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DEPARTMENT OF THE TREASURY
WASHINGTON

January 22, 1992

The Honorable J. Danforth Quayle
President

United States Senate

Washington, D.C. 20510

Dear Mr. President:

We are pleased to transmit our report on the government
securities market, as promised in statements before
Congressional subcommittees last year.

The recent widely publicized events involving abuses
in the government securities market have prompted us to
undertake a thorough review of the market that the federal
government relies upon to meet its borrowing needs. The Federal
Reserve Bank of New York was a full participant in this review,
and its views are reflected here as well. Our recommendations
for legislation and changes in policies are contained in this
report. We believe that these reforms will improve the fairness
and efficiency of the market, to the benefit of taxpayers and
investors alike.

We urge the Congress to move swiftly in enacting our
legislative recommendations.

We are also transmitting the report to the Speaker of
the House.

Sincerely,
et 7. AN Gl L (i
Nicholas F. Brady Richard C. Breeden Alan Greenspan
Secretary Chairman Chairman
Department of the Securities and Board of Governors
Treasury Exchange Commission Of the Federal

Reserve System



DEPARTMENT OF THE TREASURY
WASHINGTON

January 22, 1992

The Honorable Thomas S. Foley
Speaker

House of Representatives
Washington, D.C. 20515

Dear Mr. Speaker:

We are pleased to transmit our report on the government
securities market, as promised in statements before
Congressional subcommittees last year.

The recent widely publicized events involving abuses
in the government securities market have prompted us to
undertake a thorough review of the market that the federal
government relies upon to meet i1ts borrowing needs. The Federal
Reserve Bank of New York was a full participant in this review,
and its views are reflected here as well. Our recommendations
for legislation and changes in policies are contained iIn this
report. We believe that these reforms will improve the fairness
and efficiency of the market, to the benefit of taxpayers and
investors alike.

We urge the Congress to move swiftly in enacting our
legislative recommendations.

We are also transmitting the report to the President of
the Senate.

Sincerely,
Zeet 7. AN D Guld L (i
Nicholas F. Brady Richard C. Breeden Alan Greenspan
Secretary Chairman Chairman
Department of the Securities and Board of Governors
Treasury Exchange Commission Of the Federal

Reserve System
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OVERVIEW OF THE GOVERNMENT SECURITIESMARKET
Treasury Auctions

The Treasury sells marketable bills, notes, and bonds in more than 150 regular auctions
per year. Treasury bills are 13-week, 26-week, or 52-week securities that are auctioned at a
discount from face value, rather than carrying an interest coupon. Short-term cash-management
bills are a so auctioned when required by the Treasury's cash-flow needs. Coupon-paying
securities include notes and bonds. Treasury notes are currently auctioned in 2-year, 3-year, 5-
year, 7-year, and 10-year maturities. Treasury bonds are currently auctioned in a 30-year
maturity. The Treasury also issues honmarketable securities, such as savings bonds and certain
government account issues.

The Treasury uses a seal ed-bid, multiple-price auction mechanism. Competitive bidders
for Treasury securities to be held in the commercial book-entry system submit their tendersin
writing at Federal Reserve banks. Each successful competitive bidder is awarded securities at a
price that reflects the yield bid. As aresult, successful bidders for a security may pay different
prices for that security.

I nstruments

Sophisticated financial instruments based on Treasury securities have been devel oped
over time. For example, zero-coupon securities (such as those created through the Treasury's
program for Separate Trading of Registered Interest Principal - "STRIPS") and derivative
instruments (including forward contracts, futures, and options) have become widespread.

Repurchase agreements ("repos’) are commonly used to fund positions in Treasury
securities. A repo comprises two distinguishable transactions: the sale of Treasury securities, and
aforward agreement to repurchase the same securities for a certain price at a certain time in the
future. A reverserepo isthe other side of arepo transaction. The maturities of repos are typically
overnight or afew days but can extend for longer periods.

