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Executive Summary
With this work, we would like to provide an overview of the Repurchase
Agreement (Repo) and the Security Lending markets. Often, it could be difficult to
distinguish Repo and Security Lending: analyzing both typologies of instruments
we first look for any differences for what concerns their technical structures,
economic profile, participants, legal arrangements. Second, we analyze how these
kind of instruments behaved and which vulnerabilities appeared during the last
financial and banking crisis. We end the article focusing on structured typologies
of Repo, tri-party trade and the total return swap highlighting characteristics in
common with classic Repo.
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Security Market: an Overview of
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Transactions
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Giammarco Dalessandro

Nicola Giancaspro

Francesco Zorzi

epo markets are an essential source of secured financing for banks and financial institutions
and are a key instrument for the implementation of monetary policy. A repo, or sale and
repurchase agreement, is a sale of security joined with an agreement to repurchase the same
security at a specified price at the end of the contract. Otherwise, securities lending involves the
owner of shares or bonds transferring them temporarily to a borrower, in return, the borrower
transfers other shares, bonds or cash, to the lender as collateral and pays a borrowing fee. Both
securities lending and repo are classified under the Securities Financing Transaction (SFT) typology.
The two types of instruments have many similarities and can often be used as functional substitutes
for each other. Even if they both are secured/collateralized loans and their definitions could appear
to be similar, some differnces between the two deal typologies can be found. The aim of this
paper is to investigate the main differnces arising between these two deals in order to clarify how
they are distinguished by the market agents. The work is organized as follows: the first chapter
highlights the repo and security lending main economic aspects, the market participants and the
legal arrangements on which they rely; in the second chapter we found some differences analyzing
how both products behaved during the financial market distress, focusing on the main vulnerabilities
encountered by the participants; finally the third chapter is focused on structured agreement that
seems to be hybrid solutions to be put in place by the market agents. In the end, we will summarize
the differences.

R

1.
1.1

Repo and Security Lending

Repo Instruments

The Repo market is one of the worldwide largest segments of the money market and it is important
for many reasons: an economic agent can fulfill its necessity of funding, liquidity management, and
investment needs. In the last decade, this market has been developing and covering more asset
classes such as corporate bonds, sovereign bonds, emerging market bonds, equity, and equity baskets.
Key features for their success could be linked to the fact that Repos have a simple structure and are
flexible, so they have become very popular among many participants (central banks, investment
banks, institutional investors and fund managers). They have also gained popularity since they
push liquidity into the inter-bank market and decrease costs for the capital issuer and, in particular,
they allow the market makers to cover their positions more efficiently.
1.1.1

Classic Repo

As a derivative contract, a repurchase agreement is the sale of a security with a commitment by the
seller to buy the same security back from the purchaser at a specified price at a designated future
date. For example, a dealer who owns a 10-year U.S. Treasury note might agree to sell this security
(the “seller”) to a mutual fund (the “buyer”) for cash today while simultaneously agreeing to buy
the same 10-year note back at a predetermined price at a certain date in the future or, in some cases,
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FIGURE 1: Classic repo transaction.[2]

the repurchase will be on-demand. As a consequence, a repurchase agreement is a collateralized
loan where the collateral is the security that is sold and subsequently repurchased. Repo contracts
can also be used to borrow securities. In this case, the collateral provider earns a return by investing
the cash it receives from the cash investor at a higher rate than that implied by the repo contract.
Figure 1 is a schematic representation of a classic repo.
Repo is a money market instrument and it provides various benefits:
• Market makers are generally able to finance their long positions as well as the short one, both
on bond and equity trade with a lower cost;
• During a bond issue, the REPOs are demonstrated to be a good way to bring liquidity to the
overall operation;
• They are used by central banks for monetary policy transmission through open market
operations;
• Investors have one more investment option when allocating funds;
• Institutional investors which may be forced to detain certain amount of security position for
a long term, can use them in repo transactions to get cash and use this liquidity for other
purposes.
1.1.2

Sell/Buy-Back

A different typology of Repo is represented by the sell/buy-back deal which is another important
money market instrument. It consists of an outright sale of a bond on the value date and an outright
repurchase of the same bond on a forward date (i.e. sale of the bond at spot price and repurchase of
the bond at the forward price). Figure 2 represents a sell/buy-back transaction.
The mentioned forward price will include the interest on the repo, so the gain is realized leveraging
on the difference between the two prices (spot price and forward price). In case of sell/buy-back the
repo rate is not explicit but implied in the forward price and any coupon payments during the term
are paid through incorporation into the forward price, so the seller will receive them at the end.
The sell/buy-back is used for the same reasons as a classic repo, but it was initially developed where
no legal agreement existed to cover repo transaction or where some counterparties were not ready
to deal with classic repo.
In Table 1 features of both classic repo and sell/buy-back transaction are presented.
1.1.3

Market Participants and Motivations

The main participants to the REPO market are agents who are willing to lend cash and agents who
are seeking funding. Moreover, the market is not moved just by the need to lend/borrow cash
www.iasonltd.com
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FIGURE 2: Sell/buy-back transaction.[2]

Classic Repo
“Sale” and repurchase
Bid at repo rate: bid for stock, lend the cash
Offer at repo rate: offer the stock, take the cash
Sale and repurchase prices identical
Return to cash lender is repo interest on cash

Sell/Buy-Back
Outright sale; forward buy-back
Repo rate implicit in forward buy-back price
Forward buy-back price different
Return to cash lender is difference between sale
price and forward buy-back price
Coupon need not be returned to bond seller until
termination
No standard legal agreement (could be under
GMRA)
Initial margin may be taken
No variation margin, unless transacted under a legal agreement
May be transacted using existing bond and equity
dealing systems

