotiate flexible terms to maturity. A common exam-
ple of this type of contract is the repo to maturity (or
reverse to maturity for the lender of funds). In a repo
to maturity, the initial seller’s repurchase commitment in
effect is eliminated altogether, because the purchaser
agrees to hold the repo securities until they mature. The
seller’s repurchase commitment depends on the manner
in which the final principal payment on the underlying
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securities is handled. When the purchaser of the repo
securities receives the final principal payment directly
from the issuer of the securities, he usually retains it and
nets it against the seller’s repurchase obligation. How-
ever, if the seller of the repo securities receives the
principal payment, he must pay the purchaser the full
amount of the agreed upon repurchase price when the repo
is unwound.

Reverses to maturity often involve coupon securities
trading at a discount from the price at which the “seller”
initially purchased them. Typically, reverses to ma-
turity are initiated by an investor who is reluctant to sell
the securities outright, because an outright sale would
require taking a capital loss on the securities. A reverse
to maturity enables the investor to acquire funds to
invest in higher yielding securities without having to sell
outright and realize a capital loss. The dealer par-
ticipating in the transaction usually takes margin on the
securities “purchased”.

Participants in the RP Market

The favorable financing rates and variety of terms and
collateral arrangements available have led government
securities dealers to expand their use of repos in recent
years. Many years ago, dealers relied primarily on col-
lateralized loans from their clearing banks (“box loans”)
to meet their financing needs, but RPs and reverse RPs
are now their principal sources of financing. Major dealers
and large money center banks in particular finance the bulk
of their holdings of Treasury and agency securities by RP
transactions. Most of these transactions are arranged on
a short-term basis (i.e., overnight or continuing contracts)
via direct contact with major customers, typically banks,
public entities, pension funds, money market mutual
funds, and other institutional investors. The Federal
Reserve Bank of New York also arranges repos and reverse
repos with dealers to implement monetary policy direc-
tives and to make investments for foreign central banks
and other official accounts.

Early each morning a dealer’s financing desk arranges
repo financing for expected changes in the firm’s securities
inventory (“long position”) and for replacement of matur-
ing RPs, and also arranges reverse RPs to cover known
or planned short sales or to meet specific customer
needs. 5 The bulk of these arrangements are finalized by
10:00 a.m. Eastern Time.

5 
A short sale is the sale of securities not currently owned, usually under

the expectation that the market price of the securities will fall before
the termination date of the transaction. The seller later purchases the
securities at a lower price to cover his short position and earns an
arbitrage profit.

Dealers use reverse RPs to establish or cover short posi-
tions and to obtain specific issues for redelivery to
customers. Major suppliers of securities to the market
include large commercial banks, thrifts, and other finan-
cial institutions. Nonfinancial corporations and
municipalities also supply collateral to this market. A
dealer “reverses in” securities, in effect, by buying them
from the holder under an agreement to resell; the term
of the agreement usually ranges from a week to a month,
but may also run for the remaining term to maturity of
the securities (reverse to maturity). The use of reverse
repos to cover short positions is similar to securities bor-
rowing arrangements in which the dealer obtains securities
in exchange for funds, other securities, or a letter of credit.
However, reversing in securities typically is cheaper than
borrowing the securities outright and also gives the dealer
greater flexibility in his use of the securities. For instance,
reverse RPs are arranged for fixed time commitments, but
borrowing arrangements usually may be terminated on a
day’s notice at the option of the lender.