Government agencies such as the Government National Mortgage Association, the Small
Business Administration, and the Tennessee Valley Authority either guarantee securities or issue
marketable debt. The Government-sponsored enterprises ("GSES") - Federal National Mortgage
Association, Federal Home Loan Mortgage Corporation, Farm Credit System, Federal Home
Loan Bank System, and Student Loan Marketing Association - also issue marketabl e debt,
subordinated debt, and guaranteed asset-backed securities. Some GSEs also issue exchange-
traded equity securities.

Marketsand Market Participants

Government securities are traded predominantly in al1 over-the-counter market,
comprised of a network of dealers, brokers, and investors who effect transactions in Treasury
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and other government securities over the telephone. The market islargely awholesale onein
which ingtitutional investors, such as banks, thrifts, dealers, pension funds, insurance companies,
mutual funds, and state and local governments operate. However, a significant number of small,
retail investors also trade government securities through brokers and dealers. Although all
marketable Treasury notes, bonds, and STRIPS are listed on the New Y ork Stock Exchange
("NYSE"), exchange trading volume is a small fraction of total over-the-counter volume. Some
derivative instruments on Treasury securities trade on regulated futures exchanges, while others
are mainly over-the-counter instruments.

Primary dealers are the firms with which the Federal Reserve conducts its open market
operations. Although there are approximately 1,700 brokers and dealers (including banks)
trading in the secondary market, the 38 primary dealers account for a majority of the trading
volume. Daily trading volume by primary dealers in Treasury securities, excluding financing
transactions, averaged $85 billion per day in September 1991, according to data reported to the
Federal Reserve Bank of New York ("FRBNY"). By contrast, the average daily volume of
equities trading on the NY SE is $6 billion. Though the aggregate dollar value of trading in the
government securities markets is much larger than that in the equity markets, the number of daily
tradesis actually much smaller. Over 100,000 individual equity trades per day are reported
through the current equity trade reporting systems. By way of comparison, about 2,000 trades per
day in Treasury securities are being reported through the new GOV PX system (though it only
captures a portion of all government securities trading).

The primary dealers and some other market participants rely on interdealer brokers
(currently seven in number) to trade in the market for government securities. Interdealer brokers
compile the best bid and ask prices provided by the dealers and make this information available
on computer screens. The brokers receive a commission for arranging trades. The identities of
the dealers who submit the price quotes are kept confidential, with the understanding that
anonymous trading allows the dealers to protect the confidentiality of their trading strategies.

Settlement - the exchange of securities for funds - is performed electronically and
typically occurs one business day after a buyer and seller agree on atrade. The electronic system
used for settlement of Treasury securities and many other government securitiesisthe
commercial book-entry system maintained by the Federal Reserve System. Funds are transferred
simultaneously over the system. This system enables government securities trades to be settled
quickly (within seconds) and relatively cheaply, thus contributing substantially to market
liquidity.

Much of the trading activity in government securities is settled through the Government
Securities Clearing Corporation ("GSCC"), a clearing organization that provides its members
with automated trade comparison and netting services for Treasury and other government
securities. The most active brokers, dealers, and banks in the government securities market are
GSCC members. GSCC combines each member's total purchases and sales for each security with
other GSCC membersinto asingle net purchase or sale. This



process greatly reduces the amount of trades that have to be cleared through the commercial
book-entry system and, along with the guarantee GSCC provides, substantially reduces
counterparty risk for GSCC members.

Regulation

The Secretary of the Treasury (" Secretary™) is authorized under Chapter 31 of Title 31,
United States Code, to issue Treasury securities and to prescribe terms and conditions for their
issuance and sale. The Secretary may issue bonds under 31 U.S.C. § 3102, notes under 31 U.S.C.
8 3103, and certificates of indebtedness and Treasury bills under 31 U.S.C. § 3104. Under 31
U.S.C. 8§ 3121, the Secretary may prescribe the form of such securities and the terms and
conditions for the issuance and sale of the securities. Treasury auction rules are issued under this
authority.

Compliance and enforcement responsibility for the auction rules rests with the Treasury.
The Treasury may bar or suspend a firm from auctions, and the Treasury reserves the right to
reject bids in auctions. However, the Securities and Exchange Commission ("SEC"), the
Treasury, and the self-regulatory organizations ("SROs") are not authorized to examine
government securities firms for compliance with Treasury auction rules. Securities fraud is the
enforcement responsibility of the SEC and the Justice Department, and the Justice Department
enforces the antitrust laws.