Bond coupon received during trade is returned to
seller
Standard legal agreement (GMRA)
Initial margin may be taken
Variation margin may be called
Specific repo dealing systems required

TABLE 1: Summary of features of Classic Repo and Sell/Buy-Back.[2]

but also by the need of those looking to earn extra yield by lending securities and those looking
to borrow specific securities. Typically, the former group includes buy-and-hold asset managers
(such as pension, mutual, and insurance funds) while the latter includes short-sellers (such as hedge
funds). Cash lenders (or cash investors) use repo as a way to securely invest cash. Typical cash
investors are money market mutual funds and cash collateral reinvestment accounts managed for
securities lenders and corporate treasuries, as well as financial institutions, such as banks, securities
dealers, equities, and derivatives exchanges.
The cash investors enter a repo trade to earn a return while having some protection, represented
by the collateral, against losing their principal in cases of counterparty default. Otherwise, cash
borrowers enter into repo contracts to finance their securities positions or obtain leverage.
Firms such as hedge funds typically engage a securities dealer to access the repo market. Securities
dealers provide collateralized financing to their clients and repledge securities collateral to obtain
funding from cash investors.
Central banks are also an important customer for repo business since they use them as a tool of
monetary policy to control liquidity in the domestic money market. A central bank “repo” operation
is actually a reverse repo, as it buys an eligible securities, typically domestic government debt, and
lends out cash to a list of eligible counterparties. The net effect is a short term injection of cash
which mitigates shortages in the money market. Central banks have usually conducted temporary
open market operations by entering into repo and reverse repo transactions with primary dealers.
1.1.4

Legal Arrangments

A repo deal is legally structured as a synchronous agreement between two parties engaged in a sale
of a security on an initial date, with a repurchase of the securities by the initial seller at a later date.
The model legal agreement designed for parties dealing with Repos is the GMRA.
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GMRA stands for Global Master Repurchase Agreement and it is published by the International
Capital Market Association (ICMA). As an organization representing the cross border repo market
in Europe, it provides agents legal documentation used across all international markets.
The document is a pre-printed master agreement and it essentially consists of three macro-areas:
• Standard provisions which are the general conditions and set the standard REPO transaction;
• Annex I: which represents the specific choices that should be made by the parties to put in
place the agreement;
• Supplemental terms which are part of the Annex I and where supplementary terms and
conditions are provided and recorded whenever the parties want to customise the agreement
and reflect specific needs;
• Annex II: where the commercial terms of each transaction are recorded in confirmation.
The GMRA is designed for short-term repos of simple high-quality fixed-income securities that take
the form of repurchase trade between principals under the law of England and Wales. To apply
the GMRA to repos of equities, repos by or with an agent, or repos in the form of buy/sell-backs,
it is necessary to amend the master agreement. This can be done by signing the standard Equity,
Agency, and Buy/Sell-Back Annexes, respectively. Annex I can be easily modified with special
supplementary terms or conditions when it is needed to adapt the agreement to other jurisdictions.
Despite a repo is structured as a sale, its economic effect is similar to a secured loan. However,
unlike a secured loan, a repo transaction provides significant protections to creditors from the
normal operation of most of the insolvency laws. This has some consequences: when a counterparty
defaults and gets broken, the counterparty holding the security or the cash lender has the right to
liquidate the held security.
1.2

Security Lending

1.2.1

Basic Concepts

Securities finance involves secured borrowing and lending transactions that are motivated for various
reasons such as obtaining securities for settlement, financing inventory positions, and producing
incremental returns by lending securities. In the U.S. equity markets, securities lending has gained
primarily importance after the interdiction on “naked” short selling, which is a short sale by an
institution that does not hold the security and therefore cannot complete the delivery. This has
created a “market” for securities lending, which allows an institution that wants to sell a security
and take a short position, to borrow it. This is how security lending is used in the equity market,
while, in the fixed-income markets, it is used not only for short selling but also for other borrowing
deals such as security-for-security arrangements.
An institution may also want to borrow a security to hedge risk through the use of derivatives or
to avoid “failing” on a delivery. Securities lending is a transaction whereby a market participant
borrows an asset for a certain period. The aim of the security borrower is to avoid a delivery failure
or to cover (or open) a short position with respect to that asset. At the same time, the goal of the
securities lender is to earn a commission, increasing the return on his securities portfolio. In Figure
3 a scheme could help to have general view of the whole transaction
Securities lending today has a major role in the efficient functioning of the securities markets
worldwide. Such transactions, in fact, are collateralized and the “rental fee” charged, along with all
other aspects of the transaction, is dealt under the terms agreed between the parties. This has the
following consequences:
• Security and collateral ownership is passed between the parties;
• The economic benefits such as dividends or coupon got from the security have to be passed to
the original owner of such security, even if possession is on the borrower;
• Lender loses the right to vote whenever the security is equity type.
www.iasonltd.com
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FIGURE 3: Security Lending transaction.