If a dealer has exhausted its regular customer sources
but is still in need of funds or specific collateral, it may
contact a repo broker. Dealers use repo brokers most
often for term RP agreements and in arranging reverse
RPs. The repo brokers market is particularly important
for obtaining popular issues in short supply (“on special”).
Although the use of bank loans as a source of financing
has declined considerably, a dealer still may obtain fi-
nancing from its clearing bank in the form of an overnight
box loan if it has a negative balance in its cash
account at the end of the day.6 The rate the clearing bank
charges is generally 1/8 to 1/4 of a point or more above
the Federal funds rate, with slightly higher rates charged
for loans arranged late in the day, so dealers acquire box
loans only as a last resort. A dealer who is unable to ob-
tain adequate financing using his own customer base, or
has an unexpected receipt of securities late in the day,
may choose to obtain a “position” loan from another bank
rather than a box loan from his own clearing bank. Posi-
tion loans are often available at more favorable rates than
available on box loans. In these circumstances, the lender
frequently wires the dealer’s clearing bank the amount of
the loan. The clearing bank, in turn, segregates the re-
quired amount of the dealer’s securities as collateral for
the loan and acts as custodian for the lender.

In addition to using repos and reverse repos to finance
their long and short positions, dealers also use RP
agreements in transactions in which they act as inter-

6 
Securities received by a clearing bank on behalf of a dealer customer

generally are delivered first into a central clearing account known as the
“box.” Any securities that have not been allocated to other uses by
the dealer, and have not been financed through other means, may be
used to collateralize an overnight loan (box loan) from the clearing
bank.
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mediaries between suppliers and demanders of funds in
the repo market. A dealer acts as principal on each side
of the arrangement, borrowing funds from one party
(against the sale of securities) and relending the funds to
another party (against the receipt of securities). The
combination of repo and reverse repo transactions in this
fashion is termed a “repo book.” A repo book in which
an RP and a reverse RP in the same security have equal
terms to maturity is referred to as a “matched book.”
Larger, better capitalized dealers are able to borrow in the
RP market at more favorable rates than smaller dealers
and non-dealer customers, and thus can profit through
arbitrage in matched transactions. Dealers also may
profit from a differential in the margin taken on the
underlying collateral in the two transactions.

At times, a dealer may choose not to match the
maturities of the repo and reverse repo agreements in an
effort to increase profits. For example, if interest rates
are expected to rise during the term of the agreement,
the dealer may arrange an RP with a longer term than the
reverse RP in order to “lock in” the more favorable
borrowing rates. Conversely, in a declining rate environ-
ment, a longer-term reverse RP may be financed through
a number of shorter-term RPs arranged at successively
lower rates.

Many types of institutional investors derive benefits
from RP and reverse RP transactions with dealers, in-
cluding nonfinancial corporations, state and local govern-
ment authorities and other public bodies, banks, and thrift
institutions. Repos are adaptable to many uses and RP
maturities can be tailored precisely to meet the needs of
lenders. This enables corporations and municipalities
with temporary surplus cash balances to earn market rates
of return on a timely basis but have their funds available
when needed. Thus, in effect, RP agreements convert
cash balances into interest-bearing liquid assets. In this
fashion, RPs are more attractive investments than alter-
native money market instruments which do not offer the
same combination of liquidity, flexibility, and ease of
negotiation. Newly issued negotiable CDs, for example,
must have a minimum maturity of at least 14 days and
commercial paper is seldom written with maturities as
short as a day.

Repos are also attractive investments for investors sub-
ject to restrictions on the types of assets in which they
may invest. Many public bodies, for example, are re-
quired by law to invest their tax receipts and proceeds
from note and bond sales in Treasury or federal agency
issues until the funds are to be spent. As opposed to buy-
ing the securities outright, these entities often invest in
repos collateralized by government securities and record
the ownership of the securities rather than the repos on
their books.

The Federal Reserve also is a major participant in the
repo market. When the Manager of the System Open
Market Account needs to inject reserves in the banking
system overnight or for a few days, the Domestic Trading
Desk of the FRBNY arranges RPs with primary dealers
in government securities.7 These agreements are ar-
ranged for specified periods of up to 15 days and are col-
lateralized by Treasury and agency securities. Invest-
ments on behalf of foreign official and international
accounts also involve RPs, either arranged in the market
or internally with the System’s Account. When the
Manager wants to absorb reserves for a few days, the Desk
arranges matched sale-purchase transactions with primary
dealers, in which specific securities are sold from the
System’s portfolio for immediate delivery and
simultaneously repurchased for settlement on the desired
date.