Brokers and dealersin the secondary market for government securities are regulated
under the authority of the Government Securities Act of 1986 ("GSA "). In addition, broker-
dealers and banks are subject to regulation under the Securities Exchange Act of 1934 and the
banking laws, respectively. Under the GSA, the Treasury has promulgated regulations
concerning financial responsibility, protection of investor securities and funds, recordkeeping,
reporting, and auditing of government securities brokers and dealers. The Treasury also was
given responsibility for the development of regulations related to the custody of government
securities held by depository institutions. The GSA required the SEC and the Federal Reserve
Board to promulgate rules establishing the procedures and forms to be used by government
securities brokers and dealers for the registration and notice process.

In promulgating the regulations, the Treasury was required to consult with the SEC and
the Federal Reserve Board. As aresult of these consultations and the Treasury's analysis, most of
the SEC regulations (e.g., customer protection, recordkeeping, reports, and audits) that applied to
registered brokers and dealers were, with limited exceptions, adopted for firms registered
pursuant to the GSA. Enforcement authority for these rules rests with the SEC and the SROs or
with financial institution regulators, depending on the entity. Treasury rulemaking authority
under the GSA expired on October 1, 1991.
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SUMMARY OF REFORMS'

ADMINISTRATIVE AND REGULATORY CHANGES
e Broadening participation in auctions:

0 All government securities brokers and dealers registered with the SEC are now
allowed to submit bids for customersin Treasury auctions. Formerly, only
primary dealers and depository institutions could do so (announced October 25).

0 Any bidder is now permitted to bid in note and bond auctions without deposit,
provided the bidder has an agreement with a bank (an "autocharge agreement") to
facilitate payment for securities purchased at auctions. Formerly, only primary
dealers and depository institutions could do so (announced October 25).

o Tofacilitate bidding by smaller investors, the noncompetitive award limitation
has been raised from $1 million to $5 million for notes and bonds (announced
October 25).

e Stronger enforcement of auction rules:

0 The Federal Reserve now engages in spot-checking of customer bidsin Treasury
auctions for authenticity (announced September 11).

0 The Treasury and the Federal Reserve are instituting a new system of
confirmation by customers receiving large awards (over $500 million), to verify
the authenticity of customer bids.

0 The Treasury and the Federal Reserve have tightened enforcement of
noncompetitive bidding rules.

e Detecting and combatting short squeezes.

o Improved surveillance of the Treasury market. A new working group of the
Agencies has been formed to improve surveillance and strengthen interagency
coordination. The Federal Reserve Bank of New Y ork

! Reforms have the unanimous support of the Department of the Treasury, the Board of Governors of the
Federal Reserve, and the Securities and Exchange Commission ("SEC") (the" Agencies") unless otherwise noted.
All actions listed are recommended or implemented as part of this report, unless otherwise indicated.
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("FRBNY") will enhance and expand its market surveillance efforts, initsrole as
the agency that collects and provides the SEC, the Treasury, and the Federal
Reserve Board with information needed for surveillance purposes.

Reopening policy to combat short squeezes. The Treasury will provide
additional quantities of a security to the marketplace when an acute, protracted
shortage devel ops, regardless of the reason for the shortage. The reopening of
issues will greatly reduce the potential for short squeezes. Reopenings could occur
either through standard auctions, through "tap” issues whereby the Treasury offers
securities to the market on a continuous basis, or through other means.

e Changesto Treasury auction policies:

(0}

Automation. The Treasury and the Federal Reserve have accelerated the schedule
for automating Treasury auctions. It is anticipated that the auctions will be
automated by the end of 1992 (announced September 11).

Proposal of uniform-price, open auction system. The Treasury will consider
implementing an open method of auctioning securities with repeated rounds of
bidding at descending yields. The total bids received at the announced yield
would be announced after each round. All securities would be awarded at asingle
yield. Such a system will be feasible once the auctions are automated and could
encourage broader participation in Treasury auctions.

Publication of uniform offering circular. Treasury auction rules and procedures
have been compiled into a uniform offering circular, to be published in the
Federal Register with arequest for comments.

