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Specials, Remember Those?
We have fielded several calls from clients about yesterday’s Bloomberg article "Bond Anxiety in $1.6 Trillion
Repo Market as Failures Soar." For the most part, we feel the article exaggerates the extent of the failures
and the media continues to paint repo with a negative connotation. This was more a quarter‐end story than
anything else, although the results are a prelude of what to expect going forward. Given that most banks
will begin to disclose their SLR ratios in quarterly earnings (not actually required until Q1 2015) and that
starting in Q3 2014, banks subjected to the Fed’s Comprehensive Capital Analysis Review (“CCAR”) test will
need to report balance sheets as daily average, rather than monthly average. Given these changes, we
expected to see a particularly tighter quarter‐end on June 30. In fact, the repo market handled the most
recent quarter end rather well, maybe due to the fact that everyone is now micro‐managing balance sheets
and there are fewer surprises as a result. Yes, there were greater than normal repo fails on a few issues for a
few days in June, but in general, the quarter‐end came and went rather quietly and we have already seen
cheapening in securities post quarter end.
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This is a supply issue:




Fed is only buying issues >4yr maturities and does not buy issues that are trading special, hence the Fed
did not have any supply to lend to dealers via their SOMA securities lending program during this most
recent run on 2s/3s/5s/10s.
Regulatory pressures can be blamed for the increased repo volatility caused from supply shrinkages:
 Banks are not as willing to lend securities as it grosses up balance sheets.
 Increased scrutiny on the Securities Lending business model from Shadow Banking reform.
 Increased needs to hold treasuries (high quality liquid assets) by non‐lending accounts to meet
certain regulatory ratios.
 Basel III and Triparty Repo Reform pushing cash investors to demand US Treasuries on repo.
 MSRB new rules curbing lending from municipalities to broker dealers.

What we expect going forward:




On‐the‐runs should richen in repo relative to off‐the‐runs.
Increased volatility in repo specialness. Although repo specialness in general has been quite dormant
under the ZIRP/QE regime.
More extreme quarter end repo specialness due to regulatory pressures on supply.
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Important Disclaimer:






This material is intended to report solely on the investment strategies and opportunities identified by AVM, L.P.
(“AVM”) Additional information is available upon request. Information herein is believed to be reliable, but AVM does
not warrant its completeness or accuracy. Opinions and estimates constitute our judgment and are subject to change
without notice. Past performance is not indicative of future results. The material is not intended as an offer or solicita‐
tion for the purchase or sale of any financial instrument.
AVM, its employees, its affiliates and/or its affiliates’ advisory clients (including the III funds and other clients of III
Associates or III Offshore Advisors) may hold a position in any of the securities and financial instruments discussed
herein, or in other securities or instruments of any issuer discussed herein.
The material is not intended to provide, and should not be relied on for, accounting, legal or tax advice, or investment
recommendations. Changes in rates of exchange may have an adverse effect on the value, price or income of
investments. Certain investments, including those involving structured products, futures, options and other
derivatives, are complex, may entail substantial risk and are not suitable for all investors. The price and value of, and
income produced by, securities and other financial products may fluctuate and may be adversely impacted by exchange
rates, interest rates or other factors. Prior to effecting any transaction in options or options‐related products, investors
should read and understand the current Options Clearing Corporation Disclosure Document, a copy of which may be
obtained upon request from your AVM representative.
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All case studies are shown for illustrative purposes only and should not be relied upon as advice or interpreted as a
recommendation. Results shown are not meant to be representative of actual investment results. Any securities
mentioned throughout the presentation are shown for illustrative purposes only and should not be interpreted as
recommendations to buy or sell.
This communication is issued by AVM, which is regulated in the United States by the Securities and Exchange
Commission and FINRA. Accordingly, this document should not be circulated or presented to persons other than to
professional or institutional investors as defined in the relevant local regulations.
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