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The Federal Reserve System has a vital interest 
in the U.S. government securities market—the 
largest, most eff icient, and most impor tant 
securities market in the world. Recently, a 
number of investors, including public authorities 
and deposi tory institutions, suffered financial 
losses when firms deal ing in repurchase agree-
ments using gove rnmen t securi t ies fai led. 
Repurchase agreements, o r " r e p o s " as they are 
called, have been used extensively in the 
money market in recent years by investors 
seeking to earn a return on idle cash and by 
institut ions needing to raise funds on a short-
term basis. Wh i le each recent failure had its o w n 
dist inct traits, some c o m m o n elements were 
evident. Had certain procedures been fo l lowed 
by all parties, losses could have been prevented 
or at least l imited. 

Because of the Federal Reserve's interest in 
the government securities market, the System 
has embarked upon an educat ional program to 
reduce the l ikel ihood of future losses. This 
program inc ludes in format iona l pamphle ts 
pertaining to repurchase agreements as wel l as 
a nat ionwide series of workshops on the subject. 
The first of these seminars was sponsored by 
the Federal Reserve Bank of Atlanta in June. 
That and subsequent workshops being of fered 
by the nation's 12 District Banks are or iented 
toward state and local government investors 
and deposi tory institutions. 

This special issue of the Economic Review is a 
further contr ibution to this educational program 
concerning repos. The articles that fol low include 
the material presented at Fed seminars as wel l 
as the results of a study conduc ted by the 
At lan ta Fed and add i t i ona l i n f o r m a t i o n on 
several impor tant issues pertaining to the use 
of repos. 

This issue includes an overview of repurchase 
agreements and recent problems; the market in 
which repos are transacted and the operat ions of 
government securities dealers; the use of repos 
as a cash-management tool by state and local 
governments, particularly in the Southeast; various 
legal and custodial arrangements that can assure 
control of securities; and practices that can 
protect customers against credit and market risk. 

I hope you f ind this issue thought -provok ing 
and informative. Should you have unanswered 
questions, please write to the Public Information 
Center at 104 Mar ie t ta Street N.W., At lanta, 
Georgia 30303-2713, or call (404) 521-8788. 
Our staff wi l l be glad to put you in touch w i th 
someone in the Federal Reserve System w h o 
can answer your questions. You can also contact 
direct ly the publ ic in format ion depar tment in 
your Federal Reserve District. 

Robert P. Forrestal, President 
Federal Reserve Bank of Atlanta 
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Repurchase agreements against government se-
curities can be a safe, ef fect ive method of raising 
short-term funds and of earning a return on 
surplus funds available for a brief t ime. However, 
problems have arisen involving the use of repur-
chase agreements, or"repos." Since the beginning 
of the year, the failure of t w o firms—ESM Govern-
ment Securities and Bevill, Bresler, and Schul-
man— has cost customers more than $500 million. 
Losses associated w i th ESM triggered the tem-
porary closing of 70 privately insured savings and 
loan associations in Ohio.1 A l though some prob-
lems were associated w i th al legedly fraudulent 
practices by government securities dealers, cus-
tomers could have avoided or greatly l imi ted 
losses by fo l lowing certain procedures and pru-
dent management practices. 

This overv iew of current issues involving repos 
describes the mechanics of repurchase agree-
ments and the market in which these transactions 
occur; summarizes how various customers, in-
c luding state and local governments as wel l as 
banks and thrifts, f ind repos useful money market 
instruments; reviews recent problems; and out-
lines how customers can min imize associated 
risks. Subsequent articles consider these topics 
in greater depth. 

Our discussion of government securities used 
in repurchase agreements refers primari ly to 

The author is senior vice president and director oí research at 
the Federal Reserve Bank oí Atlanta. 

direct obl igations of the U.S. Treasury—bills, 
notes, and bonds. Only a few examples are 
prov ided of repos against federal agency issues 
such as those of the Government Nat ional Mort -
gage Association (GNMAs) . However, in both 
instances the principles essentially are the same. 
Their appl icat ion in the case of repos against 
federal agency issues might be more complex 
than for Treasuries, but the fundamenta l points, 
such as abid ing by a master repo contract, 
evaluating collateral carefully, establishing con-
trol over collateral, and moni tor ing the value of 
collateral and interest accruals dur ing the term of 
a repo, remain the same. In fact, many of these 
procedures can be used whenever a transaction 
is outstanding for some per iod of t ime and one 
party's exposure to another is l inked to an 
instrument that is t raded in a market. Thus, they 
are relevant to collateralized deposits, for example. 

The Government Securities Market 
Repurchase agreements are money market 

transactions in wh ich one party sells securities to 
another whi le agreeing to repurchase those se-
curities at a later date. Interest payments are an 
essential part of the transaction since these l le ro f 
the securities has use of the buyer's funds dur ing 
the term of the repo. (For more detai led infor-
mat ion on repurchase agreements, see Box.) 
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W h a t is a R e p o ? 

A repurchase agreement , or"repo," is the sale of secur i t ies 
on a t e m p o r a r y basis, i nvo lv ing t h e se l le r 's a g r e e m e n t 
to r e p u r c h a s e t h e s a m e or s im i la r s e c u r i t i e s at a later 
date. T h e o t h e r pa r ty has a c o r r e s p o n d i n g ob l i ga t i on t o 
sel l t h e m back. T h e r e p u r c h a s e p r i ce c a n i nc l ude an 
in te res t c o m p o n e n t or t h e sa le a n d r e p u r c h a s e p r i ces 
c a n be t h e s a m e w i t h i n te res t pa id s e p a r a t e l y fo r t h e 
use of t h e a c q u i r e d funds . Usua l l y a " m a r g i n " is t a k e n t o 
p ro tec t t h e b u y e r s h o u l d t h e se l l e r later d e f a u l t As a 
r e s u l t t h e a m o u n t of t h e f u n d s t r ans fe r r ed (sa le price) is 
less t h a n t h e m a r k e t va lue of t h e secu r i t i es t rans fe r red . 
T h i s a r r a n g e m e n t t h o u g h cas t in t e r m s of a p u r c h a s e 
a n d sale, is in c o n c e p t s imi la r t o a co l l a te ra l i zed loan. 
M a n y pa r t i es in repos are legal ly cons t ra ined to t reat 
r e p o s as p u r c h a s e s a n d s a l e s w h i l e o t h e r s c a n t rea t 
t h e m as s e c u r e d l e n d i n g B e c a u s e of th is s i tuat ion, 
m u c h of t h e p o p u l a r t e r m i n o l o g y a s s o c i a t e d w i t h repos 
is b o r r o w e d f r o m t h e la t te r t h o u g h t h o s e t e r m s a r e no t 
of con t r o l l i ng lega l s i g n i f i c a n c e in t h e repo c o n t e x t 
S e c u r i t i e s for examp le , a re o f t e n c a l l e d co l la tera l . 

A reve rse r e p o is s imp l y t h e s a m e t r a n s a c t i o n v i e w e d 
f rom t h e p e r s p e c t i v e of t h e o t h e r party. For examp le , a 
d e a l e r m a y w i s h t o b u y secu r i t i es f r o m a c u s t o m e r , 
o f t e n a b a n k or a t h r i f t in o r d e r t o m a k e de l i ve ry t o 
a n o t h e r c u s t o m e r i n t e r e s t e d in tha t par t i cu la r s e c u r i t y 
at tha t pa r t i cu la r t ime. T h e d e a l e r b u y s secu r i t i es f r o m a 
c u s t o m e r u n d e r an a g r e e m e n t t o rese l l t h e s a m e 
secu r i t i es at t h e s a m e pr i ce on s o m e fu tu re date. Every 
r e p u r c h a s e a g r e e m e n t is c o m p o s e d of a r e p o o n o n e 
s ide a n d a reve rse r e p o o n t h e o ther . Howeve r , t h e 
t e r m s a re s o m e t i m e s u s e d incons is ten t l y . Usua l l y b o t h 
par t ies t o a r e p u r c h a s e a g r e e m e n t use t h e dea le r ' s 
perspect ive. T h u s for e x a m p l e w h e n a c u s t o m e r de l ivers 
s e c u r i t i e s t o t h e dealer , t h e t r a n s a c t i o n is o f t e n t e r m e d 
a reve rse r e p o by bo th p a r t i e s 

R e p o s c a n be d o n e o n a n ove rn igh t b a s i s o n a t e r m 
bas i s for a s p e c i f i e d n u m b e r of d a y s or o n a c o n t i n u i n g 
c o n t r a c t b a s i s T e r m r e p o s rare ly e x t e n d over 3 0 d a y s 
because bo th par t ies may be unnecessar i l y cons t ra ined 
by s u c h l onge r t i m e s p a n s R e p o s a re s o m e t i m e s d o n e 
under c o n t i n u i n g c o n t r a c t s w h e r e b y a n e w in te res t 
ra te or t h e a m o u n t of f u n d s i n v e s t e d m a y c h a n g e f r o m 
day t o day. Th is p e r m i t s a n i nves to r t o m a n a g e c a s h 
w h i l e m i n i m i z i n g t h e In teres t ra te r isk t ha t w o u l d ar ise 
w i t h a l o n g e r t e r m r e p o or secur i ty . 

R e p u r c h a s e a g r e e m e n t s t yp i ca l l y invo lve re la t ive ly 
large t rans fe rs of f u n d s sho r t m a t u r i t i e s a n d t h u s a 
smal l v o l u m e of e a r n i n g s p e r t r a n s a c t i o n re la t ive t o 

po ten t i a l c h a n g e s in va lue in t h e unde r l y i ng s e c u r i t i e s 
The re tu rn t o a n y i nves to r is c a l c u l a t e d b y t h e f o l l ow ing 
bas ic fo rmu la : 

Ea rn ings = f u n d s t r ans fe r r ed x i n te res t x ( n u m b e r of 
days /360 ) 

Funds T rans fe r red = (par a m o u n t of s e c u r i t i e s x 
marke t price) + a c c r u e d in te res t - ma rg i n 

The d e n o m i n a t o r is 3 6 0 b e c a u s e ca l cu l a t i ng in te res t 
o n t h e bas is of a 3 6 0 day year is t yp i ca l m o n e y marke t 
practice. Assuming an investor has $1 mi l l ion in surp lus 
f u n d s t o invest ove rn igh t a n d t h e bes t rate he c a n g e t is 
7 1 / 2 p e r c e n t he w o u l d earn: 

( $ 1 , 0 0 0 , 0 0 0 x . 0 7 5 ) 
3 6 0 

or $ 2 0 8 . 3 3 

If t h e inves to r he ld th i s su rp lus for 5 d a y s a n d e n t e r e d 
in to a c o n t i n u i n g con t rac t , h is e a r n i n g s m i g h t look l ike 
this: 

Day Rate Calculation Earnings 

Monday 7 5/8 ($1,000,000 x .07625)/360 211.81 
Tuesday 7 1/2 ($1,000,000 x.07500)/360 208.33 
Wednesday 7 3/4 ($1,000,000 x ,07750)/360 215.28 
Thursday 7 5/8 ($1,000,000 x.07625) /360 211.81 
Friday 7 3/4 ($1,000,000 x.07750)/360 215.28 

Total Interest $1,062.51 

Interest rates on repurchase ag reemen ts are genera l ly 
lower t h a n t h o s e on f e d e r a l f u n d s or d e p o s i t s b e c a u s e 
t h e a g r e e m e n t s are co l l a te ra l i zed by g o v e r n m e n t se-
cur i t ies . Thus, if a d e p o s i t o r y i ns t i t u t i on o w n s e l i g ib le 
s e c u r i t i e s it can use t h e m to raise m o n e y cheaply. S ince 
r e p u r c h a s e a g r e e m e n t s c a n be w r i t t e n w i t h t a i l o r -made 
m a t u r i t i e s t h e y p rov ide t h e s e ins t i t u t i ons w i t h f lex ib i l i ty 
in asse t - l iab i l i t y m a n a g e m e n t Simi lar ly, i nves to rs w i t h 
su rp lus c a s h c a n inves t fo r shor t pe r i ods of t i m e w h i l e 
k e e p i n g in te res t ra te r isk at a m in imum. 

NOTE 

1 For example, the SEC def ines repos and reverse repos from the dealer's 
perspective, but the Government Accounting Standards Board uses an 
inverted defini t ion for municipal investors 

State and local governments use repos to earn 
extra income on idle cash they have on hand for 
short periods.2 Their earnings f rom repos help 
hold d o w n taxes whi le maintaining a given level 
of publ ic services. Many banks and thrifts also 
use repos to raise needed cash. Since such 
inst i tut ions of ten hold government securities in 
their portfolios, they can use them to obtain 
funds, usually on a short-term basis, at a rate 
generally be low the fed funds rate. Dealers of ten 

use repos to f inance their posit ions in securities, 
f rom which they earn a major por t ion of their 
profits, as discussed below. Since repurchase 
transactions figure important ly in the f inancingof 
government securities holdings, w e must know 
how the government securities market and dealers 
part ic ipat ing in it work to understand both the 
importance of repos and how recent problems 
developed.3 
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The U.S. Treasury is the preeminent issuer of 
short- and long-term debt securities on a regular 
basis. The Treasury auctions bills, notes, and 
bonds to meet U.S. government f inancing re-
quirements.4 The majori ty of these securities are 
issued and held in book-entry form, basically as 
messages or data stored in a computer.5 They are 
transferred over a wire system, called " Fedwire," 
operated by the Federal Reserve in much the 
same way that money is transferred f rom one 
deposi tory to another. The Fed, as the U.S. 
Treasury's fiscal agent, maintains the securities 
for the Treasury on the Fed's computer ized 
book-entry system and issues new securities to 
investors on the Treasury's behalf. In addi t ion, 
the Fed buys and sells Treasury issues in the 
market, deal ing w i th some 36 firms, inc luding 
banks, diversified investment houses, and specialty 
firms. These transactions are an essential part of 
the Fed's conduct of monetary policy. 

The firms wi th wh ich the Fed transacts are 
known popular ly as primary dealers. Many other 
firms of all sizes and types trade government 
securities on a rout ine basis, and dealers are 
serviced by a number of brokers and clearing 
banks. The final t ier of the market is the array of 
cus tomers in g o v e r n m e n t secur i t ies—banks, 
thrifts, state and local governments, pension 
funds, and individuals, among others. 

Anyone—or any f i rm—can become a govern-
ment securities dealer. There are no uni form or 
comprehensive margin or capital requi rements 
wi th wh ich all dealers must comply. A dealer's 
inventory of securities usually is f inanced w i th a 
small amount of capital comb ined w i th funds 
raised in the market—of ten through the use of 
repurchase agreements. Capital can, at t imes, be 
as low as one percent of securities holdings. 

There is, of course, regulation of many types of 
dealers. Dealers related to banks are supervised 
by one of three federal banking regulators—the 
Fed, the Federal Deposi t Insurance Corporat ion 
(FDIC), or the Off ice of the Comptro l ler of the 
Currency (OCC). Other f irms may be subject to 
regulation by the Securities and Exchange Com-
mission (SEC) or the Commodi t ies Futures Trad-
ing Commiss ion (CFTC), according to the type of 
instruments in wh ich they deal. However, firms 
that deal only in government or other exempt 
securities are free f rom comprehensive oversight 
or regulation.6 This can aiso be the case for 
subsidiaries of otherwise regulated firms, of ten 
called Government Securities, Inc. (GSIs), wh ich 
are themselves not subject to regulation. 

The free entry that characterizes the market 
adds to its eff iciency, since the large number of 
firms able to provide these services minimizes 
costs to those using them. Customers can com-
pare the prices of several dealers by te lephon ing 
them or by subscribing to a service that reports 
such informat ion cont inuously via computer . 
Thus, transactions usually can be executed at the 
best price. The market's intense compet i t iveness 
also reduces the Treasury's cost of issuing debt, 
and the l iqu id i ty that results f rom an eff ic ient 
market makes the securities attractive to a variety 
of investors. 

A l though the market is characterized by highly 
favorable features, inc luding l iquidity, eff iciency, 
innovat ion, and a good safety record, free entry 
can al low problems to go undetec ted unless 
customers adhere to prudent business practices 
and respect the rule of caveat emptor—le t the 
buyer beware. Transactions involving govern-
ment securities can involve significant risk even if 
the securities themselves are free of default risk. 
To understand better how problems can develop, 
consider some c o m m o n patterns that appeared 
in recent losses. 

Common Elements in Recent Problems 
In recent cases where dealers failed and cus-

tomers lost money, some c o m m o n patterns were 
apparent. Had all of the customers involved 
exercised judic ious management and fo l lowed 
certain procedures, they cou ld have avoided 
such losses. Some customers assumed they were 
deal ing w i th one counterparty, or dealer firm, 
only to f ind they had been deal ing w i th an 
affiliate, of ten an insolvent one whose earlier 
losses had been masked by various transactions. 
Certain investors failed to gain control of the 
securities used as collateral dur ing the life of the 
repurchase agreement Others, who held control, 
d id not require securities whose market value 
exceeded the cash they had provided in an 
amount suff icient to protect themselves against 
fluctuations in the market value of those securities. 
Many customers fai led to moni tor the value of 
their securities to see that they cont inued to 
have suff icient coverage. Even though some 
dealers w h o failed were allegedly engaging in 
fraud, losses could have been avoided or greatly 
l imi ted if customers had fo l lowed specific pro-
cedures. In fact, many customers who did busi-
ness w i t h the failed firms did not lose money. 
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As noted previously, some of the customers 
who suffered losses fai led to fo l low the old adage 
of good business, " K n o w your counterparty." 
Customers should investigate the history, finan-
cial condi t ion, business practices, and regulatory 
status of their dealer.7 Some investors had not 
even obta ined an up-to-date audi ted financial 
statement. Wh i le such a statement is not a 
guarantee of a firm's condi t ion at anyt ime, it is an 
essential part of the process of f inding out about 
one's counterparty. 

A second and related pattern in recent losses 
involved collateral risk. Insolvent f irms could 
cont inue raising funds because customers had 
not taken the necessary steps to evaluate col-
lateral or had not established suff icient control 
over the securities used in repos. Because the 
dealer and not the customer contro l led the 
securities, the dealer could raise funds using the 
same securities tw ice or as many t imes as there 
were customers wi l l ing to leave the securities 
w i th the dealer. W h e n the dealer defaul ted and 
investors tried to recover the securities underlying 
the repos, they found their securities had been 
used as collateral for other repos or d id not exist 
at all. 

Generally speaking, risk associated w i th cus-
todial arrangements is best min imized by taking 
the securities out of the control of the dealer. 
Legal reasons may exist for do ing so.8 In addi t ion, 
should a dispute arise over the terms of the 
agreement or should the dealer become in-
solvent, the customer is in a more desirable 
posit ion if the securities are in the customer's (or 
the cus tomers custodian's) control or w i th an 
independent custodian responsible to both the 
customer and dealer. The first t ype of arrange-
ment is known as a "de l i ve ry repo"; the second a 
" three-par ty repo" o r " t r i -par ty repo." The safety 
of these arrangements entails the added costs of 
transfer fees and paperwork by the external 
parties. 

In a th i rd type of custodial arrangement in-
volved in recent losses, called a " le t te r repo," the 
dealer retains control over the customer's securities. 
The securities remain w i th the dealer or his 
clearing bank. This type of arrangement is inex-
pensive since del ivery fees are unnecessary and 
generally no costly contractual arrangements 
need to be drawn up. However, this obviously 
can be much r isk ier fo r the customer. Mak ing the 
proper arrangements for custody of the securities 
is a critical safeguard against losses even if it costs 
money and lowers an investor's rate of return. 

Another pattern in recent losses entails market 
or interest rate risk. Once customers have taken 
steps to gain control of their collateral, they still 
must protect themselves against f luctuations in 
prices of government securities that occur when-
ever interest rates change. Investors provid ing 
funds to a dealer should start by valuing the 
securities at their current market price rather 
than at their par value. Then they should protect 
themselves against changes in the market prices 
of securities they receive by requir ing a package 
of securities whose total market value exceeds 
the value of cash they exchange. This process is 
called "taking margin" and is especially important 
the longer the maturit ies of the securities and the 
longer the term of the repurchase agreement. 

In addit ion, since interest rates can f luctuate 
substantially dur ing the life of a repo, no matter 
how short, customers need to assess f requent ly 
whether the collateral remains of suff icient value 
to protect their interest This process of monitoring 
the value of securities is called "mark ing to 
market." It should be done at least daily. When 
the market value of the securities being held as 
collateral slips be low the preestablished margin, 
a margin call should be made on the dealer. Of 
course, a dealer also may ask for margin calls 
when the margin grows too large. 

Customers who have raised funds by selling 
securities f rom their port fol io must fo l low these 
procedures as well. However, in their case, they 
need to determine whether the margin given the 
dealer is appropriate, and they should not let it 
grow too large if interest rates decline. The 
margin given when an investor borrows using 
repos is equivalent to an unsecured loan of 
securities to the dealer. 

One prob lem in earlier losses was a failure to 
account proper ly for interest that was accruing 
on a coupon of a note or bond. The funds that 
can be obta ined by selling a security increase 
each day as a result of interest accruing. Control l-
ing for this type of risk is especially important for 
those using their securities to raise funds in the 
repo market since they stand to lose from ignoring 
this feature of government securities.9 

How To Prevent Future Losses 
Losses can be l imi ted in doing repos, if not 

avoided entirely, by fo l lowing four basic rules: 
(1) operate u n d e r t h e t e r m s o f a c l e a r l y s p e c i f i e d 
and executed master repurchase agreement, (2) 
properly assess counterpart ies inc luding their 
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corporate structure and capital strength, (3) use 
appropr iate procedures for obta in ing control of 
securities, and (4) evaluate securities appro-
priately and moni tor them regularly, making 
margin calls when necessary. 

The Federal Reserve and other regulatory and 
industry groups wi l l cont inue to work toward 
develop ing better systems to curb abuse. The 
Fed's approach at this t ime is twofo ld. One part is 
an extensive educational effort to inform investors 
and other market participants of the risks involved 
in repos and of these four ways to min imize the 
chance of losses. The other is the deve lopment 
of a voluntary capital adequacy guidel ine that 
customers can use to help them evaluate the 
creditworthiness of dealers w i th w h o m they 
transact. 

The Federal Reserve's voluntary capital ade-
quacy guidel ine is designed for those w h o do not 
already comply w i t h some standards such as 
bank capital ratios or the SEC's Uni form Net 
Capital Rule. The guidel ine calls for dealers to 
comply voluntari ly w i th a m in imum ratio of 
l iquid capital to risk at any point in t ime of 1.2 to 
1. That is, dealers are asked to make sure their 
ready capital exceeds their risk by 20 percent. 
The measurement of risk takes into consideration 
various aspects of dealer operations. Dealers 
comply ing wi th these guidelines are to cert i fy 

their compl iance in each of three ways: a general 
letter f rom the dealer to the customer, audi ted 
financial statements, and a letter from the dealers 
cert i f ied publ ic accountant indicat ing that there 
are no material weaknesses in the dealers internal 
procedures for compl iance. 

These standards wi l l not be enforced by any 
federal regulatory agency. Rather, their effective-
ness wi l l depend on primary dealers, clearing 
banks, and customers, all of w h o m should re-
quest the relevant certif ications and then trade 
only w i th those dealers that provide them. 

In addit ion, the Federal Reserve regards as 
desirable some form of m in imum regulation, 
inc luding registration, inspection, and financial 
standards. That approach, however, requires con-
gressional action. Currently, several bills are be-
fore Congress that w o u l d subject the market to 
additional regulation. Whether or not the govern-
ment securities market becomes subject to ad-
dit ional regulation, market participants need to 
work together to preserve the generally good 
record of safety. The customer shares responsi-
bi l i ty for safety, not only by requir ing capital 
adequacy f rom his counterpar ty bu t also by 
imp lement ing proper internal procedures, con-
trols, and cont rac tua l ar rangements. Prudent 
management practices can go a long way toward 
prevent ing fraud. 

'The Bevill, Bresler and Schulman failure tr iggered the fai lures of several 
small securi t ies firms in the Midwest. Recently some smaller failures have 
occurred, such as Parr Secur i t ies Earl ierfai lures included the Lion Capital 
Group and RTD in 1984 and Drysdale Government Securit ies in 1982. 

2See Bobbie H. McCrackin, A E Martin III, and William B Estes, III, State 
and Local Governments' Use of Repos: A Southeastern Perspective." this 
issue. 

3See Richard Syron and Sheila L Tschinkel, "The Government Securities 
Market: Playing Field for Repos." this issue. 

4For more information on government securities, see Box 1 in Syron and 
Tschinkel. 

5 See Box 2 in Syron and Tschinkel. 
^Transactions in certain securities have traditionally been exempt from 

regulation. These include Treasury and agency issues, bankers' ac-
ceptances, commercial paper, and CDs 

'See Gary Haberman and Catherine Piche, 'Control l ing Credit Risk 
Associated with Repos: Know Your Counterparty," this issue. 

8See Don Ringsmuth, "Custodial Arrangements and Other Contractual 
Considerations," this issue. 

9 See Sheila L. Tschinkel "Identifying and Control l ing Market Risk," this 
issue. 
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1 1 3 / 4 1 1 / 1 5 / 1 9 8 5 - N 1 0 0 . 2 5 2 9 - 1 6 . 7 5 
1 0 1 / 2 1 1 / 3 0 / 1 9 8 5 - N 1 0 0 . 1 9 2 3 - 1 7 . 1 9 
1 0 7 / 8 1 2 / 3 1 / 1 9 8 5 - N 1 0 0 . 3 1 3 - 2 7 . 2 1 
1 4 1 / 8 1 2 / 3 1 / 1 9 8 5 - N 1 0 2 . 0 8 1 2 - 1 6 . 3 4 
1 0 5 / 8 1 / 3 1 / 1 9 8 6 - N 1 0 1 . 0 3 7 - 2 7 . 4 3 

9 7 / 8 2 / 1 5 / 1 9 8 6 - N 1 0 0 . 2 8 0 - 2 7 . 5 0 
1 3 1 / 2 2 / 1 5 / 1 9 8 6 - N 1 0 2 . 1 9 2 3 - 1 7 . 1 1 
1 0 7 / 8 2 / 2 8 / 1 9 8 6 - N 1 0 1 . 1 5 1 9 - 1 7 . 4 7 
1 1 1 / 2 3 / 3 1 / 1 9 8 6 - N 1 0 1 . 3 1 3 - 2 7 . 6 7 
1 4 3 / 3 1 / 1 9 8 6 - N 1 0 3 . 1 3 1 7 - 2 7 . 5 5 
1 1 3 / 4 4 / 3 0 / 1 9 8 6 - N 1 0 2 . 1 2 1 6 - 3 7 . 7 6 

7 7 / 8 5 / 1 5 / 1 9 8 6 - N 9 9 . 3 1 3 - 2 7 . 7 3 
9 3 / 8 5 / 1 5 / 1 9 8 6 - N 1 0 0 . 2 9 1 - 1 7 . 8 2 

1 3 3 / 4 5 / 1 5 / 1 9 8 6 - N 1 0 3 . 2 6 3 0 - 3 7 . 8 2 
1 2 5 / 8 5 / 3 1 / 1 9 8 6 - N 1 0 3 . 0 6 1 0 - 1 7 . 9 1 
1 3 6 / 3 0 / 1 9 8 6 - N 1 0 4 . 0 0 4 - 1 7 . 7 1 
1 4 7 / 8 6 / 3 0 / 1 9 8 6 - N 1 0 6 . 0 3 7 - 3 6 . 9 4 
1 2 5 / 8 7 / 3 1 / 1 9 8 6 - N 1 0 3 . 2 8 0 - 2 7 . 9 5 

8 8 / 1 5 / 1 9 8 6 - N 1 0 0 . 0 1 5 + 1 7 . 8 3 
1 1 3 / 8 8 / 1 5 / 1 9 8 6 - N 1 0 2 . 2 9 1 0 7 . 9 8 
1 2 3 / 8 8 / 3 1 / 1 9 8 6 - N 1 0 3 . 2 7 3 1 - 1 8 . 1 1 
1 1 7 / 8 9 / 3 0 / 1 9 8 6 - N 1 0 3 . 2 0 2 4 - 1 8 . 1 4 
1 2 1 / 4 9 / 3 0 / 1 9 8 6 - N 1 0 4 . 0 0 4 0 8 . 1 4 
1 1 5 / 8 1 0 / 3 1 / 1 9 8 6 - N 1 0 3 . 1 8 2 2 - 1 8 . 2 1 

6 1 / 8 1 1 / 1 5 / 1 9 8 6 9 7 . 3 0 3 0 + 1 7 . 0 7 
1 1 1 1 / 1 5 / 1 9 8 6 - N 1 0 2 . 2 7 3 1 - 2 8 . 3 4 
1 3 7 / 8 1 1 / 1 5 / 1 9 8 6 - N 1 0 6 . 0 2 6 - 3 8 . 3 3 
1 6 1 / 8 1 1 / 1 5 / 1 9 8 6 - N 1 0 9 . 0 5 9 - 1 7 . 8 4 
1 0 3 / 8 1 1 / 3 0 / 1 9 8 6 - N 1 0 2 . 0 7 1 1 - 1 8 . 3 4 

9 7 / 8 1 2 / 3 1 / 1 9 8 6 - N 1 0 1 . 2 2 2 6 - 1 8 . 4 0 
1 0 1 2 / 3 1 / 1 9 8 6 - N 1 0 1 . 2 8 0 - 2 8 . 3 7 

9 3 / 4 1 / 3 1 / 1 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 5 0 
9 2 / 1 5 / 1 9 8 7 - N 1 0 0 . 1 9 2 3 0 8 . 4 6 

1 0 7 / 8 2 / 1 5 / 1 9 8 7 - N 1 0 3 . 0 0 4 - 2 8 . 5 3 
1 2 3 / 4 2 / 1 5 / 1 9 8 7 - N 1 0 5 . 1 7 2 1 - 1 8 . 5 0 
1 0 2 / 2 8 / 1 9 8 7 - N 1 0 1 . 2 8 0 - 2 8 . 5 4 
1 0 1 / 4 3 / 3 1 / 1 9 8 7 - N 1 0 2 . 0 9 1 3 + 1 8 . 5 8 
1 0 3 / 4 3 / 3 1 / 1 9 8 7 - N 1 0 3 . 0 0 4 + 1 8 . 5 8 

9 3 / 4 4 / 3 0 / 1 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 6 7 
1 2 5 / 1 5 / 1 9 8 7 - N 1 0 5 . 0 0 4 - 1 8 . 6 8 
1 2 1 / 2 5 / 1 5 / 1 9 8 7 - N 1 0 5 . 2 4 2 8 0 8 . 7 0 
1 4 5 / 1 5 / 1 9 8 7 - N 1 0 8 . 0 2 6 0 8 . 7 0 

