A repo (sale and repurchase agreement)  repo (sale and repurchase agreement) is a contract under which the seller:

· commits to sell securities to the buyer for an agreed amount and value date, and 

· simultaneously commits to repurchase the same (or similar) securities from the buyer at a later date (the maturity date), repaying the original sum of money plus a return for the use of that money over the term of the repo. 

Depending upon your perspective, the repo is either a vehicle for funding long positions or covering short positions in securities.

Although legally a sequential pair of sales, in effect a repo is a short-term interest-bearing loan against collateral.

Most repos are overnight transactions, with the sale taking place one day and being reversed the next day. Long-term repos—called term repos—can extend for a month or more.

Because repos are essentially secured loans, their interest rates do not depend upon the respective counterparties' credit qualities.

A reverse repos is just the opposite: a purchase of securities with an agreement to resell them at a higher price at a specific future date. This is essentially just a loan of the security at a specific rate (also called reverse repurchase agreement).

Note that sometimes a third party is involved. In a tri-party repo, an independent institution enters into a tripartite agreement with the two counterparties to the transaction. The third-party assumes certain responsibilities with respect to safeguarding the interests of both counterparties and is involved in effecting the transfer of funds and securities between the two parties.

The difference between the sale and repurchase prices paid for the security represent interest on the loan. Indeed, repos are quoted as interest rates.

The risks are limited:

- In fact both the risk and reward associated with the pledged securities accrue to the seller. Should the value of the securities fall during the contract period or should default the company who issued the collateral, the seller incurs the loss (since upon expiry of the repo contract, the seller is obliged to repurchase the collateral at the original selling price).The buyer’s risk is negligible since it’s unlikely for both the seller and the issuer to default at the same time.

- Should the seller refuse to repay the money, the buyer is entitled to sell the collateral.

- Should the buyer refuse to return the collateral, the seller can use the loaned amount to replace his securities.

For example, the implied repo rate is the difference between the future value of the underlying asset and its present value. If we take the example of the 2-period bond illustrated in A5, the implied repo rate at the beginning of period 1, is r2%


 

Let us take another example of a repo agreement :

Phase 1: value date when the agreement is signed

A Bond trader (the seller) wishes to borrow 25MEUR to finance the purchase of a 24MEUR of bond for one week

A Repo dealer is contacted and he offers the bond trader a repo rate of 5.25%. The bond trader accepts the offer: he sells the bonds and receives 25MEUR
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Phase 2: maturity date at the end of the agreement (7 days later)

The Repo dealer sells the bonds back to the Bond Trader

The trader pays the Repo dealer 25MEUR + Interest
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