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RETAIL AND WHOLESALE 
REPURCHASE AGREEMENTS

T o  th e  C h ie f  E x e c u tiv e  O ff ic e r  o f  E a ch  S ta te  M e m b e r  B a n k  
in th e  S e c o n d  F e d e r a l  R e s e r v e  D is tr ic t:

The usage by banking org a n iza tio n s for funding purposes o f repurchase  

a g reem en ts  involving U .S . g o v ern m en t or agen cy  s e c u r it ie s  has in creased  d ra m a tica lly  

over th e  past sev era l m onth s. A lthough to  d a te  th ere  h ave been few  problem s  

a sso c ia ted  w ith  th is a c t iv ity , w e b e lie v e  th a t it is appropriate to  bring to  your 

a tte n tio n  som e co n sid era tio n s to  re in fo rce  your aw a ren ess o f  th e  need to  p roceed  

ca u tio u sly  in o ffe r in g  th e se  in stru m en ts .

With re sp ec t  to  re ta il repurchase a g reem en ts  (re ta il repos), bank m an age

m ent should bear in mind th a t in som e c a se s  it is d ea lin g  w ith  cu sto m ers who do not  

norm ally  en g a g e  in large  d en om in ation , m oney m ark et tra n sa c tio n s. In add ition , 

b eca u se  o f th e  co m p lex  nature o f r e ta il repos and th e  p o ssib ility  th a t re ta il repos m ay  

be con fu sed  w ith  insured d ep o sits  by th e  gen era l pub lic , all m a ter ia l fa c ts  o f a re ta il 

repo tra n sa ctio n  should be d isc lo sed  to  th e  cu sto m er . As you are probably a w are , the  

S ecu r itie s  and E xchange C om m ission  has taken  th e p osition  th at the antifraud  

provisions o f F ed era l se c u r it ie s  law s apply to  th e  sa le  o f re ta il repos, and th e se  

in stru m en ts m ay be further su b ject to  various S ta te  s e c u r it ie s  law s. Banking 

o rg a n iza tio n s en gagin g  in or planning to  en g a g e  in th e  sa le  o f r e ta il repos are urged to 

co n su lt and obta in  the opinion o f leg a l cou n se l c o m p ete n t in the fie ld  o f se c u r it ie s  

law s to  d eterm in e  w hat c o n s t itu te s  s u ff ic ie n t  d isc lo su re  to  cu sto m ers  as w e ll as to  

ensure co m p lia n ce  w ith  th e an tifrau d  and oth er ap p lica b le  provisions o f F ed era l and

S ta te  se cu r it ie s  law s.
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The fa c e  o f a ll r e ta il repurchase a g reem en ts  should s ta te  con sp icu ou sly  and 

in b o ld -fa c e  ty p e  th a t  "the o b lig a tio n  is not a d ep o sit and is not insured by th e  F ed era l 

D ep o s it  Insurance C orporation ,"  and ca re  should be taken  to  avoid  th e  p o ten tia l

m isrep resen ta tio n  th a t re ta il repos are gu aran teed  by the U .S . g o v ern m en t. In 

ad d ition  to  ensuring th a t r e ta il repos are not m iscon stru ed  as insured d ep o sits , we 

b e lie v e  th a t , a t a m inim um , th e  fo llo w in g  in form ation  con cern in g  r e ta il repos should  

be co m m u n ica ted  to cu sto m ers:

1. The nature and term s o f  re ta il repos, includ ing in tere st  ra te s  paid, 
m a tu r itie s  and any prepaym en t fe e s .

2. A d escrip tion  o f  and ap p roxim ate m arket va lu e o f  the underlying secu rity  
or fra c tio n a l in te r e s t  th e re o f  c o lla te r a liz in g  th e a g reem en ts .

3. A s ta te m e n t  th a t th e  in te r e st  paid on a re ta il repo is not n ecessa r ily  
re la ted  to  th e  y ie ld  on th e underlying c o lla te r a l.

4. A s ta te m e n t  th a t th e  bank w ill pay a t m atu rity  a fix ed  am ount, including  
in te r e s t  on th e  purchase p r ice , regard less o f any flu c tu a tio n  in th e  m arket 
va lu e  o f  th e  underlying c o lla te r a l.

5. A s ta te m e n t  th a t g en era l banking a s s e ts  w ill m ost lik e ly  be used to  sa tis fy  
th e  bank's ob lig a tio n  rather than p ro ceed s from  th e  sa le  o f th e  underlying  
se cu r ity .

6. A s ta te m e n t  th a t th e  m arket va lu e  o f th e  co lla ter a l could  d ep rec ia te  
b efo re  th e  m a tu r ity  o f th e  a g reem en t, thus m aking th e  in v esto r  an 
unsecured  cred ito r  o f th e bank for th e  d iffe r e n c e  b e tw een  th e repurchase  
p rice  o f th e  re ta il repo and th e  m ark et va lu e  o f th e  underlying c o lla te r a l.

7 . In form ation  ad visin g  th e  cu sto m er  w h eth er he or she has a p e r fe c te d  lien  
on th e  underlying c o lla te r a l under s ta te  law , and w h ether it is being held by 
an in dependent tr u s te e  or cu sto d ia n . If th e cu sto m er  d oes not have a 
p e r fe c te d  se cu r ity  in te r e s t , th e  leg a l co n seq u en ces, includ ing th e  
p o ss ib ility  o f  b eco m in g  an unsecured  g en era l c red ito r , should be d escrib ed .