9 1 / 8 5 / 3 1 / 1 9 8 7 - N 1 0 0 . 1 6 2 0 + 1 8 . 7 3 
8 1 / 2 6 / 3 0 / 1 9 8 7 - N 9 9 . 1 4 1 8 + 1 8 . 7 7 

1 0 1 / 2 6 / 3 0 / 1 9 8 7 - N 1 0 2 . 2 5 2 9 + 1 8 . 7 4 
8 7 / 8 7 / 3 1 / 1 9 8 7 - N 9 9 . 3 0 0 + 1 8 . 8 8 

1 2 3 / 8 8 / 1 5 / 1 9 8 7 - N 1 0 5 . 2 9 1 + 1 8 . 9 3 
1 3 3 / 4 8 / 1 5 / 1 9 8 7 - N 1 0 8 . 1 1 1 5 0 8 . 9 1 

8 7 / 8 8 / 3 1 / 1 9 8 7 - N 9 9 . 2 8 3 0 + 1 8 . 9 1 
1 1 1 / 8 9 / 3 0 / 1 9 8 7 - N 1 0 4 . 0 1 5 + 2 8 . 8 8 

7 5 / 8 1 1 / 1 5 / 1 9 8 7 - N 9 7 . 2 8 4 + 2 8 . 5 8 
1 1 1 1 / 1 5 / 1 9 8 7 - N 1 0 3 . 3 0 2 + 2 8 . 9 2 
1 2 5 / 8 1 1 / 1 5 / 1 9 8 7 - N 1 0 7 . 0 0 4 + 1 8 . 9 8 
1 1 1 / 4 1 2 / 3 1 / 1 9 8 7 - N 1 0 4 . 1 7 2 1 + 1 8 . 9 8 
1 2 3 / 8 1 / 1 5 / 1 9 8 8 - N 1 0 6 . 2 6 3 0 + 2 9 . 0 5 
1 0 1 / 8 2 / 1 5 / 1 9 8 8 - N 1 0 2 . 0 3 7 + 2 9 . 0 9 
1 0 3 / 8 2 / 1 5 / 1 9 8 8 - N 1 0 2 . 2 0 2 4 + 1 9 . 0 9 
1 2 3 / 3 1 / 1 9 8 8 - N 1 0 6 . 0 7 1 1 + 2 9 . 1 7 
1 3 1 / 4 4 / 1 5 / 1 9 8 8 - N 1 0 9 . 0 1 5 + 1 9 . 2 2 

8 1 / 4 5 / 1 5 / 1 9 8 8 - N 9 8 . 0 6 1 4 + 2 8 . 9 1 
9 7 / 8 5 / 1 5 / 1 9 8 8 - N 1 0 1 . 1 2 1 6 + 2 9 . 2 3 

1 0 5 / 1 5 / 1 9 8 8 - N 1 0 1 . 2 1 2 5 + 1 9 . 2 4 
1 3 5 / 8 6 / 3 0 / 1 9 8 8 - N 1 1 0 . 0 9 1 3 0 9 . 3 4 
1 4 7 / 1 5 / 1 9 8 8 - N 1 1 1 . 1 1 1 9 + 1 9 . 2 9 

9 1 / 2 8 / 1 5 / 1 9 8 8 - N 1 0 0 . 1 6 2 0 + 1 9 . 2 5 
1 0 1 / 2 8 / 1 5 / 1 9 8 8 - N 1 0 2 . 3 0 2 + 3 9 . 2 9 
1 1 3 / 8 9 / 3 0 / 1 9 8 8 - N 1 0 5 . 0 6 1 0 + 3 9 . 3 4 . 
1 5 3 / 8 1 0 / 1 5 / 1 9 8 8 - N 1 1 5 . 1 3 2 1 + 2 9 . 4 5 

8 3 / 4 1 1 / 1 5 / 1 9 8 8 - N 9 8 . 2 1 2 9 + 5 9 . 1 5 
1 1 3 / 4 1 1 / 1 5 / 1 9 8 8 - N 1 0 6 . 0 4 8 + 2 9 . 4 4 
1 0 5 / 8 1 2 / 3 1 / 1 9 8 8 - N 1 0 3 . 0 6 1 0 + 2 9 . 4 4 
1 4 5 / 8 1 / 1 5 / 1 9 8 9 - N 1 1 3 . 3 1 3 + 2 9 . 6 2 
1 1 3 / 8 2 / 1 5 / 1 9 8 9 - N 1 0 5 . 0 6 1 0 + 1 9 . 5 3 
1 1 1 / 4 3 / 3 1 / 1 9 8 9 - N 1 0 5 . 0 0 4 - 1 9 . 5 2 
1 4 3 / 8 4 / 1 5 / 1 9 8 9 - N 1 1 3 . 2 4 0 + 1 9 . 6 9 

9 1 / 4 5 / 1 5 / 1 9 8 9 - N 9 9 . 2 6 2 + 2 9 . 2 3 
1 1 3 / 4 5 / 1 5 / 1 9 8 9 - N 1 0 6 . 0 8 1 2 0 9 . 6 6 

9 5 / 8 6 / 3 0 / 1 9 8 9 - N 1 0 0 . 0 6 8 + 4 9 . 5 5 
1 4 1 / 2 7 / 1 5 / 1 9 8 9 - N 1 1 4 . 2 1 2 9 0 9 . 7 7 

The Government 
Securities Market: 
Playing Field for Repos 

Richard Syron and 
Sheila L Tschinkel 

O u r na t i on ' s g o v e r n m e n t s e c u r i t i e s m a r k e t 
is c h a r a c t e r i z e d by i ts h u g e v o l u m e , i ts 
e f f i c iency , a n d i ts lack of c o m p r e h e n s i v e 
regu la t ion . H e r e is a l ook at h o w t h e m a r k e t 
o p e r a t e s a n d w h y it has g r o w n s o rapidly. 

Repurchase agreements are impor tan t trans-
act ions in t he U.S. gove rnmen t securi t ies mar-
ket, the wor ld 's largest and most l iqu id capital 
marke t—hav ing abso rbed over $1 t r i l l ion in 
gross new issues in 1984 to raise close to $200 
b i l l ion in n e w funds and to ref inance matur ing 
d e b t 

The market has grown substant ial ly in recent 
years because of the rapid expansion of Trea-
sury debt . Trad ing in the secondary market has 
g rown at an even faster pace. O n e salient 
character ist ic of this market is its lack of com-
prehensive regulation. This f reedom has encour-
aged rapid en t ry in to t he market by many types 
of firms, keen compe t i t i on , and ext raord inary 
innovat ion. 

Unders tand ing the market 's st ructure and 
func t ions is essential t o gaining a sound under-
s tanding of repurchase agreements, i nc lud ing 
recent p rob lems invo lv ing their use and the 
procedures necessary to avo id loss. This art ic le 
describes the markets structure, the organization 
and opera t ions of major part ic ipants, and its 
per formance. 

The Markef s Structure 
The government securi t ies market consists 

of f ive broad categories of part ic ipants: t he 

The authors are senior vice president and advisor at the 
Federal Reserve Bank of Boston and senior vice president 
and director of research at the Federal Reserve Bank of 
Atlanta, respectively.1 
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U.S. Treasury D e p a r t m e n t the Federal Reserve 
System, primary securities dealers, other dealers, 
and a w ide array of investors. The fount of this 
market is the Treasury Department, the pre-
eminent issuer of short- and long-term deb t 
securities on a regular basis. The Treasury 
auctions bills, notes, and bonds to f inance new 
U.S. government debt as wel l as matur ing 
securities (see Box 1). Several government-spon-
sored agencies also issue securities. Govern-
ment and agency securities have a w ide variety 
of maturities, and this along w i th particular char-
acteristics and the level of interest rates deter-
mines their market values. 

The Treasury does not market its securities 
directly bu t relies on the Federal Reserve to 
serve as its fiscal agent The Fed's fiscal agency 
role has several aspects. The Fed issues most 
new securities on behalf of the Treasury through 
a computer ized book-entry system (see Box 
2). Most Treasury securities no longer are 
issued in a tangible form as engraved certifi-
cates that can be kept in a vault, technical ly 
referred to as "de f in i t i ve securities," and the 
issuance of def in i t ive securities soon wi l l be 
discontinued altogether. The Fed transfers most 
securities between depository institutions over 
its own wire system, called the Fedwire, in 
much the same way money is transferred elec-
tronical ly among deposi tory institutions. The Fed 
not only maintains and transfers securities but 
also handles the initial sale of the securities. The 
Fed conducts auctions of newTreasury securities 
by col lect ing and processing compet i t i ve and 
noncompet i t i ve bids f rom dealers, banks, indi-
viduals, and others. 

A l though the Fed serves as fiscal agent for 
the Treasury, it does not buy securities direct ly 
f rom the Treasury (except t o roll over matur ing 
holdings). Rather, if the System wishes to change 
its o w n holdings of Treasury securities for 
monetary pol icy reasons, it does so by trans-
actions in the open secondary market. Thus, 
the Federal Reserve has a key interest in the 
government securities market because of its 
responsibility for implement ing monetary policy 
as wel l as execut ing investments for foreign 
central banks. The N e w York Fed's t rading desk 
purchases and sells government securities to 
imp lement the directives of the Federal Open 
Market Commit tee.2 The Fed's open market 
operat ions—or transact ions in government 

FEDERAL RESERVE BANK O F ATLANTA 

securi t ies—inf luence the pace of monetary 
expansion. The N e w York Fed of ten uses repos 
and a transaction similar to reverse repos to 
provide or absorb bank reserves on a temporary 
basis. Last year the aggregate gross vo lume of 
open market transactions including repurchase 
agreements and transactions similar t o reverse 
repos exceeded $200 bi l l ion in addi t ion to Fed 
market transactions on behalf of 150 foreign 
central banks and other foreign official insti-
tutions. 

In its market operat ions the Fed transacts 
only w i th certain dealers, known as primary 
dealers. Among these primary dealers currently 
are banks or bank subsidiaries, diversified invest-
ment houses, and specialty firms. There are 
now about 36 of these so-called primary dealers. 
Ten years ago there were about 25. N o formal 
l imi t governs their number. 

Primary dealers serve t w o crucial funct ions 
in the market: they help distr ibute the Treasury 
debt and they stand ready to " m a k e markets," 
or buy and sell securities for customers. Their 
selection by the Fed as counterparties revolves 
around their ability to fulfill these two functions. 
Besides their abi l i ty to meet the needs of the 
Fed, criteria for be ing a pr imary dealer inc lude 
vo lume of activity and part ic ipat ion in Treasury 
auctions, breadth of customer base, abil i ty and 
commi tmen t to buy and sell securities for 
customers even w h e n market condi t ions are 
unfavorable, financial strength, depth of experi-
ence of management, and commi tmen t to 
ful f i l l ing this role over the long term. 

In addi t ion to primary dealers, many other 
firms routinely trade in U.S. government securi-
ties. These also inc lude a mix of deposi tory 
inst i tut ions, d ivers i f ied securit ies firms, and 
specialty firms. Some part icipat ing firms are as 
large as pr imary dealers but have elected not to 
seek designation as such. Others service clients 
in a particular region. Still others may specialize 
in small transactions or o d d lots. 

This diversity is advantageous to investors 
because it provides them a greater choice of 
firms and services. Of course, these investors in 
government securities make up the largest 
sector of t h e marke t , and they i n c l u d e ind i -
viduals; insurance, financial, and other cor-
porations; pension funds; state and local govern-
ments and authorit ies; banks and savings insti-
tutions; and foreign investors. 
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Treasury Securit ies 
Lisa Rockoff 

The market for Treasury securi t ies has grown rapidly in 
recent years largely in response to the federal govern-
ment 's expanding f inancial requirements. In addit ion to 
the growth in new issue activity, trading in the secondary 
market also has increased even more rapidly, at t ract ing 
new dealers and greater customer participation. 

W h a t Are Treasury Securities? 

The U.S. Treasury provides for the federal govern-
ment 's f inancial needs In this capaci ty the Treasury is 
responsible for debt management, which includes bor-
rowing funds to cover any shortfall be tween out lays and 
revenues and arranging for the refinancing, servicing, 
and repayment of matur ing debt.1 To meet this respon-
sibility the Treasury issues debt secur i t ies in a wide 
variety of initial matur i t ies The best-known Treasury 
securi t ies are bi l ls notes, and b o n d s Bills are short-
term, one year or less; notes are medium-term, one to 
10 years; and bonds are long-term issues, greater than 
10 years Currently, the Treasury issues three-month, 
six- month, and one-year bills in minimum denominations 
of $10,000, with mult ip les of $5,000; two- through 10-
year notes; and 20- and 30-year bonds in denominations 
of $1,000, $5,000, $10,000, $100,000, and $1 million. 
Occasionally, the Treasury issues very short- term cash 
management b i l ls wi th minimum denominat ions of $1 
million, to br idge gaps when its cash balances are 
temporar i ly low. 

The increasing size of the federal budget deficit in 
recent years has enlarged the volume of debt that the 
Treasury needs to sell. Because the t iming and amount 
of its of fer ings can have a substant ial impact on the 
f inancial markets, the Treasury has adopted a pract ice 
of issuing speci f ic maturi t ies on a regular schedu le in 
order to faci l i tate absorpt ion of its marketable debt wi th 
minimal disturbance. Quarter ly Treasury announce-
ments of the major mid-quarter refundings provide 
information on the exact amounts of each maturi ty to be 
offered, the amount of new cash to be raised by the 
operation, and the amount being refinanced. It a lso 
indicates the total amount of f inancing remaining to be 
done in that quarter and a range of f inancing likely to be 
done in the fo l lowing quarter. Other auct ions general ly 
are announced about a week before they are held. The 
publ ic can determine when an issue is for thcoming by 
consul t ing the f inancial sect ions of major dai ly news-
papers or the 24-hour information l ines on scheduled 
auct ions at all 12 Federal Reserve Banks In addit ion, 
customers may request that their names be added to 
any Federal Reserve Bank's mail ing list for note and 
bond c i rcu lars 

How Are Treasury Securi t ies Marketed? 

Aside f rom nonmarketable secur i t ies such as savings 
bonds, most Treasury securi t ies can be bought in two 
ways—at Treasury auct ions when they initially are 
of fered or in the secondary market through a dealer. 

Initial interest rates on marketable, or negotiable, Trea-
sury securi t ies (and the coupons on coupon-bear ing 
notes and bonds) are establ ished at auction. 

Bids are made on both a compet i t ive and a noncom-
petit ive bas is A compet i t ive bidder submits a t ende r fo r 
the amount of securi t ies he or she wishes to purchase 
at a speci f ied rate carr ied out to two dec imal p laces The 
Treasury general ly l imits compet i t ive tenders to 35 
percent of the amount of fered to the publ ic in each 
auct ion per single bidder. A noncompet i t ive bidder 
specifies the amount of securities he wishes to purchase 
but agrees to accept the average rate (and price) 
establ ished through compet i t ive bidding. The Treasury 
limits noncompet i t ive tenders except those of the 
Federal Reserve System and its cus tomers to $1 
mill ion per bidder. Therefore, most noncompet i t ive bids 
come from smaller investors 

On the day of the auction, all Federal Reserve Banks 
receive tenders until a speci f ied time, usually 1 p.m. 
Eastern t ime. Subsequen t l y , t h e s e are w i red to t he 
Treasury After all t imely bids have been received, the 
vo lume of noncompet i t ive tenders is subtracted from 
the total amount to be issued. Allowable noncompetitive 
tenders are accepted in full. The remainder of the issue 
is a l located to compet i t ive b idders beginning with 
those who bid the lowest rate. Af ter f i l l ing the bids at the 
lowest rate, the Treasury awards issues at the next 
h igher rate and so on until all of the issue has been 
awarded. A partial award may be made at the highest 
accepted rate (the stop-out rate) in order to come as 
c lose as possible to the exact amount the Treasury 
plans to sell. Once the stop-out bid is reached, a 
weighted average rate is compu ted f rom all accepted 
compet i t ive b ids Noncompet i t ive bidders are awarded 
their securi t ies at a pr ice based on the establ ished 
average rate. Compet i t ive bidders whose tenders have 
been accepted pay the pr ice equivalent to the rate they 
specified. Auct ion results can be found in the f inancial 
sect ions of many major daily newspapers on the day 
fo l lowing the auction. 

In most respects, auct ions for bills are conducted in a 
manner similar to those for notes and b o n d s There are 
a few key d i f fe rences though, largely due to di f ferences 
in the way the two types of Treasury securi t ies are 
priced, d iscussed below.2 

How Are Prices and Rates of Return 
on Treasury Securit ies Determined? 

Treasury Bills. Treasury bil ls or T-bills are non-interest 
bearing secur i t ies issued at a discount. That is Treasury 
sells the bil ls at a price that is below their face value—or 
at a d iscount—and redeems them at face value. T h u s 
the return to the investor is determined by the d iscount 
at which the securi t ies are bought and the length of 
t ime until maturity. The Treasury computes the price per 
$ 1 0 0 face value of d iscount securi t ies using the follow-
ing formula: 
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P = I 1 -
V 3 6 0 / 

x 100 

where 
P = price per $ 1 0 0 face a m o u n t 

= interest rate on a d iscount basis 
decimal ized (e.g. 7.36% = 0.736), 

D = days to maturity. 
For example, assume six-month (182-day) bills are 

purchased at a 7 percent d iscount rate. The pr ice of the 
bill is ca lcu lated as follows: 

/ 0.07 x 1 8 2 \ 
\ 3 6 0 / 

p = f 1 x l x 1 0 0 

3 6 0 
= 9 6 . 4 6 1 1 1 1 2 

The Treasury rounds the pr ice to three dec imal places, 
so $96,461 is the price per $100 face value of securit ies 
Thus, the purchase pr ice of $1 mil l ion of these bills 
would be $964,610.00. 

Rates quoted on a d iscount basis do not reflect the 
fact that the amount invested is less than the face value 
of the securit ies. In addition, Treasury bill rates are 
calculated on a 360-day basis, whereas interest on 
longer-matur i ty Treasury securi t ies is compu ted on a 
365-day basis. To al low rate comparisons, bill rates are 
of ten conver ted into bond-equivalent y ields (BEY). The 
BEY on a d iscount instrument wi th a maturi ty of six 
months or less is der ived as follows: 

( 1 0 0 - P) x 3 6 5 ~ 
B E Y = 1 0 0 x 

P x D 

Using our earl ier example, the bond-equivalent yield 
on a six-month bill w i th a 7 percent d iscount rate is 
found as fol lows: 

BEY = 1 0 0 x 

= 7.36% 

(100 - 96.461) x 3 6 5 
96.461 x 182 

For a bill w i th a maturi ty of six months or more, the 
BEY calculat ion must reflect the approx imate return 
that would have been obta ined if interest had been paid 
at the end of six months (since interest payments on 
securi t ies with interest coupons are made every six 
months). The formula is complex but similar in principle 
to deriving the yield on coupon secur i t ies in the case 
where the coupon is set at zero. 

Treasury notes and bonds. Unl ike bills, notes and 
bonds pay separate interest every six months. They 
carry a f ixed interest payment, the coupon rate, and, 
hence, are also cal led coupon secur i t ies The coupon 
rate is established at auction.4 Bidding on coupon issues 
is based on yields, not pr ices After an issue has been 
awarded at auction, the Treasury establ ishes a f ixed 
coupon, rounded down to the nearest e ighth of one 
percent based on the weighted average of the accepted 
compet i t ive y ie lds 

The pr ice charged to compet i t ive bidders is set at or 
rounded down to sl ightly below par. At the t ime of issue, 
pr ices are expressed as a percentage of par, par 
equal ing 100. 

In the secondary market, f ract ional pr ices are ex-
pressed in 3 2 n d s Secur i t ies that t rade below par are 
said to be at a discount, whi le those t rading above par 
are said to be at a premium. For example, the price of a 
coupon secur i ty t rading below par might be expressed 
as 9 9 12/32, o f ten shown as 99.12. This f igure repre-
sents a pr ice of $993 .75 for a $1 ,000 bond. A bond 
trading above par might be quo ted at 102 5/32, or 
102.5, imply ing a price of $1,021.56 for a $1 ,000 bond. 

The coupon rate establ ished on any note or bond 
represents the s imple annual interest rate the Treasury 
pays to the investor on the face value. Since the 
Treasury pays interest semiannually, the interest pay^ 
ment each six months is represented by the formula: 

Coupon Rate x Face Value 

The rate of return on notes and bonds held to maturi ty 
when both the present value of the future interest 
payments and the redempt ion value of the securi ty are 
taken into account is ca l led the yield to maturity. The 
present value may be v iewed as the amount one is 
wil l ing to pay now for the stream of coupon payments 
plus the face value received at maturity. The higher (or 
lower) the yield, the less (or more) one is wi l l ing to pay to 
receive any speci f ied payment in the future. Thus, price 
varies inversely with yield. 

The longer the matur i ty of the security, the greater the 
number of payments Also, the further away a payment 
is in time, the more its present value changes in 
response to any change in yield. T h u s for any g iven 
yield change the size of the result ing price change—or 
volati l i ty—varies direct ly wi th maturity. 

Final ly pr ice changes depend on the coupon. The 
lower the coupon, the larger the share that the present 
value of the final payment represents in the calculation 
of present value or price. Since that payment is furthest 
in the fu ture—and so is most sensit ive to a yield 
change—the more the pr ice of the ent i re securi ty wil l 
change to reflect a g iven change in yield. T h u s price 
volati l i ty varies inversely wi th the coupon rate. Some 
investors use a measure known as durat ion in f igur ing 
yield. Whi le the computat ion of this measure is too 
complex to descr ibe succinctly, durat ion essential ly 
recognizes both the relative impor tance of coupons 
and the f inal matur i ty of a bond or note. Therefore, the 
price volati l i ty of debt securi t ies varies direct ly with both 
their durat ion and the volati l i ty of interest ra tes 

In calculat ing yield to maturity one assumes coupon 
payments are reinvested every six months at the same 
yield, specif ical ly the yield to maturity. A l though using a 
current interest rate as a proxy for future rates is 
somewhat arbitrary, alternative methods involve esti-
mat ing expec ted rates in the future, an extremely 
complex and equal ly unrealist ic p rocess 

After-tax yield calculat ions need to take into account 
any capital gain or loss arising f rom the di f ference 
be tween a security 's purchase pr ice and its face value 
at redemption. For example, if an investor purchases 
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notes and bonds at s l ight ly be low par, say, at 9 9 . 1 2 0 (or 
$993 .75 f o r a $ 1 , 0 0 0 bond) and redeems it at face value 
(or$1,000) , the investor rece ives a capi ta l ga in of $6.25. 

Most ou ts tand ing 30 -yea r bonds have 25-year cal l 
provisions, wh ich a l low the Treasury to redeem the 
bonds at par af ter 2 5 yea rs Technical ly, the Treasury 
might exerc ise th is op t ion if in terest rates 25 years af ter 
issue are be low the c o u p o n on the bond. Valuat ion of 

ca l lab le bonds can be complex, but they typical ly 
behave as if they have a 25-year matur i ty w h e n interest 
rates are s ign i f icant ly be low the i r c o u p o n s and a 30-
year matur i ty w h e n the oppos i te holds. 

The author is an analyst in the Research Department of the Federal Reserve Bank 
of Atlanta. 

NOTES 

'Treasury borrowing const i tutes only one part—albeit the largest—of total 
government-related borrowing. Federally sponsored agencies set up by 
Congress to make credit available to specif ic sectors of the economy also 
borrow. Agencies f inancing in the open market include the Federal 
National Mortgage Association (FNMA), the Farm Credit Banks, the 
Federal Home Loan Banks, and the Government National Mortgage 
Association(GNMA). There are di f ferences between Treasury and agency 
borrowing. First, whereas the Treasury borrows to f inance the federal 
deficit, agencies act more as f inancial intermediar ies Second, while some 
agency debt is guaranteed as to principal and interest by the U.S. 
government or has the full faith backing of the U S government other 
agency debt does not have this backing. 

'Another di f ference pertains to tenders by the Fed. Fed tenders typically 
are noncompetit ive. On three- and six-month T-bills the amount tendered 
by the Fed is subtracted from the total. In contrast the amount tendered by 
the Fed on one-year T-bills, notes, and bonds is not subtracted from the 

total since the Fed is issued securit ies in addit ion to the amount offered to 
the public. 

3The bill price formula il lustrates that price varies inversely with interest 
rate. It also reflects the fact tha t for any given rate change, the size of price 
movements varies directly with the maturity of the bill. That is, the farther 
away in time a customer receives the face amount the less he is wil l ing to 
pay now for the bill. 

4Under the public debt statutes there is a 4 1/4 percent interest-rate limit 
on bonds When interest rates were low, the Treasury had no problem 
issuing bonds under this constraint. As interest rates rose, though, this 
limit forced the Treasury to concentrate debt issuance in short- to 
intermediate-term issue&Therefore, in the early 1970s Congress granted 
a partial exempt ion from this ceil ing for a specif ied dollar amount (face) of 
bonds and has since raised these amounts several t imes Congress also 
responded to the problem by extending the maturity of notes (which are 
not subject to the rate ceiling) f rom a maximum of five years to seven and 
later to ten years 

How Government Securities 
Dealers Operate 

Government securities dealers perform three 
interrelated activities. First, they make markets 
for customers and provide information, analysis, 
and advice to encourage transactions and cus-
tomer loyalty. Second, to meet customer needs, 
they generally maintain an inventory of securities. 
The composi t ion of this inventory is structured 
to al low dealers to sell securities at a higher 
price than they bought them. Third, they manage 
their positions, speculating on market trends 
w i th a v iew to prof i t ing f rom swings in interest 
rates. 

W h e n a dealer makes a bid or an offer to a 
customer, the dealer is buying or selling securities 
for its position. That is, the dealer is act ing as 
principal and not as agent. W h e n a dealer 
finances his holdings of securities, he is also 
acting as a principal. Thus, dealers are dist inct 
f rom brokers. The latter earn a profi t by acting 
as go-betweens, matching parties wi th comple-
mentary needs and charging a commission for 
their services. 

Securities dealers absorb and distr ibute a 
large share of the U.S. government debt when 

it is sold at auction. They also buy and sell 
existing securities in the secondary market. 
The price at wh ich a dealer is wi l l ing to buy a 
security is called a " b i d " ; the price at wh ich he 
is wi l l ing to sell is an "of fer . " A dealer f i rm tries 
to earn the spread between the bid and offer 
prices on customer transactions. 

Dealers also posi t ion securities to reflect 
their assessment of l ikely changes in interest 
rates. If a dealer expects interest rates to fall 
and hence prices of debt securities to rise, he 
wi l l typical ly " take a long posit ion" in these 
issues. If he expects rates to rise, he wi l l " go 
short," sell ing securities he does not own in the 
expectat ion of buying the securities back later 
at a lower price. Long and short positions 
generally are highly leveraged, or supported 
w i th bor rowed funds, at t imes to over 99 
percen t Thus, posi t ion management is a major 
source of variation in prof i t and capital in either 
direct ion. 

As explained earlier, in a repo the dealer 
agrees to sell a security at a specif ied price for a 
specified period after which he agrees to repur-
chase the security, usually at the agreed-upon 
price. In return for the security, the dealer 
receives funds to finance its positions in govern-
ment securities. Since the dealer has use of the 
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T h e B o o k - E n t r y S y s t e m for T r e a s u r y Secur i t i es 1 

A. E. M a r t i n I I I 

An i m p o r t a n t a s p e c t of t h e g o v e r n m e n t secu r i t i es 
m a r k e t is u n d e r s t a n d i n g h o w a b o o k - e n t r y s y s t e m for 
r e c o r d i n g o w n e r s h i p of a n d i n te res t s in secu r i t i es 
o p e r a t e s In c o n t r a s t t o "de f in i t i ve " s e c u r i t i e s ( t hose 
r e p r e s e n t e d by a phys i ca l cer t i f icate) , an in te res t in 
b o o k - e n t r y s e c u r i t i e s is r e f l ec ted by a n entry , o f t e n 
c o m p u t e r i z e d in the accoun ts of a book-ent ry cus tod ian 
i nd i ca t i ng t h e par ty fo r w h o m it h o l d s t h e s e c u r i t i e s 
The fo l lowing d iscuss ion prov ides a brief overv iew of t h e 
b o o k - e n t r y s y s t e m fo r U.S. T r e a s u r y s e c u r i t i e s U.S. 
T r e a s u r y b i l ls a re i s s u e d exc lus i ve l y in b o o k - e n t r y 
fo rm; T r e a s u r y n o t e s a n d b o n d s a l t h o u g h ava i lab le in 

de f i n i t i ve f o r m as wel l , a re h e l d ma in l y in book-en t ry . 
Mo reove r , t h e T r e a s u r y D e p a r t m e n t has a n n o u n c e d 
i ts p lans t o o f fe r n e w i s s u e s of T r e a s u r y n o t e s a n d 
b o n d s exc lus i ve l y in b o o k - e n t r y f o r m b e g i n n i n g s o m e 
t i m e in 1 9 8 6 . 

T h e b o o k - e n t r y s y s t e m fo r T r e a s u r y s e c u r i t i e s is 
g o v e r n e d b y T r e a s u r y r e g u l a t i o n s w h i c h fac i l i ta te t h e 
es tab l i shmen t of a " t ie red" cus tod ia l s ys tem w h e r e b y 
t h e o w n e r s h i p of secu r i t i es is r e p r e s e n t e d by en t r i es 
o n t h e b o o k s of a se r i es of c u s t o d i a n s Th is s y s t e m 
e x t e n d s f r o m t h e Treasury itself t h r o u g h the Federa l 
Rese rve Banks, d e p o s i t o r y i n s t i t u t i o n s a n d b r o k e r s 

"Other depository institutions. 
* Other custodians (depository institutions, brokers/dealers, etc) or ultimate investors. 
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or dea lers to t he u l t imate owner or party in in te res t 2 

The Treasury 's records reflect the total amount of an 
issue of secur i t ies ou ts tand ing and the por t ion he ld 
by each Federal Reserve Bank. In turn, each Reserve 
Bank's ent r ies estab l ish how much of the issue is he ld 
by the depos i to ry ins t i tu t ions in its distr ict that main-
ta in book-ent ry accoun ts w i th it.3 

A depos i to ry inst i tut ion 's records fur ther d iv ide the 
amoun t it ho lds at its Reserve Bank, reflecting how 
much it holds for itself, for other depository institutions 
( inc lud ing those that do not main ta in accoun ts at the 
Federal Reserve), for b rokers and d e a l e r s and for the 
u l t imate inves to rs Thus, t he cus tod ia l cha in may 
inc lude only the Treasury, a Reserve B a n k and a 
depos i to ry inst i tut ion, or addit ional custodians such as 
o t h e r d e p o s i t o r y i n s t i t u t i o n s a n d b r o k e r / d e a l e r s . 
Payments of pr inc ipal at matur i ty as wel l as interest 
payments on Treasury no tes and bonds are made 
th rough the cred i t ing of funds by t he Treasury d o w n 
th rough the cus tod ia l t i e r s 

Under Treasury regulat ions and the operat ing circu-
lars of t he Reserve B a n k s only depos i to ry inst i tu t ions 
may have book-ent ry accoun ts at a Reserve B a n k 4 

Other par t ies must have their ho ld ings re f lec ted on 
the books of a depos i to ry inst i tu t ion or o the r "deposi -
tary" that in turn holds through a deposi tory inst i tut ioa5 

In cer ta in l imi ted i ns tances such as t he p ledge of 
secur i t ies by a depos i to ry inst i tu t ion to secure the 
depos i ts of state or local gove rnmen t f u n d s a th i rd 
party 's in terest in book-ent ry secur i t ies may be no ted 
at the Reserve Bank leveL However, securit ies acquired 
under a repurchase ag reemen t are not he ld to secure 
depos i ts and are not e l ig ib le for such t r e a t m e n t 

Transfers and p ledges of book-ent ry secur i t ies are 
e f fec ted by mak ing appropr ia te en t r i es accord ing to 
the ins t ruct ions of the par t ies involved in t he trans-
act ion, on the records of the custodian(s) involved. 
Under Treasury regu la t i ons mak ing such an ent ry 
renders t he cus tod ian a "bai lee," or legal custodian, 
w i th respect to the party for w h o m it ho l ds 6 Referr ing 
to the cha r t a transfer from Broker 1 to Investor 2 wou ld 
involve not only t he u l t imate mak ing of an ent ry on 
Bank B's b o o k s ref lect ing the t ransfer to Investor 2, 
and on Broker 1 's b o o k s decreas ing i ts o w n ho ld i ngs 
but a lso ent r ies on the books of Banks A and B bo th 
Federal Reserve B a n k s and the Treasury. A t ransfer 

f rom Investor 2 to Investor 3 w o u l d enta i l ent r ies on 
the books of Banks B and C and the At lanta Reserve 
Bank but not t he Treasury. At the o ther extreme, a 
t ransfer f rom Broker 2 to Investor 4 w o u l d involve only 
an ent ry o n the b o o k s of Bank D, real locat ing a por t ion 
of the a m o u n t it he ld t h rough its Reserve Bank 
be tween Broker 2 and Investor 4. No revis ion of 
ent r ies on the books of the Reserve Bank or t he 
Treasury wou ld be involved. 