Change to noncompetitive auction rules. To limit noncompetitive bidding to the
small, less sophisticated bidders for whom it was designed, the Treasury will not
permit a noncompetitive bidder in a Treasury auction to have a position in the
security being auctioned in the when-issued, futures, or forward markets prior to
the auction. Furthermore, the Treasury will not permit bidders to submit both
competitive and noncompetitive bids in a single auction.

Changein net long position reporting required on auction tender form. To
streamline reporting requirements, the Treasury will not require competitive
bidders to report net long positions at the time of the auction, unless the total of
the bidder's net long position plusits bid exceeds a high threshold amount. This
threshold amount will represent a substantial share of each auction and will be
announced for each auction.
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I mprovementsto the primary dealer system:

0 Opening up the system by eliminating the market sharerequirement. The
Federal Reserve will gradually move to a more open set of trading relationships.
To thisend, the FRBNY is eliminating the requirement that each primary dealer
effect at least one percent of all customer trades in the secondary market. The
FRBNY expects to add counterparties that meet minimum capital standards,
initially in modest numbers, but on alarger scale once open market operations are
automated.

o Clarification of regulatory authority over primary dealers. In the future, direct
regulatory authority over primary dealers will rest unambiguously with the
primary regulator - in most cases, the SEC. Although the FRBNY has no statutory
authority to regulate the primary dealers, the primary dealer system may have
generated the false impression in the marketplace that the FRBNY somehow
regulates or takes responsibility for the conduct of primary dealers. To make clear
that its relationship with the primary dealersis solely a business relationship, the
FRBNY will eliminate its dealer surveillance program, while upgrading its market
surveillance program as described above.

0 Other featuresregarding primary dealers. To remain a primary dealer, firms
must demonstrate to the FRBNY that they make reasonably good markets,
provide it with market information, and bid in Treasury auctions. Primary dealers
must also maintain capital standards. Failure to meet the Federal Reserve's
performance standards, or the capital standards, will lead to removal of the
primary dealer designation. In addition, any primary dealer that is convicted of (or
pleads guilty or nolo contendere to) afelony will face suspension of its primary
dealer designation.

Enhanced GSCC. The Agencies support enhancements to the Government Securities
Clearing Corporation, which provides comparison and netting facilities for reducing risk
in the government securities market.

LEGISLATIVE RECOMMENDATIONS

Reauthorization of Treasury rulemaking authority under GSA. Treasury rulemaking
authority under the Government Securities Act of 1986 for government securities brokers
and dealers expired on October 1, 1991. The Agencies support prompt reauthorization of

this authority.

Midleading statements as violation of federal securitieslaws. The Agencies support
legidlation that would make it an explicit violation of the Securities Exchange Act of
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1934 to make false or misleading written statements to an issuer of government securities
in connection with the primary issuance of such securities.

Registration of GSE securities. The Agencies support legislation removing the
exemptions from the federal securities laws for equity and unsecured debt securities of
Government-sponsored enterprises ("GSEs"), which would require GSEs to register such
securities with the SEC.

Backup position reporting. The Treasury, the FRBNY/, and the SEC support legislation
that would give the Treasury backup authority to require reports from holders of large
positionsin particular Treasury securities. This authority would not be used unless the
reopening policy and other measures implemented fail to solve the problem of acute,
protracted market shortages. The Federal Reserve Board believes that the reopening
policy makes this authority unnecessary and that it would be difficult to resist activating
this authority if it were granted; thus, it opposes thisproposal.

Sales practiceroles. The Treasury and the SEC support legislation granting authority to
impose sales practice rules, but differ on the implementation and extent of such rules. The
Federal Reserve does not believe that a case has been made for sales practice rules
authority, but would not oppose application of such rulesto National Association of
Securities Dealers members.

Backup transparency authority. The SEC supports legislation that would grant it
authority to require, if deemed necessary, expanded public dissemination of price and
volume information in the secondary market for government securities. The Treasury and
the Federal Reserve believe that private sector initiatives should be allowed to develop
and that the costs of such regulation would outweigh the benefits at this time; therefore,
they oppose this proposal.