These deals can be traded through two kinds of facilities: the “automatic securities lending facility”
provided by a clearing house to its members and the “special securities lending facility” provided
by a DMO to its PDs.
An automatic securities lending facility is an arrangement between a clearing house and its members,
the goal of which is to avoid delivery failures. Meanwhile, the purpose of a special securities lending
facility is to help PDs comply with their market-making obligation.
Most securities lending is done against cash collateral. Typically, the lender of security will pay an
interest rate to the borrower for the cash collateral. If security is rare or limited, then the interest rate
paid by the lender will typically be lower. In addition to the return potentially generated through
the lending transaction, lenders of securities seek to earn an additional return by investing the cash
collateral.
1.2.2

Market Participants

The securities lending market involves various types of specialized intermediaries which take
principal and/or agency roles. They can be classified as follows:
• Agent intermediaries together with the owner will be dividing revenues from securities lending
at market rates. The split will be defined by many factors including the service level and
provision by the agent of any risk mitigation, such as an indemnity;
• Asset managers: especially in Europe, where custodian banks were slower to take up the
opportunity to lend, they are a quick solution to reinvest the cash obtained from a financing
operation;
• Custodian banks: they are able to mobilize large pools of securities that are available for
lending. Involving them could have many advantages such as existing banking relationship
with their customers, their investment in technology and global coverage of markets, the
ability to pool assets from many smaller underlying funds, insulating borrowers from the
administrative inconvenience of dealing with many small funds and providing borrowers with
protection from recalls. They are also able to provide indemnities and manage cash collateral
efficiently;
• Third party agents: they make it possible to separate the administration of securities lending
from the provision of basic custody services, and a number of specialized third-party agency
lenders have established themselves as an alternative to the custodian banks;
• Principal intermediaries: they are comprehensive of dealers and brokers, insurance companies,
hedge and pension funds. In contrast to the agent intermediaries, principal intermediaries can
assume principal risk, offer credit intermediation, and take positions in the securities that they
borrow. A further role of the intermediaries is to take on liquidity risk;
• Beneficial owners/lenders: pension funds, insurance, and assurance companies, mutual funds,
unit trusts, and endowments. As a low-margin business, the lending portfolio needs to be of
sufficient size to make a securities lending program economic. A relatively static portfolio
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with low securities turnover is more attractive to securities borrowers because it minimizes
recalls of loaned securities. Security may be recalled when its beneficial owner would like to
sell it or exercise its voting rights;
• Security borrowers: the primary securities borrowers are securities dealers, who borrow
for their market-making activities or on behalf of their clients. Dealers, which often act as
market-makers, borrow securities to settle buy orders from customers. A lack of securities to
borrow may result in less liquid markets with wider bid-ask spreads. The execution of many
trading strategies relies on the ability of the trader to borrow securities. For example, traders
often borrow securities to establish a short position in one security that has been taken to
hedge a long position in another security.
1.2.3

Legal Arrangments

Securities lending is a global business and has legal arrangement that can differ between jurisdictions.
According to international practice, the lender of the loaned securities gives the legal title of the
loaned securities to the borrower for the duration of the loan. The lender retrieves the title at the end
of the operation when the securities are rendered. Although the lender gives up juridical ownership,
the economic benefit of any corporate operations, such as a stock split or income payments connected
with the loaned security, are retained by the lender: any income or dividends are passed through
from the securities borrower to the lender. However, in the case of equity securities, the lender loses
any voting rights associated with the security during the term of the loan.
In Europe the master agreement used for such a transaction is the GMSLA reproduced by the
International Securities Lending Association (ISLA) which publishes market standard documents
for security lending deals.
For each loan of securities, the borrower is required to provide collateral transferring assets to
the lender. Commonly the borrower is expected to over-collateralize the lender to guarantee that
the lender is fully preserved upon the risk of the borrower defaulting on the return of the loaned
securities. As an outcome, if an event of default happens to either borrower or lender and the
transactions under the GMSLA are closed out under its close-out netting mechanism, the net
termination payment would typically be owing by the lender to the borrower and should be equal
to the return of the excess collateral. If the borrower is a financial institution, its claim on the lender
for the return of excess title-transfer collateral is a risk-weighted asset for regulatory capital schemes,
which demands allocation of capital and therefore has an impact on the borrower’s balance sheet.
However, if the collateral is given transferring security, the borrower retains a property interest in
the collateral assets and is not exposed to the same risk of non-return by the lender, therefore its
return does not carry such a risk weighting.
The security collateral agreement is, therefore, a charming prospect, in particular for borrowers.
Under such dealings, the collateral is segregated into an account with a third-party custodian
in the name of the borrower, then making it the subject of the security interest in favor of the
lender, separating it from the lender’s assets and guarding it against the risk of non-return on the
bankruptcy of the lender.
The collateral is in the form of securities, financial instruments or cash. As either the value of the
collateral, on one hand, or the value of the loaned securities, on the other, shifts and transfers are
made in and out of the Secured Account. If the collateral balance surpasses the demanded collateral
value on a business day, the lender notifies the custodian to release to the borrower from the Secured
Account collateral which has a market value as close as possible to the amount of the excess. If the
collateral balance drops below the required collateral value on a business day, the borrower transfers
into the Secured Account further collateral which has a market value as close as possible to the
amount of the deficit.
In addition to these requirements, the documentation also covers:
• Security Agreement: a security agreement between the lender as a secured party and the
borrower as a security provider, which creates the security interest over the collateral in the
Secured Account;
• Control Agreement: tri-party control agreement between the lender, the borrower and the
www.iasonltd.com
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custodian, whose main function is to regulate access to the Secured Account to ensure that the
lender has sufficient control over the Secured Account to reinforce its security interest.
Borrowers and lenders also need to enter into a security agreement to create protection over the
collateral in favor of the lender. This agreement can follow distinct jurisdictions, these are:
• English security agreement;
• Luxembourg law agreement: it depends on where the account is opened (JP Morgan or
Clearstream);
• Belgian law agreement for account opened at Euroclear.
These kind of agreement then differ on security interest, secured obligations, enforcement events,
remedies, financial collateral arrangements.