Under Treasury regu la t i ons a t ransfer or p ledge of 
book-ent ry secur i t ies is a c c o m p l i s h e d by means that 
wou ld be e f fec t ive under app l icab le law a t ransfer or 
perfect a p ledge of def in i t ive secur i t ies in bearer form. 
No f i l ing or record ing wi th a publ ic record ing of f ice or 
of f icer is required. A t ransferee, or p ledgee, may 
obta in f rom its cus tod ian a c k n o w l e d g m e n t that se-
cur i t ies are he ld for i t A Reserve Bank, however, dea ls 
exclusively wi th t he depos i to ry ins t i tu t ions for wh ich 
it ho lds book-ent ry accoun ts and does not accep t 
not ices or ins t ruct ions f rom remote parties holding 
th rough depos i tory ins t i tu t ions regard ing their in-
terests in secu r i t i es 

Procedural ly, t ransac t ions are e f fec ted by instruc-
t ions t ransmi t ted by and th rough the par t ies and 
cus tod ians involved. If a t ransac t ion involves ent r ies 
on the books of a Reserve Bank or severa l Reserve 
Banks (and the Treasury), then the Fedwi re ( the 
Federal Reserve's wire t ransfer system) is used to 
transmit instruct ions electronically.7 For t ransact ions 
that do not reach the Reserve Bank level in the 
cus tod ia l chain, no speci f ic m o d e of commun ica t i on 
is requ i red for the transfer. Th is d is t inc t ion has impli-
ca t ions for repurchase t ransac t ions of smal l amoun ts 
or short duration. 

Don Ringsmuth 's ar t ic le in th is issue d iscusses 
several types of de l ivery and cus tod ia l a r rangemen ts 
that can be used in a repo t ransact ion. The fo rego ing 
summary of the mechan ics of the book-ent ry sys tem 
for Treasury secur i t ies is des igned to prov ide only a 
brief s t ructura l overv iew of the system. There are 
add i t iona l issues and fac tors that require exper t i se or 
the advice of exper ienced counsel to engage in repo 
t ransac t ions 

The author is an attorney in the Le^al Department of the Federal Reserve Bank of 
Atlanta. 

'This box discusses only the book-entry system for Treasury securities, 
a l though similar systems exist for other types of securi t ies that are also 
used in repo transactions, including some securit ies issued by federal 
agencies and handled by the Federal Reserve 

2Subpart O of 31 C.F.R. Part 306 - The General Regulations Governing 
United States Securit ies ("Treasury regulations") governs the book-entry 
system for Treasury secur i t ies Virtually identical rules with respect to 
Treasury bills held in book-entry through the Federal Reserve are contained 
in Subpart D of 31 C.F.R. Part 350 Subpart C of these Treasury bill 
regulations also establ ishes a system whereby Treasury bills may be held 
in book-entry accounts maintained by the Treasury itself. Transactions in 
bills so held, however, require that the bills be transferred into the t iered 
system descr ibed in this article. 

3Prior to the Monetary Control Act of 1980, only member banks of the 
Federal Reserve System could maintain book-entry accounts with the 
Federal Reserve. Now any depository insti tut ion may do so. 

••Section 306.117 of the Treasury regulat ions each of the Federal Reserve 
Banks has issued an operating circular, letter, or bullet in containing 
addit ional provisions governing the maintenance of book-entry securit ies 
accounts at the Federal Reserve See, e.g., Operat ing Circular N o 21 of 
the Federal Reserve Bank of At lanta 

5Under the Treasury's regulations (section 306.118(b)), a ' depos i ta ry is 
def ined as a bank, banking institution, f inancial firm, or similar party, wh ich 
regularly accepts in the course of its business Treasury securit ies as a 
custodial service for customers and maintains accounts in the names of 
such customers reflecting ownership of or interest in such secur i t ies In 
this box, the term "custodian" is used rather than "depos i ta ry to avoid 
confusion with the term "depository institution," which is one type of 
depositary. 

»Section 306.118(b) of the Treasury regulat ions 
7 Each of the Federal Reserve Banks also has issued an operat ing letter or 
circular regarding the wire transfer of book-entry securities, such as 
Operat ing Circular No. 20 of the Federal Reserve Bank of At lanta 
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C h a r t 1 . C o m m o n H o l d i n g C o m p a n y S t r u c t u r e 

Holding Company 
(Shell) 

i r 
i 

i I 
I i 
i i 

SEC GSI Mor tgage Munic ipa l Secur i t ies 
Reg is te red (Exempt Securi t ies) Backed Broker-Dealer 

Broker-Dealer Secur i t ies 
Broker-Dealer 

c u s t o m e r s m o n e y w h i l e t he repurchase agree-
men t is outs tanding, the dealer agrees to pay 
interest to the customer. 

Dealers o f ten use reverse repos, w h e r e b y 
they p rov ide m o n e y and take in cus tomer 
securit ies, t o ob ta in t he securi t ies they have 
sold short—those they have sold w i thout own ing 
and need to deliver. W h e n one party is execut ing 
a repo, the counte rpar ty must be execu t ing a 
reverse repo. 

Some dealers also arrange repos and reverse 
repos at t he same t ime, opera t ing wha t is cal led 
a " m a t c h e d book, " to earn i ncome f rom the 
spreads b e t w e e n wha t t hey receive f r o m one 
t ype of t ransact ion and pay for the other. Such 
dealers are ac t ing as a pr inc ipa l and are inter-
mediat ing, or raising funds f rom one cus tomer 
and p rov id ing funds to another . 

Ma tched books also may be used to speculate 
on t he d i rec t ion of shor t - term interest rates. If a 
dealer expects shor t - term rates to rise, he wi l l 
arrange repos w i th a longer matur i t y than the 
reverse repos in his m a t c h e d book. That is, he 
wi l l raise funds for a longer per iod than he 
prov ides them, expec t i ng that rates on t he 
rol lover of t he reverse repo wi l l rise relat ive to 
t he rate set on t he repo. 

Types of Dealer Organization 
The way that a gove rnmen t securi t ies oper-

at ion fits in to a f i rm's overal l organizat ional 
s t ructure de te rmines w h e t h e r the opera t ion is 
sub ject to the oversight and capital rules of 
the SEC. Four forms of organizat ion are w ide l y 
used by gove rnmen t securit ies dealers. The 
s implest is a single f i rm w h e r e the gove rnmen t 
securi t ies dealer is a d e p a r t m e n t in the overal l 

securi t ies f i rm or bank. In t w o cases t he dealer 
opera t ion is a separate subsidiary in a ho ld ing 
company; in the other, the dealer is a c o m m o n l y 
owned aff i l iate Securities firms of all sizes use the 
ho ld ing c o m p a n y structure. In many instances, 
t he ho ld ing c o m p a n y is a shell w i t h act iv i ty 
transacted through its subsidiaries (see Chart 1). 

G o v e r n m e n t s e c u r i t i e s m a y b e t r a d e d in 
t h e same e n t i t y w h i c h also t rades n o n e x e m p t 
securities. In this case, the who le entity, including 
its gove rnmen t securi t ies operat ions, is subject 
t o SEC rules. However , many organizat ions 
using a ho ld ing c o m p a n y st ructure c o n d u c t 
regulated activities through their principal sub-
sidiary, a broker-dealer registered w i t h t he 
Securities and Exchange Commission (SEC), wh i le 
gove rnmen t and o ther e x e m p t secur i ty act iv i ty 
is transacted through another subsidiary known 
as a Government Securities, Incorporated (GSI). 
The GSI is no t const ra ined by the SEC's capi tal 
or custodia l rules. 

The separat ion of e x e m p t and n o n e x e m p t 
securit ies act iv i t ies increases the f i rm's overal l 
f lexibi l i ty. For example, less capi tal must be 
d e v o t e d to t he GSI than w o u l d be the case if 
t he business were SEC regulated. Similarly, an 
organizat ion may use o ther subsidiaries to 
separate management authori ty or legal liability 
for o ther activit ies, such as mor tgage-backed or 
mun ic ipa l b o n d trading. 

Using another organizational structure, many 
smaller specialty firms concentrate their govern-
men t and o ther e x e m p t securi t ies t rad ing in 
the parent c o m p a n y wh i l e set t ing up a small 
SEC-registered broker-dealer subsidiary to trade 
in r e g u l a t e d m a r k e t s (see C h a r t 2). A f o u r t h 
f o r m of o rgan iza t ion involves a f f i l ia t ion of 
mu l t i p l e f i rms th rough c o m m o n ownersh ip 
(see Char t 3). 
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Chart 2. Common Specialty Firm Structure 
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(Exempt Securi t ies) 
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SEC 
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Broker-Dealer 

Mun ic ipa l Secur i t ies 
Broker-Dealer 

Other 
Sa les 

Customers should be careful to review finan-
cial statements for the specific subsidiary w i th 
which they are dealing. In some cases financial 
statements for holding companies wi th mult iple 
subsidiaries are prepared for the consol idated 
f i rm only. In these consol idated ho ld ing com-
pany financial statements, the footnotes con-
cerning "excess capital" under the SEC's rules 
refer only to the SEC-regulated affiliates. Further-
more, common ownership or aff i l iat ion may or 
may not be reported in financial statements or 
disclosed by the firm. If there are substantial 
transactions wi th affiliates, customers should ask 
for financial statements on any such affi l iated 
entities. 

Regulatory Framework 
Whether a particular dealer f irm is subject to 

official oversight depends on the markets in 
which the firm participates and on its individual 
characteristics and organization. Most diversified 
securities houses, for example, deal in corporate 
issues and munic ipal securities as wel l as U.S. 
government securities. Since the Securities 
and Exchange Commission regulates corporate 
issues, these f i rms are sub jec t t o SEC regu-
lat ion. The SEC in tu rn de legates some of its 
supervisory responsibilities to the various stock 
exchanges, the National Association of Se-
curities Dealers, and the Municipal Securities 
Rule-Making Board. Some small government 
securities dealers that part ic ipate in the fi-
nancial futures exchanges are regulated by the 
C o m m o d i t i e s Futures Trad ing Commiss i on 
(CFTC). Because of their corporate affiliation, 
dealer departments of banks are subject t o 
examination by federal and state bank regulatory 
authorit ies such as the Fed, the Off ice of the 
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Comptro l ler of the Currency (OCC), and the 
Federal Deposit Insurance Corporation (FDIC). 
Primary dealers also are subject to oversight by 
the Fed. The N e w York Fed scrutinizes the 
pr imary dealers w i th wh ich it transacts as part 
of its business relat ionship w i th them and its 
concern for the health of the markets. The Fed, 
however, has no statutory author i ty to regulate 
these firms. 

Some government securities dealers are free 
f rom any form of federal supervision or regula-
tion. Dealers in this group trade only exempt 
securities—U.S. government and agency securi-
ties, certificates of deposit bankers' acceptances, 
and commercia l paper—and are not subject to 
examinat ion by the SEC, the Fed, or any federal 
bank ing regulator . Fur the rmore , t he re is no 
federal regulation of GSI subsidiaries or affil iates 
of seemingly " regulated" firms. 

Advantages and Disadvantages 
of Unrestricted Entry 

The government securities market, in many 
respects, exemplifies the free markets described in 
classical economics. No formal barriers restrict 
entry. Dealers must meet no licensing require-
ments, for example. Anyone can become a 
government securities dealer, and the diversity 
a m o n g secondary dealers demons t ra tes that 
many d i f ferent kinds of businesses enter the 
market. Once a f i rm is in the market, no uni form 
capital requirements or standards for custodial 
control or sales practices apply. Furthermore, 
there are no margin requirements; dealers can 
and o f ten do f inance over 99 percent of the 
purchase cost of most Treasury securities. 

The resultant structure of the securities market 
has p roduced compet i t i on , eff ic iency, and in-
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C h a r t 1. C o m m o n H o l d i n g C o m p a n y S t r u c t u r e 

Common Ownersh ip 

SEC Mun ic ipa l Secur i t ies GSI Other 
R e g i s t e r e d - Broker-Dealer (Exempt Secur i t ies) Ent i t ies 

Broker-Dealer 

novat ion. The profus ion of compet i to rs helps 
nar row the spread b e t w e e n the prices at w h i c h a 
dealer buys securi t ies f rom a cus tomer and t he 
prices at w h i c h a dealer sells securi t ies t o a 
customer. This clearly is advantageous to cus-
tomers. Cus tomers also benef i t by be ing able to 
compare t he prices o f fe red by several dealers 
over t he t e l e p h o n e or th rough ded ica ted tele-
communicat ions services that report such infor-
mat ion cont inual ly . The avai labi l i ty of in forma-
t ion enables customers to transact at the best 
price. The market 's intense compet i t i veness also 
reduces t he Treasury's cost of issuing debt . 
Final ly free ent ry has enab led all k inds and sizes 
of customers to ob ta in service f rom the myr iad 
f i rms in the market. 

However , t he lack of un i fo rm superv is ion has 
pe rm i t t ed abuses to go u n d e t e c t e d longer than 
they probably wou ld have under a more regulated 
regime. The w i d e scope of these p rob lems be-
came apparent earl ier this year w h e n defaults by 
several gove rnmen t securit ies dealers resul ted in 
cost ly losses for a n u m b e r of local governments 
and thr i f t inst i tut ions. Given the p rob lems that 
have appeared in the repo market , many people , 
i nc lud ing members of Congress, have quest ioned 
whether the government securities market should 
remain under its cur rent i ncomp le te and diverse 
regulatory f ramework . Several bil ls have been 
i n t roduced in Congress to address this issue. 

The Federal Reserve favors some fo rm of 
m in imum regulation involving registration, capital 
and opera t ing standards, and inspect ion. To he lp 
p ro tec t investors in the in ter im or in the absence 
of ful l-scale regulat ion, the Federal Reserve has 
deve loped a voluntary capital adequacy guidel ine 
for gove rnmen t securi t ies dealers not already 
subject to some regulat ion.3 The guidel ine, a long 
w i t h t he Fed's efforts to educa te investors re-
garding p roper procedures to use w i th repurchase 
agreements, is des igned to he lp guard against 
abuses wh i l e m in im iz i ng inef f ic iencies and ad-
d i t iona l costs and preserving the strength and 
dynamism of the market. 

Conclusion 
The gove rnmen t securi t ies market enjoys a 

favorable record character ized by ef f ic iency, 
compet i t iveness, and innovat ion. W h i l e t he re-
cent spate of losses invo lv ing investors in re-
purchase agreements is disturbing, failures and 
defaul ts have been rare except ions. The l iqu id i ty 
and o ther posi t ive characterist ics p rov ided by 
t he marke t have con t r i bu ted to its g rowth and 
attract iveness t o a broad array of investors and 
m a d e t he market a vital part of our nat ion's 
f inancial markets. 

NOTES 

'This article also draws from work done by Edward Geng. senior vice 
president of the Federal Reserve Bank of New York 

2The FOMC consists of the seven members of the Board of Governors, 
including the chairman, the president of the Federal Reserve Bank of 

New York and presidents of the other II District banks, serving on a 
rotat ing basis 

'Th is is discussed in this issue by Gary Haberman and Catherine Piche in 
"Control l ing Credit Risk Associated with Repos: Know Your Counterparty." 
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State and 
Local Governments' 
Use of Repos: 
A Southeastern 
Perspective 
Bobbie H. McCrackin, A. E. Martin III, 
and Will iam B. Estes I I I 

Repurchase agreements are enjoying 
growing popularity among state and 
local governmental entities as a cash 
management tool. An Atlanta Fed survey 
helps eplain why. 

Repurchase agreements have b e c o m e increas-
ingly popu lar a m o n g state and local govern-
ments seeking a return on id le cash avai lable 
for short per iods of t ime. W h y have repos 
gained favor as a cash management too l a m o n g 
pub l i c inves tment authorit ies? To answer this 
quest ion, w e wi l l descr ibe general ly t he use of 
repurchase agreements by state and local govern-
m e n t s in t h e S o u t h e a s t a n d p r e s e n t a m o r e 
de ta i led ove rv iew of statutes and inves tment 
pract ices and procedures in each of t he six 
southeastern states: Alabama, Florida, Georgia, 
Louisiana, Mississippi, and Tennessee.1 

To d e t e r m i n e h o w w idespread such use of 
repos is in the Sixth Federal Reserve Distr ict 
and h o w these transact ions are handled, w e 
c o n d u c t e d a survey of all six state governments 
and a sample of local governments in the 
District. O u r research indicates that repos are 
used w ide l y by every state in this region, and 
three o f the six states w e surveyed have estab-
lished pooled cash management funds in wh ich 
local governments may participate. In addit ion, 
many local governments, especially larger cities, 
count ies, and school distr icts bu t also a fair 
n u m b e r o f smal ler pub l i c author i t ies, invest 
regularly in repos. O u r rev iew of state statutes 
shows that in some cases au thor i t y for repos is 
based on laws expressly a l low ing for this t ype 
of transaction by state and local governments; in 

The authors are, respectively, an economist in the Atlanta 
Federal Reserve bank's Research Department, an attorney 
in the Legal Department, and a directing examiner in the 
Department of Supervision and Regulation. 
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others it is der ived f rom the author i ty granted 
to publ ic authori t ies to invest in government 
securities.2 Most transactions by local govern-
ments are made wi th local banks, whi le state 
governments are more likely to deal wi th money 
center banks or major investment houses and 
dealers, our survey found. It also indicated that 
repo transactions earn state and local govern-
ments the equivalent of around 1 percent of 
their annual expense budgets. 

Why State and Local 
Governments Use Repos 

Public authorit ies nat ionwide have managed 
funds more actively since the 1970s in response 
to rising interest rates and a decl in ing publ ic 
tolerance for higher taxes. In some states, 
taxpayers have even pet i t ioned successfully 
for tax reductions. M o r e recent reduct ions in 
federal support of many state and local projects 
have encouraged this trend toward more aggres-
sive cash management. In fact, educat ional 
efforts by professional associations of govern-
ment f inance officers as wel l as local publ ic 
administrat ion extension services o f ten stress 
the importance of employ ing idle cash to 
generate income. 

Repos are adaptable to the uneven seasonal 
cash f low exper ienced by many municipali t ies, 
counties, school districts, and states. Some 
major revenue sources such as property taxes 
are col lected inf requent ly dur ing an entire 
fiscal year. Others, such as sales taxes, are 
received dur ing a concentrated per iod of each 
month, but the amounts are often unpredictable 
In contrast, disbursements may be spread out 
over the entire year or are predictable due to 
contractual arrangements. Sometimes state and 
local governments have funds in hand for a 
particular capital project whi le officials are still 
work ing out contracts. Even though the inter im 
per iod is short, judic ious investment can pro-
duce significant earnings on idle cash. The 
abi l i ty to tailor the matur i ty of repos and to vary 
amounts invested from day to day makes them 
especial ly sui table for ent i t ies exper ienc ing 
unpred ic tab le cash flows. Moreover , these 
investments can be safe if proper procedures 
are fo l lowed. Other factors may also account 
for the growing popular i ty of repos among 
public investment authorities, but these illustrate 
the major reasons. 

Use of Repos in the Southeast 
There are disparit ies among and even w i th in 

southeastern statutes regarding repurchase 
agreements. Statutes in Alabama Florida Geor-
gia Mississippi, and Tennessee expressly autho-
rize state governments to invest in repos. In 
Georgia, one comprehensive statute authorizes 
any unit of local government to invest in repos. 
In the other states author i ty for local govern-
ments to use repos is specif ied only in the 
statutes pertaining to certain types of govern-
ments, such as school districts in the case of 
Florida counties in Mississippi, and municipali-
ties and counties in Tennessee. 

In Louisiana both the state and local govern-
ments lack express author i ty to engage in 
repos. Statutes governing state and local govern-
ments' author i ty discuss only general invest-
ment in securities. They are often interpreted as 
author iz ing a government ent i ty to invest in 
repos, on the premise that a repo involves the 
outr ight purchase and subsequent outr ight sale 
of securities. 

In addi t ion to author i ty to invest either in 
government securities or specifically in repos, 
three of the six states—Florida, Georgia, and 
Tennessee—maintain certain cash management 
funds in which local governments may participate. 
These funds also invest in repos. 

Despite the legal uncertainties surrounding 
the use of repos by many publ ic authorit ies, 
the At lanta Fed's informal pol l suggests they 
are w ide ly used by larger cities, counties, and 
school districts. This pol l encompassed all six 
state governments and a sample of local govern-
ments, many of wh ich were known to be 
actively engaged in the use of repos. Thus, 
whi le the fo l lowing informat ion regarding state 
practices is comprehensive, the conclusions 
drawn wi th respect to local government practices 
do not represent typical activit ies of such 
bodies in the Southeast or in any state. Rather, 
the level of local repo activity descr ibed is 
probably above average since the respondents 
represent local governments either known or 
deemed likely to be active repo investors. 
Moreover, conclusions regarding local practices 
should be regarded as merely indicat ive rather 
than as definit ive, as in the case of the six state 
governments, because they are based upon a 
sample. (For more informat ion on the sample 
and methodology, see Appendix.) 
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Aside from the six state governments, cities 
are the most actively involved in repos, judging 
f rom our survey. Generally, counties seem to 
be the least active. Local governments that use 
repos tend to be in relatively populous areas, 
a l though a lmost one - fou r th of t he investors 
surveyed represent cities wi th fewer than 50,000 
people. Count ies and school boards engaging 
in repos o f ten are from larger districts. 

The amounts invested by southeastern state 
and local governments that engage in repos 
vary widely. State governments in this region 
average more than $200 mi l l ion a day, w i th 
peaks as high as $400 mi l l ion in Florida. M o r e 
than half the local governments quer ied report 
an average daily vo lume in excess of $1 mil l ion, 
and almost one-four th handle an average of 
more than $5 mi l l ion (see Chart 1). It is not 
surprising that most governments that invest in 
repos do so on a large scale. Since transaction 
costs on repos are not proport ional to the size 
of the repo, they take a larger share of net 
earnings out of small vo lume repos. Nonethe-
less, almost one-th i rd of those we surveyed 
typical ly do repos in amounts of less than 
$500,000. These tend to be from cities rather 
than schools and counties. Almost half the 
cities polled have an average daily repo volume 
of less than $500,000, whereas only one-f i f th 
of counties and o n e f o u r t h of school boards 
have such small balances. 

Repos const i tute a substantial share (over 10 
percent) of short-term investments among local 
governments that use them. In addi t ion to 
repos, the most popular cash management 
tools emp loyed by such entit ies in this region 
are col lateral ized deposits and Treasury bills. 
Some also use other Treasury and agency issues; 
relatively few use commercia l paper or demand 
deposits. Only around one-four th of all respon-
dents w h o invest in repos and w h o are f rom 
states w i th a central investment pool open to 
local part ic ipat ion take advantage of this as a 
short-term investment alternative. However, par-
t ic ipat ion in state-run cash management pools is 
even lower among local governments that do not 
invest direct ly in repos; only one in eight does so. 
This disparity suggests use of repos depends in 
part on a local government 's basic interest in 
cash management. 

To gain an idea of how significant repo 
earnings are in the Southeast, it wou ld have 
made l i t t le sense for us to compu te a mean or 

Chart 1. Distr ibut ion of Local Governments ' Average 
Daily RP Volume 
(percent) 

35 -

Less Than $500,000 - $ 1 - 5 More Than 
$500 ,000 1,000,000 mil l ion $5 mill ion 

Source: Federal Reserve Bank of Atlanta Survey. July 1985 

median, in v iew of the great diversity in size of 
governments polled. Therefore, we calculated 
repo earnings as a percentage of expense 
budgets. W e found that repos cont r ibute a 
small but significant share to the net earnings 
of state and local governments using them— 
the equivalent of around 1 percent of state and 
local government budgets. Of course, this cal-
culat ion merely suggests some not ion of the 
significance of repos; a similar amount probably 
could be earned from other investments in the 
absence of repos. 

The overwhelming majori ty of local govern-
ments surveyed deal w i th local banks as a 
counterparty (see Chart 2), whereas half the 
state governments deal w i th larger national 
dealers. On ly a few respondents occasionally 
use brokers to f ind a dealer. By far the largest 
share—almost 60 percent—of repos by local 
governments are overnight, but cont inuing-
contract repos are more popular in a few states. 
School districts are more likely to do term 
repos, especially for t w o to seven days. 

According to our poll, the typical staff of local 
government f inance depar tments engaged in 
repos is only one to two professionals, on 
average. School boards surveyed had the small-
est staffs, but even state staffs devoted to repos 
are o f ten modest. Moreover, especially at the 
local level, staff members o f ten spend at least 
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Chart 2. Distr ibut ion of Counterpar t ies in Repo 
Transact ions Used by a Sample of Local 
Governments in the Southeast 

State Bank 17% 

S o u r c e : Federal Reserve Bank of Atlanta Survey. July 1S85 

half the i r t i m e fu l f i l l ing responsibi l i t ies such as 
administrative, personnel, and account ing duties 
unre la ted to investments. Desp i te the i r small 
staffs and other responsibilities, few local govern-
ments engage an inves tment consul tant . Local 
gove rnmen t f inance off icers t e n d to rely pri-
mari ly on local banks and thei r o w n j udgmen t . 

A m o n g those po l led w h o d o not invest in 
repos, the largest are count ies. Local govern-
ments in Mississippi also avo id this market. 
These respondents typ ica l ly c i ted their lack of 
know ledge abou t this inves tment veh ic le as 
the main reason for not using it. However , 
ano ther factor may be that the i r surplus funds 
are relat ively small. A few local governments , 
especial ly in Florida, avo id repos as a pol icy 
because of recent losses by pub l ic author i t ies 
invest ing in them. Instead, they are most l ikely 
to use co l la tera l ized deposi ts as their pr imary 
cash managemen t tool . Others rely main ly on 
shor t - terms bills or d e m a n d deposits, bu t none 
use commerc ia l paper, and, as m e n t i o n e d pre-
viously, on ly a small f ract ion take advantage of 
state cash management pools. Those that ignore 
repos are m u c h more l ikely to c o m e f rom 
pol i t ical jur isd ic t ions w i t h fewer than 50,000 
people. Their median budgets are much smaller, 
app rox ima te l y $11 mi l l ion c o m p a r e d w i t h $55 
mil l ion for local governments that d o use repos. 

Alabama 
Alabama's treasurer has had au thor i t y to 

engage in repos since 1977. State law authorizes 
the treasurer to invest in U.S. gove rnmen t and 
federal agency securi t ies guaranteed by the 
U n i t e d States to the ex tent the funds avail-
ab le for i nves tmen t exceed t he a m o u n t that 
qua l i f ied state depos i tor ies are w i l l ing to take 
on deposi t . (Depos i to r ies may be unw i l l i ng to 
accept all avai lable state funds because pub l i c 
mon ies must be backed by securi t ies f rom the 
deposi tory 's por t fo l io for amoun ts in excess of 
the $100,000 insurance provided by the FDIC.3) 
This statutory provision also authorizes invest-
men t in repos as long as the contract has a 
shorter matur i ty than t he securit ies used as 
collateral. A separate provision authorizes invest-
men t in U.S. Treasury obligations or in repur-
chase agreements for investable funds expected 
to be avai lable for less than 30 days.4 Broader 
investment authority, including U.S. obligations, 
is p rov ided for the State Employee Ret i rement 
System and the Teachers Ret i rement System 
bu t w i t h o u t specif ic m e n t i o n of repurchase 
agreements.5 

At the local level, munic ipal or county surplus 
funds may be invested in U.S. obl igat ions and 
Alabama state and local obligations, but invest-
men t in such securities under repurchase agree-
ments is not men t ioned . 6 A separate statutory 
prov is ion author izes the inves tment of surplus 
county funds in U.S. obligations that are " redeem-
able u p o n appl icat ion. " 7 

All state agencies par t ic ipate in a poo led 
cash managemen t faci l i ty admin is te red by the 
treasurer's off ice, bu t t he state does not of fer a 
poo led f u n d for local governments . A l though 
state legislat ion imposes no geographic l imita-
t ions u p o n investments, t he treasurer's o f f ice 
deals exclusively w i t h A labama banks as a 
matter of policy. The daily vo lume of repurchase 
agreements c o n d u c t e d by the state of A labama 
is a round $150 mi l l ion, invested pr imar i ly on 
an overn igh t basis. 

As in most southeastern states, A labama's 
larger local governments are relat ively more 
act ive users of repos than smaller enti t ies. The 
dai ly v o l u m e of repos d o n e by local govern-
ments in A labama averages at least $1 mi l l ion. 
As in most of the Southeast, local banks are the 
predominant counterparty in repo transactions 
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by Alabama local governments, and the majority 
of repos are overnight. 

Florida 
The Florida Board of Administrat ion, com-

prised of the governor, the comptrol ler, and 
the treasurer, is author ized to use a w ide range 
of instruments, inc luding U.S. and guaranteed 
agency obligations, to invest certain state trust 
and other funds.8 State law specifically autho-
rizes investment in approved securities under 
repurchase and reverse repo agreements.9 Other 
state funds are invested by the state treasurer, 
w i th Board of Administrat ion approval.10 The 
treasurers investment author i ty is l imi ted to 
making deposits in qualified depositories except 
for funds available for investment for less than 
90 days. These may be invested in a somewhat 
narrower range of securities, inc luding U.S. 
government and certain federal agency obli-
gations and repurchase agreements against 
either.11 

The Board of Administrat ion also handles 
investments for the Local Government Surplus 
Funds Trust Fund, which is available as an 
opt ional pooled investment vehicle for local 
governmenta l units and special districts.12 

Under similar statutes, counties, municipalities, 
and special districts are author ized to invest 
funds in the trust fund, in U.S. obl igations or 
guaranteed agency obl igat ions, or in t ime 
deposits in deposi tory banks.13 No specif ic 
provision is made for investment under repur-
chase agreements, but, as noted above, the 
Board of Administration is authorized to engage 
in repo investments, and this author i ty wou ld 
apply to investments on behalf of the trust 
fund. State law does, however, expressly autho-
rize school boards to invest in repurchase 
agreements.1 4 Under this provis ion, school 
boards' investments in repos using Treasury or 
G N M A securities must be "col lateral ized" in 
an amount in excess of principal, interest, and a 
safety margin for protect ion against price fluc-
tuations dur ing the term of the repo. 

The state does an average daily vo lume of 
$400 mi l l ion in repos, mostly overnight, trans-
acting w i th larger dealers, headquartered in 
the nation's money centers. In addi t ion to 
investing its own surplus funds, the state runs a 
pooled cash management fund for localities. 

Local governments from smaller Florida juris-
dict ions are actively engaged in repos to a 
greater extent than in most other southeastern 
states, and units wi th smaller populat ions and 
budgets are likely to be involved. Concomitantly, 
their average daily volumes are smaller than in 
most states in the region. One- th i rd of Florida 
local governments pol led do repos in amounts 
of less than $500,000 w i th overnight repos by 
far the most popular. Whi le most local govern-
ments deal w i th local banks, one-th i rd of those 
contacted use regional banks or national dealers 
as counterparties. That share is much larger 
than in any other southeastern state. 

