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Definition of Repurchase Agreement (Repo)

A repurchase agreement is also known as RP or repo is a type of a short-term
borrowing which is generally used by individuals who deal in government
securities and such an agreement can happen between multiple numbers of
parties and it can be classified into three types- specialized delivery repo, held-in-

custody repo, and third-party repo.

Explanation

The maturity for a repurchase agreement can be from overnight to a year.
Repurchase agreements with longer maturity are commonly referred to as “open”
repos; these types of repos usually do not have a set maturity date. The agreements
with a specified short maturity are referred to as “term” repos.

The dealer sells securities to investors on an overnight basis, and the securities are
bought back on the following day. The transaction allows the dealer to raise short
term capital. It is a short term money market instrument in which two parties agree

to buy or sell a security at a future date. It is essentially a forward contract. A forward
contract is an agreement to transact in the future at a pre-agreed price.

It is simple terms, is a loan that is collateralized by underlying security, which has a
value in the market. The buyer of a repurchase agreement is the lender, and the seller
of the repurchase agreement is the borrower. The seller of the repurchase agreement
needs to pay interest at the time of buying back the securities, which are called the
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NEW DELHI: RBI's monetary policy committee (MPC), led by Governor Shaktikanta Das,
on Thursday announced a 25 basis points cut in the short-term lending rate, also known
as repo or repurchase rate, in its first bi-monthly rate review of financial year 2019-20. The
repo rate now stands at 6 per cent.

This was lhe second back-io-e ie cul by ihe six-member MPC ever since Das was
appointed Governor. The mcx:e India the only country in Asia to have cut interest

e EDO Rate

“The outicok for fuel prices remain hazy. Fiscal situation at the government level needs a
close monitoring. We need to make private investment a priority,” Das said in a post-policy

media interaction.
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Types of Repurchase Agreement

Let us discuss each type of repurchase agreement in detail -

Due Bill ~ Tri-Party

Repo
Sell/Buy or Equity
Buy/SellRepe  yypnes of Repurchase Hepa
Agreement
Reverse Whole Loan
Repo Repo
. Securities ’
Lending
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#1 - Tri-Party Repo
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collateral. An example would be of a borrower handing over a certain amount of
stock for which the lender can take bonds of equal value as collateral.

#2 - Equity Repo

As the name suggests, equity is the collateral in this type of repurchase agreements.
A company's stock will be the underlying security or collateral for the transaction.
Such a transaction is also considered to be risky since the value of the stocks may fall
if the company does not perform as expected.

#3 — Whole Loan Repo

A whole loan repo is a repurchase agreement in which a loan or a debt obligation is
the collateral instead of a security.

#4 - Sell/Buy or Buy/Sell Repo

In a Sell/Buy repurchase agreement, the securities are sold and bought on a forward
repurchase simultaneously. Buy/sell functions reverse of this; the security is bought
and sold on a repurchase simultaneously. The difference in a Sell/Buy or Buy/Sell
Repo from a traditional repurchase agreement is that it is transacted in the market.

#5 - Reverse Repo

A reverse repo is a transaction for the lender of a repurchase agreement. The lender
buys the security from the borrower at a price with an agreement to sell it at a higher
price at a pre-agreed future date.

##6 — Securities Lending

This type of repurchase agreement is entered into when an investor goes short on
security. To complete the transaction, the investor would need to borrow the security.
Once the transaction is complete, he will hand over the security to the lender.

7 - Due Rill
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in the name of the borrower for the period of the agreement. This is not a common
arrangement as it is a risky affair for the lender as they do not control the collateral.

Repurchase Agreement Example

You need $10,000 urgently, and your friend James has the surplus is his bank account.
He is a good friend but would want a guarantee to make the payment to you. He
sees your watch, which is a rare vintage watch given to you by your grandfather,
which is valued at over $30,000; James asks for the watch as the collateral.

You agree to give him the watch and take back the watch from him after 6 months
once you pay $10,000 plus the interest of say, $3,000. He transfers the amount into
your account, and you give him the watch along with the bill. If you fail to pay the

amount on the future date, you might lose the watch if not the friendship!!

This is a simple repurchase agreement. The interest of $3,000 is the repo rate for this

transaction.

Pros

e Arepo is a secured loan.

e They are safe investments because the underlying security has a value in the
market, which serves as collateral for the transaction.

e The underlying security is being sold as collateral; hence it serves the purpose
for both the lender and the borrower.

e |f the borrower defaults to repay, the lender can sell the security.

e |tis secured funding for the lender and easy liquidity for the borrower.

Cons

e Repos are subject to counterparty risk even though the collateral provides the

protection.

Cookies help us provide, protect and improve our products and services. By using our website, you agree to our use

of cookies (Privacy Policy) X



‘%5 WallStreetMojo Q —

agreement.

e |f the counterparty becomes bankrupt or insolvent, the lender may suffer a loss

of principal and interest.

Conclusion
e In a repurchase agreement, the possession is temporarily transferred to the
lender, whereas the ownership still remains with the borrower.
e They are short term transactions that facilitate short term capital.
e |n most cases, the underlying security is the U.S Treasury Bonds.

e They are forward contracts entered into by parties that mutually agree to buy
and sell a security at a future date.

Recommended Articles

This has been a guide to What is Repurchase Agreement (Repo). Here we discuss
repo definition, types, advantages, and disadvantages along with practical examples.
You may learn more about accounting from the following articles —

e What are Forward Contracts?

e Callable Bonds Example

e Reverse Repurchase Agreement

e Payment in Kind Bond
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