Growth and Development of the RP Market

It is difficult to ascertain when the repurchase agree-
ment originated. Some suggest that RPs date back to
the 1920s, about the time that the Federal funds market
evolved. Other sources state that the use of RPs was
initiated by government securities dealers after World War
II as a means of financing their positions. There is general
agreement, however, that for many years RPs were used
almost exclusively by government securities dealers and
large money center banks. Since the late 1960s
however, the number and types of participants in the RP
market has grown considerably.

A number of factors have influenced the growth and
development of the RP market over this period, including
changes in the regulatory environment, inflation, growth
in federal debt outstanding, and increased interest rate
volatility. The higher levels and greater volatility of
interest rates since the 1960s have been particularly
important. They have raised the opportunity cost of
holding idle cash balances in demand deposit accounts,
on which the explicit payment of interest is prohibited,
and have led to an expanded use of active cash manage-
ment techniques. Accompanying these developments
have been key innovations in telecommunications and

7 
Primary dealers are a group of dealers who have met eligibility criteria

established by the Federal Reserve Bank of New York (FRBNY). To
be on the FRBNY’s primary dealer list, a firm is expected to make
markets in the full range of Treasury and agency issues under “good’
and “bad” market conditions for a diverse group of nondealer customers,
and to maintain certain minimum capital levels. The FRBNY selects
appropriate counterparties from this list when it conducts open market
operations.

FEDERAL RESERVE BANK OF RICHMOND 19



computer technology, which have contributed to the
development of sophisticated cash management systems
for managing and transferring large volumes of funds. As
a consequence, a variety of financial institutions, nonfinan-
cial corporations, pension funds, mutual funds, public
bodies, and other institutional investors have joined
securities dealers and money center banks as active
participants in the RP market.

As a result of this growth, the RP market is now con-
sidered to be one of the largest and most liquid markets
in the world. Although total daily activity in the RP
market is not known, as most agreements are negotiated
directly between counterparties over the telephone, an
indication of the growth in the market over recent years
can be seen in the use of RPs and reverse RPs by primary
dealers. As shown in Table I, on an annual average basis,
repo financing by major dealers has nearly tripled since
1981. The same is true for the use of matched book
transactions (Table II), which account for about half of
all repo transactions. In fact, for some nonbank dealers
matched book transactions account for as much as 90
percent of overall repo activity. Bank dealers are
subject to capital requirements imposed by bank
regulators, which raise the cost of using these trans-
actions relative to alternative investments; thus, they
have not participated as much in the use of matched RP
agreements.

The rapid growth and development of the RP market
over recent years has not occurred without incident.
In particular, the failures of a few unregistered non-primary
government securities dealers has had a significant effect
on the operation of the market. These failures gener-
ally had some common characteristics, including the use
of pricing techniques which ignored accrued interest in

Table I

ANNUAL AVERAGES OF OUTSTANDING
REPURCHASE AND REVERSE REPURCHASE

AGREEMENTS BY CATEGORY OF
PRIMARY DEALER1

(Millions of Dollars)

Year Bank Dealers Nonbank Dealers Total

1981 19,173 92,565 111,738
1982 22,337 147,890 170,227
1983 24,812 159,319 184,131
1984 26,706 218,282 244,988
1985 34,453 286,365 320,818

1 
Figures are obtained from reports submitted weekly to the Federal

Reserve Bank of New York by the U.S. government securities dealers
on its published list of primary dealers. Figures include matched
agreements.

Table II

ANNUAL AVERAGES OF OUTSTANDING MATCHED
REPURCHASE AND REVERSE REPURCHASE

AGREEMENTS OF PRIMARY DEALERS1

(Millions of Dollars)

Year Bank Dealers Nonbank Dealers Total

1981 6,167 51,177 57,344
1982 7,534 88,315 95,849
1983 6,839 84,523 91,362
1984 7,207 121,938 129,145
1985 9,118 152,914 162,032

1 
Figures are obtained from reports submitted weekly to the Federal

Reserve Bank of New York by the U.S. government securities dealers
on its published list of primary dealers. Figures include repurchase
agreements, duebills, and collateralized loans used to finance reverse
repurchase agreements, as well as the reverse side of these
transactions.

computing the value of repoed securities, and the.
fraudulent use of customers’ collateral. The failures
resulted in considerable uncertainty regarding the legal
status of repos and the contractual rights of the counter-
parties when one of them files for protection under federal
bankruptcy laws.