Georgia 
The director of the Fiscal Division of Georgia's 

Department of Administrative Services is autho-
rized, wi th the permission of the State Deposi-
tory Board, to invest state funds in obligations 
of the Uni ted States and its subsidiary corpora-
tions and instrumentalit ies.15 Addit ional ly, the 
Georgia State Financing and Investment Com-
mission is author ized to invest sinking fund and 
c o m m o n reserve fund monies w i th respect to 
state indebtedness in direct and general obli-
gations of the Uni ted States or obl igations 
unconditionally guaranteed by the United States, 
matur ing no longer than 12 months from the 
date of purchase.16 Wh i le neither of these 
inves tmen t au thor i t ies expressly p rov ides for 
investment under repurchase agreements, a 
separate statute authorizes any unit of state 
government w i th author i ty to invest in U.S. 
guaranteed obligations to d o so under repos.17 

This provision requires such investments to 
provide for reversal of the transaction at a 
specif ied date and price, inc luding a premium 
over the initial purchasing or sell ing price 
equivalent to a stated rate of interest. The 
seller is permi t ted to hold on his books in a 
safekeeping account securities sold to the 
state under a repo, prov ided the collateral 
interests of the purchasing state entity are clearly 
indicated. 

At the local level one comprehensive statute 
authorizes the governing body of any local 
government to invest its funds in a variety of 
ways.18 Investment may be in munic ipal obli-
gations, obl igations issued or guaranteed by 
the Uni ted States and its agencies, in repurchase 
agreements, or in certain other vehicles. A local 
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government investment pool administered by 
the state, prov ided as an opt ion, may use the 
same vehicles author ized for local government 
units.19 

All state government divisions part icipate in 
the state's poo led management program for 
short-term investments. Due to its volume, 
typical ly in the range of $150 - $400 mil l ion, 
the state generally invests only through large 
Atlanta banks and national dealers. A smaller 
share (30-40 percent) of Georgia's contracts 
are done on an overnight basis than in other 
southeastern states. 

As in most southeastern states, repos are 
used relatively more by larger local governments 
in Georgia However, continuing contract repos 
seem to be more popular among the state's 
local governments than in any other Sixth 
Distr ict state. Georgia's local governments 
typically do a larger volume of repos—in excess 
of $1 mi l l ion and in some cases greater than $5 
mil l ion—than local governments in other south-
eastern states. Local banks are the most popular 
repo counterpart ies w i th Georgia local govern-
ments. 

Louisiana 
Louisiana's state treasurer and heads of state 

agencies are author ized to invest available 
state funds in t ime deposits w i th qual i f ied 
depositories. If such funds are ant ic ipated to 
be available for investment for less than 30 
days, however, investment in direct obligations 
of the Un i ted States w i th remaining maturi t ies 
of not more than 29 days are permit ted.2 0 N o 
poo led investment vehicle is available for state 
agencies in general or for local governmental 
units, although state law authorizes the appoint-
ment of a Uni f ied Investment Board for such a 
purpose.21 The board wou ld have broad invest-
ment author i ty w i t h no specific l imitat ions as 
to type of investment vehicle.22 Repurchase 
agreements are not ment ioned w i th regard to 
investments by the treasurer or the board. 
Municipal i t ies, parishes, school boards, and all 
other polit ical subdivisions are author ized to 
invest funds in excess of immediate cash require-
ments in U. S. obligations; repurchase invest-
ments are not expressly authorized.2 3 

The state has designated as its deposi tory a 
Louisiana bank that operates under instructions 

to sweep all uninvested funds daily to a second 
inst i tut ion wh ich acts as trustee for the state's 
short-term investments. These funds are invested 
daily in the repo market w i th larger dealers on 
an overnight basis. The volume of repos averages 
$125 mil l ion per day. Some pool ing of invest-
ment has begun for deferred compensat ion 
accounts for teachers, but this is current ly the 
only state-level investment pool. On ly local 
governments w i th larger populat ions and bud-
gets appear to use repos in Louisiana A number 
of those local governments have average daily 
volumes of less than $500,000, but an equal 
number invest in excess of $5 mil l ion a day in 
repos. All of those contacted deal w i th local or 
in-state banks as counterpart ies in repo trans-
actions. Abou t half are transacted on an over-
night basis. 

Mississippi 
The State Depository Commission is directed 

to invest Mississippi 's surplus general and 
special funds.24 Funds exceeding the amount 
required to be al located as interest bearing 
deposits to qual i f ied depositor ies or wh ich 
cannot otherwise be placed w i th such deposi-
tories may be invested in obl igations issued or 
guaranteed by the Uni ted States under repur-
chase agreements w i th terms of less than 14 
days.25 

The statutory provisions covering investment 
of surplus munic ipal government funds grant 
author i ty to invest in direct U.S. obl igations but 
do not expressly author ize investment under 
repos.26 Mississippi law w i th respect to county 
investments, however, was amended in 1985 
to grant express author i ty for repos, subject to 
a requirement that the counterpar ty be a quali-
f ied state or county deposi tory and that the 
investment be for fewer than 14 days.27 

The state invests f rom $56 mi l l ion to $120 
mil l ion each day in overnight repos. Local 
banks are the only legally permissible counter-
party. The state does not offer a pooled cash 
management fund to local governments. Repos 
are relatively less popular among both large 
and small local governments in Mississippi 
than in other southeastern states. Because of 
our di f f icul ty in f ind ing respondents w h o regu-
larly invest in repos, we drew no generalizations 
about local practices and procedures. 
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Tennessee 
Tennessee amended its statutory provisions 

extensively in 1985 regarding the investment 
of funds at the state and local government 
level.28 The state treasurer is responsible for 
investing state treasury funds under guidelines 
establ ished by the State Funding Board.29 

Among other instruments, investments may be 
made in Treasury securit ies or obl igat ions 
guaranteed by the Uni ted States or its agencies 
and in repurchase agreements using either. 
The state treasurer also administers a poo led 
investment fund for funds held by state officers 
and a Local Gove rnmen t Investment Pool 
(LGIP)30 w i th the same investment author i ty 
as for state treasury funds. Both the munic ipal 
and county investment authority statutes autho-
rize the opt ional use of the LGIP. 

At the local level, municipal i t ies are autho-
rized to invest idle funds in Treasury securities 
or obligations guaranteed by the Uni ted States 
or its agencies, in certificates of deposit, in 
repos using U.S. or agency obligations, and in 
money market funds whose portfol ios consist 
of such investments.31 Repo investments must 
be for a shorter t ime than the matur i ty of the 
under ly ing securities, and the market value of 
under ly ing securities must be greater than the 
funds invested, although the precise percentage 
of overcol lateral izat ion is not specified. Also, 
repurchase and money market fund investments 
may be made only if the state director of local 
f inance approves such investments and if they 
are made in accordance wi th procedures estab-
lished by the State Funding Board. 

Counties are author ized to invest idle funds 
in a manner similar to municipal i t ies insofar as 
U.S. and agency obl igations and repos are 
concerned.3 2 However, the 1985 restrictions 
on repo investment by municipal i t ies do not 
appear to apply to counties' use of repos, 
wh ich are restricted only to being for a shorter 
per iod than the matur i ty and in an amount less 
than the market value of the under ly ing securi-
ties. Only about one-third of Tennessee's school 
districts possess autonomous investment autho-
rity, whi le the remainder come under the 
jur isdict ion of their county treasurer in regard 
to financial decisions and activities. 

The average vo lume of repos transacted by 
the state government is $150 - $200 mil l ion. 

The majori ty of Tennessee's repos are handled 
on a cont inu ing contract basis wi th major 
investment houses. The state boasts a collateral 
arrangement unique among southeastern states. 
Through the State Trust of Tennessee, an ent i ty 
w i th a bank charter established by the General 
Assembly, the state maintains an account wi th 
the Federal Reserve Bank and therefore has 
direct access to the Federal Reserve's wire 
transfer system. Via this account the State Trust 
part of the State Treasury Department, takes 
possession of collateral w i thou t an intervening 
third party. 

To a greater extent than in most southeastern 
states, local governments w i t h smaller budgets 
and populat ions are qui te active in repos in 
Tennessee Not surprisingly, their average daily 
vo lume of repos is also smaller, less than 
$500,000 in many cases, than in other states. 
State and local f inancial insti tut ions serve as 
the counterparties of all Tennessee local govern-
ments polled. Overnight repos are the most 
popular among those surveyed, but their overall 
share relative to cont inu ing contract and term 
repos is smaller than in other southeastern 
states. 

Conclusion 
Repurchase agreements have become a 

popular short-term investment for state and 
local governments in the Southeast as e l se 
where. All six states in the Sixth Federal Reserve 
District actively engage in repos as a cash 
management technique, and three states main-
tain an active cash management pool for local 
governments. Local governments using repos 
tend to be large, but a fair number of smaller 
jur isdict ions have also discovered repos and 
are making regular use of them. Typically, local 
governments transact overnight or cont inu ing 
contract repos in amounts of $1 mil l ion or 
more wi th a local bank. The repo activity of 
most state and local governments pol led aver-
ages about 1 percent of their operating budgets. 

Our examinat ion of state and local govern-
ments suggests that many local governments 
could take steps that wou ld better safeguard 
their short-term investments. First, the small 
professional staffs assigned to investment and 
staff members ' o ther responsibil i t ies l imit the 
financial analysis they can conduct of various 
risks associated w i th repos. Second, some local 
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governments do not appear to have collateral 
arrangements that l imit their risks to the extent 
possible. Indeed, the small average vo lume 
done by a number of local governments may 
preclude their prof i table use of repos under 
alternative arrangements that may be safer. 
Fortunately, local governments in half the states 

in this region have the opt ion of part ic ipat ing in 
their respective states' pooled cash manage-
ment fund, and states, on the whole, appear to 
be fo l lowing the kinds of prudent managerial 
practices that make repos a safe means of 
earning extra investment income. 

Survey Procedure 

The number of publ ic author i t ies that might use 
repos is large, s ince more than 8 0 0 incorporated 
ci t ies and towns with 2,500 or more residents dot the 
six states of the Southeast33 These six states also en-
compass over 5 0 0 count ies and almost 8 0 0 boards of 
education. Not all these publ ic author i t ies may use 
repos, however, because each state can place limita-
t ions on investment author i ty for some public entit ies. 
In addition, diverse special entities such as Tennessee's 
util ity distr icts and Florida's special distr icts possess 
investment au thor i ty These factors make est imat ing 
the number of local governments el igible to t ransact 
repos di f f icul t 

To gain insight into the prevalence and nature of 
repo dealings, we contacted the leaders of professional 
associat ions of county, city, and school board trea-
surers th roughout the Southeas t as well as pert inent 
state off icials (such as auditors or comptrol lers) who 
might have oversight responsib i l i ty The informat ion 
obtained in these te lephone interviews and subse-
quent meet ings wi th such officials enabled us to gain 
some idea of which types of local governments were 
active users of repos. We also recorded the responses 
f rom invitations to an Atlanta Fed seminar on repos 
Announcements of the Federal Reserve's educational 
program, including the workshop and informat ional 

l iterature, were sent to local government f inance 
off icers in four of the six Sixth District s ta tes The reply 
cards augmented what we learned about repo use 
f rom our contacts with professional associat ions and 
state of f ic ia ls 

Our f inal est imate of the number of local govern-
ments was roughly 2,000 ent i t ies but we conc luded 
the number with c lear jur isdict ion and active involve-
ment in repos was far fewer. We then cal led almost 8 0 
finance off icers including those from all southeastern 
states and a sample of local governments in the 
Southeas t focus ing somewhat more on larger states 
such as Florida and Georgia and on those, such as 
Tennessee whose responses to our seminar indicated 
widespread use of repos Similarly, count ies and 
larger ci t ies were surveyed more heavily than smaller 
ci t ies and school distr icts because the latter types of 
local governments seemed less l ikely to have clear 
author i ty to engage in repos. 

The survey group is b iased purposely toward larger 
governments and those known to be doing repos The 
conclus ions drawn apply primarily to repo users and 
are indicative of pract ices among that group, subject 
to the general caveats associated with conc lus ions 
based on a survey. 

'The summaries address general investment authority at the state, 
county, and municipal levels. In some states, specif ic investment 
powers may be given to special districts or agencies that wil l not be 
covered. Unless otherwise noted, statutes authorizing investment 
under repurchase agreements do not specify the terms, cond i t ions 
and procedures under which such investments are to be made. 

2This article's synopsis of the government investment authority focuses 
on both types of s ta tu tes This dual focus does not imply that the 
Atlanta Fed expresses an opinion as to how particular state statutes 
may be construed. Rather, the focus references the authori ty being 
cited by the various local governments for their repo activity. See Don 
Ringsmuth, "Custodial Arrangements and Other Contractual Conside-
rations," this issue. 

3Sect ion 41-14-30, Code of Alabama Statutory provisions regarding 
the deposit of funds in qualified financial institutions are not addressed in 
this article because this issue focuses on repurchase agreements. 

"Sect ion 41-14-32, Code of Alabama 
5Sections 36-27-25 and 16-25-20, Code of Alabama. 
6Sect ion 11-81-21, Code of Alabama 
'Sect ion 11-8-11, Code of Alabama 
8Sect ions 215.44 and 215.47. Florida Statutes Annotated. 
"Subsect ion 215.47(6), F.S.A 

10Section 215.535, F.SA 
"Sec t i on 18.10, F.SA 
"Sec t i on 215.405, et seq., F.S.A 
"Sec t i ons 125.31, 219.075, 166.261, and 218.345, F.SA 
"•Section 237.211(3), F.S.A 
" S e c t i o n 50-17-63, Official Code of Georg ia 
" S e c t i o n 50-17-63, O.C.G.A 
" S e c t i o n 50-17-2. O.C.G.A 

" " L o c a l government" is def ined to include counties, municipalities, 
school districts, special districts or other political subdivisions of the 
state, including agencies and departments thereof, Sect ion 36-83-3, 
O.C.G.A See also Sect ion 36-83-2 et seq. 

"Sec t ion 36-83-4, O . C G A 
" S e c t i o n 49:327, Louisiana Revised Statutes 
" S e c t i o n 51:2001, et seq., LR.S, authorizes the appointment of the 

Louisiana Unified Investment Board to invest the State's Permanent 
Fund and certain other state funds and to provide a discretionary 
pooled fund option for local governments The state funds to be 
invested, however, were to be created by a const i tut ional amendment 
which was not enacted. As a result the board has not been appointed 

" S e c t i o n 51:2006, L.R.S 
" S e c t i o n 33:2955, L.R.S29. 
" S e c t i o n 15-105 33, Mississippi Code. 
" S u b s e c t i o n 27-105-33, Miss Code. 
" S e c t i o n 19-9-29, Miss Code for counties; section 21-33-323 for 

municipalities; section 37-59-43 for school distr icts 
" H o u s e Bill No. 1226, Regular Session 1985. 
" T h e s e amendmen ts contained in Chapters 118, 298, and 299, 1985 

Tennessee Public Ac ts have yet to be officially codif ied in Tennessee 
Code Annotated. The citat ions below are to the Code sect ions in which 
it appears these amendments will be codified. 

" S e c t i o n 9-4-129, T.C.A 
3 0Sect ions 9-4-130 and 9-4-135 et seq., T.C.A 
31 Section 6-56-106, T.C.A 
" S e c t i o n 5-8-301, TC.A 
33U.S. Department of Commerce, Bureau of the Census County and City 

Data Book. 1983, Tables B, C. 
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1 1 3 / 4 9 8 5 - N 1 0 0 . 2 5 2 y - 1 6 . 7 5 
1 0 1 / 2 9 8 5 - N 1 0 0 . 1 9 2 3 - 1 7 . 1 9 
1 0 7 / 8 9 8 5 - N 1 0 0 . 3 1 3 - 2 7 . 2 1 
1 4 1 / 8 9 8 5 - N 1 0 2 . 0 8 1 2 - 1 6 . 3 4 
1 0 5 / 8 9 8 6 - N 1 0 1 . 0 3 7 - 2 7 . 4 3 

9 7 / 8 9 8 6 - N 1 0 0 . 2 8 0 - 2 7 . 5 0 
1 3 1 / 2 9 8 6 - N 1 0 2 . 1 9 2 3 - 1 7 . 1 1 
1 0 7 / 8 9 8 6 - N 1 0 1 . 1 5 1 9 - 1 7 . 4 7 
1 1 1 / 2 9 8 6 - N 1 0 1 . 3 1 3 - 2 7 . 6 7 
1 4 9 8 6 - N 1 0 3 . 1 3 1 7 - 2 7 . 5 5 
1 1 3 / 4 9 8 6 - N 1 0 2 . 1 2 1 6 - 3 7 . 7 6 

7 7 / 8 9 8 6 - N 9 9 . 3 1 3 - 2 7 . 7 3 
9 3 / 8 9 8 6 - N 1 0 0 . 2 9 1 - 1 7 . 8 2 

1 3 3 / 4 9 8 6 - N 1 0 3 . 2 6 3 0 - 3 7 . 8 2 
1 2 5 / 8 9 8 6 - N 1 0 3 . 0 6 1 0 - 1 7 . 9 1 
1 3 9 8 6 - N 1 0 4 . 0 0 4 - 1 7 . 7 1 
1 4 7 / 8 9 8 6 - N 1 0 6 . 0 3 7 - 3 6 . 9 4 
1 2 5 / 8 9 8 6 - N 1 0 3 . 2 8 0 - 2 7 . 9 5 

8 9 8 6 - N 1 0 0 . 0 1 5 + 1 7 . 8 3 
1 1 3 / 8 9 8 6 - N 1 0 2 . 2 9 1 0 7 . 9 8 
1 2 3 / 8 9 8 6 - N 1 0 3 . 2 7 3 1 - 1 8 . 1 1 
1 1 7 / 8 9 8 6 - N 1 0 3 . 2 0 2 4 - 1 8 . 1 4 
1 2 1 / 4 9 8 6 - N 1 0 4 . 0 0 4 0 8 . 1 4 
1 1 5 / 8 9 8 6 - N 1 0 3 . 1 8 2 2 - 1 8 . 2 1 

6 1 / 8 9 8 6 9 7 . 3 0 3 0 + 1 7 . 0 7 
1 1 9 8 6 - N 1 0 2 . 2 7 3 1 - 2 8 . 3 4 
1 3 7 / 8 9 8 6 - N 1 0 6 . 0 2 6 - 3 8 . 3 3 
1 6 1 / 8 9 8 6 - N 1 0 9 . 0 5 9 - 1 7 . 8 4 
1 0 3 / 8 9 8 6 - N 1 0 2 . 0 7 1 1 - 1 8 . 3 4 

9 7 / 8 9 8 6 - N 1 0 1 . 2 2 2 6 - 1 8 . 4 0 
1 0 9 8 6 - N 1 0 1 . 2 8 0 - 2 8 . 3 7 

9 3 / 4 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 5 0 
9 9 8 7 - N 1 0 0 . 1 9 2 3 0 8 . 4 6 

1 0 7 / 8 9 8 7 - N 1 0 3 . 0 0 4 - 2 8 . 5 3 
1 2 3 / 4 9 8 7 - N 1 0 5 . 1 7 2 1 - 1 8 . 5 0 
1 0 9 8 7 - N 1 0 1 . 2 8 0 - 2 8 . 5 4 
1 0 1 / 4 9 8 7 - N 1 0 2 . 0 9 1 3 + 1 8 . 5 8 
1 0 3 / 4 9 8 7 - N 1 0 3 . 0 0 4 + 1 8 . 5 8 

9 3 / 4 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 6 7 
1 2 9 8 7 - N 1 0 5 . 0 0 4 - 1 8 . 6 8 
1 2 1 / 2 9 8 7 - N 1 0 5 . 2 4 2 8 0 8 . 7 0 
1 4 9 8 7 - N 1 0 8 . 0 2 6 0 8 . 7 0 

9 1 / 8 9 8 7 - N 1 0 0 . 1 6 2 0 + 1 8 . 7 3 
8 1 / 2 9 8 7 - N 9 9 . 1 4 1 8 + 1 8 . 7 7 

1 0 1 / 2 9 8 7 - N 1 0 2 . 2 5 2 9 + 1 8 . 7 4 
8 7 / 8 9 8 7 - N 9 9 . 3 0 0 + 1 8 . 8 8 

1 2 3 / 8 9 8 7 - N 1 0 5 . 2 9 1 + 1 8 . 9 3 
1 3 3 / 4 9 8 7 - N 1 0 8 . 1 1 1 5 0 8 . 9 1 

8 7 / 8 9 8 7 - N 9 9 . 2 8 3 0 + 1 8 . 9 1 
1 1 1 / 8 9 8 7 - N 1 0 4 . 0 1 5 + 2 8 . 8 8 

7 5 / 8 9 8 7 - N 9 7 . 2 8 4 + 2 8 . 5 8 
1 1 9 8 7 - N 1 0 3 . 3 0 2 + 2 8 . 9 2 
1 2 5 / 8 9 8 7 - N 1 0 7 . 0 0 4 + 1 8 . 9 8 
1 1 1 / 4 9 8 7 - N 1 0 4 . 1 7 2 1 + 1 8 . 9 8 
1 2 3 / 8 9 8 8 - N 1 0 6 . 2 6 3 0 + 2 9 . 0 5 
1 0 1 / 8 9 8 8 - N 1 0 2 . 0 3 7 + 2 9 . 0 9 
1 0 3 / 8 9 8 8 - N 1 0 2 . 2 0 2 4 + 1 9 . 0 9 
1 2 9 8 8 - N 1 0 6 . 0 7 1 1 + 2 9 . 1 7 
1 3 1 / 4 9 8 8 - N 1 0 9 . 0 1 5 + 1 9 . 2 2 

8 1 / 4 9 8 8 - N 9 8 . 0 6 1 4 + 2 8 . 9 1 
9 7 / 8 9 8 8 - N 1 0 1 . 1 2 1 6 + 2 9 . 2 3 

1 0 9 8 8 - N 1 0 1 . 2 1 2 5 + 1 9 . 2 4 
1 3 5 / 8 9 8 8 - N 1 1 0 . 0 9 1 3 0 9 . 3 4 
1 4 9 8 8 - N 1 1 1 . 1 1 1 9 + 1 9 . 2 9 

9 1 / 2 9 8 8 - N 1 0 0 . 1 6 2 0 + 1 9 . 2 5 
1 0 1 / 2 9 8 8 - N 1 0 2 . 3 0 2 + 3 9 . 2 9 
1 1 3 / 8 9 8 8 - N 1 0 5 . 0 6 1 0 + 3 9 . 3 4 
1 5 3 / 8 9 8 8 - N 1 1 5 . 1 3 2 1 + 2 9 . 4 5 

8 3 / 4 9 8 8 - N 9 8 . 2 1 2 9 + 5 9 . 1 5 
1 1 3 / 4 9 8 8 - N 1 0 6 . 0 4 8 + 2 9 . 4 4 
1 0 5 / 8 9 8 8 - N 1 0 3 . 0 6 1 0 + 2 9 . 4 4 
1 4 5 / 8 9 8 9 - N 1 1 3 . 3 1 3 + 2 9 . 6 2 
1 1 3 / 8 9 8 9 - N 1 0 5 . 0 6 1 0 + 1 9 . 5 3 
1 1 1 / 4 9 8 9 - N 1 0 5 . 0 0 4 - 1 9 . 5 2 
1 4 3 / 8 9 8 9 - N 1 1 3 . 2 4 0 + 1 9 . 6 9 

9 1 / 4 9 8 9 - N 9 9 . 2 6 2 + 2 9 . 2 3 
1 1 3 / 4 9 8 9 - N 1 0 6 . 0 8 1 2 0 9 . 6 6 

9 5 / 8 9 8 9 - N 1 0 0 . 0 6 8 + 4 9 . 5 5 
1 4 1 / 2 9 8 9 - N 1 1 4 . 2 1 2 9 0 9 . 7 7 

Controlling Credit Risk 
Associated With Repos: 
Know Your Counterparty 

Gary Haberman and 
Catherine Piché 

Recent losses in the securities market have 
underscored the need for customers to 
familiarize themselves with both the 
structure and financial stability of the 
dealers with whom they transact repos 

B o t h r e p o s a n d r e v e r s e r e p o s have r isks as-
s o c i a t e d w i t h t h e m . S i m p l y b e c a u s e g o v e r n -
men t securit ies are used in repurchase trans-
act ions does not mean that a repo is as safe an 
inves tment as the securit ies themselves. Each 
party involved in such a transaction must ensure 
that it has cont ro l of the securi t ies or t he 
m o n e y dur ing the t i m e the agreement is out-
standing. Participants also must concern them-
selves w i th the market risk arising f rom changes 
in prices of the securi t ies used, part icular ly for 
longer te rm repos. Finally, there is a risk that 
t he party on the o ther side of the agreement 
wi l l be unable to c o m p l e t e t he t ransact ion 
w h e n the agreement matures. This art ic le dis-
cusses the last t ype of r isk—credi t risk. 

O n e key to safe and ef f ic ient use of t he repo 
market is to evaluate the cred i twor th iness of 
the parties w i t h w h o m a cus tomer transacts. 
N o one shou ld d o business w i t h a dealer in 
w h o m he does not have c o m p l e t e conf idence. 
However, determin ing wh ich dealers are wor thy 
of con f idence requires work. 

Basic Steps to Knowing 
Your Counterparty 

The recent failures of several gove rnmen t 
securi t ies f i rms of fer a po ten t rem inder of the 
necessity of k n o w i n g w i t h wh i ch part of an 
organizat ion a cus tomer is transacting. Some 

The authors are manager and special assistant. Dealer 
Surveillance Staff, Federal Reserve Bank of New York 
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customers thought they were deal ing w i th one 
counterparty only to find they had been dealing 
wi th an affil iate Often this affiliate was insolvent • 
its earlier losses having been masked by complex 
transactions and relationships with other affiliates 
Investors did not examine carefully confirmations 
of transactions to ident i fy their counterparty; 
others failed to receive wr i t ten confirmations. 
Some investors had not obta ined an up-to-
date and audi ted financial statement of the 
particular party w i th wh ich they were dealing. 

A customer should determine the ent i ty wi th 
which he is transacting and should review the 
financial statements of that subsidiary or affiliate 
to be sure it is wel l capitalized. If capital 
appears to be inadequate, the customer should 
consider requir ing f rom the strongest affi l iate a 
wri t ten guarantee of the subsidiary's obligations. 
(A parent company guarantee may not be 
suff icient if the parent is merely a shell hold ing 
only equi ty interests in its subsidiaries.) 

Another obvious but c o m m o n trait in recent 
failures is that customers were too trusting. 
Under pressure to obtain the best deal, many 
did not quest ion why they were gett ing a return 
50 or 100 basis points higher than that of fered 
by other dealers. Higher returns typical ly are 
associated w i th higher risks. Customers wou ld 
have done well to heed the expression, "There's 
no such th ing as a free lunch." 

Rather than relying on reputat ion or size, 
customers should meet wi th prospective coun-
terparties and raise some questions. What is 
their scope of business? H o w prof i table have 
they been in recent years? What types of 
transactions do they handle? Do they take large 
speculative positions? W h o are the other parties 
w i th w h o m they trade? What is their financial 
strength and capacity? Evaluating managerial 
background and exper ience is essential. 

Investors should maintain readily accessible 
files on their counterparties. These should include 
the fol lowing: 

1. names of counterpart ies wi th wh ich trans-
actions may be done; 
2. author ized personnel at counterpart ies; 
3. up-to-date, audi ted financial statements; 
4. contracts covering terms of the repurchase 
agreements, custodial arrangements, cus-
tomer's rights, and responsibil i t ies of other 
parties; and 
5. procedures for va lu ing securit ies and 
assessing exposure to each counterparty. 

Of course, this list is not exhaustive. Other 
informat ion and rules pertaining to in-house 
procedures should be wel l publ ic ized to pert-
inent staff including: 

1. permiss ib le securit ies, by issuer and 
maturity; 
2. a l lowable cash management tools, such as 
repos, deposits, commercial paper, and bank-
ers' acceptances; 
3. limits on the amount of business permit ted 
in total and by type of transaction; and 
4. author ized in-house personnel and dollar 
l imits for such personnel. 

Some customers may try to avoid doing their 
homework by insisting on deal ing only w i th 
firms on the Federal Reserve's report ing dealer 
list, bu t this approach poses several problems. 
First, i nc lus ion on the list is no t a s tamp of 
credit approval f rom the Fed. The Federal 
Reserve selects its counterpart ies by criteria 
that may not be relevant to many customers' 
needs. The Fed's transactions in government 
securities are frequent and sizable, often massive. 
Furthermore, most dealers not on the primary 
dealer list, some of wh ich are unregulated, 
conduct their business in a prudent manner, 
effectively meeting the needs of their customers. 
They should not be penal ized because they are 
not on the Fed's list. 

Capital Adequacy Guideline 
In addit ion to evaluating the general financial 

status and creditworthiness of a dealer, cus-
tomers also can evaluate their capital strength 
through the capital adequacy guidel ine of the 
Federal Reserve or the Securities and Exchange 
Commission. Evidence that a counterparty has 
suff icient capital or a guarantee from an affi l iate 
that can demonstrate its f inancial strength is 
especially impor tant in this market where a 
dealer needs litt le of its own capital to operate. 
Some government securities dealers have sup-
por ted trading operat ions who l ly w i th customer 
funds. The Fed's voluntary capital adequacy 
guidel ine can be used to evaluate the capital 
posit ion of unsupervised dealers w h o choose to 
comply. 

Comparing Capital to Risk. A dealer's financial 
strength stems f rom the level of its l iquid 
capital relative to the risk it undertakes. Although 
U.S. government securities are virtually free of 
default risk, dealers assume trading and credit 
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risks as part of their rout ine operations. Trading 
risk arises f rom price changes in the market-
credit risk involves counterpart ies' abi l i ty to 
meet their obligations. Dealers suffer occasional 
losses since risk-taking is essential to a firm's 
prosperity; risk is oppor tun i t y in this marke t 
Trading and credit losses are absorbed first by a 
firm's available l iquid capital. If a firm's total 
capital is exhausted, the remaining losses are 
borne by its unsecured creditors, including 
its customers. This was demonstrated w h e n ESM 
Government Securities failed, passing its losses 
on to an Oh io thr i f t that subsequent ly failed, 
as wel l as to others. 

An investor can determine a firm's l iquid 
capital f rom its balance sheet. Liquid capital 
measures a firm's capacity to "unw ind , " or t o 
l iquidate its posi t ion quickly wh i le meet ing its 
obl igations to customers. Liquid capital is the 
sum of a firm's stockholders' equity and subordi-
nated debt less i l l iquid assets. The latter are 
those that cannot be sold quickly or otherwise 
converted into cash, such as investments in 
affiliates or f ixed assets. 

Since risk arises f rom changes in interest 
rates and differences in the maturities of securi-
ties, outsiders cannot evaluate the level of risk 
undertaken by a dealer from an audited financial 
statement. Nor can they ascertain f rom the 
statements the extent to wh ich hedging has 
reduced risk. 

Recognized capi tal adequacy guidel ines 
have been deve loped that systematically mea-
sure the risk in a dealer's port fo l io and compare 
it to the firm's l iquid capital. All SEC-or CFTC-
registered dealers are required to adhere to 
the Uni form Net Capital Rule for Brokers and 
Dealers, SEC Rule 15c3-1. Under this rule a 
dealer's liquid capital, reduced by its measured 
risk, must cont inuously exceed the dealer's 
obligations to its customers. A dealer f irm sub-
ject to this rule must disclose its excess capital 
in its audi ted financial statements. Further-
more, the dealer's cert i f ied publ ic accountant 
is required to submi t an annual letter to the 
SEC report ing whether the CPA found any 
material inadequacies in the dealers internal 
systems and controls. Bank dealers, of course, 
are subject to bank supervisory capital adequacy 
standards. These include capital-to-asset require-
ments, examinations of banks and their affiliates, 
and prudent ia l regulations designed to l imit 

risk. The capital-to-risk ratios of nonbank primary 
dealers are mon i to red daily by the N e w York 
Fed. Unt i l recently, however, unsupervised 
dealers have not been constrained by capital 
standards. A few have abused this f reedom, 
causing serious losses to their customers. 