8. A ppropriate in form ation  regarding th e  bank and its  fin a n cia l co n d itio n .

If th e  r e ta il repo a g reem en t i t s e l f  does not includ e a ll m a ter ia l d isc lo su res, th e  fa c e  o f  

th e  a g reem en t should m ake s p e c if ic  r e fe r en ce  to  o th er d ocu m en ts provided to the  

cu sto m er  co n ta in in g  s u ff ic ie n t  m a ter ia l d isc lo su res.

C are should a lso  be tak en  w ith  re sp ec t  to  th e a d v ertis in g  and m ark eting  of 

r e ta il rep os. A ll a d v e r tise m e n ts , an n o u n cem en ts, and so lic ita t io n s  for r e ta il repos
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should s ta te  that th ey  are not d ep o sits  o f th e  issu ing bank and are not insured by th e  

FDIC. A d v ertisem en ts  and oth er d ocu m en ts provided to th e cu sto m ers  th a t re fer  to  

th e underlying U .S . G overnm ent or agen cy  o b lig a tio n s secu rin g  re ta il repos should  

d isc lo se  s u ff ic ie n t  in form ation  to avoid  the p o ten tia l m isrep resen ta tio n  th a t re ta il  

repos are gu aranteed  by th e  U .S . g o v ern m en t.

As a m a tter  o f prudent banking p r a c tic e  and in order to  provide a cushion  

o f p ro tec tio n  for individuals who purchase re ta il repos, th e  m arket va lu e  o f th e  

underlying secu rity  should be equal to  or e x c e e d  th e  purchase p r ice  o f th e  r e ta il repo  

a t th e t im e  o f issu an ce . In ad d ition , in order to  avoid  th e  p o ten tia l for c o n f lic ts  o f  

in te r e s t , a bank should not se ll its  r e ta il repos to  its  own tru st d ep artm en t or to  tru st  

ag en cy  a cco u n ts  over w hich  it or any a f f i l ia te  has in v estm en t d iscre tio n .

S ince both re ta il and large denom in ation  w h o lesa le  repurchase a g reem en ts  

are in m any r e sp ec ts  eq u iv a len t to  sh o rt-term  borrow ings a t m arket ra te s  o f in te r e s t ,  

banks en gagin g  in repurchase a g reem en ts  should ca re fu lly  ev a lu a te  th e ir  in te r e s t  ra te  

risk exposure a t various m atu rity  le v e ls , fo rm u la te  p o licy  o b je c tiv e s  in lig h t o f the  

in stitu tio n 's  en tire  a sse t  and lia b ility  m ix, and adopt proced u res to  co n tro l m ism a tch es  

b etw een  a sse ts  and lia b ilit ie s . The d eg ree  to w hich a bank borrows through repurchase  

a g reem en ts  a lso  should be an a lyzed  w ith  r e sp ec t  to  its  liqu id ity  n eed s, and co n tin g en cy  

plans should provide for a lte r n a te  sou rces o f funds in th e  e v en t o f a ru n -o ff o f  

repurchase a g reem en t lia b ilit ie s .

Bank m an agem en t a lso  should be aw are o f c e r ta in  co n sid era tio n s  and 

p o te n tia l risks a sso c ia ted  w ith  w h o lesa le  repurchase a g reem en ts  en tered  in to  in large  

vo lu m e w ith  in stitu tio n a l in v esto rs  and/or brokers. If th e  va lu e o f th e  underlying  

se c u r it ie s  e x c ee d s  th e  price  at w hich th e  repurchase a g reem en t w as so ld , th e  bank 

could be exp osed  to th e  risk o f loss in the e v e n t th a t th e  buyer is unable to  perform  

and return th e  se c u r it ie s . The p o ssib ility  o f th is occu rrin g  would obviously  in crea se  if

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



th e  s e c u r it ie s  are p h y sica lly  tran sferred  to th e  in stitu tio n  or broker w ith  which th e  

bank has en tered  in to  th e  repurchase a g reem en t. M oreover, if the s e c u r it ie s  are not 

retu rn ed , th e  bank cou ld  be exp osed  to th e  p o ssib ility  o f a s ig n ifica n t w r ite -o ff  to  th e  

e x te n t  th a t th e  book va lu e o f the s e c u r it ie s  e x c e e d s  th e p rice  at w hich th e  se cu r it ie s  

w ere orig in a lly  sold under th e  repurchase a g r e em e n t. For th is reason , banks should  

o b ta in  s u ff ic ie n t  f in a n c ia l in form ation  on and a n a ly ze  th e  fin an cia l con d ition  o f th ose  

in s titu tio n s  and brokers w ith  whom  th ey  en g a g e  in repurchase tra n sa c tio n s.

F ed era l R eserv e  ex a m in ers w ill be asked to  rev iew  ea ch  bank's in ternal 

proced u res and p r a c tic e s  for c o n s is te n c y  w ith  th e  co n sid era tio n s d iscu ssed  ab ove .

A nthony M. Solomon, 
P resid en t.
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