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Clearing and the SOFR rate

With nearly $2trn in daily uncleared repo volume set to clear next summer what will happen to the
level of the SOFR rate?

¢ SOFR is a volume-based median so the rate effect from adding uncleared bilateral trades
to the calculation depends on the relative rate distributions of the cleared and uncleared
repo markets. But there is little available data on either market.

¢ Pilot data from a June 2022 study suggests that despite the large volume of uncleared bilateral
activity, surprisingly little is eligible for both clearing and inclusion in SOFR. Even allowing for
repo market growth since 2022, we estimate eligible uncleared trades might only increase
daily SOFR volume by 5%.

e Using eligible covered transactions, Cenicola and Garriott recalculated SOFR." The fully cleared
and published SOFR rates had the same volume-weighted medians. But the inter-quarter
range is wider suggesting the addition of currently uncleared trades may increase daily SOFR
volatility.

e But this is a static analysis; it does not account for how investor behavior might change the
rate distribution after the mandate takes effect.

¢ In theory, the balance sheet capacity released from central clearing should lower the SOFR rate.
But up to 60% of uncleared transactions already net so the effect on the SOFR distribution is
probably small.

e |tis possible that consolidation and the externalization of FICC margin costs could widen SOFR’s
trading range and shift the rate range higher.

Defining SOFR

The overnight SOFR rate is calculated from data on tri-party repo and cleared bilateral (DVP) activity.
Each component reflects different segments of the $6trn repo market.? Tri-party repo is a funding market
where cash lenders are less interested in specific CUSIPs. By contrast, the cleared (and uncleared)
bilateral repo markets are collateral specific. In these markets, the investor is usually looking to borrow a
specific CUSIP. Mostly these issues are easy to find, so their borrowing rate is close to the tri-party general

' See, “How the Treasury Clearing Rule for Repo Might Affect SOFR”, A. Cenicola, and C. Garriott, Office of
Financial Research, US Treasury, April 22, 2025.

2 There are a range of estimates of the size of the repo market. Keeping track of the different segments is
complicated because they overlap and publicly available data on uncleared activity is sparse.
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collateral rate. However, if the issue is difficult to source, its borrowing rate will trade at a premium — that
is, below the general collateral rate. The Fed removes this activity from the SOFR calculation by trimming
out the bottom 20% of the cleared bilateral activity by rate.

The SOFR rate excludes non-centrally cleared bilateral repo (NCCBR) transactions. But when the
mandate goes into effect these trades will move into clearing and, as part of the cleared bilateral volume,
be added to the SOFR calculation. How much will the addition change the SOFR rate?

Because of how the rate is calculated, the effect of adding formerly uncleared trades to the volume mix
depends on the rate distribution of these transactions. Like fed funds and the Fed'’s other repo benchmarks,
SOFR is a volume weighted median. The Fed sorts the day’s eligible SOFR transactions from the lowest
rate to the highest (after excluding the specials activity). It then finds the rate corresponding to 50™
percentile of the volume. Along with the volume-based median, the Fed calculates SOFR rates at the 1,
25, 75, and 99" percentiles. We use these rates to get an approximate sense of the relative rate
distribution by calculating the inter-quarter range or the spread between the 25" and 75" percentiles
(Figure 1).

The SOFR rate effect depends on the extent to which activity in the NCCBR market has a different
rate-volume distribution than activity in the cleared market. However, the Fed does not publish rate
data on cleared bilateral market and while it recently expanded its data collection of NCCBR activity, there
is still little publicly available data.

NCCBR

Overnight uncleared NCCBR involving primary dealers of the type that would probably need to be cleared
after July 1, 2027, averaged $1.6trn in December, split roughly evenly between dealer reverses and repos
(Figure 2). But not all this volume is eligible for clearing. Instead, there are two exceptions to the
clearing rule.
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11 1100
1000
10
900
° 800
8 700
600
7
500
6 400
Jan-22 Jan-23 Jan-24 Jan-25 Jan-26
5
Jan-25 Mar-25 May-25 Jul-25 Sep-25 Nov-25 Jan-26 Reverses Repos
Note: 20d average. Source: Federal Reserve, SMBC Nikko Source: Federal Reserve, SMBC Nikko

First, transactions involving official institutions like central banks are exempt from the SEC’s mandate.
Second, the SEC excludes inter-affiliate repo trades from the clearing mandate. Much of this activity is
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tied to large banks’ internal liquidity management. These banks use repo to shift liquid resources across
different branches and units. Inter-affiliate repo tends to be settled in tri-party and the individual
transactions sizes tend to be larger than those with outside counterparties.