To help fi l l this void, the Federal Reserve has 
deve loped a voluntary capital standard for 
unsupervised U.S. government securities dealers. 
To comply w i th this standard, a dealer must 
operate such that its l iquid capital always 
exceeds its measured risk by 20 percen t That 
is, the dealer is supposed to adhere to a 
m in imum 1.2-to-1 capital-to-risk ratio. If losses 
push the ratio toward the min imum, a dealer 
should quickly reduce its market risk or raise 
addi t ional capital. Unsupervised dealers can 
calculate their capital and risk using ei ther the 
SEC's or the Fed's system of measurement 
Further details on calculations in the Fed's capital 
adequacy guidel ine are presented in the appen-
dix to this article. 

Compliance with the Standard. Compl iance 
w i th this standard is voluntary for unregulated 
dealers at this t ime and can be enforced only 
by market participants w h o insist upon dealing 
exclusively wi th firms that comply. Customers 
and counterpar t ies can de te rm ine if their 
unsupervised dealer adheres to the standard 
by requesting three forms of certif ication: (1) a 
letter f rom the dealer cert i fying that the f i rm 
will adhere continuously to the capital adequacy 
standard, (2) audi ted financial statements that 
disclose the amount of l iquid capital, conf i rming 
that the dealer was in compl iance w i th the 
standard as of the audi t date, and (3) a letter f rom 
the dealers CPA stating he found no material 
weaknesses in the dealer7s internal controls inci-
dent to adherence to the standard. Because this 
cert i f ication process is new, the two audit certifi-
cations wi l l not be available unti l the dealer's 
next audi t date. 

The Federal Reserve is encouraging all market 
participants to require these forms of certifica-
tion. Primary dealers are expected to request 
them f rom unsupervised dealers w i th wh ich 
they trade. Bank and thr i f t examiners wi l l look 
for certification when they examine institutions 
that are customers or clearing agents of unsuper-
vised dealers. Yet enforcement also wil l depend 
heavily on investors requir ing cert i f ication f rom 
their dealers. 
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Conclusion 
Government securities dealers conduct highly 

leveraged financial operations. By undertaking 
contro l led risk they can profi t whi le provid ing 
services to many customers. Because of the risk 
inherent in government securities operations, 
customers must know the organizational structure 

of their counterpart ies and evaluate the credit-
worthiness, character, and financial capacity of 
those w i t h w h o m they deal when doing repos or 
when trading in Treasury or federal agency se-
curities. An organization that is unable or unwil l ing 
to devote the necessary management resources 
to evaluating its counterpart ies proper ly and to 
structur ing its transactions accordingly should 
not be in this market. 

Calculat ing the Fed's Capita l 
Adequacy Standard 

The actual procedures for calculat ing the Federal 
Reserve's capital adequacy standard are complex; 
t hus this simpl i f ied presentat ion is not an operat ional 
guide. Readers wishing more informat ion on the com-
putat ion of capital-to-risk ratios should consul t "Capi ta l 
Adequacy Guidel ine for U.S. Government Secur i t ies 
Dealers" 1 

The guideline is based on the premise that a govern-
ment securi t ies dealer should keep the size of its 
market and credi t risk wi th in the amount of capital 
avai lable to absorb losses. The Federa l Reserve 
recommends that l iquid capital always exceed mea-
sured risk by 20 pe rcen t That i s the ratio of a dealer 's 
l iquid capital to its risk always should exceed 120 
percent (or 1.2:1 ).2 Dealers should prompt ly adjust 
their posit ions or raise capital if realized and unrealized 
losses occur and the capita I-to-risk ratio begins to 
approach this minimum standard. Moreover, this stan-
dard should be appl ied in the context of a dealer 's 
overall f inancial strength. Dealers wi thout strong, 
support ive aff i l iates or other forms of capital to back-
stop their l iquid capital should operate more conser-
vatively than the min imum ratio sugges ts 

Liquid Capital. Net l iquid capital consists of gross 
capital less i l l iquid assets The dea le rs net wor th plus 
liabilities subordinated to the claims of general creditors 
(gross capital) is reduced by the amount of assets that 
cannot be sold quickly or are doubt fu l of col lect ion. 
These inc lude f ixed assets such as real estate and 
lease holdings investments in or unsecured receivables 
due from unconsol idated af f i l iates nonmarketable 
investments, goodwi l l , m e m b e r s h i p s and prepaid 
expenses In the hypothet ical f irm whose capital-to-
risk ratio is summar ized in Table 1, gross capital of 
$24.2 mil l ion is adjusted by $6.2 mil l ion in non-l iquid 
assets to arrive at a l iquid capital est imate of $ 1 8 
million. 

Risk Haircuts.. The Fed guidel ine measures the 
level of risk in a dealer 's portfol io by est imat ing the 
potent ia l losses that cou ld occur as a result of credi t 
losses and price volatility.3 The first type of risk involves 
the possibil i ty of loss due to a counterparty 's fai lure to 
meet its obligations. Credit risk is rooted in the total 
dollar value of a dealer's exposure to his customers the 

concentrat ion of dealer c la ims on a s ingle counterparty, 
and the pr ice volati l i ty of privately issued money market 
instruments (such as bankers' acceptances and certifi-
cates of deposit) that is caused by the changing credi t 
of the issuer. 

Market risk is the potent ia l loss a dealer may incur 
on his secur i t ies pos i t ions including commi tments to 
purchase or sell secur i t ies at a later date, as a result of 
price changes Market risk derives from (1) net long 
or short posi t ions in secur i t ies (2) imperfect ions in 
hedges wi th in maturi ty ca tegor ies (3) risk hedging 
across maturi ty ca tegor ies and (4) risk hedging using 
dif ferent types of ins t ruments 

All posit ions and exposures are evaluated on a 
t rade rather than set t lement date basis and always at 
market value. Total risk is est imated by summing the 
potent ial losses est imated for each risk category. 
These est imates are cal led "ha i rcu ts " A haircut is a 
dollar approximat ion of potent ial losses calculated 
as a speci f ied percentage of the dollar size of a 
position in particular securities or opt ions The capital-
to-risk ratio is determined by dividing l iquid capital by 
total ha i rcuts In the case of the dealer in Table 1, the 
ratio turns out to be 3.5 to 1. 

Credit Risk Haircut Principles 

Recent p rob lems in the government secur i t ies 
market highl ight the need to recognize the credit risk 
inherent in f inancing transactions and forward commit-
ments made with customers. 

Customer Exposure. The Fed guidel ine calls for a 5 
percent customer exposure haircut factor to be applied 
to aggregate net credit exposures to all counterparties 
other than a dealer 's principal c lear ing banks or 
b rokers Exposure is the amount of funds or securi t ies 
at risk if a counterpar ty defaults on its obl igat ions to 
the dealer. For purposes of this calculation, aggregate 
net credit exposure is the sum of the firm's exposure 
to individual customers less each customer's exposure 
to the dealer. Customers include all counterpar t ies 
such as investors other dea lers and secured lenders 
In calculat ing net exposure to a counterparty, margins 
given on repurchase agreements would offset margins 
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Table 1. Net Capital Requi rement 
Summary Computa t ion 
($ thousands) 

1. Total ownersh ip equi ty $20 ,000 
2. Add: 

a Liabi l i t ies subord inated to c la ims 
of genera l credi tors 4 ,000 

b. Other deduct ions or a l lowable credi ts 2 0 0 
3. Total capital and al lowable subord inated 

liabil it ies $24,200 

4. Subtract: 
a Total non-al lowable (illiquid) assets 5,000 
b. Other deduct ions or charges 1,200 

5. L iquid capital before haircuts on 
secur i t ies posi t ions $18 ,000 

6. Haircuts on secur i ty and f inancing 
posi t ions including contractual 
commitments: 
a Government offset port ion haircuts 4 8 0 
b. Futures and opt ions offset haircuts 5 7 0 
c Hedging d isal lowance 8 0 
d. Residual net posi t ion haircuts 3,885 
e. Other securi t ies (use SEC factors) 0 

7. Haircuts on credi t exposure: 
a 5 percent net exposure to customers 8 5 
b. 2 5 percent concent ra t ion haircut 0 
c 0.15 percent haircut on other money 

market inst ruments with over 45 
days matur i ty 45 

8. Total haircuts (l ines 6 + 7 ) $5,145 

9. Capital-to-risk ratio (l ine 5 divided 
by line 8) 3.5:1 

taken on reverse repos with the same party. These 
might a lso inc lude unsecured or undercol lateral ized 
loans of funds, the margin by which col lateral given 
exceeds the amount of funds borrowed, and the 
dealer's unrealized gains on forward or as yet unsett led 
t rades Financings to maturity should be inc luded in 
the evaluat ion of credit exposure. Customers' net 
exposure should also incorporate mark-to-market 
losses, net of unreal ized ga ins in each customer 's 
forward commitments Care must be taken to determine 
whether a dealer has the contractual r ight to of fset 
exposures in one set of t ransact ions with margin held 
or profi ts on o thers 

For example, assume that a dealer enters into a 
repurchase agreement whereby he receives $ 1 0 
mil l ion in cash in exchange for securi t ies wi th a 
market value total ing $10.2 million. His margin on this 
t ransact ion is 2 pe rcen t or $200,000, which is his 
exposure to this counterparty. The charge to capital 
would be 5 percent of $200,000. That amounts to 
$10,000, 'or 0.1 percent of the repurchase agreement's 
face value. 

Credit Concentrations. A dealer should avoid placing 
an undue port ion of assets with a single counterpar ty 
or related family of counterpar t ies No special charge 
aga ins t cap i t a l is m a d e fo r c u s t o m e r s to w h o m the 
firm's exposure is less than 15 percent of l iquid 
capital. For larger exposures however, a 25 percent 
concentrat ion factor is appl ied to the exposure in 
excess of this a m o u n t For example, suppose a dealer 
has $ 1 0 mill ion in net capital and repos with a single 
customer totalling $75 million, with a 2 percent margin 
of $1.5 million. This would require a 5 percent customer 
exposure credit haircut of $75,000 ($1.5 mil l ion X 
0.05) but not a concent ra t ion hai rcut s ince $1.5 
mill ion is equal to 15 percent of his l iquid capital. An 
addi t ional $ 1 0 mill ion of repos to the same customer, 
using the same margin, would prompt an extra $50,000 
charge against capital for credit concentrat ions s ince 
$10 million X 0.02 margin = $200,000 credit exposure 
X 0.25 concentrat ion haircut = $50,000. Of course, 
the basic credit haircut would also increase by $10,000 
as a result of the addi t ional $ 1 0 mill ion of repos 
($200,000 credit exposure X 0.05 credit haircut). The 
total haircut would now be $135 ,000 ($75,000 + 
$50,000 + $ 1 0 , 0 0 0 ) . 

Other Money Market Instruments. Bankers' accep-
tances cert i f icates of deposit, and high-quali ty com-
mercial paper as wel l as forward contracts on these 
instruments entai l an issuer credit r isk As a resul t 
their pr ice volati l i ty is greater than for U.S. govern-
ment i ssues A separate 0.15 percent credit volati l i ty 
haircut factor is appl ied to the gross long posi t ion of 
private money market inst ruments matur ing in more 
than 45 days 

Market Risk Haircut Principles 

For purposes of applying market risk (price volatility) 
haircuts, posi t ions in securi t ies are segmented into 
12 maturity categor ies (see Table 2). The first eight 
categor ies have been chosen to bracket the standard 
maturi t ies of Treasury debt of fer ings Treasury and 
agency securities and other money market instruments 
as well as fu tu res forwards, and opt ions on these 
secur i t ies are t reated using these categories. The 
four remaining categor ies accommodate longer-term 
zero-coupon securi t ies, f ixed and adjustable-rate 
mor tgage-backed securi t ies, and related fo rward 
cont rac ts 

Net Position Haircut The principal haircut reflecting 
the price volati l i ty of securi t ies is cal led the net 
posit ion haircut factor. The guidel ine appl ies this 
haircut factor to net long or net short posit ions of 
securi t ies within the same maturi ty category. The 
result ing dollar amount is the est imated possible loss 
on a dealer's position from an adverse price movement 
based on past pr ice performance. For example, a 
dealer f irm with a net long posit ion of $ 1 0 mil l ion in 
six-month Treasury bills at a 7.5 percent d iscount 
sel l ing at a price of 96.21 percent of par would 
calculate its potent ia l loss at $24,053, (net posi t ion 
haircut factor of .25 percent for this particular maturity X 
$ 1 0 mil l ion par mult ipl ied by its $96.21 market price). 
This covers roughly a 1/2 percent—-or 50 basis points— 
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Table 2. Net Posit ion and Offset Factors 

Matur i ty Categories1 Haircut Factors 

Net Posit ion Offset 
Coupons Zero Coupons Factor Factors 

A 0 to 4 4 days None None 
B 4 5 to 134 days 0.13 None 
C 4.5 to 9 months 0.25 0.05 
D 9 to 18 months 0.50 0.10 
E 1.5 to 3.5 years 1.5 to 3 years 1.20 0.30 
F 3.5 to 7.5 years 3 to 5 years 2.00 0.50 
G 7.5 to 15 years 5 to 7 years 3.10 0.50 
H 15 to 30 years 7 to 10 years 3.75 0.60 
I 10 to 20 years 6.75 1.30 
J Over 2 0 years 11.50 1.30 
MB Fixed rate mor tgage-backed 2.75 0.50 
AR Adjustable mor tage-backed 1.25 0.20 

1 The offset haircut factors l isted apply to U.S. Treasury, U.S. agency, zero coupon, mortgage-backed, and other money market securities, such as 
bankers' acceptances, negotiable certi f icates of deposit, and high quality commercial paper. These do not apply to futures, forwards, and options; a 
uniform net 10 percent factor is appl ied to these. 

Table 3. Hedging Disallowance Factors1 

Category of 
Maturities2 Percent Disallowed 

45 to 134 days 
4.5 to 9 months 
9 to 18 months 
1.5 to 3.5 years (1.5 to 3 years) 
3.5 to 7.5 years (3 to 5 years) 
7.5 to 15 years (5 to 7 years) 
15 to 30 years (7 to 10 years) 

(10 to 20 years) 
(Over 20 years) 

Fixed rate mortgage-backed securities 

C 

B 40 
C 

D p F G H I J MB 

30 . - - - - - -

D 30 30 40 - - - -

E 20 30 40 - - -

F 20 20 40 - 30 
G 20 30 40 20 

H 30 40 30 
I 30 -

J -

MB 

1 Each number represents the percentage that is to be appl ied to the smaller of the two net posit ion haircuts in a pair of risk-offsetting posi t ions The 
product is carried forward to the final haircut summation. Column and row headings refer to maturity and security categories in Table 2. 

JThe second maturit ies range l isted on a line (in parentheses) refers to zero coupon issues of government securit ies on ly 

adverse change in interest rates on these bills. In 
order to recognize the potent ia l risk reduct ion when a 
dealer has both long and short posi t ions in similar 
secur i t ies the guidel ine treats haircuts on long posi-
t ions as positive, haircuts on short posi t ions as nega-
tive, and sums the haircuts algebraically. 

The factors are based on observed week ly volati l i ty 
in the Treasury's constant maturi ty yield series for a 
benchmark securi ty in each category. A l though a 
dealer should reevaluate and adjust his posit ion daily, 
the f irm should have suff icient capital to sustain such 
variat ions for a few days to determine whether a 
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market shif t is go ing to be ma in ta ined or reversed. 
These hai rcut fac tors wil l be rev iewed semiannua l ly 
by t he Federa l Reserve Bank of New York and revised 
should signif icant changes in market volatil ity develop. 

Offset Haircuts. Of fset ha i rcut fac to rs treat t w o risk 
c o m p o n e n t s per ta in ing to hedg ing wi th in a matur i ty 
category. First, no hedge is per fec t because pr ices of 
speci f ic debt secur i t ies d e p e n d on a var iety of char-
acter is t ics in add i t ion t o maturi ty. Hedges are imper-
fect even if t he pos i t ions are we igh ted by dura t ion or 
by pr ice equ iva len ts of equal c h a n g e s in in terest 
ra tes Second, the gu ide l ine nets o f fset t ing pos i t ions 
wi th in a matur i ty ca tegory at market va lue w i thou t 
regard to the potent ia l for y ie ld var ia t ion w i th in that 
category. 

The of fset ha i rcuts l isted in Table 2 are app l ied to 
all counterva i l ing pos i t ions in secur i t ies o ther than 
opt ions and f u t u r e s Procedural ly, these fac to rs are 
app l ied to the smal ler of the g ross long or gross short 
posi t ion w i th in a matur i ty category. For example, 
assume a dea ler has a long pos i t ion of $ 1 0 mil l ion in 
three-year notes wh ich is part ly of fset by a shor t 
posit ion of $8 million in two-year no tes Both posit ions 
fal l in the 1.5 to 3.5 year matur i ty ca tegory and are 
ne t ted in th is calculat ion. The offset haircut wou ld 
equal $ 2 4 , 0 0 0 (0.30 percent offset ha i rcut factor, as 
shown in Tab le 2, X $ 8 million). Of fset hai rcuts are not 
g iven signs. The net position haircut wou ld be a 
posit ive $ 2 4 , 0 0 0 on the $ 2 mi l l ion net long pos i t ion 
wi th in the 1.5 to 3.5 year matur i ty ca tegory [1.20 
percent net pos i t ion factor X ($10 mil l ion long - $8 
mill ion short)]. The total haircut wou ld thus be $48 ,000 
($24 ,000 + $24,000) . 

There is a lso a uni form 10 percent of fset haircut 
fac tor that appl ies to fu tu res and o p t i o n s This 10 
percent fac to r is app l ied w h e n hai rcuts f rom long and 
shor t fu tu res or op t ions pos i t ions are ne t ted aga inst 
t hemse lves and w h e n hai rcuts on fu tu res and opt ions 
are ne t ted aga inst hai rcuts on immedia te pos i t ions in 
t he same matur i ty category. Suppose a dealer has a 
long posi t ion in b o n d fu tu res and has hedged th is wi th 
purchases, of "pu t " o p t i o n s wh ich enab le the dealer 
to sel l bonds at a par t icu lar pr ice prior to some date in 
t he future. In t he absence of t he hedge, there w o u l d 
be a posi t ive haircut for the bonds and a negat ive one 
for the put op t ions The guidel ine al lows these haircuts 
to of fset each other, a l though in some cases these 
could be complete ly offsett ing even though the hedge 
is imper fec t and the pos i t ion conta ins some r isk To 
approximate the imperfect ion of the hedge, 10 percent 
of the ba lance be tween the two hai rcuts is retained. 

Hedging Allowances. Hedg ing be tween matur i ty 
ca tegor ies can reduce but cer ta in ly not e l iminate 
dea le r pos i t i on r i s k As ma tu r i t y d i f f e r e n c e s w iden , 
however , t he net r isk of a long pos i t i on in o n e ca tego ry 
ba lanced by a shor t pos i t ion in ano ther increases 
because of t he greater d i f fe rences in the variabi l i ty of 
y ie lds Still, an examinat ion of y ie lds at d i f ferent 
matur i t ies and the spreads be tween U.S. g o v e r n m e n t 
money market, and mor tgage-backed secur i t ies indi-
ca tes that there are suf f ic ient y ield re la t ionships to 
al low at least part ial hedg ing w h e n long and short 
pos i t ions are d is t r ibu ted over many of the 12 matur i ty 
c a t e g o r i e s 

As a resu l t the haircut on a net long pos i t ion in o n e 
matur i ty ca tegory is not permi t ted to o f fset on a one-
for-one basis the hai rcut for a net shor t pos i t ion in 
ano ther matur i ty category. Instead, part of the hedge 
is disal lowed. If the hedg ing "d isa l lowance" factor is 
set at 20 p e r c e n t for example, on ly an 8 0 percent 
of fset is permit ted. The d isa l lowance factor is app l ied 
to the smal ler net pos i t ion haircut in each hedged pair 
be tween matur i ty c a t e g o r i e s As net pos i t ion hai rcuts 
ref lect t he pr ice volat i l i ty in each category, ne t t ing 
haircuts be tween ca tegor ies on a dol lar-for-dol lar 
basis prov ides appropr ia te we igh t ing of the hedge. 
For example, if a $ 5 mi l l ion shor t pos i t ion in 20-year 
bonds is hedged by a $6.05 mi l l ion long pos i t ion in 10-
year b o n d s the net pos i t ion haircut on each is abou t 
$187,500 (negative $5 million X 3.75 percent compared 
to posi t ive $6 .05 mi l l ion X 3 .10 percent). The hedg ing 
d isa l lowance factor for th is we igh ted hedge is 20 
percent (Table 3). T h u s a $ 3 7 , 5 0 0 d isa l lowance hair-
cut is re ta ined (20 percent of $187,500) , and the net 
posi t ion hai rcuts of fset each other. Hedges are not 
recogn ized be tween risk ca tegor ies ind ica ted by a 
b lank l ine or not s h o w n as in the case of var iable rate 
mor tgage-backed secur i t i es 

The hedg ing d isa l lowance fac tors we re es tab l ished 
by examin ing the cor re la t ion be tween y ie lds at the 
d i f ferent matur i t ies and add ing an extra 10 percent 
d isa l lowance to ref lect imper fec t ions inherent in any 
hedge. For simplici ty, there are only th ree "hedg ing 
d isa l lowance" haircut factors. In the best c a s e s 80 
percent of the hedge is al lowed; 20 percent is dis-
al lowed. Similarly, o ther hedged pairs warrant 3 0 or 
4 0 percent hedg ing d i sa l l owances The stat ist ical 
analysis underlying the disal lowance factors for hedges 
across matur i t ies wil l be upda ted and the fac tors 
c h a n g e d if y ield curve volat i l i ty c h a n g e s s ign i f i cant ly 

'Federal Reserve Bank of New York May 20, 1985. Copies are available 
from the public information office of any Federal Reserve Bank 

?The Federal Reserve's capital adequacy calculat ion is similar to the 
f inancial responsibi l i ty rule used by the SEC; however, the general 
approach has been tailored to U.S. government securit ies dealers that 
operate predominant ly in a wholesale, institutional market The calcula-
t ion also treats differently some elements of credit risk, hedging 

practices, and new market developments The Fed's definit ion of liquid 
capital makes only minor modif ications to the S E C s Rule 15c3-1 ( "Net 
Capital before haircuts"). 

3This approach is an outgrowth of the method used in the SECs rule, 
whereby "haircuts" are applied to a dealer's holding of securit ies to 
reflect probable exposure to losses. 
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i U U . 2 5 T-i - I b . 
1 1 / 3 0 / 1 9 8 5 - N 1 0 0 . 1 9 2 3 - 1 7 . 1 9 
1 2 / 3 1 / 1 9 8 5 - N 1 0 0 . 3 1 3 - 2 7 . 2 1 
1 2 / 3 1 / 1 9 8 5 - N 1 0 2 . 0 8 1 2 - 1 6 . 3 4 

1 / 3 1 / 1 9 8 6 - N 1 0 1 . 0 3 7 - 2 7 . 4 3 
2 / 1 5 / 1 9 8 6 - N 1 0 0 . 2 8 0 - 2 7 . 5 0 
2 / 1 5 / 1 9 8 6 - N 1 0 2 . 1 9 2 3 - 1 7 . 1 1 
2 / 2 8 / 1 9 8 6 - N 1 0 1 . 1 5 1 9 - 1 7 . 4 7 
3 / 3 1 / 1 9 8 6 - N 1 0 1 . 3 1 3 - 2 7 . 6 7 
3 / 3 1 / 1 9 8 6 - N 1 0 3 . 1 3 1 7 - 2 7 . 5 5 
4 / 3 0 / 1 9 8 6 - N 1 0 2 . 1 2 1 6 - 3 7 . 7 6 
5 / 1 5 / 1 9 8 6 - N 9 9 . 3 1 3 - 2 7 . 7 3 
5 / 1 5 / 1 9 8 6 - N 1 0 0 . 2 9 1 - 1 7 . 8 2 
5 / 1 5 / 1 9 8 6 - N 1 0 3 . 2 6 3 0 - 3 7 . 8 2 
5 / 3 1 / 1 9 8 6 - N 1 0 3 . 0 6 1 0 - 1 7 . 9 1 
6 / 3 0 / 1 9 8 6 - N 1 0 4 . 0 0 4 - 1 7 . 7 1 
6 / 3 0 / 1 9 8 6 - N 1 0 6 . 0 3 7 - 3 6 . 9 4 
7 / 3 1 / 1 9 8 6 - N 1 0 3 . 2 8 0 - 2 7 . 9 5 
8 / 1 5 / 1 9 8 6 - N 1 0 0 . 0 1 5 + 1 7 . 8 3 
8 / 1 5 / 1 9 8 6 - N 1 0 2 . 2 9 1 0 7 . 9 8 
8 / 3 1 / 1 9 8 6 - N 1 0 3 . 2 7 3 1 - 1 8 . 1 1 
9 / 3 0 / 1 9 8 6 - N 1 0 3 . 2 0 2 4 - 1 8 . 1 4 
9 / 3 0 / 1 9 8 6 - N 1 0 4 . 0 0 4 0 8 . 1 4 

1 0 / 3 1 / 1 9 8 6 - N 1 0 3 . 1 8 2 2 - 1 8 . 2 1 
1 1 / 1 5 / 1 9 8 6 9 7 . 3 0 3 0 + 1 7 . 0 7 
1 1 / 1 5 / 1 9 8 6 - N 1 0 2 . 2 7 3 1 - 2 8 . 3 4 
1 1 / 1 5 / 1 9 8 6 - N 1 0 6 . 0 2 6 - 3 8 . 3 3 
1 1 / 1 5 / 1 9 8 6 - N 1 0 9 . 0 5 9 - 1 7 . 8 4 
1 1 / 3 0 / 1 9 8 6 - N 1 0 2 . 0 7 1 1 - 1 8 . 3 4 
1 2 / 3 1 / 1 9 8 6 - N 1 0 1 . 2 2 2 6 - 1 8 . 4 0 
1 2 / 3 1 / 1 9 8 6 - N 1 0 1 . 2 8 0 - 2 8 . 3 7 

1 / 3 1 / 1 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 5 0 
2 / 1 5 / 1 9 8 7 - N 1 0 0 . 1 9 2 3 0 8 . 4 6 
2 / 1 5 / 1 9 8 7 - N 1 0 3 . 0 0 4 - 2 8 . 5 3 
2 / 1 5 / 1 9 8 7 - N 1 0 5 . 1 7 2 1 - 1 8 . 5 0 
2 / 2 8 / 1 9 8 7 - N 1 0 1 . 2 8 0 - 2 8 . 5 4 
3 / 3 1 / 1 9 8 7 - N 1 0 2 . 0 9 1 3 + 1 8 . 5 8 
3 / 3 1 / 1 9 8 7 - N 1 0 3 . 0 0 4 + 1 8 . 5 8 
4 / 3 0 / 1 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 6 7 
5 / 1 5 / 1 9 8 7 - N 1 0 5 . 0 0 4 - 1 8 . 6 8 
5 / 1 5 / 1 9 8 7 - N 1 0 5 . 2 4 2 8 0 8 . 7 0 
5 / 1 5 / 1 9 8 7 - N 1 0 8 . 0 2 6 0 8 . 7 0 
5 / 3 1 / 1 9 8 7 - N 1 0 0 . 1 6 2 0 + 1 8 . 7 3 
6 / 3 0 / 1 9 8 7 - N 9 9 . 1 4 1 8 + 1 8 . 7 7 
6 / 3 0 / 1 9 8 7 - N 1 0 2 . 2 5 2 9 + 1 8 . 7 4 
7 / 3 1 / 1 9 8 7 - N 9 9 . 3 0 0 + 1 8 . 8 8 
8 / 1 5 / 1 9 8 7 - N 1 0 5 . 2 9 1 + 1 8 . 9 3 
8 / 1 5 / 1 9 8 7 - N 1 0 8 . 1 1 1 5 0 8 . 9 1 
8 / 3 1 / 1 9 8 7 - N 9 9 . 2 8 3 0 + 1 8 . 9 1 
9 / 3 0 / 1 9 8 7 - N 1 0 4 . 0 1 5 + 2 8 . 8 8 

1 1 / 1 5 / 1 9 8 7 - N 9 7 . 2 8 4 + 2 8 . 5 8 
1 1 / 1 5 / 1 9 8 7 - N 1 0 3 . 3 0 2 + 2 8 . 9 2 
1 1 / 1 5 / 1 9 8 7 - N 1 0 7 . 0 0 4 + 1 8 . 9 8 
1 2 / 3 1 / 1 9 8 7 - N 1 0 4 . 1 7 2 1 + 1 8 . 9 8 

1 / 1 5 / 1 9 8 8 - N 1 0 6 . 2 6 3 0 + 2 9 . 0 5 
2 / 1 5 / 1 9 8 8 - N 1 0 2 . 0 3 7 + 2 9 . 0 9 
2 / 1 5 / 1 9 8 8 - N 1 0 2 . 2 0 2 4 + 1 9 . 0 9 
3 / 3 1 / 1 9 8 8 - N 1 0 6 . 0 7 1 1 + 2 9 . 1 7 
4 / 1 5 / 1 9 8 8 - N 1 0 9 . 0 1 5 + 1 9 . 2 2 
5 / 1 5 / 1 9 8 8 - N 9 8 . 0 6 1 4 + 2 8 . 9 1 
5 / 1 5 / 1 9 8 8 - N 1 0 1 . 1 2 1 6 + 2 9 . 2 3 
5 / 1 5 / 1 9 8 8 - N 1 0 1 . 2 1 2 5 + 1 9 . 2 4 
6 / 3 0 / 1 9 8 8 - N 1 1 0 . 0 9 1 3 0 9 . 3 4 
7 / 1 5 / 1 9 8 8 - N 1 1 1 . 1 1 1 9 + 1 9 . 2 9 
8 / 1 5 / 1 9 8 8 - N 1 0 0 . 1 6 2 0 + 1 9 . 2 5 
8 / 1 5 / 1 9 8 8 - N 1 0 2 . 3 0 2 + 3 9 . 2 9 
9 / 3 0 / 1 9 8 8 - N 1 0 5 . 0 6 1 0 + 3 9 . 3 4 

1 0 / 1 5 / 1 9 8 8 - N 1 1 5 . 1 3 2 1 + 2 9 . 4 5 
1 1 / 1 5 / 1 9 8 8 - N 9 8 . , 2 1 2 9 + 5 9 . 1 5 
1 1 / 1 5 / 1 9 8 8 - N 1 0 6 . 0 4 8 + 2 9 . , 4 4 
1 2 / 3 1 / 1 9 8 8 - N 1 0 3 . 0 6 1 0 + 2 9 . , 4 4 

1 / 1 5 / 1 9 8 9 - N 1 1 3 . , 3 1 3 + 2 9 . 6 2 
2 / 1 5 / 1 9 8 9 - N 1 0 5 . , 0 6 1 0 + 1 9 . , 5 3 
3 / 3 1 / 1 9 8 9 - N 1 0 5 . 0 0 4 - 1 9 . 5 2 
4 / 1 5 / 1 9 8 9 - N 1 1 3 , , 2 4 0 + 1 9 . . 6 9 
5 / 1 5 / 1 9 8 9 - N 9 9 . , 2 6 2 + 2 9 . , 2 3 
5 / 1 5 / 1 9 8 9 - N 1 0 6 . , 0 8 1 2 0 9 . , 6 6 
6 / 3 0 / 1 9 8 9 - N 1 0 0 . , 0 6 8 + 4 9 . , 5 5 
7 / 1 5 / 1 9 8 9 - N 1 1 4 . , 2 1 2 9 0 9 . . 7 7 
R / I S / l Q f i Q - N 1 1 ? . , 3 0 ? -1 9 , , 8 0 

Identifying and 
Controlling Market Risk 
Sheila L Tschinkel 

Fluctuations in the market prices of securities 
underlying repurchase agreements can 
pose problems for repo customers, but 
cautious investors can minimize market 
risks by heeding certain procedures 

Repurchase a g r e e m e n t s i n v o l v e risks e v e n 
though the gove rnmen t securi t ies used to col-
lateral ize t h e m are risk-free. O n e impor tan t risk 
derives f rom f luctuat ions in the market va lue of 
t he securities, part icular ly w h e n agreements are 
ou ts tand ing for several days. W h a t is marke t risk, 
and wha t steps can investors and those using 
repos t o raise funds take to ident i fy and cont ro l 
this risk? 