Repurchase agreements have never been defined in a
strict legal sense either as collateralized loans or as outright
purchases and sales of securities. Under recent court rul-
ings involving the bankruptcy proceedings of Bevill,
Bresler, and Schulman, Inc., the court has determined that
the appropriate characterization of a repo for legal pur-
poses depends upon the manner in which the transaction
was arranged. For instance, if the repo counterparties
arranged the transaction as a consummated sale and con-
tract to repurchase, then the court would adopt the same
characterization in the event of a default and subsequent
bankruptcy of one party.

Market participants have long operated under the
assumption that the purchaser of repo securities is en-
titled to liquidate them if the seller is unable to fulfill
the terms of the agreement at settlement, but the validity
of this assumption relies importantly on the court’s inter-
pretation. For instance, in September 1982, in the
bankruptcy proceedings involving Lombard-Wall, Inc.,
Federal Bankruptcy Judge Edward J. Ryan ruled that cer-
tain repos involved in that case were to be considered
secured loan transactions for purposes of the proceedings.8

As a consequence, under the existing law, RPs became

8 
Lombard-Wall failed in August 1982 when it was unable to return funds

it had obtained in overvalued long-term RPs. The failure of Lombard-
Wall occurred shortly after the collapse of Drysdale Government
Securities, Inc. Drysdale failed in May 1982 when it was unable to make
payments on accrued interest on securities it had acquired under RP
agreements and could not return the securities it had obtained through
over-collateralized reverse RPs.
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subject to the “automatic stay” provisions of the Bank-
ruptcy Code. The automatic stay provisions block any
efforts of a creditor to make collections or to enforce a
lien against the property of a bankrupt estate. Conse-
quently, Lombard-Wall’s repo counterparties could neither
use the funds obtained nor sell the underlying repo
securities without the court’s permission, because to do
so would constitute the enforcement of a lien and thus
would violate the automatic stay provision.

As a result of the developments in the Lombard-Wall
case, the perceived risks of lending in the RP market were
raised, resulting in a contraction in the volume of repo
transactions entered into by non-dealer entities, including
mutual funds and state and local government authorities.
With the reduction in a major source of repo funds, the
financing costs for some non-primary dealers rose, as other
participants regarded them as higher credit risks. At the
same time RP rates paid by some well-capitalized firms
declined somewhat. Similar movements in repo financ-
ing rates have occurred in the wake of failures of other
government securities dealers, including the recent failures
of E.S.M. Government Securities, Inc. and Bevill, Bresler,
and Schulman Asset Management Corp. in 1985.

In response to the repurchase agreement issue, Con-
gress, in June 1984, enacted the Bankruptcy Amendments
Act of 1984, which amended Title 11 of the U. S. Code
covering bankruptcy. The legislation exempts repurchase
agreements in Treasury and agency securities, certain
CDs, and bankers acceptances from the automatic stay
provision of the Bankruptcy Code. Although the legis-
lation does not resolve the question of whether an RP
agreement is a secured lending arrangement or a purchase
and sale transaction, it enables lenders to liquidate the
underlying securities under either interpretation and
resolves a major question about the status of RP collateral
in bankruptcy proceedings.9

With the encouragement of the Federal Reserve Bank
of New York (FRBNY), primary dealers began to include
the value of accrued interest in the pricing of RPs and
related transactions in October 1982. At that time, the
FRBNY also recommended that dealers follow uniform
procedures in establishing repo contract value for purposes
of maintaining margin. These actions helped to correct
certain inadequacies in standard repo pricing practices.