The Fed and the Treasury’s Office of Financial Research conducted a pilot study to gather information
about the uncleared repo market. They collected data on repo activity from nine dealers for three days in
June 2022. The days were chosen to reflect coupon settlements and balance sheet reporting effects as
well as a random day with neither of these effects.® Cenicola and Garriott use these data to sort
transactions that would have been eligible for clearing if the SEC mandate had been in effect. Of the
approximately $800bn/day in uncleared transactions, approximately $275bn/d were in non-eligible inter-
affiliate trades and another $135bn/day were with official institutions. The inter-affiliate data are broadly
consistent with 2024 volume study. Friedrichs et al. identified about $215bn/day in inter-affiliate repo —
about 10% of the NCCBR market in 2024.4 Interestingly, inter-affiliate repo activity rose to around
$300bn/day in late 2024 with much of the new volume occurring at rates as much as 100bp below SOFR.

Figure 3: NCCBR composition (%) Figure 4: SOFR volume ($bn)
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These data suggest that of the roughly $800bn/day in NCCBR repo reported in June 2022, less
than 50% ($390bn/day) would have been eligible for clearing (Figure 3). FICC, the clearing platform
for repo is (currently) unable to clear trades with floating rates or that have some optionality (for example,
on open trades that are rolled day-to-day at the cash lender’s discretion). Subtracting these out reduces
the potential daily volume of NCCBR trades to about $340bn/day.

SOFR does not include term trades or those with forward settlements. This excludes regular (next day)
settlement trades which account for most of the roughly $340bn/day reported above. Indeed, netting out
these transactions leaves just $90bn/day in clearing and SOFR eligible transactions — or roughly 12% of
the reported NCCBR volume. Even allowing for the growth in repo activity since 2022, these data

3 The days chosen were June 15, June 22, and June 30, 2022.
4 See, “Affiliate Repo and the 2024 Short-term Funding Monitor Update”, M. Friedrichs, R. Mann, L. Olson, and K.
Potapov, US Treasury Office of Financial Research, August 2025.
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suggest that the potential net addition to daily SOFR volume might be about $160bn/day — or about
5% of current volume (Figure 4).°

Recalculating SOFR

Cenicola and Garriott add these transactions to those that were already in SOFR and recalculate the
volume-median for the three days. The recalculated rate, assuming the clearing mandate had been
in effect in June 2022 is identical across all three days. The recalculated rate has a slightly wider
average inter-quarter spread, suggesting that the addition of uncleared transactions may increase the
daily volatility in SOFR. Admittedly, this is a very small sample so it is difficult to draw broader conclusions
about what may happen to the published SOFR rate in July 2027. But it suggests that the rate
distribution in the uncleared market while wider is like the cleared market.

Cost analysis

Market pricing has SOFR trading about 5bp above the fed funds rate after the clearing mandate takes
effect. This reflects a tug of war between competing behavioral effects that a static analysis like Cenicola
and Garriott may not capture. The mandate is expected to increase balance sheet capacity as
intermediating dealers can more easily net their repo longs and shorts. In theory, the extra capacity
should reduce the price of repo, pulling the SOFR rate lower. But in practice the effect may be small.
Much of the overnight activity in uncleared repo is part of naturally netting packages where the long and
short repo positions are offsetting. This occurs because the dealer is facing the same counterparty and
both legs have the same end date. Hempel et al. estimate that 60% of uncleared activity is naturally
netting.®

But central clearing is not costless. Trades are VaR margined based on the FICC’s risk models. Most
of the additional margin cost from central clearing in programs like sponsored repo is currently borne by
the sponsoring (direct) FICC member. Once the mandate takes effect, it may be easier for the direct
member to share some of the expense with its counterparty. However, this depends on the relative
bargaining power of the dealer and the development of alternative clearing access models.
Clearing may cause some industry consolidation as some dealers find it is too expensive to be direct FICC
members. This might cause some spread widening that, in turn, pushes the volume median rate higher.
That said, alternative clearing access models might alleviate some of the cost pressure. For example, we
expect collateral in lieu (CiL) will be cheaper for counterparties like money funds and improve their
negotiating power. As a result, they may receive a higher rate on their cash. Likewise, more expensive
access models, like sponsored repo with gross margining may provide more opportunity for cross product
margining with the CME. These counterparties may be more willing to pay for this access — either explicitly
or as a direct margin charge or through a higher borrowing rate.