2.
2.1

REPO and SEC Lending During the Crisis

Vulnerabilities of Repo Market

This section briefly highlights developments in repo markets during the crisis. Repo markets
play a key role in facilitating the flow of cash and securities around the financial system. They
offer a low-risk and liquid investment for cash, as well as the efficient management of liquidity
and collateral by financial and non-financial firms. A well-functioning repo market also supports
liquidity and price discovery in cash markets, helping to improve the efficient allocation of capital
and to reduce the funding costs of firms in the real economy. However, excessive use of repos can
facilitate bubbles, excessive leverage and encourage reliance on short-term funding.
2.1.1

The Role of Global Banks During the Spread of the Crisis

Vulnerabilities in the repo and short-term large-scale funding markets have been mentioned by
policymakers and regulators as a latent source of systemic stress. Weaknesses were especially
emphasized during the 2007-09 financial crisis when over-dependence on wholesale funding had a
role in the collapse of Bear Stearns Companies, Lehman Brothers and Britain’s Northern Rock. The
Financial Stability Oversight Council (FSOC) has highlighted various risks associated with the repo
market and suggested some actions to enhance the structure of the tri-party repo market and limit
latent spillovers from repo-related asset fire-sales.
In [6] the author has highlighted the role of globally active banks in transmitting the crisis, which
began with the collapse of the US subprime housing market and spread to the global financial
system. The disruptions in the US financial system triggered a worldwide financial crisis that
continued to increase in terms of spreading for more than two years following the collapse of the
subprime market in mid-2007. Such negative outcomes would not have been possible without
further transmission channels besides the direct exposure of banks around the world to the US
subprime market.
The inter-bank refinancing system uses securitized assets as collateral in sale and repurchase (repo)
transactions, and it was believed to be less risky than unsecured funding. The International Capital
Market Association states that, for the first time since the beginning of the biannual survey in 2001,
there were more banks with declining than with expanding repo books. The market also saw a
severe shortening of maturities and a total reduction of the volume of repo transactions by 26%,
which was the biggest drop recorded since the survey began.
However, with the crisis unfolding, uncertainty emerged on the value of the collateral provided in
these deals. Besides, there was rising uncertainty about the liquidity of markets on which collateral
such as asset-backed securities could be sold if the counterparty defaulted on the repo loan. In
general, counterparty risk grew.
The spread of the Euribor to the Overnight Indexed Swap, being an indicator of counterparty risk
on inter-bank markets, increased considerably in mid-2007 when the subprime market collapsed:
the widening spread was connected to the rescue of some banks such as Bear Stearns. Even if
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the European REPO Market was originally less interconnected with the sub-prime related asset
class and the most popular underlying security were sovereign securities, doubt on the market
liquidity and counterparty solvency spread as well. It was standard practice in both Europe and
in the US for collateral to be “rehypothecated”, suggesting that the collateral received in a repo
agreement could be used by the lender in another repo transaction. The dominance of bilateral
repo agreements is another feature of the European repo market which might have played a part
in spreading skepticism among market participants. More than 50% of repo trades in Europe are
carried out on a bilateral basis.
2.1.2

Repo and Leverage Financing

Following [10] the extreme use of repos in the creation of leverage and financing long-term assets
with short-term funding was one factor that contributed to the Great Financial Crisis. The crisis
demonstrated that this type of funding can be extremely volatile and can quickly disappear in times
of market or idiosyncratic stress.
The strongest adverse repercussion on intra-bank lending provoked by the repo funding shock can
be noticed after the Bear Stearns rescue, the event which raised even bigger concerns about the
solvency of potential counterparties in the inter-bank lending market. An example of a different
kind of run seems to have happened when institutions that relied on the repo market for its funding
have been driven into bankruptcy whenever its creditors declined to extend repo financing. This
had happened to some major banks in the tri-party repo market during the crisis, as lenders reacted
to the perceived creditworthiness of the counterparty quickly selling assets to meet higher collateral
requirements.
Following [9] it seems in a bilateral market, which is mostly the case of Europe, haircuts increased
rapidly and reached high levels. For this reason, the authors assert a run occurred since less cash
could be raised from the borrowers. Otherwise, following [4] the tri-party repo market behaved
differently during the crisis and this may be due to the fact haircut have been stable in such a period,
suggesting this market could be less risky. Anyway until now, this difference has not been well
explained. It may be related in part to the lower average degree of leverage of cash lenders in the
tri-party market relative to those of the bilateral market.
2.1.3

Market Infrastructural Weaknesses

The second source of vulnerability is found in the weaknesses in the repo market’s institutional
infrastructure. A stable and well-functioning tri-party repo market is critical to the health and
stability of the financial markets and economy. Some guide work has been made by the US Tri-party
Repo Infrastructure Reform Task Force which can be summarised in the following points:
• Reduce discretionary intraday credit extended by tri-party clearing banks;
• Promote improvements in market participant’s liquidity and credit risk management practices;
• Reduce the risk of destabilising fire sales in the event of default.
Nonetheless, some evidence shows how the clearing banks usually unwind all repos every morning
by 8:30 AM, whether they are maturing that day or not. As a result, clearing banks extend intraday
credit to dealers for the total value of the tri-party repo market, which was about $2.8 trillion at
the peak of the market and was $1.6 trillion in May 2011. The large credit exposures that clearing
banks have to dealers, although secured by the dealers’ assets, is a systemic risk, given the size
and centrality of the clearing banks in the financial system. Whether induced by concerns over a
dealer’s solvency or over the credit quality of the collateral, the current approach to daily unwinds
could contribute to behavior by cash investors or clearing banks that leads to an unexpected loss of
financing to one or more dealers. For example, assume that cash investors start to mature concerns
that a clearing bank may refuse to unwind the repos of a certain dealer. Because that would force
the dealer into default, cash investors would be unwilling to fund the dealer the day before. The
failure of the dealer into obtaining financing from cash investors would moreover force the dealer
into default. Similarly, a clearing bank would oppose itself to unwind the repos of a dealer that is
not likely to get financing from cash investors at the end of the day. This would therefore also be a
self-fulfilling expectation.
www.iasonltd.com
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2.1.4

