


Repurchase and Reverse Repurchase Agreements

Repurchase and Reverse Repurchase Agreements

Overview

With a notional amount outstanding of $2.2 trillion, the repurchase agreement (repo) market is a vital, yet not
always well understood, part of the U.S. financial system. The repo market represents a liquid, efficient, tested
and safe way for firms to participate in a short-term financing arrangement, providing funding for their day-to-
day business operations. Repurchase agreements are a sale of financial assets combined with a promise to
repurchase those assets in the future (in many cases, the repurchase is agreed for the following business day).
These arrangements have the economic characteristics of a secured loan — cash vs. collateral — and are used
by short-term institutional cash investors as a secured money market instrument and by dealers to finance long
positions in securities.
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While a broad array of assets may be financed in the repo market, the financial assets most commonly used
include U.S. government and federal agency securities, high quality mortgage-backed bonds, corporate bonds
and money market instruments. Recent data for the tri-party repo (a form of repo that uses an agent to
maintain cash and securities accounts for both parties) market, which represents a significant part of the entire
U.S. repo market, indicates that, by dollar value, U.S. government securities account for approximately 51.4
percent of the most common collateral, agency mortgage-backed securities (MBS) and collateralized mortgage
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obligations (CMOs) account for 29.2 percent, and equities make up 7.6 percent. In addition, corporate bonds
account for 5.0 percent, non-agency mortgage-backed and asset-backed securities for roughly 3.1 percent,
federal agency and government sponsored enterprises securities (for example, Fannie Mae and Freddie Mac)
account for approximately 1.8 percent, and other (which includes international securities, municipality debt, and
whole loans) account for the remaining 1.9 percent.

A liquid and developed repo market allows market participants, most prominently the primary dealers, to act as
market makers in fixed income securities and thus contribute to the highly liquid secondary markets in these
securities. An active repo market allows market makers to finance an inventory of securities and to source
securities that are not in inventory to meet secondary market, or investor, demand. This ability to finance and
source securities in an efficient way contributes to lowering interest rates paid by the issuers, most notably the
U.S. Treasury. This, in turn, lowers the debt-service cost borne by taxpayers. The repo market presents
significant advantages to both cash providers (investors such as money market funds and insurance
companies) and those who require financing (such as primary dealers and other market makers). Cash
investors have flexibility as to term of investment (overnight to, in some cases, one year), are fully
collateralized, usually with additional margin, by the financial assets subject to repurchase, and receive
competitive money market rates of return. Repo allows these investors to manage excess cash balances
safely and efficiently. Dealers, on the other hand, benefit from the significantly reduced funding costs that repo
provides, the ability to finance long positions in financial assets, and the ability to borrow securities to cover
short positions and satisfy client needs. Long-holders of securities can also gain incremental returns by
engaging in repo transactions with cash investors for securities they own but have no immediate need to sell.

Significant participants in the repo market include the primary dealers, central banks, (including the U.S.
Federal Reserve in connection with its implementation of monetary policy), banks, insurance companies,
industrial companies, municipalities, mutual funds, pension funds and hedge funds. These entities all benefit
from the operational efficiency, security, and low funding costs available in the repo market.
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The repo market has been tested over the years and during the recent credit crisis and performed reliably.
Repos offer cash providers collateralization (with additional margin requirements in most cases) marked-to-
market daily to ensure continuing protection. The operational efficiencies developed through tri-party repo and
the largely-centralized settlement mechanism for repos further minimize risks. In addition, recent reforms in the
tri-party repo market have further enhanced the resiliency of this market. Market standard documentation,
broadly accepted in the market, provides further certainty for market participants.
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SIFMA is the leading trade association for broker-dealers, investment banks and asset managers operating in the
U.S. and global capital markets. On behalf of our industry’s nearly 1 million employees, we advocate on legislation,
regulation and business policy, affecting retail and institutional investors, equity and fixed income markets and
related products and services. We serve as an industry coordinating body to promote fair and orderly markets,
informed regulatory compliance, and efficient market operations and resiliency. We also provide a forum for industry
policy and professional development. SIFMA, with offices in New York and Washington, D.C., is the U.S. regional
member of the Global Financial Markets Association (GFMA). For more information, visit http://www.sifma.org.

This report is subject to the Terms of Use applicable to SIFMA’s website, available at http://www.sifma.org/legal.
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