Marke t risk is closely related to credi t risk. 
Suppose a dealer is unab le t o mee t obl igat ions at 
the matur i ty of a repurchase agreement. A n 
investor w h o has taken p roper steps to gain 
cont ro l of securi t ies is l ikely to retain that control . 
However , the impor tan t ques t ion is w h e t h e r t he 
value of t he securit ies is suf f ic ient to cover t he 
cash p rov ided by the i nves to rand the interest he 
earned. Investors thus must p ro tec t themselves 
against t he risk of f luctuat ions in market prices by 
ini t ial ly requ i r ing a margin above the va lue of t he 
cash prov ided. They also need to mon i to r these 
values dur ing the te rm of the repo to make sure 
that they are still p ro tected. Their agreement 
shou ld speci fy w h e n margin calls can be made, 
the t i m e that a counterpar ty has to mee t them, 
and h o w they can be m e t — w h e t h e r w i t h cash or 
securities.1 

Customers w h o have done reverse repos, 
exchanging securi t ies in their por t fo l ios for cash, 
wi l l still have the cash if a dealer cannot re turn 
the i r securit ies. However , they wi l l suffer a loss of 
margin given if the securit ies have increased in 
value dur ing the life of the agreement or if 
interest accruals on t h e m exceed t he a m o u n t 
they o w e the dealer for funds they prov ided. 
Therefore, w h e n do ing a reverse, they should 

The author is senior vice president and director of research at 
the Federal Reserve Bank of Atlanta. 
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Calculat ing Accrued Interest 

When a Treasury note or bond is t raded in a repurchase 
agreement, for example, the buyer pays the agreed-
upon pr ice plus accrued interest. The coupon rate is 
determined when the security is first sold by the Treasury 
at auction. Coupons on Treasury notes and bonds are 
paid semiannually. The first date is de termined at the 
t ime of the original issue. Interest is paid on the basis of 
a 365-day year. 

If a Treasury note has an initial coupon date of May 
15, the next coupon wil l be the same day of the month, 
six months hence—November 15. This pattern follows 
throughout the life of the security. At each coupon date 
the amount paid is roughly half the coupon rate (since 
the rate is an annual one) t imes the face value. Interest 
accrues on a daily basis throughout the interim per iod 
between coupon da tes Therefore, to calculate accrued 
interest precisely, we must determine how many days 
have passed s ince the last coupon date and what 
proport ion of the part icular coupon per iod these repre-
s e n t This number changes wi th each period s ince the 
number of days dur ing this per iod is not precisely equal 
to a half year (182.5 days). Somet imes the coupon 
period may be 181 days, somet imes 184. The formula 
is: 

Aj = c /2 x d t / d c 

where Aj represents accrued interest per dollar of face 
value; c the coupon rate; d t , the number of days s ince 
the issue or last coupon date; and d ^ the number of 
days in the coupon period. 

One way to calculate the number of days in this 
formula is to consul t a f inancial calendar. Each date on 
such calendars is accompanied by a number indicating 
how many days have passed since the last coupon date. 
By looking at the next coupon date we can f ind out how 
many days are in the coupon period. Let us assume that 
a customer has a 10-year Treasury note with a coupon 
rate of 11 1 /4 and that he has determined 35 days have 

elapsed dur ing a coupon per iod of 181 days. The 
accrued interest per dollar of face value is then 

(.1125/2) x (35/181) = .010877. 

If the face value of the note is $1 million, then the 
accrued interest is .010877 x $1 mil l ion or $10,877. < 

Of course, using a f inancial calendar is cumbersome 
for parties making f requent ca lcu la t ions More complex 
formulas for determining the number of days between 
specif ic dates can be obta ined f rom securi t ies industry j 
publ icat ions and incorporated into in-house computer 
programs 

Somet imes the initial coupon per iod is irregular. If it is 
shor t the accrued interest is proport ionately less than r 
the normal coupon amount. More f requent ly the first 
per iod is long. That i s a short initial per iod is combined 
with the first full period. In this situation the Treasury, in 
e f fec t postpones payment unti l the end of the first full 
coupon per iod and combines in a single payment the 
amounts due. The calculat ion is more complex in this 
case. 

To calculate accrued interest on T-bills, we can use 
the fo l lowing formula to determine an amort ized factor 
which can be appl ied to the number of days elapsed: 

( 1 0 0 - P)/D , 
where P is price and D m , days to maturity. Thus, if a bill 
was t raded at 96 and has 178 days to maturity, the 
accrued interest per diem is $ .0225 per dol lar of face 
value. 

The calculat ion of interest accrual appl ies to federal 
agency issues a l though in pract ice these are more 
compl icated because such issues are calculated on the 
assumpt ion that every month has 3 0 days and thus a 
year is 3 6 0 d a y s Each month does not in fact have 3 0 
days but varies from 28 to31 , soaddi t iona l calculat ions 
must be made. These are available in Stigum, Marcia 
Money Market Calculations: Yields, Break-Evens and 
Arbitrage, Homewood, Illinois: Dow Jones-Irwin, 1981, 
pp. 8, 99-104, 105-106. 

strive to min imize the margin given. Their agree-
ments should also be specif ic w i th regard to 
margin calls and payments. Moreover, since they 
have typical ly prov ided margin, they need to 
know at the outset if the potent ial loss of margin 
is tolerable. 

In addit ion, certain financial insti tut ions may 
suffer a balance sheet loss larger than that of the 
margin given if the market price of the securities 
under repo is be low the book value of the 
securities. For example, assume that a thr i f t 
inst i tut ion w i th assets of $200 mi l l ion and capital 
of $5 mi l l ion holds convent ional mortgages in its 
port fol io that were issued in the mid- to late 
1970s. To make these assets more useful, the 
thri f t puts t hem into a Federal Home Loan 
Mortgage Corporat ion Participation Certi f icate 

(PC), wh ich it can sell or pledge. The mortgages 
have a book value of $20 mil l ion, but their 
market value is now only $1 5 mil l ion. The insti-
tut ion then uses this certi f icate to raise money 
through a reverse repo, giving a margin of 5 
percent ($750,000) and receiving $14.25 million. 
If the dealer defaults, the thr i f t suffers a direct 
loss of $750,000, but its book loss w o u l d be 
$5.75 mil l ion, more than its capital and possibly 
enough to force its insolvency. This example 
illustrates how the failure of Bevill, Bresler, and 
Schulman created severe problems for several 
thr i f t institutions. 

Both repo investors and those w h o use reverse 
repos to raise funds should observe several 
ground rules to min imize market risk. They need 
to moni tor the market value of securities, the 
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Treasury Bonds,* Notes,* and Bil ls++ 
Composite 3:30 p.m. Quotations for U.S. Government Securities 

M a y 3 1 , 1 9 8 5 J u n e 6 , 1 9 8 5 

I S S U E B I D A S K C H G Y L D I S S U E B I D A S K C H G Y L D 
1 0 6 / 3 0 / 1 9 8 5 - N 1 0 0 . 0 5 9 0 5 . 8 2 1 0 6 / 3 0 / 1 9 8 5 - N 1 0 0 . 0 4 8 0 5 . 2 3 
1 4 6 / 3 0 / 1 9 8 5 - N 1 0 0 . 1 4 1 8 - 1 5 . 7 9 1 4 6 / 3 0 / 1 9 8 5 - N 1 0 0 . 1 2 1 6 0 4 . 6 4 
1 0 5 / 8 7 / 3 1 / 1 9 8 5 - N 1 0 0 . 1 5 1 9 0 ' 6 . 5 8 1 0 5 / 8 7 / 3 1 / 1 9 8 5 - N 1 0 0 . 1 5 1 9 0 6 . 1 4 

8 1 / 4 8 / 1 5 / 1 9 8 5 - N 1 0 0 . 0 4 8 0 6 . 8 1 8 1 / 4 8 / 1 5 / 1 9 8 5 - N 1 0 0 . 0 6 1 0 0 6 . 3 5 
9 5 / 8 8 / 1 5 / 1 9 8 5 - N 1 0 0 . 1 3 1 7 0 6 . 7 2 9 5 / 8 8 / 1 5 / 1 9 8 5 - N 1 0 0 . 1 3 1 7 0 6 . 4 8 

1 3 1 / 8 8 / 1 5 / 1 9 8 5 - N 1 0 1 . 0 2 6 - 1 6 . 8 0 1 3 1 / 8 8 / 1 5 / 1 9 8 5 - N 1 0 1 . 0 2 6 0 6 . 2 8 
1 0 5 / 8 8 / 3 1 / 1 9 8 5 - N 1 0 0 . 2 0 2 4 0 7 . 2 3 1 0 5 / 8 8 / 3 1 / 1 9 8 5 - N 1 0 0 . 2 1 2 5 0 6 . 8 6 
1 0 7 / 8 9 / 3 0 / 1 9 8 5 - N 1 0 1 . 0 1 5 0 7 . 0 7 1 0 7 / 8 9 / 3 0 / 1 9 8 5 - N 1 0 1 . 0 1 5 0 6 . 8 7 
1 5 7 / 8 9 / 3 0 / 1 9 8 5 - N 1 0 2 . 1 9 2 3 - 1 7 . 0 5 1 5 7 / 8 9 / 3 0 / 1 9 8 5 - N 1 0 2 . 1 8 2 2 0 6 . 7 1 
1 0 1 / 2 1 0 / 3 1 / 1 9 8 5 - N i o i . 0 3 7 0 7 . 3 3 1 0 1 / 2 1 0 / 3 1 / 1 9 8 5 - N 1 0 1 . 0 5 9 0 7 . 0 3 

1 4 1 1 / 1 5 / 2 0 0 6 - - 1 1 1 2 6 . 2 8 4 + 2 7 1 0 . 7 4 1 4 1 1 / 1 5 / 2 0 0 6 - - 1 1 1 2 9 . 2 5 1 - 9 1 0 . 4 6 
1 0 3 / 8 1 1 / 1 5 / 2 0 0 7 - • 1 2 9 7 . 1 2 2 0 + 2 6 1 0 . 6 4 1 0 3 / 8 1 1 / 1 5 / 2 0 0 7 - - 1 2 1 0 0 . 0 0 8 - 8 1 0 . 3 5 
1 2 8 / 1 5 / 2 0 0 8 - - 1 3 1 1 0 . 2 0 2 4 + 2 7 1 0 . 7 3 1 2 8 / 1 5 / 2 0 0 8 - - 1 3 1 1 3 . 1 2 1 6 - 1 3 1 0 . 4 4 
1 3 1 / 4 5 / 1 5 / 2 0 0 9 - - 1 4 1 2 1 . 1 0 1 8 + 2 8 1 0 . 7 3 1 3 1 / 4 5 / 1 5 / 2 0 0 9 - - 1 4 1 2 4 . 1 3 2 1 - 1 5 1 0 . 4 3 
1 2 1 / 2 8 / 1 5 / 2 0 0 9 - - 1 4 1 1 4 . 3 0 2 + 3 0 1 0 . 7 4 1 2 1 / 2 8 / 1 5 / 2 0 0 9 - - 1 4 1 1 8 . 0 4 8 - 1 0 1 0 . 4 2 
1 1 3 / 4 1 1 / 1 5 / 2 0 0 9 - - 1 4 1 0 9 . 0 9 1 3 + 2 8 1 0 . 6 6 1 1 3 / 4 1 1 / 1 5 / 2 0 0 9 - - 1 4 1 1 1 . 3 0 2 - 1 0 1 0 . 3 8 
1 1 1 / 4 2 / 1 5 / 2 0 1 5 1 0 6 . 0 0 4 + 2 6 1 0 . 5 7 1 1 1 / 4 2 / 1 5 / 2 0 1 5 1 0 8 . 2 8 0 - 1 2 1 0 . 2 8 

* * 

6 / 0 6 / 1 9 8 5 5 . 5 6 5 . 4 6 - . 0 6 5 . 5 4 6 / 1 3 / 1 9 8 5 
6 / 1 3 / 1 9 8 5 7 . 0 2 6 . 9 6 + . 0 9 7 . 0 7 6 / 2 0 / 1 9 8 5 
6 V 2 0 / 1 9 8 5 W I 7 . 3 2 7 . 2 8 + . 0 8 7 . 4 1 6 / 2 7 / 1 9 8 5 
6 / 2 7 / 1 9 8 5 6 . 2 4 6 . 2 0 + . 0 8 6 . 3 1 7 / 0 5 / 1 9 8 5 
7 / 0 5 / 1 9 8 5 6 . 9 4 6 . 8 8 + . 0 2 7 . 0 2 7 / 1 1 / 1 9 8 5 
7 / 1 1 / 1 9 8 5 7 . 1 0 7 . 0 6 + . 0 4 7 . 2 1 7 / 1 8 / 1 9 8 5 
7 / 1 8 / 1 9 8 5 7 . 1 0 7 . 0 6 + . 0 6 7 . 2 2 7 / 2 5 / 1 9 8 5 
7 / 2 5 / 1 9 8 5 7 . 0 3 6 . 9 9 + . 0 2 7 . 1 6 8 / 0 1 / 1 9 8 5 
8 / 0 1 / 1 9 8 5 7 . 0 9 7 . 0 5 - . 0 3 7 . 2 3 8 / 0 8 / 1 9 8 5 
8 / 0 8 / 1 9 8 5 7 . 1 6 7 . 1 2 - . 0 2 7 . 3 1 8 / 1 5 / 1 9 8 5 

7 . 4 2 
7 . 3 7 
6 . 3 8 
6 . 8 3 
6 . 9 3 
6 . 9 4 
6.88 
6 . 8 9 
6 . 9 4 
6 . 9 4 

7 . 3 8 
7 . 3 1 
6 . 3 4 
6 . 7 9 
6 . 8 9 
6 . 9 0 
6.82 
6 . 8 5 
6 . 9 0 
6 . 9 0 

+ . 0 3 
+ . 0 7 
+ . 1 3 
- . 0 2 
+.01 
+ .01 
- . 0 3 
+ . 0 4 

0 
+ .01 

7 . 4 9 
7 . 4 3 
6 . 4 5 
6 . 9 2 
7 . 0 3 
7 . 0 5 
6 . 9 7 
7 . 0 1 
7 . 0 8 
7 . 0 9 

* * * * 

* Notes and Bonds N-Note. The f igures to the right of the decimal and the changes are in 32 nds of a point. Spreads between bid and asked reflect one full point 
where both figures are the same. Yields are based on asked pr ices For bonds cal lable before maturity, yields are computed to the earliest call date on issues 
quoted above par and to the maturity date on issues quoted below par 

++B i l l s are quoted in terms of a rate of d iscount Yields are based on asked rates and are on a coupon-Equivalent basis 
" N o t all maturit ies are shown. 
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volati l i ty of those securities over t ime, and in-
terest accruals. They also need to have pro-
cedures for margin calls and payments specif ied 
in their master agreements. 

Taking Margin 
When investors provide funds to a dealer, the 

repurchase agreement should value the securities 
at their current market price, plus, in the case of 
notes or bonds, any accrued interest on the 
issue's coupon. A security's market price of ten 
differs f rom its par or face value. The price agreed 
on in the repo of ten lies in the midd le of the 
market be tween "b ids"— prices at wh ich dealers 
buy securities f rom a customer—and "of fers"— 
prices at wh ich they sell securities to customers. 

Customers providing cash in a repo transaction 
usually require a margin of overcollateralization. 
This custom is called " tak ing margin." It protects 
investors against the risk that the value of the 
securities wi l l decl ine dur ing the term of the 
repo. Market prices of government securities 
change whenever interest rates change, and 
prices of long-term securities change more re-
lative to those on short-term securities for any 
given move in interest rates. For example, if 
interest rates rise by 10 basis points (0.10 per-
cent), the value of a 30-year bond falls roughly 1 
percent of its face amount , or $10,000 per $1 
mil l ion. In contrast, the value of a three-month 
bill changes by S250 per $1 mil l ion, or one-
fort ieth of the change in value on the long-term 
bond. Thus, the matur i ty of the under ly ing se-
curities is a crucial cri terion in agreeing upon 
margin. 

Larger margins are also appropr iate for some 
infrequent ly t raded government issues or certain 
agency issues. The spread between bid and offer 
prices is generally wider for less actively t raded 
issues, and this adds to the cost of sell ing or 
buying them. The rates on repurchase agree-
ments against some securities are h igher than for 
others due to larger administrative costs associated 
wi th them. For exam pie, the cash flow on mortgage-
backed securities may be less predictable due to 
unscheduled principal repayments which occur 
in addition to scheduled ones. The work associated 
w i th moni tor ing values and transferring funds is 
greater for mortgage-backed securities than for 
Treasuries. 

Marking to Market 
Customers must take steps to deal w i th the 

risk that large interest rate and securities price 
changes can erode their protect ion. After estab-
lishing margin, parties to repos should set up 
procedures for moni tor ing the value of the se-
curities and for making adjustments that continue 
to provide suff icient value to protect them. This 
process is called "mark ing to market" and should 
be done each day or whenever intraday price 
changes are large. If the market value of the 
securities being held as collateral slips be low the 
preestablished margin, the customer should make 
a "marg in call" on the dealer. (The dealer is not 
typical ly expected to call the customer if this is 
the case.) The adjustment can be made by 
securing addi t ional securities or by the dealer's 
returning funds. 

Repo customers w h o are raisingfunds by using 
securities in their portfol ios generally wi l l be 
asked to provide margin or obta in somewhat less 
money than the market value of the securities. 
Such customers should feel comfor table w i th 
the margin provided. They also need to determine 
whether the securities' value has risen to the 
point where they would want to obtain additional 
funds even if it means paying more interest on 
them. 

Interest rates can fluctuate substantially during 
a repo's life. The risk that a sustained price move 
erodes the value of collateral is larger the longer 
the matur i ty of the securities used and of ten the 
longer the te rm of the repo. This does not mean 
investors should rely on favorable price trends,if 
they develop, since day-to-day volatility can also be 
significant. For example, in one two-week per iod 
earlier this year, long-term bonds rose by 4 
percent of face value. Yet, in a single day dur ing 
that period, prices fell by over 2 percent of face 
value. 

Market prices of government securities are 
publ ished each day in the financial sections of 
major newspapers. The prices publ ished are 
composi tes of bids and offers reported to the 
N e w York Fed by a sample of dealers. Table 1 
shows some of the quotes from two dates in Spring 
1985. Assume a thr i f t had used l o n g b o n d s d u e i n 
Augus t , 2 0 0 9 - 1 4 , t o raise runds t h r o u g h a 
reverse repo. On May 31, the current market 
value of these issues was 115 or $11 5 for every 
$100 of par value. (Let's assume the market 
value for customers is around the midpo in t 
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between the bid and asked price listed on the 
quo te sheet in Table 1.) If the thr i f t had put up 
$10 mi l l ion in these issues, the market value 
wou ld have been $11.500 mil l ion. However, the 
thr i f t wou ld have to give margin of perhaps 3.75 
percent so it wou ld have received only 96.25 
percent of the current market value, or $11,068,750. 
By June 6, these bonds were trading at 118.6, or 
$118 and 6/32 dollars for every $100 of par. In 
other words, their market value was $11,818,750, 
equivalent to a margin of almost 7 percent above 
the cash the thr i f t had received. The securities 
wou ld be wor th still more because interest 
accrues on a daily basis. The investment off icer at 
such a thr i f t wou ld want to make a margin call on 
his dealer, request ing more cash or requir ing the 
return of some of his securities. 

Accrued Interest 
Contracts should also take into account interest 

payments on the under ly ing securities. The a -
mount of cash a security raises when sold is equal 
to its market price plus accrued interest on its 
coupon, if any. Customers must understand who 
receives interest payments from the issuer and 
who is entit led to payments under the agreement 
These t w o may differ. In the case of book-entry 
Treasury securities, wh ich under l ie many repur-
chase transactions, the deposi tory inst i tut ion 
that is the custodian of those securities at the 
t ime of interest payment wi l l receive the pay-
ment. In the case of mortgage-backed securities, 
such as Freddie Macs, payments of principal and 
interest wi l l go to the holder of record up to 45 
days prior t o the payment date. That is, the party 
ident i f ied on the record date still wi l l receive the 
interest and principal payments and the payment 
itself 45 days later. Customers must know how 
the mechanism of interest payments operates to 
take that into account in structuring agreements. 
(For more informat ion on calculating accrued 
interest, see Box.) 

Failure to take account of these cash flows 
resulted in before-tax losses exceeding $300 
mi l l ion when Drysdale Government Securities 
fai led in 1982. Interest accrual was a factor in 
Drysdale's collapse because the market practice 
then was to ignore the value of accrued interest 
on the under ly ing securities to a repurchase 
transaction. This meant a party that obta ined a 
security under a repo put up cash only for the 
principal. That party then could sell the security 
and realize the value of both the principal and 

accrued interest. Drysdale obtained an enormous 
amount of "underva lued" securities under repo 
agreements and raised work ing capital by selling 
the securities and obta in ing their market value 
plus accrued interest. This system func t ioned so 
long as Drysdale could repay the accrued interest 
when it came due. Drysdale accumulated sub-
stantial losses and f inanced them wi th the cash it 
was raising unti l it was unable to make accrued 
interest payments. In May 1982, the house of 
cards collapsed. Al though repo pricing has gen-
erally been changed to incorporate accrued 
interest, all parties in a repo transaction under-
girded by securities w i th accruing interest should 
be aware of this issue and take steps to protect 
their interests. 

In addi t ion to agreeing on margin and tracking 
market value, participants in repos need to 
moni tor interest accruing on the agreement itself 
and how it compares to the accruals on the 
security. Interest accrues daily on a note or bond 
coupon. The value of Treasury bills rises each 
day, assuming no change in interest rates, to 
reflect interest accruals. Thus, the accrual of 
interest causes the amount of cash that could be 
obtained through the sale of a security to increase 
each day. An investor needs to compare the change 
in this total value w i th the cumulat ive amount 
o w e d by the dealer through accrual of interest on 
the funds he obta ined from the investor. This is 
even more important for those using their securities 
to raise funds through reverse repos. Since repos 
are of short maturity, their interest rates of ten are 
be low those earned on most Treasury securities. 
Thus, the total o w e d by a customer doing a 
reverse repo can rise at a slower pace than 
interest is accruing on the securities he gave to 
the dealer. 

Conclusion 
To summarize, if investors moni tor the total 

value of collateral held and interest accruals, take 
steps to maintain an appropr iate margin on the 
securities, and fo l low other prudent practices 
noted elsewhere in this issue, they should be 
wel l protected if a dealer defaults. Those using 
reverse repos to raise funds also need to be 
concerned w i th margin and interest accruals so 
their exposure or potent ia l loss is constrained to 
a tolerable level in the case of dealer default. 

NOTE 

'Don Ringsmuth discusses such legal considerations in greater detail in 
"Control l ing Custodial Risk and Other Contractual Considerations,"this 
issue. 
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T T U / i b / i y t s u - N LÛT. 7 7 " - i 0 . 7 7 
1 0 1 / 2 1 1 / 3 0 / 1 9 8 5 - N 1 0 0 . 1 9 2 3 - 1 7 . 1 9 
1 0 7 / 8 1 2 / 3 1 / 1 9 8 5 - N 1 0 0 . 3 1 3 - 2 7 . 2 1 
1 4 1 / 8 1 2 / 3 1 / 1 9 8 5 - N 1 0 2 . 0 8 1 2 - 1 6 . , 3 4 
1 0 5 / 8 1 / 3 1 / 1 9 8 6 - N 1 0 1 . 0 3 7 - 2 7 . 4 3 

9 7 / 8 2 / 1 5 / 1 9 8 6 - N 1 0 0 . 2 8 0 - 2 7 . 5 0 
1 3 1 / 2 2 / 1 5 / 1 9 8 6 - N 1 0 2 . 1 9 2 3 - 1 7 . 1 1 
1 0 7 / 8 2 / 2 8 / 1 9 8 6 - N 1 0 1 . 1 5 1 9 - 1 7 . 4 7 
1 1 1 / 2 3 / 3 1 / 1 9 8 6 - N 1 0 1 . 3 1 3 - 2 7 . 6 7 
1 4 3 / 3 1 / 1 9 8 6 - N 1 0 3 . 1 3 1 7 - 2 7 . 5 5 
1 1 3 / 4 4 / 3 0 / 1 9 8 6 - N 1 0 2 . 1 2 1 6 - 3 7 . 7 6 

7 7 / 8 5 / 1 5 / 1 9 8 6 - N 9 9 . 3 1 3 - 2 7 . 7 3 
9 3 / 8 5 / 1 5 / 1 9 8 6 - N 1 0 0 . 2 9 1 - 1 7 . 8 2 

1 3 3 / 4 5 / 1 5 / 1 9 8 6 - N 1 0 3 . 2 6 3 0 - 3 7 . 8 2 
1 2 5 / 8 5 / 3 1 / 1 9 8 6 - N 1 0 3 . 0 6 1 0 - 1 7 . 9 1 
1 3 6 / 3 0 / 1 9 8 6 - N 1 0 4 . 0 0 4 - 1 7 . 7 1 
1 4 7 / 8 6 / 3 0 / 1 9 8 6 - N 1 0 6 . 0 3 7 - 3 6 . 9 4 
1 2 5 / 8 7 / 3 1 / 1 9 8 6 - N 1 0 3 . 2 8 0 - 2 7 . 9 5 

8 8 / 1 5 / 1 9 8 6 - N 1 0 0 . 0 1 5 + 1 7 . 8 3 
1 1 3 / 8 8 / 1 5 / 1 9 8 6 - N 1 0 2 . 2 9 1 0 7 . 9 8 
1 2 3 / 8 8 / 3 1 / 1 9 8 6 - N 1 0 3 . 2 7 3 1 - 1 8 . 1 1 
1 1 7 / 8 9 / 3 0 / 1 9 8 6 - N 1 0 3 . 2 0 2 4 - 1 8 . 1 4 
1 2 1 / 4 9 / 3 0 / 1 9 8 6 - N 1 0 4 . 0 0 4 0 8 . 1 4 
1 1 5 / 8 1 0 / 3 1 / 1 9 8 6 - N 1 0 3 . 1 8 2 2 - 1 8 . 2 1 

6 1 / 8 1 1 / 1 5 / 1 9 8 6 9 7 . 3 0 3 0 + 1 7 . 0 7 
1 1 1 1 / 1 5 / 1 9 8 6 - N 1 0 2 . 2 7 3 1 - 2 8 . 3 4 
1 3 7 / 8 1 1 / 1 5 / 1 9 8 6 - N 1 0 6 . 0 2 6 - 3 8 . 3 3 
1 6 1 / 8 1 1 / 1 5 / 1 9 8 6 - N 1 0 9 . 0 5 9 - 1 7 . 8 4 
1 0 3 / 8 1 1 / 3 0 / 1 9 8 6 - N 1 0 2 . 0 7 1 1 - 1 8 . 3 4 

9 7 / 8 1 2 / 3 1 / 1 9 8 6 - N 1 0 1 . 2 2 2 6 - 1 8 . 4 0 
1 0 1 2 / 3 1 / 1 9 8 6 - N 1 0 1 . 2 8 0 - 2 8 . 3 7 

9 3 / 4 1 / 3 1 / 1 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 5 0 
9 2 / 1 5 / 1 9 8 7 - N 1 0 0 . 1 9 2 3 0 8 . 4 6 

1 0 7 / 8 2 / 1 5 / 1 9 8 7 - N 1 0 3 . 0 0 4 - 2 8 . 5 3 
1 2 3 / 4 2 / 1 5 / 1 9 8 7 - N 1 0 5 . 1 7 2 1 - 1 8 . 5 0 
1 0 2 / 2 8 / 1 9 8 7 - N 1 0 1 . 2 8 0 - 2 8 . 5 4 
1 0 1 / 4 3 / 3 1 / 1 9 8 7 - N 1 0 2 . 0 9 1 3 + 1 8 . 5 8 
1 0 3 / 4 3 / 3 1 / 1 9 8 7 - N 1 0 3 . 0 0 4 + 1 8 . 5 8 

9 3 / 4 4 / 3 0 / 1 9 8 7 - N 1 0 1 . 1 6 2 0 - 1 8 . 6 7 
1 2 5 / 1 5 / 1 9 8 7 - N 1 0 5 . 0 0 4 - 1 8 . 6 8 
1 2 1 / 2 5 / 1 5 / 1 9 8 7 - N 1 0 5 . 2 4 2 8 0 8 . 7 0 
1 4 5 / 1 5 / 1 9 8 7 - N 1 0 8 . 0 2 6 0 8 . 7 0 

9 1 / 8 5 / 3 1 / 1 9 8 7 - N 1 0 0 . 1 6 2 0 + 1 8 . 7 3 
8 1 / 2 6 / 3 0 / 1 9 8 7 - N 9 9 . 1 4 1 8 + 1 8 . 7 7 

1 0 1 / 2 6 / 3 0 / 1 9 8 7 - N 1 0 2 . 2 5 2 9 + 1 8 . 7 4 
8 7 / 8 7 / 3 1 / 1 9 8 7 - N 9 9 . 3 0 0 + 1 8 . 8 8 

1 2 3 / 8 8 / 1 5 / 1 9 8 7 - N 1 0 5 . 2 9 1 + 1 8 . 9 3 
1 3 3 / 4 8 / 1 5 / 1 9 8 7 - N 1 0 8 . 1 1 1 5 0 8 . 9 1 

8 7 / 8 8 / 3 1 / 1 9 8 7 - N 9 9 . 2 8 3 0 + 1 8 . 9 1 
1 1 1 / 8 9 / 3 0 / 1 9 8 7 - N 1 0 4 . 0 1 5 + 2 8 . 8 8 

7 5 / 8 1 1 / 1 5 / 1 9 8 7 - N 9 7 . 2 8 4 + 2 8 . 5 8 
1 1 1 1 / 1 5 / 1 9 8 7 - N 1 0 3 . 3 0 2 + 2 8 . 9 2 
1 2 5 / 8 1 1 / 1 5 / 1 9 8 7 - N 1 0 7 . 0 0 4 + 1 8 . 9 8 
1 1 1 / 4 1 2 / 3 1 / 1 9 8 7 - N 1 0 4 . 1 7 2 1 + 1 8 . 9 8 
1 2 3 / 8 1 / 1 5 / 1 9 8 8 - N 1 0 6 . 2 6 3 0 + 2 9 . 0 5 
1 0 1 / 8 2 / 1 5 / 1 9 8 8 - N 1 0 2 . 0 3 7 + 2 9 . 0 9 
1 0 3 / 8 2 / 1 5 / 1 9 8 8 - N 1 0 2 . 2 0 2 4 + 1 9 . 0 9 
1 2 3 / 3 1 / 1 9 8 8 - N 1 0 6 . 0 7 1 1 + 2 9 . 1 7 
1 3 1 / 4 4 / 1 5 / 1 9 8 8 - N 1 0 9 . 0 1 5 + 1 9 . 2 2 

8 1 / 4 5 / 1 5 / 1 9 8 8 - N 9 8 . 0 6 1 4 + 2 8 . 9 1 
9 7 / 8 5 / 1 5 / 1 9 8 8 - N 1 0 1 . 1 2 1 6 + 2 9 . 2 3 

1 0 5 / 1 5 / 1 9 8 8 - N 1 0 1 . 2 1 2 5 + 1 9 . 2 4 
1 3 5 / 8 6 / 3 0 / 1 9 8 8 - N 1 1 0 . 0 9 1 3 0 9 . 3 4 
1 4 7 / 1 5 / 1 9 8 8 - N 1 1 1 . 1 1 1 9 + 1 9 . 2 9 

9 1 / 2 8 / 1 5 / 1 9 8 8 - N 1 0 0 . 1 6 2 0 + 1 9 . 2 5 
1 0 1 / 2 8 / 1 5 / 1 9 8 8 - N 1 0 2 . 3 0 2 + 3 9 . 2 9 
1 1 3 / 8 9 / 3 0 / 1 9 8 8 - N 1 0 5 . 0 6 1 0 + 3 9 . 3 4 
1 5 3 / 8 1 0 / 1 5 / 1 9 8 8 - N 1 1 5 . 1 3 2 1 + 2 9 . 4 5 

8 3 / 4 1 1 / 1 5 / 1 9 8 8 - N 9 8 . 2 1 2 9 + 5 9 . 1 5 
1 1 3 / 4 1 1 / 1 5 / 1 9 8 8 - N 1 0 6 . 0 4 8 + 2 9 . 4 4 
1 0 5 / 8 1 2 / 3 1 / 1 9 8 8 - N 1 0 3 . 0 6 1 0 + 2 9 . 4 4 
1 4 5 / 8 1 / 1 5 / 1 9 8 9 - N 1 1 3 . 3 1 3 + 2 9 . 6 2 
1 1 3 / 8 2 / 1 5 / 1 9 8 9 - N 1 0 5 . 0 6 1 0 + 1 9 . 5 3 
1 1 1 / 4 3 / 3 1 / 1 9 8 9 - N 1 0 5 . 0 0 4 - 1 9 . 5 2 
1 4 3 / 8 4 / 1 5 / 1 9 8 9 - N 1 1 3 . 2 4 0 + 1 9 . 6 9 

9 1 / 4 5 / 1 5 / 1 9 8 9 - N 9 9 . 2 6 2 + 2 9 . 2 3 
1 1 3 / 4 5 / 1 5 / 1 9 8 9 - N 1 0 6 . 0 8 1 2 0 9 . 6 6 

9 5 / 8 6 / 3 0 / 1 9 8 9 - N 1 0 0 . 0 6 8 + 4 9 . 5 5 
1 4 1 / 2 7 / 1 5 / 1 9 8 9 - N 1 1 4 . 2 1 2 9 0 9 . 7 7 
1 3 7 / 8 » / I S / i q S Q - N 1 1 9 . 3 0 ? 9 , 8 0 

Custodial Arrangements 
And Other Contractual 
Considerations 
Don Ringsmuth 

Properly drafted contracts can provide repo 
customers with control mechanisms to shield 
against various risks A Fed legal expert 
reviews numerous custodial arrangements 
and explains the safety and cost features 
of each. 