Collateral Liquidation Frictions

Another weakness of the tri-party repo market is the current lack of effective and clear plans to
support the systematic liquidation of a defaulting dealer’s collateral. This has been moderated by
the central banks stepping in and providing a huge amount of liquidity for dealers to provide them
with a second source of financing and to guarantee clearing banks and lenders.
2.2

Vulnerabilities in Security Lending Market

The security lending market starts with the necessity to dodge the interdiction of the so-called
“naked selling” which is a short sale by an institution that does not hold the security and therefore
cannot complete delivery. The ban on naked short selling produces a role for securities lending,
which allows an institution that wants to sell a security short to borrow it.
2.2.1

Liquidity Transformation Risks

As in the repo markets, features of the securities lending market acted differently during the recent
crisis. A wide deleveraging took place, creating liquidity stress and, in some cases, losses for
securities lenders as they were obliged to return the cash collateral to the borrowers of the securities.
The liquidity pressure and the losses were typically aligned with the degrees of credit risk and
liquidity transformation associated with the investment of cash collateral. There is a link between
repo and security market: the securities lending market for government bonds lets borrowers
upgrade collateral by exchanging risky assets such as corporate bonds, equities, or other products
for high-quality liquid government bonds (i.e., safe assets) that are adequate for the repo market
and central counterparties. Borrowed bonds are reused into the market, serving as a source of
financing, for example, in the repo market, and the (cash) collateral can be reinvested in the money
market. The crisis surrounding AIG offers an example. Like many other large insurance companies,
AIG was involved in securities lending operativity. Before the financial crisis, its loans were mostly
open and its supply of cash collateral was invested in particularly long-term and illiquid assets.
This meant that AIG was working with a considerable liquidity transformation, which can result
in liquidity stress. This investment strategy allowed high returns before the crisis; however, it
contributed to AIG’s liquidity squeeze during the crisis. The firm underwent something similar to a
run as borrowers of its securities tried to get them back as part of the general market deleveraging
taking place. The need to convert some illiquid assets into liquid ones to accommodate this return
of securities contributed to a sizable share of AIG’s losses.
As a consequence of the financial distress and following the analysis of [1], it seems during crises
lenders prefer to hold high-quality government bonds unless the lending fee is excessively high
and borrowers are less likely to use cash, pledging non-cash collateral to borrow high-quality
government bonds of core countries during stressed periods.
2.2.2

Indemnification and Operational Risks

To manage such a risk, a standard market practice that has been developed over the past several
decades and became a legal requirement or a necessity for many investors, see agent lenders
providing securities replacement guarantees or indemnification for borrower default. Usually, this
kind of protection occurs when collateral is not able to cover the charge for buying again at the
market price the security. Many agents offer their customers more levels of indemnification options
for their lending and collateral reinvestment programs. Indemnification is a vital part of the agent
lending business and it is a key consideration for many investors engaged in securities lending.
Indemnification means that, in the event of a counterparty default, the agent would first use the
available collateral (typically collateralized from 102-105%) to repurchase the client’s securities or to
return an equivalent amount of cash to their account. If the collateral were insufficient to make the
investor whole, then the agent lender would use its capital to repurchase the client’s securities or
return an equivalent amount of cash to their account. Indemnification can also be applied to the
reinvestment of cash collateral.
This fact lead to highlight another dangerous factor of such a market: indemnification settlements
expose lending agents to contingent claims. It is crucial that the party providing the indemnification
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is well-capitalized and holds excess liquidity to meet the possible demands of indemnification in the
event of a counterparty default. It is also equally important that the party providing the backstop to
the transaction uses a diversified list of counterparties to minimize exposure to any one borrower.
Post-crisis regulatory changes, in particular with Basel III capital standards, require bank-affiliated
lending agents to incorporate capital charges, liquidity requirements and counterparty concentration
limits to account for risks inherent in securities lending transactions. Since these changes can make
securities lending programs more costly to run, one potential outcome could be a migration of
securities lending activities away from banks to entities unaffiliated with banks.

3.

Structured Repo, Tri-Party Repo and the Total Return Swap

The Repo market, as most of the financial industry, has been influenced by the financial engineering
and its structured products. In this chapter we briefly review some examples of non-classic Repo
and introduce the topic of the tri-party repo. We then look at the total return swap (TRS), a credit
derivative instrument for which emerged many connections between REPO products and security
lending deals.
3.1
3.1.1

Structured Repo
Cross-Currency Repo

This trade is a Repo transaction where the collateral is denominated in a different currency with
respect to the one in which the cash part is. For example, a repo may involve borrowing EUR
against U.K. government bonds (bonds denominated in GBP). Since this transaction is exposed to
forex risk, it needs to be evaluated frequently to take into account foreign exchange rate fluctuations.
Amending based on currency volatility helps ensure adequate collateralization of both cash and
securities. Banks and other financial institutions use this type of repo to earn potential funding
gains in a currency different from the one of the collateral.
3.1.2