As a result, while clearing uncleared activity appears to have little effect on the SOFR rate, once behavioral
factors and costs are included in the analysis, it is much less clear to us where SOFR will trade relative to
fed funds after the mandate takes effect in July 2027.

5 There are a few caveats with this estimate. We are implicitly assuming the uncleared activity has grown in line
with the overall market. And the relative volumes of ineligible transactions has stayed steady since 2022.

6 See, “Why is so Much Repo Not Centrally Cleared?”, S. Hempel, R. Jay Kahn, R. Mann, and M. Paddrik, Office
of Financial Research, US Treasury, May 2023.
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Disclaimers

This document has been prepared by SMBC Group (including, collectively or individually, Sumitomo Mitsui Banking
Corporation (“SMBC”), SMBC Nikko Securities America, Inc., SMBC Nikko Securities Canada, Ltd., SMBC Capital Markets,
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activities may be performed by SMBC Capital Markets or SMBC. Lending and other commercial banking activities are
performed by SMBC and its banking affiliates. SMBC operates in the U.S. through state-licensed branches, and
representative offices, and does not accept deposits from the general public. SMBC is not a member of the Federal Deposit
Insurance Corporation (“FDIC”) and is not an FDIC-insured institution. Deposits placed with SMBC are not insured by the
FDIC. FDIC deposit insurance coverage only protects against the failure of an FDIC-insured depository institution. Non-
deposit products are not insured by the FDIC; are not deposits; and may lose value, subject to certain limited exceptions.

This document is for informational purposes only and is not intended to be advice, a recommendation, an offer to sell or the
solicitation of an offer to buy any securities, enter into any transaction or adopt any hedging, trading or investment strategy,
or any commitment to underwrite, subscribe for or place any securities, is not an offer or commitment to provide any financing
or extension of credit or service, and does not contain any tax, accounting, or legal advice. Any transactions or strategies
discussed herein do not take into account the particular investment objectives, financial situations, or needs of any client, and
may not be suitable for all parties. This document is not a research report, and neither this document nor its author(s) is
subject to SMBC Group policies and procedures that apply to the globally branded research reports and research analysts of
SMBC Group and its affiliates or to legal requirements designed to promote the independence of investment research. This
document has been prepared for and is directed exclusively at Qualified Institutional Buyers, sophisticated institutional
investors, and other market professionals. It is not intended for distribution to or use by retail customers.

SMBC Group makes no representations to, and does not warrant, this document’s accuracy or completeness. In preparing
this document, SMBC Group has relied on information available from third parties, including public sources, and we have
assumed, without independent verification, the accuracy and completeness of such information. Any specific prices, indices
or measures, including ranges, listed in this document were determined at or around the time the document was prepared
and are subject to change without notice. SMBC Group expressly disclaims any liability for any results in connection with use
of the information set forth herein, including, without limitation, any use of the information in the preparation of financial
statements or accounting material. SMBC Group does not provide tax, accounting, or legal advice. Accordingly, any
discussion of tax matters contained herein (including any attachments) is not intended or written to be used in connection
with the promotion, marketing or recommendation by anyone for the purpose of avoiding any tax-related penalties. Prior to
participating in any transaction or strategy, you should consult your own independent legal, tax, accounting and other
professional advisors.

This document may contain forward-looking statements, which may include projections, forecasts, income estimates, yield or
return, future performance targets, or similar analysis. Any such forward-looking statements, prices, indices, or measures are
based upon certain assumptions. All forward-looking statements are based on the information available at the time the
document was prepared and SMBC Group is not obligated to provide an update. Any opinions, projections, pricelyield
information or estimates are subject to change without notice. Actual events may differ from those assumptions or available
information. There can be no assurance that any estimated returns or projections will be realized, that forward-looking
statements will materialize, or that actual results will not be materially different from those presented herein. Past performance
should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or
implied, is made regarding future performance. The value, price, or income from transactions or strategies may fall as well as
rise. SMBC Group or an affiliate may have a position in any of the underlying instruments, assets, indices or rates mentioned
in this document, at any time.

This document is confidential and is the property of SMBC Group, subject to copyright. Any reproduction of this document, in
whole or in part, is prohibited, and you may not release this document to any person, except to your advisors and other
professionals to assist you in evaluating the document, provided that they are obligated, by law or agreement, to keep the
document confidential.
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