However, recent dealer failures have demonstrated that
proper pricing of repo transactions alone is insufficient to
ensure the safety of a repo investment. Investors must
also concern themselves with the creditworthiness of their
repo counterparties. For instance, many of the investors
dealing with E.S.M. and Bevill, Bresler, and Schulman lost
their money because they did not protect their ownership

9 
Note that the automatic stay provision is irrelevant if an RP is con-

sidered to be an outright purchase and sale of securities.

interest in the repo securities pledged to them as collateral.
Investors can best establish their ownership claim to repo
securities by taking delivery of the securities, either
directly or through a clearing bank-custodian.

Repo Collateral Arrangements

As mentioned previously, most RPs involve Treasury
and federal agency securities, the bulk of which are main-
tained in book-entry form. Usually, when an RP is
arranged, the underlying securities are transferred against
payment over the Federal Reserve’s securities wire (“Fed-
wire”) to the lender/purchaser, resulting in a simultaneous
transfer of funds to the borrower. At maturity, the RP
collateral is returned over the wire against payment and
the transfers are reversed. Direct access to the Federal
Reserve’s securities and payments transfer systems is
restricted, so transfers of the repo securities usually are
processed by means of Reserve Bank credits and debits
to the securities and clearing accounts of depository
institutions acting as clearing agents for their customers.
Transfers of physical securities also frequently involve
clearing agents.

The transaction costs associated with the payment and
delivery of repo securities include some combination of
securities clearance fees, wire transfer charges for securities
in book-entry form, custodial fees, and account
maintenance fees. The exact charges can vary con-
siderably from case to case depending on the type of
securities involved and the actual method of delivery.
For example, Fedwire charges for securities transfers are
higher for off-line originations than for transfers initiated
on-line, and the fees for transfers of agency securities are
slightly higher than those for Treasury securities. In any
event, the total transaction costs to process transfers of
securities from the seller/borrower to the buyer/lender are
higher the greater the number of intermediate transactions.
Although these costs are often inconsequential for longer-
maturity transactions in large dollar amounts, they may
add significantly to the overall costs of others. As a result,
a number of repo collateral arrangements have been
developed that do not involve the actual delivery of
collateral to the lender. Not surprisingly, the rates
available to investors in such nondelivery repos are higher
than rates offered on standard two-party RPs with col-
lateral delivery. Of course, the risks may be greater as
well.

At one end of the spectrum of nondelivery repos is the
“duebill” or letter repo. A duebill in essence is an
unsecured loan similar in form to commercial paper; the
borrower merely sends a transaction confirmation to the
lender. Although specific securities might be named as
collateral, the lender does not have control of the
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securities. Thus, the lender relies for the most part on
the integrity and creditworthiness of the bor-
rower. Duebills are used primarily in overnight ar-
rangements that involve small par amounts of non-wireable
securities.

A similar arrangement is the “hold-in-custody” repo in
which the borrower retains possession of the repo
securities but either transfers them internally to a customer
account or delivers them to a bulk segregation account
at its clearing bank; the securities are left in the dealer’s
name and not that of the individual customers. The
extent to which the investor’s ownership interest in the
pledged securities is protected depends on the type of
custody arrangement. If the borrower acts as both custo-
dian and principal in the transaction, the investor relies
on the borrower’s integrity and creditworthiness.10

A lender can protect his ownership claim to repo
securities by using “safekeeping” arrangements involving
a clearing bank-custodian acting solely in its behalf or
jointly as agent for both repo counterparties. The most
popular of these arrangements is the “triparty repo” in
which a custodian, typically the borrower’s clearing bank,
becomes a direct participant in the repo transaction with
the borrower and lender. The clearer-custodian ensures
that exchanges of collateral and funds occur simultaneously
and that appropriate operational controls are in place to
safeguard the investor’s ownership interest in the under-
lying collateral during the term of the agreement. When
the repo is unwound at maturity, the clearer makes an
entry in its internal records transferring the securities
from the segregation account to the borrower’s clearing
account and wires the loan repayment to the lender.

