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The repo market is a vital element of the global capital and money markets. The first 
repo transactions were initiated by the US Federal Reserve in 1918, since which time 
repo has become the main instrument of open market operations for virtually all 
central banks around the world. It is also a major component of the global money 
markets. The market experienced substantial growth during the 1990s and is now 
estimated to account for up to 50% of daily settlement activity in non–US 
government bonds world-wide; this is a phenomenal figure. Daily outstanding 
volume in international repo transactions has been estimated at between £440 to 
£450 billion.  
 
Repo, from “sale and repurchase agreement”, is closely linked to other segments of 
the debt and equity markets. From its use as a financing instrument for market 
makers to its use in the open market operations of central banks, and its place 
between the bond markets and the money markets, it integrates the various disparate 
elements of the marketplace and allows the raising of corporate finance across all 
sectors.  
 
Repo is an interesting product because although it is a money market product, by dint 
of the term to maturity of repo trades, the nature of the underlying collateral means 
that repo dealers must be keenly aware of the bonds that they “trade” as well. This 
multi-faceted nature of repo is apparent in the way that banks organise their repo 
trading. In some banks it is part of the money market or Treasury division, while in 
other banks it will be within the bond trading area. Equity repo is sometimes a back 
office activity, as is the longer-established stock borrowing desk. However it is not 
only commercial and investment banks that engage in repo transactions. Across the 
world, including financial centres in the Asia-Pacific region, repo is a well-
established investment product, utilised by fund managers, hedge funds, corporate 
treasuries and local authorities. The practicality and simplicity of repo means that it 
can be taken up even in capital markets that are still at an “emerging” stage, and by a 
wide range of participants. It is traded in virtually every country with a debt capital 
market. 
 
The use of repo enhances the liquidity of bond and equity markets, which reduces 
costs for issuers of capital, and allows market makers to hedge with greater 
efficiency.  Given its size and importance, it is surprising that repo has such a low 
profile, for example there is little discussion of it in the financial press. This reflects 
the simple and straightforward nature of the instrument. Indeed the fundamental 
nature of repo is its simplicity; the sale of securities coupled with an agreement to 
repurchase them at a future date. It is this simplicity and flexibility that has allowed 
repo to be used for a variety of purposes, or to meet a range of requirements. 
 
There are a number of benefits in using repo, which concurrently have been behind 
its rapid growth. These include the following: 
 
• bank dealers are able to finance their long bond and equity positions at a lower 

interest cost if they repo out the assets; equally they are able to cover short 
positions; 

 
• there is greater liquidity in specific individual bond issues; 
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• greater market liquidity lowers the cost of raising funds for capital market 
borrowers; 

 
• central banks use repo in their open market operations; 
 
• repo reduces counterparty risk in money market borrowing and lending, because 

of the security offered by the collateral given in the loan; 
 
• investors have an added investment option when placing funds; 
 
• institutional investors and other long-term holders of securities are able to 

enhance their returns by making their inventories available for repo trading. 
 
 
There is a close relationship between repo and both the bond and money markets. 
The use of repo has contributed greatly to the liquidity of government, Eurobond and 
emerging market bond markets. Although it is a separate and individual market itself, 
operationally repo is straightforward to handle, in that it generally settles through 
clearing mechanisms used for bonds. As a money market product, repo reduces the 
stress placed on the unsecured interbank market, and empirical evidence indicates a 
reduction in overnight interest-rate volatility.  
 
 
Market participants 

The development and use of repo in each country to an extent dictates the nature and 
range of market participants. In a mature market repo counterparties include 
investors and cash–rich institutions, those seeking to finance asset positions and their 
intermediaries. Some firms will cross over these broad boundaries and engage all 
aspects of repo trading. The main market parties are: 
 
• Financial Institutions: retail and commercial banks, building societies, securities 

houses and investment banks 
 
• Investors: fund managers, insurance companies and pension funds, investment 

funds, hedge funds, local authorities and corporate treasuries 
 

• Intermediaries: Inter–dealer brokers and money brokers. The main brokers are 
Cantor Fitzgerald, Prebon Yamane, Garban ICAP, Tullet & Tokyo and Tradition. 
Individual markets also have other brokers. 

 

Repo is perhaps the most important financial instrument in the world, after the basic 
cash equity and bond product. An understanding of it vital for all participants in the 
financial markets, be they students or practitioners. 
 
 
Example and case study 
A repo is a transaction in which one party sells securities to another, and at the same 
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time and as part of the same transaction commits to repurchase these securities back 
on a specified date at a specified price. The seller delivers securities and receives 
cash from the buyer. The cash is supplied at a predetermined rate of interest – the 
repo rate – that remains constant during the term of the trade. On maturity the 
original seller receives back collateral of equivalent type and quality, and returns the 
cash plus repo interest. Although legal title to the securities is transferred, the seller 
retains both the economic benefits and the market risk of owning them. This means 
that the “seller” will suffer loss if the market value of the collateral drops during the 
term of the repo, as they still retain beneficial ownership of the collateral. The 
“buyer” in a repo is not affected in profit/loss account terms if the value of the 
collateral drops. 