Callable Repo

A callable repo is a transaction in which the repo rate is fixed and the lender of cash has the right to
end the agreement before the maturity date, or call partially back the cash. A callable repo has an
embedded interest rate call option that can be exercised by the lender when necessary. This option
will be exercised if interest rates rise during the life of the repo: in this case, the lender can call back
the debt to reinvest it at the higher market rates. Due to the presence of the embedded call option
and then to the payment of a premium, the lender will receive a fixed rate lower than a standard
repo rate.
3.1.3

Open Repo

A repurchase agreement which has no specific repurchase date. The term of an open repo is not
predefined, and therefore it has no end date. Open repo products allow banks and other financial
institutions to buy securities without having to stick to a specified repurchase date. Either party
to the agreement could terminate the agreement at any time after the contract date. Due to the
uncertainty associated with open repos, their interest rates are commonly higher than ordinary
repos due to the presence of risk premium arising from not knowing the end date of the trade.
3.1.4

Evergreen Repo

A type of repo which extends for longer periods than usual. It comes with an option to extend its
maturity and then continue funding beyond the initial period. The two parties can keep getting the
contract renewed, though it still can be ended with a specific time notice (such as 30-day notice), the
so-called notice period.
www.iasonltd.com
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FIGURE 4: Tri-party repo structure.[2]

3.1.5

Basket Repo

Basket repo is a repo of a portfolio of bonds. Banks and other financial institutions often repo out
entire portfolios of bonds with a repo market maker. It is operationally more convenient due to the
fact that it is considered as one repo trade. The mechanics of a basket repo are identical to the ones
of a classic repo.
3.2

Tri-Party Repo

Tri-party repo is a repurchase agreement transaction for which post-trade operations is handled by
a third-party agent. Post-trade operations consist of (but are not limited to):
• Collateral selection;
• Payments and deliveries;
• Custody of collateral securities;
• Collateral management.
A tri-party agent can be a custodian bank, an international central securities depository (ICSD) or a
national central securities depository (CSD). In Europe, the principal tri-party agents are Clearstream
Bank Luxembourg, Euroclear Bank, Bank of New York Mellon, JP Morgan and SIS. In the US, there
is now only one agent (Bank of New York Mellon) since JP Morgan largely gave up its tri-party
agent role in 2018. In Figure 4 is represented the basic structure of a tri-party repo trade.
3.2.1

Tri-Party Agent

Tri-party agent is just an intermediary, so the use of a tri-party repo does not affect the risk
relationship between the two counterparties. If one of the parties defaults, the impact falls on the
other party. This reflects the fact that the two counterparties of a tri-party repo still have to sign
bilateral legal agreements such as the ICMA Global Master Repurchase Agreement (GMRA).
Moreover, the tri-party agent doesn’t provide a trading venue where the parties can negotiate and
execute transactions (although some tri-party agents are linked to trading platforms). Instead, once
a transaction has been agreed directly between the parties, they independently notify the tri-party
agent, who matches the instructions and processes the trade. An important feature is that, typically,
the agent will automatically select, from the securities account of the seller counterparty, collateral
that satisfies pre-agreed credit and liquidity criteria, concentration limits and any transaction
decisions agreed between the buyer and the seller.
Afterward, the tri-party agent handles the revaluation of the collateral, variation margining, income
payments on the collateral, and substitution related activities which includes:
• Substitution of any collateral which ceases to conform to the quality criteria of the buyer;
• Substitution to prevent an income payment triggering a tax event;
• Substitution of a security used as collateral which has been sold;
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• Substitution at the request of the seller.
Another very important task of a tri-party agent is to conduct collateral optimization, which means
the reassessment of collateral composition if there is a better combination of securities that can be
posted as collateral given changes in the seller’s holdings, since the start of a tri-party repo and
execution of the substitutions necessary to achieve the better combination.
On the other hand, since collateral is typically selected automatically by the tri-party agent, tri-party
repo cannot be used for borrowing and lending specific securities. This is reflected in the large
average deal size of tri-party repo and collateralization by multiple securities.
3.2.2

Cost Effective with Drawbacks

Thanks to the aforementioned tri-party collateral automated operations, advantages from the agent’s
economies of scale and because settlement is across the books of the agent, the operational costs
of a tri-party repo are less than those of a repurchase agreement handled in-house and settled
across a securities settlement system, which charges a fee for each securities transferred. This makes
it economic to collateralize a tri-party repo with multiple securities. Moreover, tri-party agents
also can efficiently manage baskets of collateral denominated in several currencies. The ability to
collateralize with multiple securities facilitates larger deal sizes, taking down the costs.
On the other hand, the lower cost of a tri-party repo is an incentive to use non-government securities
as collateral. These less liquid securities trade in smaller amounts than government securities, this
lesser liquidity can make bilateral transfers across securities settlement systems a lot more expensive.
Consequently, repos of equity, corporate bonds, MBS, ABS, and other structured securities are
concentrated in the tri-party repos market.
3.2.3

Players

Tri-party market is the preferred repo market segment for many customers since the offload of
collateral management to a tri-party agent allows these firms to avoid the cost of setting up and
running their own collateral management department. The customer list includes central banks,
some of whom allow the use of tri-party agents by the counterparties in their monetary policy
operations and others who use tri-party services when conducting investment operations.
3.2.4