The rates available to investors in tri-party repos are
lower than those available on nonsegregated RPs without
collateral delivery, but higher than the rates offered on
standard two-party RPs with delivery. Thus, safekeep-
ing arrangements of this type are attractive both to
investors, who earn a higher risk-adjusted return than
available on standard RPs, and to borrowers, whose total
financing costs are lowered through the avoidance of
clearance costs and wire transfer fees.

Determinants of RP Rates

The interest rate paid on RP funds, the repo rate of
return, is negotiated by the repo counterparties and is set
independently of the coupon rate or rates on the under-
lying securities. In addition to factors related to the terms
and conditions of individual repo arrangements, repo
interest rates are influenced by overall money market

10 
Under the Uniform Commercial Code, an investor can establish an

ownership interest in securities it has left with a dealer for a period of
up to 21 days if it obtains a proper written agreement and “gives value”
for the securities.

conditions, the competitive rates paid for comparable
funds, and the availability of eligible collateral. As men-
tioned previously, changes in the perceived risks
associated with RP investments also affect the level of RP
rates and the spreads between RP rates and comparable
money market rates.

Because repurchase agreements are close substitutes for
Federal funds borrowings, overnight RP rates to a large
extent are determined by conditions in the market for
reserve balances and thus are closely tied to the Federal
funds rate. For example, when the demand for reserves
is high relative to the existing supply, depository insti-
tutions bid more aggressively for Federal funds, thereby
putting upward pressure on the Federal funds rate. As
the funds rate rises, some institutions will enter into repur-
chase agreements, which also puts upward pressure on
the RP rate. Both rates will continue to rise until the
demand and supply for reserves in the banking system
is again in balance.11 Federal Reserve policy actions have
a major influence on overnight financing rates through their
effect on the supply of reserves via open market opera-
tions and discount window policy.

Repo rates for overnight RPs in Treasury securities,
usually lie about 25 to 30 basis points below the Federal
funds rate. Properly executed RP agreements are less
risky than sales of Federal funds because they are fully
backed by high-quality collateral. Thus, the rate spread
generally reflects a risk premium paid to compensate in-
vestors for lending unsecured in the Federal funds market
rather than investing in a collateralized RP agreement.
The spread between the Federal funds rate and RP rate
has narrowed when the perceived risks associated with
RP investments have increased, e.g., when the legal status
of the repo securities backing an RP agreement has come
under question.

The spread between the funds rate and the RP rate can
also depend on the supply of collateral held by govern-
ment securities dealers. Dealers reduce their demand for
RP financing when the dollar volume of securities they
hold in their investment and trading accounts is low.12

Other things the same, this also puts downward pressure
on the RP rate relative to the Federal funds rate. Con-
versely, the RF rate rises, and the rate spread narrows,
when the volume of securities to be financed is high
relative to the availability of overnight financing. This

11 
See Kenneth D. Garbade [1982, Chapter 5].

12 
This sometimes occurs after major tax payments when incoming tax

receipts exceed the capacity of Treasury Tax and Loan (TT&L)
accounts at commercial banks and are transferred to the Treasury’s ac-
count at Federal Reserve Banks. Because the transfer of funds from
the public to the Federal Reserve (Fed) drains reserves from the
banking system, the Fed often arranges RPs to inject reserves to offset
the effect of the movement. These RPs must be collateralized, of
course, and funds held in TT&L accounts also must be collateralized.
Both actions tend to remove a large quantity of eligible collateral from
the market.
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sometimes occurs after Treasury mid-quarter refundings,
particularly when the new issues are not well distributed
to investors.

Conclusion

The use of RPs as a major financing vehicle is likely
to continue to expand during the forseeable future, with
a sizable increase in the volume of RPs outstanding and
a broadening of the types of assets used as collateral. In
coming years, the move toward a more complete globali-
zation of securities markets and the associated growth in
trading activity will further enhance the demand for flexi-
ble financing arrangements. This is likely to be associated
with further efforts to clarify the rights of repo counter-
parties in written agreements and the expanded use of tri-
party agreements and other segregation arrangements.
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