In effect what we have described is a secured loan, but one with added flexibility for 
use in a variety of applications. Market participants enter into classic repo because 
they wish to invest cash, for which the transaction is deemed to be cash-driven, or 
because they wish to finance the purchase of a bond or equity that they have 
purchased. Alternatively, they may wish to borrow a stock that they have sold short, 
which is known as a reverse repo. However the reverse repo trader is also lending 
cash. So the trade might be cash-driven or stock-driven. The first and most important 
thing to state is that repo is a secured loan of cash, and would be categorised as a 
money market yield instrument. 
 
Classic repo 
The classic repo is the instrument encountered in most markets. The seller in a 
classic repo is selling or offering stock, and therefore receiving cash, whereas the 
buyer is buying or bidding for stock, and consequently paying cash. So if the one-
week repo interest rate is quoted by a market-making bank as “5½ - 5¼”, this means 
that the market maker will bid for stock, that is, lend the cash, at 5.50% and offers 
stock or pays interest on borrowed cash at 5.25%. In some markets the quote is 
reversed.  
 
There will be two parties to a repo trade, let us say Bank A (the seller of securities) 
and Bank B (the buyer of securities). On the trade date the two banks enter into an 
agreement whereby on a set date, the value or settlement date Bank A will sell to 
Bank B a nominal amount of securities in exchange for cash. The price received for 
the securities is the market price of the stock on the value date. The agreement also 
demands that on the termination date Bank B will sell identical stock back to Bank A 
at the previously agreed price; consequently, Bank B will have its cash returned with 
interest at the agreed repo rate.  
 

The basic mechanism is illustrated in Figure 1. 

 
 
 
Opening leg  
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Closing leg  

 

Figure 1: Classic repo transaction for 100-worth of collateral stock.  
 
 
 

Basket repo: Illustration using Malaysian government bonds 
Let us assume a securities house buys the current three Malaysian government 
international bonds that are denominated in US dollars. Figure 2 shows the three 
bonds and the cashflows associated with financing them. Imagine the securities 
house, ABC Securities Limited, wishes to fund them using repo. It arranges a basket 
repo with an investment bank, with the following terms: 
 
Trade date  28 May 2004 
Value date  3 June 2004 
Repo maturity date 30 August 2005 
Interest reset  One month 
Wired proceeds USD 27,043,002.10 
Rate   1.33 [1-month Libor fix of 27 7May 2004 plus 22 bps] 
Interest   USD 32,969.93 
Maturity proceeds USD 27,075,972.03 
 
Note that the investment bank that is entering into a basket reverse repo has applied a 
margin or haircut to each security, depending on what credit rating the security is 
assigned. The following margin levels can be assumed for haircut levels in this 
market: 
 
AAA to AA  2.0% 
A   3.5% 
BBB   5% 
Sub-investment grade 10% 
 
 
 
 
The repo is booked as one trade, even though the securities house is repo-ing out 
three different bonds. It has a three-month formal term, but its interest rate is reset 
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every month. The first interest period rate is set as one-month Libor plus a spread of 
22 basis points, which is 1.33%.  
 
The trade can be “broken” at that date, or rolled for another month. Figure 3 shows 
the trade ticket. 
 
During the term of the trade, the market maker will make a margin call at pre-agreed 
intervals, say weekly or every fortnight. This is done by revaluing the entire basket 
and, if the portfolio has declined in value, a margin call will be made to restore the 
balance of the haircut. Figure 4 shows a margin call statement for one week after 
initial value date, we assume the portfolio has declined in value and hence a margin 
payment will need to be made by ABC Securities Limited. 
 
As the trade is conducted under a standard legal agreement, the securities house will 
be able to substitute bonds out of the basket if it wishes, provided securities of 
equivalent quality are sent in the place of any bonds taken out of the basket.  
 
 
 
 
Bond ISIN Type 

Nominal value 
USD Credit Rating Price

Accrued 
Interest Market Value Haircut Loan value USD

Malaysia FLOAT July 2007 XS0149973850 Sovereign FRN 5,000,000 Baa1 / A- 99.98 44,906.00 5,043,906.00 5.00% 4,791,710.70
Malaysia 8.75% June 2009 US560904AE46 Sovereign 10,000,000 Baa1 / A- 118.44 4,861.00 11,848,921.00 5.00% 11,256,474.95
Malaysia July 2001 US560904AF11 Sovereign 10,000,000 Baa1 / A- 112.85 287,500.00 11,573,491.00 5.00% 10,994,816.45

28,466,318.00 27,043,002.10
Repo basket amount 

"Wired proceeds"  
 
Figure 2 Portfolio of Malaysian government international bonds, funded using 
basket repo trade 
(Price source: Bloomberg LP) 
 
 
 
 
Reverse Repo (RR) Contract

Customer ID 123456789 ABC Securities Limited

Contract amount $27,043,002.10
Rate (fixed) 1.33000%
Settle date 03-Jun-04
Lock-up date 06-Jul-04

Total repo principal $27,043,002.10
Total repo interest $32,969.93
Due at maturity $27,075,972.03
Number of pieces 3  
Figure 3 Basket repo trade ticket, investment bank market maker 
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Fixed Income Financing Margin Call

Date 08-Jun-04
Valuation date 10-Jun-04
Due date 14-Jun-04

Positive number = Amount receivable
Negatihve number = Amount payable

Exposure (27,043,002.10)  

(26,593,002.10)  

Haircut amount 1,423,315.90

Portfolio revaluation
Margin call 450,000.00

 
Figure 4 Margin call statement 
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