Repu rchase a g r e e m e n t s can serve as a safe 
m e t h o d of earn ing i ncome on idle cash or of 
raising funds on a shor t - term basis, p rov ided 
that proper and prudent procedures are fo l lowed 
by all parties. Some of these procedures rest 
w i th the parties' internal management controls. 
Others should be contained in contracts govern-
ing the responsibi l i t ies of the repo part ic ipants. 
This art ic le w i l l rev iew the pr inc ipal cont ractua l 
considerations that should be taken into account 
w h e n dra f t ing a repo agreement and wi l l t hen 
focus on the prob lem of custodial arrangements 
and cont ro l l ing the under l y ing repo securit ies. 

Legal Status of Repos 
M a n y part ic ipants in the repo market v i ew 

their transactions as sales and purchases of 
secur i t ies—in lawyers' terms, " e x e c u t o r y con-
t rac ts '—rather than as col la tera l ized loans. 
From this perspect ive, the t ransact ion is an 
uncond i t i ona l sale of the security, subject on ly 
to the right to buy it (or a similar security) back. 
The Federal Reserve has engaged in repurchase 
agreements for years under its author i ty to buy 
and sell gove rnmen t and agency securi t ies in 
the open market. Since the Fed's legal authori ty 
t o lend or b o r r o w does not ex tend to these 
o p e n market transactions, repos d o n e by t he 
Fed are s t ructured and v i ewed as purchase and 
sale transactions. Similarly, many states and 
their pol i t ical subdiv is ions have statutory or 
even const i tut ional prohibi t ions against lending 
pub l ic funds. O the r market part ic ipants are 
p roh ib i t ed f rom p ledg ing assets, a l though they 
are free to sell them. 

The author is associate general counsel at the Federal 
Reserve Bank of New York 
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On the other hand, some market participants 
look upon repos, f rom a legal standpoint, as 
secured borrowings and lendings. For example, 
in the Bevill, Bresler & Schulman (BBS) bank-
ruptcy proceeding now underway in New Jersey, 
a number of thr i f t insti tut ions are arguing that 
they del ivered repo securities to BBS as loan 
collateral. These thri f ts assert that the collateral 
is not part of the BBS general pool of assets and 
that they are ent i t led to reclaim it f rom the BBS 
trustee. 

The courts have not clarif ied the status of 
repos. In some instances repos have been held 
to be secured loans and, in others, purchase 
and sale transactions. At t imes repos have been 
treated as a un ique transaction w i th character-
istics of both sales and loans. The picture is 
further compl ica ted by the variety of terms 
used in repo contracts. Some are wr i t ten in the 
language of secured lending and contain pro-
visions c o m m o n to secured loans. For instance, 
some observers consider the right of substitution 
of securities dur ing the term of a repo or 
prohibi t ions on further transfers by the holder 
of repo securities to be substantial ev idence of 
a secured loan. A brief summary of court cases 
appears in the appendix to this article. 

Whe the r repos involve borrowings and loans 
or sales and purchases, customers can minimize 
risks through carefully wr i t ten contracts and 
prudent custodial arrangements. Nevertheless, 
anyone engaging in repos must understand 
that legal ambiguit ies surround these trans-
actions, particularly since statutory or even 
const i tut ional rules may apply to some public-
sector customers depend ing on how the repo 
transaction is characterized.1 

General Contractual Arrangements 
Although government securities themselves 

are free of default risk, repo transactions entail 
some risks. One type is credit risk, which 
involves the possibil i ty that a dealer wi l l fail to 
meet his financial obl igat ion to repurchase 
securities from a customer. Another is custodial 
risk, arising f rom the possibil i ty that whoever 
holds the securities wi l l be unable to carry ou t 
the investor's wishes when it is t ime to reverse 
the transaction. 

Careful managerial practices can min imize 
risks, of course.2 Customers also can employ 
contractual arrangements to protect themselves 

against other hazards, including custodial and 
credit risk. 

Minimizing Credit Risk 
First, a master contract between a customer 

and a dealer is the most prevalent and probably 
the best practice. (The bibl iography at the end 
of this article is a guide to f inding more informa-
t ion on such contracts.) Each transaction under 
the master contract should be confirmed separ-
ately in writing. The terms used and the duration 
of the agreement must be def ined and confir-
mat ion procedures and word ing should be 
carefully set out. The means of del ivery and 
manner of payment need to be described. The 
dealer should warrant that his actions are 
author ized and that he wi l l provide customers 
w i th per iodic financial statements prompt ly. 
Also, unregulated dealers should agree to pro-
vide the certifications specified under the Fed's 
voluntary capital adequacy guideline.3 

To min imize risk associated w i th changes in 
the market value of securities, repurchase con-
tracts—especially " t e r m repos" lasting longer 
than overnight—should include provisions for 
margin ad jus tments . 4 These assure tha t t he 
value of the securities the customer has received 
is adjusted to reflect changes in their market 
price. The contract should specify whether this 
adjustment is to be accompl ished by the trans-
fer of addi t ional securities from the dealer to 
the customer or by the return of funds to the 
customer. Any failure by the dealer to perform 
any act called for by the contract should be 
def ined as an act of default, a l lowing the cus-
tomer to close out his position. 

Minimizing Custodial Risk 
Custodial risk recently has proven di f f icul t 

for some parties to ident i fy and control. Failure 
to recognize custodial risk led to massive losses 
in the failures of Lion Capital Group in N e w 
York, ESM in Florida, and BBS in N e w Jersey. 
Each case involved allegedly intent ional acts to 
mislead investors. In some instances, dealers 
purpor ted ly p ledged customer securities as 
collateral for loans from the dealers' clearing 
banks although customers believed the securities 
were to be held in safekeeping for them at 
those banks. In others, authorit ies contend 
that nonexistent securities were sold under 
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repo, or the same security was "so ld " to or on 
repo to several customers. 

Even in the absence of intent ional wrongful 
acts by dealers, repo customers can incur 
losses if their counterpar ty goes bankrupt and 
the customers have not taken adequate steps 
to protect against custodial risk. For example, 
the M o u n t Pleasant Bank and Trust Company 
of Iowa failed in 1982 wi th $350,000 wor th of 
retail repos outstanding. Customers had paid 
for these but left the securities backing the 
repos in the bank's custody. The FDIC ruled 
that M o u n t Pleasant had fai led to ident i fy the 
securities adequately as customer property 
and denied prior i ty status for the customer 
claims. 

More recently, in the bankruptcy proceedings 
involving the Lion Capital Croup, the trustee 
sued to recover funds f rom former repo cus-
tomers. Lion, act ing as custod ian for repo 
securities it sold to customers, per formed its 
obl igat ion under the repo and returned funds 
to repo customers shortly before the failure. 
The trustee al leged that Lion had not taken 
steps necessary to qual i fy the securities as 
legit imate property of the repo customers. 
Therefore, the trustee argued that the payments 
const i tuted a preference under bankruptcy 
law and that these customers, largely school 
districts, must give the money back and stand 
in l ine w i th other general creditors. As this 
article goes to press, it appears l ikely that the 
parties wi l l reach a sett lement, leaving the legal 
issue raised by the trustee's claim unresolved. 

Although fraud probably cannot be prevented 
completely, customers can min imize unscru-
pulous dealers' opportuni t ies to commi t fraud-
ulent acts. These cases provide four lessons for 
customers who wish to establish custodial arrange-
ments that can reduce their exposure to fraud or 
carelessness. 

First, customers should know the location of 
the securities under ly ing a repo. In a number of 
instances customers received confirmations from 
dealers stating that certain securities were being 
held in their account at a specif ied bank when, in 
fact, the securities were p ledged to someone 
else or d id not exist. 

Second, conf i rmat ions must be read. The 
language needs to be meaningful and accept-
able to the customer. For instance, the descrip-
t ion of a security sold in a conf i rmat ion f rom'a 

f i rm that recently ceased doing business read: 
"Versus Trust Receipt Repo Matur i ty on May 
13, 1985." Clearly, such language identif ies no 
security and leaves the customer vulnerable to 
unscrupulous dealers. Moreover, a confirmation 
could change the terms of a customer's wr i t ten 
master agreement. If customers do not under-
stand the language in a conf irmation, they 
should insist on clarification. 

Third, securities should not be left w i th 
anyone a customer does not trust Unfortunately, 
some dealers have been t emp ted to use a 
security already held for a repo customer to 
raise funds in another transaction. 

Fourth, customers should consult experi-
enced legal counsel. The Uni form Commerc ia l 
Code, particularly Articles 8 and 9, establishes 
the legal framework for protecting one's interests 
relative to custodial risk. These provisions are 
complex, and contrary to the suggestive tit le, 
the Uni form Commerc ia l Code, or U.C.C. as it 
is known, is not uni form throughout the states. 

Under the U.C.C., some action must be 
taken to convey an interest in the securities, 
whether the repo is v iewed as a purchase or as 
a secured lending. If the securities exist in a 
physical form, this can be an actual del ivery to 
the customer or his custodian. However, most 
U.S. government securities exist only as com-
puterized book-entry messages, and so physical 
delivery is becoming less common. 5 

Any book-entry securities issued through a 
Reserve Bank can be transferred on the Bank's 
books direct ly to deposi tory institutions. An 
interest in the book-entry securities can be 
del ivered to nondeposi tory investors through a 
deposi tory inst i tut ion or other custodian that 
takes appropr iate act ion under the U.C.C. to 
indicate it is holding securities on the customers 
behalf. Such action may be a wr i t ten acknowl-
edgement or conf i rmat ion and an entry on the 
custodian's books recording the customer's 
i n te res t . A t rans fe r or d e l i v e r y to t h e cus-
t o m e r w h e r e b y the dealer retains con t ro l of 
the securities also is recognized under the 
U.C.C. However, this is subject to a number of 
serious caveats, part icular ly related to the 
potential for losses from carelessness and fraud. 
Regardless of the form of delivery, customers 
should take into account when funds are paid 
relative to the receipt of securities. Ideally, the 
exchange should be simultaneous. 
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Chart 1 . Delivery vs Payment (Wireable Securities) 

Repo t ransact ion with t ransfer of secur i t ies to c u s t o m e r cus tod ian bank. 

Types of Custodial Arrangements 

Several types of custodial arrangements are 
available to customers, each w i t h its o w n 
advantages and disadvantages. Three c o m m o n 
arrangements are the "del ivery repo," the "three-
party repo," and the " le t ter repo." In a del ivery 
repo, as the name implies, the investor or his 
custodian takes del ivery or control over the 
securities. In a three-party repo, there is no 
transfer f rom the original custodian to another, 
but the custodian acknowledges to the customer 
that it holds the securities for the customer 
rather than the dealer. Finally, a letter repo is a 
representation f rom the dealer f irm that it 
holds the securities for the customer's account. 

The delivery repo is generally v iewed as a 
secure custodial arrangement (see Chart 1). A 
deposi tory inst i tut ion doing repos in book-
entry Treasury or agency securities can have 
the securities wi red direct ly to its account at a 
Reserve Bank against simultaneous payment. 
For a nondeposi tory customer, the securities 
can be wired against simultaneous payment t o 
the custodian deposi tory inst i tut ion wi th wh ich 

the customer has established relations. Whi le 
del ivery repos for book-entry securities elimi-
nate the risk posed by having a cus tomers 
counterparty/dealer act as custodian, del ivery 
costs may substantially erode the return on the 
repo unless the transaction is relatively large. 

Delivery repos for physical securities involve 
risks and costs associated w i th their physical 
movement by messenger (Chart 2). They usually 
have to be recounted and verified after delivery, 
compl icat ing the simultaneity of the transfer. 

Under a typical three-party repo, a dealer's 
clearing bank has custody of securities and 
continues to hold them over the term of the 
repo, usually overnight (see Chart 3). The 
three-party contract involving the customer, 
the dealer, and the bank provides that the bank 
transfer securities internally to the customer's 
account against payment to the dealer. The 
bank agrees to pol ice the repo by determin ing 
the value of the securities transferred. It also 
sets the margin and determines that the securi-
ties are otherwise acceptable under the contract 
The three-party arrangement requires that the 
customer open accounts wi th the dealers clear-
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Chart 2. Delivery vs Payment (Non-Wireable Securities, 
GNMA Non-Government Securities) 

Repo t ransact ion wi th t ransfer of physical secur i t ies by messenger 

Instruct ion 
to veri fy 
secur i t ies 
and 
make payment 

Inst ruct ion 
to Del iver 
Secur i t ies 
to Custod ian Bank 

Chart 3. Three-Party Repo 

Repo t ransact ion wi th t ransfer of secur i t ies by d e a l e r s 
c lear ing bank f rom dealer 's accoun t to cus tomer ' s accoun t 

Execute repo ag reemen t 

Cus tomer Dealer 

Conf i rmat ion 

Order 
to t ransfer 
payment to 
dealer 's accoun t 

Order 
to t ransfer 
secur i t ies to 
cus tomer 's accoun t 

Dealer 's 
Clear ing 

Bank 

Customer 's 
accoun t 

Dealer 's 
accoun t 
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Chart 4. Letter Repo 

Repo t ransact ion wi thout t ransfer of secur i t ies to cus tomer ' s 
bank. Secur i t ies remain at dealer 's c lear ing b a n k 

Execute repo ag reemen t 

Conf i rmat ion 

Instruct ion 
to make 
payment 

Instruct ion to 
receive payment 
for dealer 's 
accoun t 

Dealer 's 
C lear ing 

Bank 

Secur i t ies 

ing bank under a fairly detai led and complex 
contractual arrangement. 

The virtue of the three-party repo is that the 
fees usually are lower than delivery repos 
because there are no external transfers of 
book-entry or physical securities. The custodian 
bank can assure that securities do not move on 
either end of the repo transaction until funds 
are credited. The three-party contract should 
spell this out. Three-party repo arrangements 
are likely to become more prevalent because 
of these advantages. One imped imen t to their 
wider use is that the dealer and customer must 
agree to use the same bank, which might 
interfere w i th established banking relations. 

Letter repos, wh ich have been involved in 
recent dealer failures, typically involve a simple 
advice or conf i rmat ion from a dealer that he 
holds securities on the cus tomers behalf (see 
Chart 4). The security may be held direct ly by 
the dealer or at his custodian bank. If a custodian 
bank is involved, it may hold all the dealer's 
customer securities in a single account. How-
ever, even if the accounts are segregated in 
indiv idual customer's names, the custodian 
wi l l accept directions only f rom the dealer. 
Letter repos have been n icknamed " t rus t -me 
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repos" for this reason and have become popular 
because the absence of transfers or deliveries 
to other parties reduces costs substantially, 
a l lowing dealers to offer better rates. 

Are letter repos appropr iate for customers of 
a dealer under any circumstance? From a legal 
standpoint, if the dealer makes all appropr iate 
segregations, book entries, and confirmations, 
an interest in the securities probably wi l l be 
conveyed to the customer. The customer should 
consult w i th counsel exper ienced in the U.C.C. 
and verify this for his particular situation. How-
ever, letter repos do not al low customers to 
protect themselves from subsequent wrongful 
transfers of the purchased securities. Such 
transfers can cut off customers' interest in 
those securities. Under a letter repo, someone 
w h o holds or controls a cus tomers securities 
can sell t hem if he wants to do so. 

Customers planning to do a letter repo should 
assure themselves that their dealer's financial 
integr i ty and the procedures fo l l owed are 
unassailable and that legal counsel has approved. 
Customers also should ask counsel whether 
any statutes or regulations l imit their author i ty 
to engage in these kinds of transactions. 
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Special Considerations 
Two topics of particular concern to customers 

who accept securities f rom dealers should be 
dealt w i th in a reverse repo agreement: resale 
and substi tut ion. Some customers may not 
want their securities to be resold by the dealer, 
for example, because of the account ing impli-
cations of resale, particularly w h e n book value 
exceeds market value.6 Customers can avoid 
this risk by inc luding in their agreement prohi-
bit ions against substitutions, a l though such 
prohibi t ions may l imit the number of dealers 
wi l l ing to do business w i th them. Conversely, if 
reverse repo customers need to be able to 
reclaim securities dur ing the te rm of a repo, the 
agreement should provide for the subst i tut ion 
of securities. Constraining subst i tut ion may be 

a p rob lem if customers have not restricted 
their counterparty's right to resell in the first 
instance. Parties engaging in reverse repos also 
should consider other issues, such as the poten-
tial for margin losses and accrued interest 
calculation. These are discussed elsewhere in 
this issue. 

Conclusion 
In conclusion, repos are a flexible investment 

and f inancing vehic le that involve l i t t le risk if 
structured properly. The custodial and other 
contractual arrangements out l ined const i tute 
prudent procedures customers should fo l low 
to min imize risk. However, these procedures 
do involve costs that, in terms of bank and legal 
fees as wel l as internal man hours, may make 
repos unsuitable for some potential customers. 

APPENDIX 

Summary of Case Law 

The most uncertain legal issue regarding repurchase 
agreements is their character izat ion as ei ther pur-
chases and sales or secured loans since the case law 
is in confl ict7 Decisions have relied heavily on specifics 
such as te rms of the ag reemen ts the parties' intent, 
and structure of the transaction. This character izat ion 
is important in the fo l lowing con tex ts 

Bankruptcy or Insolvency8 

A secur i t ies holder's rights to assume ownersh ip 
and contro l by retaining or sel l ing secur i t ies after a 
repo default are unclear. The buyer will have the full 
r ights of an owner if the agreement is character ized 
as a purchase and sale, whi le he will have the rights of 
a secured credi tor with only a securi ty interest in the 
securi t ies if character ized as a secured loan. Gilmore 
v. State Board of Administration of Florida9 holds that 
"a l though there were some minor character ist ics of a 
secured loan, ( the repurchase transaction) at issue 
was in reality an actual purchase and sale of securities 
subject to the (seller's) agreement to repurchase. . . " 
The appellate court upheld this ruling, notwithstanding 
the buyer's use of loan terminology for its internal 
records However, the court found no intent ion " to 
create a permanent sale with a buy-back option," but 
it also found the agreement was not intended to 
"e f fectuate a securi ty in terest " 1 0 Thus, this bankruptcy 
court viewed the repo as a limited duration investment 
leaving future decis ions regarding repos to be made 
according to the c i rcumstances Lombard-Wall Incor-
porated v. Columbus Bank & Trust Company; et a/.,11 

directly addressed the issue in decid ing that the 

securi t ies holder under a repurchase agreement was 
subject to the Bankruptcy Code's automat ic stay and 
could not dispose of the securi t ies wi thout the court 's 
approval. (See Memorandum of Law in Support of 
Federal Reserve's Mot ion to Intervene as Amicus 
Curiae and Brief as Amicus Curiae, in Lombard-Wall). 

Recent amendments to the Bankruptcy Code clari-
fied the buyer's rights when a bankrupt seller becomes 
unable to repurchase by grant ing the buyer the right 
to l iquidate. See P.L. No. 98-353 Sect ions 101(38), 
101(39), 362(b)(7), 559 (July 10, 1984), which held 
that an automatic stay was inapplicable to repo agree-
men ts However, whi le these amendments protect 
the repo buyer's rights in a bankruptcy, the centra l 
issue has been s idestepped Of importance is whether 
a repo is character ized as a sale-repurchase or a 
secured loan when the transaction involves institutions 
not subject to the Bankruptcy Code, when a contract 
to repurchase is breached by a party who is not 
bankrupt or insolvent or when a fai led dealer was a 
custodian safekeeping securi t ies for o the rs 

Tax Decisions 

For income tax pu rposes cour ts general ly have 
accepted an account ing character izat ion of repos as 
secured loans rather than as sale and repurchase 
agreements, taxing the interest income received by a 
buyer even when the securi t ies involved are tax-free 
state, county, or municipal ob l igat ions In determin ing 
that the taxpayer was a secured lender and n o t in 
substance, an owner of the secur i t ies the courts have 
c o n s i d e r e d , inter alia t ha t t he b u y e r b o r e no r i s k o f 
market f luctuation,12 that the buyer was paid interest 
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only for the advance of its funds,13 and that the seller 
exerc ised comple te domin ion over the secur i t ies1 4 

Repos, however, also have been character ized as 
sale and purchase t ransact ions for tax purposes 
when here is no obl igat ion to resell,15 or when the 
buyer bears the risk of loss due to market fluctuations16 

Therefore, in the tax context as well as in the bankruptcy 
con tex t the decis ions are fact speci f ic 

than as a collateralized l o a n 1 7 ' i a 19 2 0 But see Lombard-
Wall Incorpoated v. Union Planters National Bank of 
Memphis (available on Lex is Genfed File) (S.D.N.Y. 
1985) ("Since the transaction in issue was in substance, 
a loan secured by secur i t ies we quest ion whether the 
Secur i t ies Act is appl icable" n. 6); The Fifth Circuit 
admitted that the characterization in the securities area is 
typically one of fact, not of law.2 1 2 2 2 3 

Securit ies Acts 

The character izat ion of a repo as an "offer or sale" (15 
U.S.C.A Section 77 q(a) (1981)) or "purchase or sale" 
15 U.SC.A Sect ion 78j(b) (1981)) of securi t ies within 
the respect ive meanings of the Secur i t ies Act of 1933 
and the Secur i t ies and Exchange Act of 1934 is also 
unclear. That leaves open the quest ion of whether the 
transact ions satisfy the securi t ies acts' jur isdict ional 
prerequis i tes The Tenth Circuit assumed that a repo 
is a purchase or sale under anti- fraud provisions of 
the securi t ies acts; arguably the court thus character-
ized the t ransact ion as a purchase and sale rather 

Other Contexts 

In determin ing whether repos were unenforceable 
as beyond certain institutions' authority, a line of 
cases has character ized repos as sales and repur-
chases rather than loans24-25-26 Yet in resolving com-
peting claims to the proceeds from a sale of securi t ies 
the court character ized a repo as "essent ia l ly a short-
term col lateral ized loan al though it is in the form of a 
sale."27 Additionally, the New York Court of Appeals 
character ized a reverse repo a s in essence, a loan 
transact ion in which " . . . t h e securi t ies themselves 
serve as collateral for the loan."28 

NOTES 

'See Bobbie H. McCrackin, A.E. Martin III, and William B. Estes I I I , 'State 
and Local Governments' Use of Repos: A Southeastern Perspective,'' 
this issue. 

2See Sheila L Tschinkel. "Identifying and Controll ing Market Risk" this 
issue. 

3See Gary Haberman and Catherine Piche, "Control l ing Market Risk 
Associated With Repos: Know Your Counterparty," this issue. 

"See Tschinkefs, "Market Risk," this issue. 
5See Richard Syron and Sheila L Tschinkel "The Government Securities 
Market: Playing Field For Repos," this issue. 

A c c o u n t i n g rules on this issue are rather subtle, and customers in this 
situation should seek professional advice. 

'Th is general summary of some of the important legal issues involved in 
repurchase agreements is not a definitive statement of the law. 

8For a comprehensive review of the repo insolvency issue, see William J. 
Perlstein, "When Government Securit ies Dealers Fail: An Overview of the 
Repo Insolvency Issue," in Bank Compliance. New York: American 
Bankers Association, 1985. 

9Gilmore v. State Board of Administration of Florida. No. 78-1794 (Fla Cir 
Ct. July 24, 1979) alf'd 382 So. 2d 861 (Fla Dist Ct. A p p 1980). 

' "Financial Corporation v. Occidental Petroleum Corporation, 1B.R. 522 
(W.D. MO. 1979), alf'd 634 F, 2d 404 (8th Cir. 1980), 

"Lombard-Wal l Incorporated v. Columbus Bank& Trust Company, et al„ 
No. 82 B 11556, Bankr. Ct , S.D.N,Y„ bench decision. September 16, 
1982. 

' 2 Union Planters National Bank of Memphis v. U nited States. 426 F. 2d 115, 
118 (6th Cir. 1970), cert, denied 400 U.S. 827 (1970). 

'3Fj rst American National Bank of Nashville v. United States, 467 F.2d 
1098, 1101 (6th Cir. 1972). 

'•"American National Bank of Austin.v. United States 421 F. 2d 442. 452 
(5th Cir. 1970), cert denied 400 U.S. 819 (1970). 

'5Cit izens National Bank of Waco v. United States, 551 F. 2d 832 (Ct. CI. 
1977). 

'»American National Bank of Austin v. United States, 573 F 2d 1201,1207 
(Ct. Cl. 1978). 

" H a d s e l l v. Hoover, 484 F. 2d 123, 127 (10th Cir 1973). 
'«Securit ies and Exchange Commission v. Drysdale Securit ies Cor-

poration, Fed. Sec L Rep. (CCH) paragraph 91, 985 (S.D.N.Y: 1985). 
' 'Cosmopol i tan Cred i ts Investment Corporation v. Blyth Eastman Dil l ionS 

Company, 507 F. S u p p 954 (S.D. Fla 1981). 
20Securit ies and Exchange Commission v. Miller, 495 F. Supp 465 

(S.D. N.Y 1980). 
2 'Coronado Credit Union, Inc. v. Bevili, BreslerS Schulman, Inc., Fed. Sec. L. 

Rep (CCH) paragraphs 99, 715, and 99, 877 n. 5 (D.N.M. 1983) 
" U n i t e d States v Erikson, 601 F. Supp. 296. 300 (7th Cir. 1979), cert. 

denied 444 U S 979 (1979). 
" F i r s t National Bank of Las Vegas v. Estate of Russell, 657 F. 2d 668 (5th 

Circuit 1981). 
24Awotin v. Atlas Exchange Bank 295 U S. 209 (1935). 
" L i t w i n v. Allen, 25 N.Y.S. 2d 667 (1 940). 
"Ro thsch i l d v. Manufacturers Trust Company, 279 N.Y. 355 (1939) 
"Wes tches te r County Savings & Loan Association v. Legel. Braswell 

Government Securit ies Corporation, 648 F. 2d 321, 324 N. 5 (5th Cir. 
1981). 

2 8Ehr l ich-Bober&Company v University of Houston, 49 N.Y. 2d 574, 577, 
404 N.E. 2d 729. 427 N.Y.S. 2d 604 (1980). 

BIBLIOGRAPHY 

Fed Publications 

Bowsher, N. "Repurchase Agreements," Review. Federal Reserve Bank of 
S t Louis, voL 61 (September 1979) pp. 17-22. 

Lucas, C.M., M.T. Jones, and T.B Thurston. "Federal Reserve Funds and 
Repurchase Agreements," Quarterly Review. Federal Reserve Bank of 
New York, vo l 2 (Summer 1977) p p 33-48. 

McCarthy, E.J. Reserve Position— Methods otAdjustment. Federal Reserve 
Bank of Boston, 1977, pp. 29-33. 

M e e k P Discount Policy and Open Market Operations.Washington, D.C.: 
Board of Governors of the Federal Reserve System, 1971 

Pence, B. "Repurchase Agreements: Their Dramatic Growth," Economic 
Review, Federal Reserve Bank of Cleveland (Winter 1979) pp. 2-12. 

FEDERAL RESERVE BANK O F ATLANTA 
47 

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



"Repurchase Agreements: Their Role in Dealer Financing and in Monetary 
Policy." Economic Review, Federal Reserve Bank of Cleveland (November/ 
December 1969) pp. 3-15. 

Simpson. T.D. The Market for Federal Funds and Repurchase Agreements 
Staff Studies 106. Washington: Board of Governors, 1979. 

Smith, W. J. "Repurchase Agreementsand Federal Funds," Federal Reserve 
Bulletin, vol. 64 (May 1978) p p 353-60. 

Selected Other Publications 

Bloomenthal, Harold S Securities Law Handbook. New York: Clark Board-
man Company, Ltd., 1984. 

Fink Stanley. Gambling with Public Funds. Albany, New York: State 
Assembly Commit tee on Ways and Means, March 1985. 

Loss, Lou is Fundamentalsof Securities Regulation. Boston: Little, Brown & 
Co., 1 983. 

Mitchell, Clyde. "Repurchase Agreements" New York Law Journal, vol. 189 
(January 1983) pp 1,6, and (February 18, 1983) p. 2. 