European vs. US Tri-Party Markets

Below we listed the most relevant differences between European and US tri-party markets.
• Tri-party agents dominate the settlement of US repo, they handle almost two-thirds of the
outstanding volume of the US market, compared to about 10% in the European market;
• European tri-party repo is normally used to manage non-government bonds and equity (please
note that the proportion of government bonds has more than doubled since the Great Financial
Crisis), while US tri-party is focused on Treasury and Agency debt;
• In most European tri-party systems, there has always been true term repo, while term repos
in US tri-party systems were traditionally unwound each morning and re-arranged in the
afternoon. This was intended to give sellers the daily opportunity to withdraw and replace
collateral securities and adjust for price fluctuations, instead of going through the operationally
more intensive direct substitution and variation margining with the other party. The downside
of this procedure is that it required the tri-party agents to finance the sellers for most of the
day and this generates a systemic intra-day credit exposure. In Europe, instead, the use of
direct substitution and variation margining is more common. Since there was concern about
the intra-day systemic risk in the U.S. tri-party market, there are some ongoing reforms which
will bring it closer to the European tri-party model;
• The US tri-party market is dominated by two types of investors, money market mutual funds
and securities lending agents reinvesting cash collateral, who handle almost two-thirds of
tri-party market. These investors are required or prefer to reinvest most of their cash in repo
and they tend to use tri-party repo due to operational advantages. The problem is that cash
www.iasonltd.com
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FIGURE 5: Total return swap structure.[2]

collateral taken in the securities lending market is an open-ended liability (as the securities
loans can typically be recalled at any time) but most tri-party repos are collateralised by
medium or long-term securities. In case of a default on a repo, investors would have to take
the securities onto their balance sheets. Given that they cannot or may not wish to hold such
longer-term collateral securities, they would be forced or might feel impelled to immediately
sell those securities. If the default was by a large borrower, sufficient collateral might be sold to
trigger a fire sale, fuelling a self-reinforcing cycle of disposal and price collapse. The European
tri-party repo market doesn’t suffer from such a concentration of the investor base.
3.3 Total Return Swap
A total return swap (TRS) is an agreement between two parties that exchanges the total return from
a financial asset between them. It is one of the principal instruments used by banks and other
financial instruments to manage their credit risk exposure. As such, it is a credit derivative product,
but it has economic similarities with respect to repo.
3.3.1 Basic Concepts
One definition of a TRS is given in [7] which states:
“A total return swap is a swap agreement in which the total return of a bank loan(s) or creditsensitive security(s) is exchanged for some other cash flow, usually tied to LIBOR or some other
loan(s) or credit-sensitive security(s)”
The underlying asset could be either physically sold to the other counterparty, with a transaction
agreed by the two parties or there could be no physical exchange of the underlying security.
Furthermore, the TRS trade has no need to match the maturity of the underlying security.
In a TRS the total return from the underlying asset is paid over the counterparty in return for a fixed
or floating cash flow. This feature makes the TRS slightly different from other credit derivatives,
as the payments between counterparties to a TRS are connected to changes in market value of the
underlying asset, as well as change resulting from the occurrence of a credit event.
In figure 5 is illustrated a generic TRS, bank A has to pay the “total return” on a specified reference
asset, while receiving a Libor-based return from bank B. The underlying asset can be a bank loan
such as a corporate loan or a sovereign or corporate bond. The total return payments from bank
A include the interest payments on the underlying loan as well as any appreciation in the market
value of the asset. Bank B will pay the Libor-based return and it will also pay any price difference if
there is a depreciation in the price of the asset.
The economic effect of this structure is as if bank B owns the underlying asset, so TRS could be
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considered synthetic loans or securities. An important feature is that bank A will usually hold the
underlying asset on its balance sheet so, if the TRS requires the physical exchange of the underlying
security, this means that the security will be removed from bank B balance sheet for the term of the
TRS.
The total return on the underlying asset is the interest payments and any change in the market
value if there is an increase in price. The price increase could be cash settled, or alternatively there
could be physical delivery of the reference asset at the maturity of the swap, in return for a payment
of the initial asset value by the total return “receiver”.
If the issuer of the reference asset defaults, the swap may be ended immediately, with a net present
value payment which sign depends on the fact that the value has increased or decreased over time.
3.3.2

Uses of Total Return Swap

There are several reasons why banks and financial institutions may want to enter into TRS agreements, the main one is to reduce credit risk. In fact, using TRS as a credit derivative instrument, a
party can reduce exposure to an asset without having to sell it.
Moreover, since the maturity of the swap doesn’t have to match the one of the reference asset,
the swap receiver may gain from the positive funding that derives from being able to roll over
short-term funding of a longer-term asset. The total return payer, on the other hand, benefits from
the protection against market and credit risk for a specified period of time, without having to sell
the asset. On maturity of the swap, the total return payer could decide if it continues to own the
asset or sell it in the open market. Thus the instrument may be considered a synthetic repo.
A TRS traded as a synthetic repo is usually used to temporary remove a specific assets from the
balance sheet. This may be desirable for several reasons: if the institution is due to be analysed by
credit rating agencies or if the annual external audit is not too far away.
Another reason a bank wants to temporarily remove lower-credit-quality assets from its balance
sheet is if it is in danger of breaching capital limits between quarterly return periods. In this case,
as the return period approaches, lower-quality assets may be removed from the balance sheet by
signing a TRS which will mature after the return period has passed.
3.3.3