Note, "Lif t ing the Cloud of Uncertainty Over the Repo Market: Characteri-
zation of Repos as Separate Purchases and Sales of Secur i t ies" 
Vanderbilt Law Review, vol. 37, 1984, pp. 401 -31. 

Note, "Repurchase Agreements and the Bankruptcy Code: the Need for 
Legislative Action," Fordham Law Review, vol. 52. 1984, pp. 828-49. 

Perlstein, William J. "When Government Securit ies Dealers Fail: An 
Overview of the Repo Insolvency Issue," in Bank Compliance. New 
York: American Bankers Association, Summer 1985. 

Porter, H. Boone III. "Repurchase Agreements Revisited," The Banking Law 
Journal, voL 99, 1982, pp. 676-708. 

Practising Law Institute. Repurchase Agreements and Reverse Repurchase 
Agreements. New York: P.L.I., 1982 

Practising Law Institute. Repurchase and Reverse Repurchase Agreements 
Revisited. New York P.LI., 1984. 

Regan, Edward W. Cash Management and Investment Policies. Albany, 
New York: Off ice of the State Comptroller, December 1984. 

Sigel, Gabrielle. "Retai l Repurchase Agreements" Annual Review of 
Banking Law, 1983, vol. 2 pp. 257-79. 

48 SEPTEMBER 1985, E C O N O M I C R E V I E W 

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



The Southeast in a Dynamic Global Economy: 
The Impact of Foreign Trade and Investment 

a conference sponsored by the Federal Reserve Bank of Atlanta 
November 14-15 

V v 

Today's ever-changing international economy requires new assumptions by leaders in both the private 
and public sectors. The Federal Reserve Bank of Atlanta is proud to announce a conference this fall 
tailored to suit southeastern business, labor, and consumer concerns. We will explore the extent and 
consequence of rising foreign investment in our region; examine new international financial tools; and 
consider ways to cultivate world markets. Scheduled speakers include William Brock, secretary of labor 
and former chief U.S. trade negotiator, Atlanta Mayor and former U. N. Ambassador Andrew Young. 
Gold Kist, Inc. President Donald Sands, and the executive director for the Port of New Orleans, Edward 
Reed. Please join us. 

For more information, call Ellen Gerber at (404) 521-8764. 
Out-of-town? For discounted air and hotel rates call collect at (404) 688-9055. 

REGISTRATION FORM 

The Southeast in a Dynamic Global Economy 

November 14-15 

FEE $395 

ACADEMIC SPECIAL RATE $95* 

• Check/Money order 

Credit Card * 

Signature : 

Name 

Title 

Firm 

T h e Hyatt Regency Hotel 
Atlanta. Georgia 

• Mastercard • Visa 

Exp. Date 

Address 

City State Zip 

Payment must accompany registration (o rm Make checks payable to the Federal Reserve Bank o l Atlanta and mail with registration form to Ellen Gerber at the Federal 
Reserve Bank of Atlanta. 104 Manetta Street N W Atlanta. Georgia 3 0 3 0 3 2713 Fee will be refunded for cancellations before November 1 

' T o qualify for the academic rate, you must be employed full-time by a college or university 
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FINANCE 
i n 

nnri. HI*«. 
JUL JUN JUL % JUL JUN JUL % 
1985 1985 1984 CHG. 1985 1985 1984 CHG. 

Commercial Bank Deposits 1,517,482 1,506,892 1,380,284 +10 Savings & Loans** 
Demand 331,856 326,818 314,187 + 6 Total Deposits 735,387 731,769 674,306 + 9 
NOW 103,183 102,500 88,711 +16 NOW 24,233 24,283 19,742 +23 
Savings 419,644 412,659 358,996 +17 Savings 172,105 i70,623 170,782 + 1 
Time 707,172 709,551 659,078 + 7 Time 541,414 539,876 485,834 +11 

Credit Union Deposits 64,267 63,305 52,997 +21 JUN MAY JUN 
Share Drafts 7,272 7,246 5,526 +32 Mortgages Outstanding 623,275 617,574 563,375 +11 
Savings & Time 56,985 56,358 47,264 +21 Mortgage Commitments 39,956 40,705 47,754 -16 

Commercial Bank Deposits 150,017 149,617 157,580 - 5 Savings & Loans 
Demand 52,432 52,561 36,336 +44 Total Deposits 95,136 95,230 N.A. 
NOW 18,868 18,778 11,402 +65 NOW 3,673 4,564 N.A. 
Savings 53,353 51,361 40,807 +31 Savings 21,143 21,030 N.A. 
Time 71,691 71,565 73,111 - 2 Time 72,600 70,986 N.A. 

Credit Union Deposits 5,926 5,833 6,209 - 5 JUN HAY JUN 
Share Drafts 674 670 504 +34 Mortgages Outstanding 79,181 78,571 70,986 +12 
Savings & Time 6,475 6,394 5,498 +18 Mortgage Commitments 4,872 4,791 5,424 -11 

Commercial Bank Deposits 18,336 18,237 16,455 +11 Savings & Loans** 
Demand 3,878 4,007 3,712 + 4 Total Deposits 5,784 6,335 5,436 + 6 
NOW 1,312 1,296 1,021 +29 NOW 219 216 158 +39 
Savings 3,685 3,640 3,322 +11 Savings 1,062 1,043 877 +22 
Time 9,942 9,839 8,851 +12 Time 5,132 5,116 4,441 +16 

Credit Union Deposits 1,124 1,097 974 +15 JUN MAY JUN 
Share Drafts 121 120 97 +25 Mortgages Outstanding 4,484 4,4TT 4,165 + 8 
Savings & Time 937 930 843 +11 Mortgage Commitments 333 349 222 + 5 

Commercial Bank Deposits 63,287 63,023 55,623 +14 Savings & Loans** 
Demand 13,618 13,827 12,792 + 6 Total Deposits 61,062 60,891 57,273 + 7 
NOW 5,642 5,658 4,717 +20 NOW 2,460 3,365 2,155 +14 
Savings 21,678 21,543 19,201 +13 Savings 14,318 14,281 14,687 - 3 
Time 23,999 23,832 20,161 +19 Time 44,285 44,156 40,425 +10 

Credit Union Deposits 3,302 3,247 2,728 +21 JUN MAY JUN 
Share Drafts 341 339 272 +25 Mortgages Outstanding 47,453 46,959 41,759 +14 
Savings & Time 2,822 2,780 2,300 +23 Mortgage Commitments 3,276 3,206 3,386 - 3 

Commercial Bank Deposits 27,743 27,426 24,109 +15 Savings & Loans 
Demand 7,895 7,878 7,363 + 7 Total Deposits 8,387 8,282 8,020 + 5 
NOW 1,792 1,770 1,506 +19 NOW 384 375 266 +44 
Savings 7,223 7,110 5,498 +31 Savings 1,874 1,853 1,787 + 5 
Time 12,399 12,315 10,993 +13 Time 6,272 6,225 6,075 + 3 

Credit Union Deposits 1,504 1,477 1,303 +15 JUN MAY JUN 
Share Drafts 109 110 82 +33 Mortgages Outstanding 9,419 9,426 8,798 + 7 
Savings & Time 1,4U5 1,383 1,213 +16 Mortgage Commitments 416 410 489 -15 

Commercial Bank Oeposits 28,179 28,231 25,881 + 9 Savings & Loans** 
Demand 5,520 5,582 5,689 - 3 Total Deposits 10,966 10,832 9,540 +15 
NOW 1,682 1,687 1,502 +12 NOW 313 313 236 +33 
Savings 7,884 6,240 5,533 +42 Savings 2,306 2,286 2,275 + 1 
Time 15,132 15,248 13,688 +11 Time 8,499 8,376 7,150 +19 

Credit Union Deposits 189 188 211 -10 JUN MAY JUN 
Share Drafts 17 17 23 -27 Mortgages Outstanding 9,557 9/368 8,766 + 8 
Savings & Time 184 182 207 -12 Mortgage Commitments 354 337 724 -51 

Commercial Bank Deposits 13,063 13,062 12,147 + 8 Savings & Loans 
Demand 2,469 2,491 2,352 + 5 Total Deposits 1,90b 1,879 N.A. 
NOW 914 919 829 +10 NOW 56 55 N.A. 
Savings 2,531 2,503 2,402 + 5 Savings 310 307 N.A. 
Time 7,457 7,472 6,880 + 8 Time 1,595 1,569 N.A. 

Credit Union Deposits N.A. N.A. N.A. JUN MAY JUN 
Share Drafts N.A. N.A. N.A. Mortgages Outstanding 2,156 2,149 2,059 + 7 
Savings & Time N.A. N.A. N.A. Mortgage Commitments 285 263 223 +28 

Commercial Bank Deposits 25,360 25,294 23,365 + 9 Savings & Loans** 
Demana 4,594 4,546 4,428 + 4 Total Deposits 7,031 7,Oli 6,938 + 1 
NOW 2,095 2,108 1,827 +15 NOW 241 240 191 +26 
Savings 5,176 5,120 4,851 + 7 Savings 1,273 1,260 1,293 - 2 
Time 13,657 13,697 12,538 + 9 Time 6,817 5,544 5,495 +24 

Credit Union Deposits 1,202 1,191 993 +21 JUN MAY JUN 
Share Drafts 86 84 67 +28 Mortgages Outstanding 6,212 6,258 5,439 +14 
Savings & Time 1,127 1,119 935 +21 Mortgage Commitments 208 22b 380 -46 

Notes: All deposit data are extracted from the Federal Reserve Report of Transaction Accounts, other Deposits and Vault Cash (FR2900), and 
are reported for the average of the week ending the 1st Monday of the month. This data, reported by institutions with over $15 million in 
deposits and $2.2 million of reserve requirements as of June 1984, represents 95% of deposits in the six state area. The annual rate of change 
is based on most recent data over December 31, 1980 base, annualized. The major differences between this report and the "call report" are size, 
the treatment of interbank deposits, and the treatment of float. The data generated from the Report of Transaction Accounts is for banks over 
$15 million in deposits as of December 31, 1979. The total deposit data generated from the Report of Transaction Accounts eliminates interbank 
deposits by reporting the net of deposits "due to" and "due from" other depository institutions. The Report of Transaction Accounts subtracts 
cash in process of collection from demand deposits, while the call report does not. Savings and loan mortgage data are from the Federal Home 
Loan Bank Board Selected Balance Sheet Data. The Southeast data represent the total of the six states. Subcategories were chosen on a selective 
basis and do not add to total. 
* = fewer than four institutions reporting. 
** = Year ago S&L deposits subject to revisions due to reporting changes and are therefore not completely comparable with current data. 
N.A. = not available at this time. 
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CONSTRUCTION 

ANN. ANN. 
JUN MAY JUN % . JUN MAY JUN % 
1985 1985 1984 CHG. 1985 1985 1984 CHG. 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 64,639 64,751 57,260 + 13 Value - $ Mil. 75,280 75,155 74,849 + 1 

Industrial Bldgs. 8,566 8,635 7,468 + 15 Residential Permits - Thous. 
Offices 16,485 16,307 13,777 + 20 Single-family units 897.0 899.6 942.2 - 5 
Stores 10,027 10,128 8,536 + 17 Multifamily units 727.7 739.6 772.3 - 6 
Hospitals 2,025 1,994 1,874 + 8 Total Building Permits 
Schools 1,127 1,191 829 + 36 Value - $ Mil. 139,919 139,906 132,109 + 6 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 10,065 9,991 8,899 + i3 Value - $ Mil. 13,635 13,600 14,159 - 4 

Industi-ial Bldgs. 1,040 1,010 887 + 17 Residential Permits - Thous. 
Offices 2,438 2,372 2,040 + 20 Single-family units 187.3 186.2 193.6 - 3 
Stores 2,018 2,040 1,662 + 21 Multifamily units 159.1 164.5 184.6 - 14 
Hospitals 372 357 479 - 22 Total Building Permits 
Schools 115 111 117 - 2 Value - $ Mil. 23,700 23,590 23,057 + 3 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 646 664 725 - 11 Value - $ Mil. 477 476 479 - 0 

Industrial Bldgs. 68 90 180 - 63 Residential Permits - Thous. 
Offices 122 121 81 + 51 Single-family units 9.1 9.0 8.3 + 10 
Stores 139 , 135 110 + 26 Multifamily units 6.4 6.8 9.1 - 30 
Hospitals 51 51 13 +292 Total Building Permits 
Schools 9 9 8 + 13 Value - $ Mil. 1,123 1,140 1,203 - 7 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 5,111 5,021 4,290 + 19 Value - $ Mil. 7,746 7,741 8,230 - 6 

Industrial Bldgs. 559 542 413 + 35 Residential Permits - Thous. 
Offices 1,102 1,066 907 + 21 Single-family units 99.9 99.0 105.8 - 6 
Stores 1,156 1,154 957 + 21 Multifamily units 96.2 98.5 101.0 - 5 
Hospitals 183 163 223 - 18 Total Building Permits 
Schools 40 42 43 - 7 Value - $ Mil. 12,857 12,762 12,520 + 3 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 1,821 1,845 1,632 + 12 Value - $ Mil. 2,843 2,861 2,732 + 4 

Industrial Bldgs. 272 241 176 + 55 Residential Permits - Thous. 
2,843 

Offices 493 521 554 - 11 Single-family units 44.3 44.1 43.5 + 2 
Stores 290 310 221 + 31 Multifamily units 23.1 24.2 27.6 - 16 
Hospitals 29 32 61 - 52 Total Building Permits 
Schools 16 15 17 - 6 Value - $ Mil. 4,664 4,705 4,364 + 7 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 1,310 1,278 1,165 + 12 Value - $ Mil. 848 879 1,177 - 28 

Industrial Bldgs.390 46 46 30 + 53 Residential Permits - Thous. 
Offices 390 342 329 + 19 Single-family units 12.4 12.7 16.5 - 25 
Stores 239 245 175 + 37 Multifamily units 8.9 9.6 17.7 - 50 
Hospitals 64 69 149 - 57 Total Building Permits 
Schools 37 35 41 - 10 Value - $ Mil. 2,158 2,157 2,342 - 8 

Nonresidential Building Permits - $ Mil. Residential Building Permits 
Total Nonresidential 242 250 243 - 0 Value - $ Mil. 352 368 373 - 6 

Industrial Bldgs. 14 13 14 0 Residential Permits - Thous. 
Offices 45 42 ' 27 + 67 Single-family units 6.2 6.4 5.6 + 11 
Stores 48 47 53 - 9 Multifamily units 3.5 3.7 6.0 - 42 
Hospitals 6 8 14 - 57 Total Building Permits 
Schools 5 5 1 +400 Value - $ Mil. 594 618 617 - 4 

Nonresidential Building Permits - $ Mi 1. Residential Building Permits 
Total Nonresidential 936 933 844 + 11 Value - $ Mil. 1,369 1,275 1,168 + 17 

Industrial Bldgs. 81 78 74 + 9 Residential Permits - Thous. 
Offices 286 280 142 +101 Single-family units 15.4 15.0 13.9 + 11 
Stores 146 149 146 0 Multifamily units 21.0 21.7 23.2 - 9 
Hospitals 39 34 19 +105 Total Building Permits 
Schools 8 5 7 + 14 Value - $ Mil. 2,304 2,208 2,011 + 15 

NOTES: Data supplied by the U. S. Bureau of the Census, Housing Units Authorized By Building Permits and Public Contracts, C-40. 
Nonresidential data excludes the cost of construction for publicly owned buildings. The southeast data represent the total of the six 
states. The annual percent change calculation is based on the most recent month over prior year. Publication of F. W. Dodge construc-
tion contracts has been discontinued. 
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i ^ l GENERAL 

ANN. ANN. 
LATEST CURR. PREV. YEAR % JUL JUN JUL * 
DATA PERIOD PERIOD AGO CHG. 1985 1985 1984 CHG. 

Personal Income 
($bi1. - SAAR) 1Q 3,129.1 3,082.9 2,906.5 + a 

Taxable Sales - Sbil. N.A. N.A. N.A. 
Plane Pass. Arr. (000's) 
Petroleum Prod, (thous.) JUN 8,975.1 9,031.8 8,688.6 + 3 
Consumer Price Index 

1967=100 JUL 322.8 322.3 311.7 + 4 
Kilowatt Hours - mils. MAY 177.6 177.3 175.6 + 1 

Agriculture 
Prices Rec'd by Farmers 

Index (1977=100) 
Broiler Placements (thous.) 
Calf Prices ($ per cwt.) 
Broiler Prices (t per lb.) 
Soybean Prices ($ per bu.) 
Broiler Feed Cost ($ per ton) 

127 128 145 -12 
86,858 90,145 83,960 + 3 
60.70 62.60 58.50 + 4 
30.60 31.10 35.50 -14 
5.52 5.62 6.95 -21 
196 198 233 -16 

121 123 139 -13 
33,358 35,026 31,861 + 5 
58.94 58.53 54.78 + 8 
29.89 30.02 34.32 -13 
5.67 5.72 6.77 -16 
190 192 237 -2Ü 

Personal Income 
($bil. - SAAR) 

Taxable Sales - Sbil. 
Plane Pass. Arr. (000's) 
Petroleum Prod, (thous.) 
Consumer Price Index 

1957=100 
Kilowatt Hours - mils. 

1Q 381.7 375.9 351.5 + 9 1Q 
N.A. N.A. N.A. 

MAY 5,037.1 5,248.3 4,455.9 +13 
JUN 1,509.0 1,517.0 1,482.0 + 2 

N.A. N.A. N.A. 
MAY 28.5 27.0 28.2 + 1 

Agriculture 
Prices Rec'd by Farmers 

Index (1977=100) 
Broiler Placements (thous.) 
Calf Prices ($ per cwt.) 
Broiler Prices (î per lb.) 
Soybean Prices ($ per bu.) 
Broiler Feed Cost ($ per ton) 

Personal Income 
iSb11. - SAAR) 1Q 41.1 40.7 38.6 + 6 

Taxable Sales - Sbil. N.A. N.A. N.A. 
Plane Pass. Arr. (000's) MAY 147.8 124.9 120.3 +23 
Petroleum Prod, (thous.) JUN 57.0 58.0 51.0 +12 
Consumer Price Index 

1967=100 N.A. N.A. N.A. 
Kilowatt Hours - mils. MAY 3.7 3.6 3.7 0 

Agriculture 
Farm Cash Receipts - $ mil. 

(Dates: JUL, JUL) N.A. - 1,066 
Broiler Placements (thous.) 11,244 11,883 10,723 + 5 
Calf Prices ($ per cwt.) 58.20 56.80 53.40 + 9 
Broiler Prices (t per lb.) 29.00 29.50 32.50 -11 
Soybean Prices ($ per bu.) 5.63 5.73 6.60 -15 
Broiler Feed Cost (J per ton) 191 192 240 -20 

Personal Income 
(Sbil. - SAAR) 1U 145.4 142.9 131.7 + 6 

Taxable Sales - Sbil. JUN 88.4 87.6 79.1 +12 
Plane Pass. Arr. (000's) MAY 2,258.7 2,598.2 2,296.5 - 2 
Petroleum Prod, (thous.) JUN 35.0 36.0 42.0 -17 
Consumer Price Index JUL MAY JUL 

1967=100 Miami 171.4 171.0 167.0 + 3 
Kilowatt Hours - mils. MAY 8.1 7.6 8.0 + 1 

Agriculture 
Farm Cash Receipts - $ mil. 

(Dates: JUL, JUL) N.A. - 3,104 
Broiler Placements (thous.) 2,065 2,159 1,918 + 8 
Calf Prices ($ per cwt.) 64.50 63.00 59.30 + y 
Broiler Prices ({ per lb.) 30.00 30.00 34.00 -12 
Soybean Prices ($ per bu.) 5.63 5.73 6.60 -15 
Broiler Feed Cost ($ per ton) 230 235 255 -lü 

Personal Income Agriculture 
(Sbil. - SAAR) 1Q 70.6 69.4 64.2 +10 Farm Cash Receipts - $ mil. 

Taxable Sales - Sbil. 
1Q 

N.A. N.A. N.A. (Dates: JUL, JUL) N.A. - 1,595 
Plane Pass. Arr. (000's) MAY 2,104.8 2,019.1 1,801.0 +17 Broiler Placements (thous.) 13,634 14,341 12,860 + 6 
Petroleum Prod, (thous.) N.A. N.A. N.A. Calf Prices ($ per cwt.) 55.10 56.80 52.00 + 6 
Consumer Price Index JUN APR JUN Broiler Prices (i per lb.) 29.50 29.50 34.60 -15 

1967=100 Atlanta 328.0 3 2 ^ 6 314.0 + 4 Soybean Prices ($ per bu.) 5.70 5.78 6.86 -17 
Kilowatt Hours - mils. MAY 4.8 4.3 4.5 + 7 Broiler Feed Cost ($ per ton) 195 200 255 -24 

Personal Income 
(Sbil. - SAAR) 1Q 49.6 49.1 46.9 + 6 

Taxable Sales - $bil. N.A. N.A. N.A. 
Plane Pass. Arr. (000's) MAY 290.7 293.4 330.0 -12 
Petroleum Prod, (thous.) JUN 1,331.0 1,335.0 1,299.0 + 2 
Consumer Price Index 

1967=100 N.A. N.A. N.A. 
Kilowatt Hours - mils. MAY 4.7 4.3 4.7 0 

Agriculture 
Farm Cash Receipts - S mil. 

(Dates: JUL, JUL) N.A. - 566 
Broiler Placements (thous.) N.A. N.A. N.A. 
Calf Prices ($ per cwt.) 61.00 62.40 56.50 + 8 
Broiler Prices (i per lb.) 31.0 30.5 35.5 -13 
Soybean Prices ($ per bu.) 5.63 5.42 6.90 -18 
Broiler Feed Cost ($ per ton) 250 245 270 - 7 

Personal Income 
(Sbil. - SAAR) 1Q ¿3.9 23.4 22.6 + 6 

Taxable Sales - Sbil. N.A. N.A. N.A. 
Plane Pass. Arr. (000's) MAY 38.5 34.9 35.2 + y 

Petroleum Prod, (thous.) JUN 86.0 88.0 90.0 - 4 
Consumer Price Index 

1967=100 N.A. N.A. N.A. 
Kilowatt Hours - mils. MAY 2.0 1.8 1.9 + 5 

Personal Income 
(Sbil. - SAAR) 1Q 51.1 50.4 47.4 + 8 

Taxable Sales - Sbil. N.A. N.A. N.A. 
Plane Pass. Arr. (000's) MAY 196.6 177.8 169.9 +16 
Petroleum Prod, (thous.) N.A. N.A. N.A. 
Consumer Price Index N.A. N.A. N.A. 

1967=100 
Kilowatt Hours - mils. MAY 5.2 5.4 5.4 - 4 

Agriculture 
Farm Cash Receipts - $ mil. 

(Dates: JUL, JUL) N.A. - 872 
Broiler Placements (thous.) 6,414 6,643 6,376 + 1 
Calf Prices ($ per cwt.) 61.00 58.50 54.70 +12 
Broiler Prices ({ per lb.) 32.00 32.00 36.50 -12 
Soybean Prices ($ per bu.) 5.70 5.85 6.73 -15 
Broiler Feed Cost ($ per ton) 154 154 188 -18 

Agriculture 
Farm Cash Receipts - $ mil. 

(Dates: JUL, JUL) N.A. - 873 
Broiler Placements (thous.) N.A. N.A. N.A. 
Calf Prices ($ per cwt.) 53.90 56.70 52.70 + 2 

Broiler Prices (i per lb.)28.50 28.50 34.50 -17 
Soybean Prices ($ per bu.) 5.68 5.85 6.79 -16 
Broiler Feed Cost (S per ton) 173 173 205 -16 

NOTES: Personal Income data supplied by U. S. Department of Commerce. Taxable Sales are reported as a 12-morith cumulative total. Plane 
Passenger Arrivals are collected from 26 airports. Petroleum Production data supplied by U. S. Bureau of Mines. Consumer Price Index data 
supplied by Bureau of Labor Statistics. Agriculture data supplied by U. S. Department of Agriculture. Farm Cash Receipts data are reported as 
cumulative for the calendar year through the month shown. Broiler placements are an average weekly rate. The Southeast data represent the 
total of the six states. N. A. = not available. The annual percent change calculation is based on most recent data over prior year. 
R = revised. 
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EMPLOYMENT 

ANN. ANN. 
JUN MAY JUN % JUN MAY JUN % 
1985 1985 1984 CHG. 1985 1985 1984 CHG. 

116,572 114,890 115,393 + 1 Nontarm Employment - thous. 98,3/b y/./bii 95,18«; + 3 
107,819 106,880 106,812 + 1 Manufacturing 19,524 19,409 19,585 - 0 

8,753 8,011 8,582 + 2 Construction 4,849 4,674 4,526 + 7 
7.3 7.3 7.2 Trade 23,355 23,095 22,207 

16,048 
+ 5 

N.A. N.A. N.A. Government 16,258 16,510 
22,207 
16,048 + 1 

N.A. N.A. N.A. Services 22,066 21,895 20,881 + 6 
40.6 40.3 40.8 - 0 Fin., Ins. & Real. . Est. 5,971 5,886 5,738 + 4 
386 382 373 + 3 Trans. Com. & Pub. . Util. 5,36b 5,307 5,209 + 3 

Civilian Labor Force - thous. 
Total Employed - thous 
Total Uemployed - thous. 

Unemployment Rate - % SA 
Insured Unemployment - thous. 
Insured Unempl. Rate - % 
Mfg. Avg. Wkly. Hours 
Mfg. Avg. Wkly. Earn. - $ 

Civilian Labor Force - thous. 15,274 15,166 14,999 + 2 
Total Employed - thous 14,023 14,098 13,776 + 2 
Total Uemployed - thous. 1,251 1,087 1,219 + 3 

Unemployment Rate - % SA 8.1 7.4 8.0 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 41.1 40.7 41.1 U 
Mfg. Avg. Wkly. Earn. - $ 348 343 326 + 7 

Nonfarm Employment - thous. Iii. ,721 12,710 12. + 3 
Manufacturing 2. ,304 2,299 2. ,328 - l 
Construction 782 769 Ibi + 2 
Trade 3. ,144 3,131 

2,265 
2. ,y ib + b 

Government 2, ,227 
3,131 
2,265 2. ,176 + 2 

Services 2, ,673 2,664 2. ,S2b + 6 
Fin., Ins. & Real. . Est. 727 721 697 + 4 
Trans. Com. & Pub. . Util. 734 732 720 + 2 

Civilian Labor Force - thous. 1,798 ' 1,802 1,822 - 1 
Total Employed - thous 1,633 1,665 1,621 + 1 
Total Uemployed - thous. 165 157 201 -18 

Unemployment Rate - % SA 9.4 9.1 11.2 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 41.1 40.8 41.3 - U 
Mfg. Avg. Wkly. Earn. - $ 341 339 330 + 3 

Nonfarm Employment - thous. 1,397 1,401 1,403 - U 
Manufacturing 354 352 367 - 4 
Construction 67 66 67 U 
Trade 295 294 291 + 1 
Government 294 303 297 - 1 
Services 232 233 230 + 1 
Fin., Ins. & Real. . Est. 66 65 63 + 5 
Trans. Com. & Puo, , Util. 75 73 73 + 1 

Civilian Labor Force - thous. 5,239 5,219 5,085 + 3 
Total Employed - thous 4,877 4,963 4,748 + 3 
Total Uemployed - thous. 362 256 337 + 7 

Unemployment Rate - % SA 6.9 5.2 6.6 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 41.1 40.9 41.5 - 1 
Mfg. Avg. Wkly. Earn. - $ 322 318 3i5 + 2 

Nonfarm Employment - thous. 4,417 4, ,428 4,201 + 5 
Manufacturing 515 518 503 + 2 
Construction 331 329 321 + 3 
Trade 1,165 1 . ,167 1,107 + 5 
Government 685 695 648 + 6 
Services 1,145 1 . ,145 1,068 + 7 
Fin., Ins. & Real. Est. 315 313 300 + 5 
Trans. Com. & Pub. Util. 251 250 244 + 3 

Civilian Labor Force - thous. 2,880 2,851 2,771 + 4 
Total Employed - thous 2,677 2,677 2,599 + 3 
Total Uemployed - thous. 202 183 172 +17 

Unemployment Rate - % SA 7.0 6.6 6.1 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 0 
Mfg. Avg. Wkly. Hours 41.2 40.4 41.2 0 
Mfg. Avg. Widy. Earn. - $ 322 318 3125 + 2 

Nonfarm Employment - thous. 2,608 2,590 2,461 + 6 
Manufacturing 544 543 550 - 1 
Construction 151 146 i33 +14 
Trade 671 665 600 +12 
Government 449 452 444 + 1 
Services 487 480 441 +i0 
Fin., Ins. & Real. Est. 136 134 129 + 5 
Trans. Com. & Pub. Util. 162 162 155 + 5 

Civilian Labor Force - thous. 1,981 1,948 
1,729 

1,978 + 0 
Total Employed - thous 1,754 

1,948 
1,729 1,779 - 1 

Total Uemployed - thous. ZZI 219 198 +15 
Unemployment Rate - % SA 11.0 11.3 9.5 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly. Hours 41.6 41.2 41.7 - U 
Mfg. Avg. Wkly. Earn. - $ 427 435 416 + 3 

Nonfarm Employment - thous. 1,597 1,591 1,611 + 2 
Manufacturing 180 180 184 - 2 
Construction 113 111 . 124 - 9 
Trade 381 379 386 - 1 
Government 325 328 318 + 2 
Services 318 314 315 + 1 
Fin., Ins. & Real. Est. 84 84 84 0 
Trans. Com. & Pub. Util. 116 116 120 - 3 

Civilian Labor Force - thous. 1,114 1,103 1,087 + 2 Nontarm Employment - thous. btl Ö4b + i 
Total Employed - thous 1,001 1,000 964 + 4 Manufacturing 221 219 220 + 0 
Total Uemployed - thous. 114 103 123 - 7 Construction 41 40 40 + 3 

Unemployment Rate - % SA 9.5 9.4 10.6 Trade 186 184 176 + 6 
Insured Unemployment - thous. N.A. N.A. N.A. Government 182 189 179 + 2 
Insured Unempl. Rate - % N.A. N.A. N.A. Services 127 129 124 + 2 
Mfg. Avg. Wkly. Hours 40.5 40.4 40.8 - 1 Fin., Ins. & Real. , Est. 35 35 34 + 3 
Mfg. Avg. Wkly. Earn. - $ 291 291 283 + 3 Trans. Com. & Pub. . Util. 40 40 39 + 3 

Civilian Labor Force - thous. 2,262 2,243 2,253 + 0 
Total Employed - thous 2,081 2,074 2,065 + 1 
Total Uemployed - thous. 181 169 188 - 4 

Unemployment Rate - % SA 7.9 7.7 8.0 
Insured Unemployment - thous. N.A. N.A. N.A. 
Insured Unempl. Rate - % N.A. N.A. N.A. 
Mfg. Avg. Wkly.. Hours 41.3 41.1 41.7 - 1 
Mfg. Avg. Wkly. Earn. - $ 338 333 330 + 2 

Nonfarm Employment - thous. 1,861 1,855 1,824 + 2 
Manufacturing 490 487 504 - 3 
Construction 79 77 82 - 4 
Trade 446 442 416 - 7 
Government 292 298 290 + 1 
Services 364 363 348 + 5 
Fin., Ins. & Real . Est. 91 90 87 + 5 
Trans. Com. & Pub . Util. 91 91 89 + 2 

NOTES: All labor force data are from Bureau of Labor Statistics reports supplied by state agencies. 
Only the unemployment rate data are seasonally adjusted. 
The Southeast data represent the total of the six states. 
The annual percent change calculation is based on the most recent data over prior year. 
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