Synthetic Repo via Total Return Swap

Synthetic repos, traded to fund a portfolio or borrow stocks to cover short positions, are common
in the market. In this case the repo is in the form of a Total Return Swap (TRS), which is a credit
derivative instrument. However, when used for the aforementioned purposes, it is identical in
economic terms to a classic repo. TRS is similar to a synthetic repo contract in the sense that the
economic effect is the same but they are considered different instruments. The biggest difference
between the two products is the following: TRS takes the underlying off the balance sheet, while the
tax and accounting authorities treat repo as if the underlying remains on the balance sheet. Also,
the agreement under which a classic repo and a TRS are traded is different: TRS is conducted under
the ISDA standard legal agreement, while classic repo is conducted under the GMRA standard repo
legal agreement.
In the next page we present an example from [2] regarding the use of TRS to fund a portfolio of
bonds, as a substitute for a repo trade.
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Example: Synthetic Repo via Total Return Swap
Consider a financial institution such as a regulated broker-dealer that has a portfolio of assets
on its balance sheet that it needs to obtain funding for. These asset are investment-grade
rated structured finance bonds such as credit card ABS, residential MBS and CDO notes,
and investment-grade rated convertible bonds. In the repo market, it is able to fund these at
Libor plus 16 bps. That is, it can repo the bonds out to a bank counterparty, and will pay
Libor plus 16 bps on the funds it receives.
Assume that for operation reasons the bank can no longer funds these assets using repo.
Instead it can fund them using a basket TRS contract. Under this contract, the portfolio of
assets is swapped out to the TRS counterparty, and cash received from the counterparty. The
assets are therefore sold off the balance sheet to the counterparty, an investment bank. The
investment bank need to fund this itself - it may have a line of credit from a parent bank or
it may swap the bonds out into the market. The funding rate it charges the broker-dealer
will depend to a large extent on what rate the bank can fund the assets itself. Assume that
the TRS rate charged is Libor plus 22 bps - the higher rate reflects the lower liquidity in the
basket TRS market for non-vanilla bonds.
At the start of the trade, the portfolio consists of five EUR-denominated convertible bonds.
The broker-dealer enters into a three-month TRS with the investment bank counterparty, with
a one-week interest rate reset. This means at each one-week interval, the basket is revalued.
The difference in value from the last valuation is paid (if higher) or received (if lower) by the
investment bank to the broker-dealer; in return the broke-dealer also pays one-week interest
on the fund it received at the start of the trade. In it can be broken at one-week intervals and
bonds in the reference basket can be returned, added to or substituted.
The terms of the trade are shown below:
• Trade date: 24 March 2004
• Value date: 26 March 2004
• Maturity date: 28 June 2004
• Rate reset: 31 March 2004
• Interest rate: 2.2970% (this is one-week EUR Libor fix of 2.077% plus 16 bps)
The combined market value of the entire portfolio is taken to be EUR 102,477,023.48. At
the start of the trade, the five bonds are swapped out to the investment bank, who pays the
portfolio value for them. On the first reset date, the portfolio is revalued and the following
calculation confirmed:
• Old portfolio value: EUR 102,477,023.48
• Interest rate: 2.2970%
• Interest payable by broker-dealer: EUR 45,770.22
• New portfolio value: EUR 107,532,194.64
• Portfolio performance: +5,055,171.166
• Net payment: broker-dealer receives EUR 5,009,400.94
There has been no change in the prices of the five convertible bonds, but the broker-dealer
has added an ABS security to the portfolio. In addition, there has been one week’s accrued
interest on the original portfolio. This make up the new portfolio value.
The rate is reset for value 2 April 2004 for the period to 9 April 2004. The new rate is 22 bps
over the one-week EUR Libor fix on 31 March 2004, an all-in rate of 2.252880%. This interest
rate is payable on the new “loan” amount of EUR 107,532,194.64.
This trade has the same goals and produced the same economic effect as a classic repo
transaction.
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4.

Conclusion

In this paper we have explored the Repo and Security Lending markets and we tried to understand
the basic differences in the two financial derivatives deals even if they seem to be similar at a first
glance. In the first chapter we mainly found that they differ in the following aspects:
• Economic: an essential difference among Repo and securities lending is that the Repo market
mostly uses bonds and other fixed-income instruments as collateral, while a significant
segment of the securities lending market uses equities, even if both of them are substantially
collateralized loans;
• Rationale: while the Repo users are motivated by the need to borrow and lend cash, security
lending has gained primarily importance after the interdiction on “naked” short selling, even
though are motivated for various reasons such as obtaining securities for settlement, financing
inventory positions, and producing incremental returns by lending securities;
• Legal: the GMRA for Repo transactions is designed for short-term repos of simple high-quality
fixed-income securities that take the form of repurchase trade between agents, while the master
agreement used for security lending, which usually has riskier underlying, is the GMSLA by
the International Securities Lending Association (ISLA). Moreover, in the security lending
deals the lender of the securities gives the legal title of the securities to the borrower for the
duration of the loan;
• Participants: in this case emerges that participants are very similar between the deals with
some differences in the role they play.
In the second chapter we have focused on the main vulnerabilities both transactions have shown
during the financial crisis. From our point view, this could be seen as a source of differences: while
in the Repo market rehypothecation, leverage financing, infrastructure weaknesses and the friction
on the collateral liquidation have emerged as risk factors, in the security lending market weaknesses
arisen due to its characteristic indemnification process which brings operational risk with it.
Finally, in the third section some structured and synthetic security transaction have been listed
which usually show features belonging both to the Repo and to security lending trades, as in the
case of the Total Return Swap. In the specific case of a TRS, in fact, it is possible to reproduce the
economic effect of a classic Repo combining it with the removal of the underlying asset from the
balance sheet. This is to highlight that even if some differences have arisen between the deals, the
markets remain strictly connected to each other and their products as well.
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