Audit trails. The SEC supports legislation that would give it authority to require audit
trails - time-sequenced reporting of trades to a self-regulatory organization - in the
government securities market. The Treasury and the Federal Reserve believe that the
costs of such regulation would outweigh the benefits, and oppose this proposal.
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JOINT REPORT
|. Introduction

The U.S. government securities market is the largest and most liquid securities market in
the world. It has shown the ability to absorb efficiently the enormous amounts of Treasury
securities made necessary by the massive borrowing requirements of the U. S. Government. The
market also serves the needs of the Federal Reserve in conducting open market operations, the
Federal Reserve's most important monetary policy tool. The enormous liquidity and pricing
efficiency of the market provide incalculable benefits to other financial marketsin the United
States and worldwide by providing a continuous benchmark for interest rates on dollar-
denominated instruments across the maturity spectrum. Because of its demonstrated successin
meeting both public and private needs, the U.S. government securities market has been a model
for other government securities markets around the world.

Over time, there has been significant innovation in the U.S. government securities
market. Examples include the active trading of Treasury securities on a when-issued basis prior
to Treasury auctions, which helps the market gauge demand and price the securities being
offered; repurchase and reverse repurchase agreements, which serve both to increase liquidity
and to allow dealers to finance their inventory of Treasury securities; the development of active
futures and options markets related to Treasury securities, enabling market participants to pursue
diverse hedging strategiesin aliquid market setting; and the creation of zero-coupon instruments
through the stripping of Treasury securities, which allows the market to restructure payment
flows to meet the varying needs of different purchasers. These innovations have benefitted the
market and the taxpayer by increasing liquidity, thereby lowering the government's financing
Costs.

On the whole, this market has enabled the government to meet its large financing needs
in a cost-effective manner for the taxpayer, which is the government securities market's primary
public purpose. Nevertheless, the events of 1991 have focused public attention on some
shortcomings in this market. In August 1991, under the pressure of investigations by the
Securities and Exchange Commission (the "SEC") and the Justice Department, Salomon
Brothers Inc ("Salomon"), amajor participant in the market, admitted deliberate and repeated
violations of Treasury auction rules beginning in 1990. In addition, in two widely publicized
instances during 1991, so-called "short squeezes' devel oped after an auction, in one case
apparently as aresult of very high concentration of auction awards. Taken together, these events
threatened the public's confidence in this crucial marketplace, which ultimately could result in
higher costs for taxpayers in financing the national debt.

In September 1991, in the wake of Salomon's August admissions of wrongdoing, the
Treasury Department, the Federal Reserve, and the SEC (collectively, the "Agencies')



undertook ajoint review of the government securities market.* This report is the product of that
review. The report addresses a broad range of government securities market issues that arose
directly or indirectly from the events of 1991, including the need to strengthen enforcement of
Treasury's auction rules; the need to automate the auctions; potential changesin Treasury's
auction technique and debt management policies; and the role of the primary dealers. The report
also addresses certain issues that were widely debated before the events of mid-1991, such as
reauthorization of Treasury's rulemaking authority under the Government Securities Act, the
need for sales practice rulemaking authority, and "transparency” - that is, the availability of
timely, accurate price and volume information to market participants. Finaly, the report
proposes to remove the exemption under the federal securities laws for certain securities issued
by Government-sponsored enterprises ("GSES").

The Agencies do not believe that the government securities market is flawed or broken in
any fundamental economic sense. However, serious problems have arisen, and these problems
suggest that various aspects of the efficient operation and regulation of this marketplace can be
improved. Indeed, the events described above suggest several specific areas for improvement,
including better enforcement of auction rules and more effective methods of preventing and
alleviating "short squeezes."? The improvements recommended in this report include some basic
reforms that are designed to lessen the potential for fraud and misconduct and to increase the
Agencies ability to detect such misconduct when it occurs.

This report reflects an attempt of the Agencies to reach a consensus on the changes that
are necessary in the regulation of this marketplace. There is substantial agreement among the
Agencies on the necessary initiatives and the direction in which government policy should move.
As described below, however, there remain some differences with respect to certain specific
proposals for change.

The Agencies share common objectives in evaluating potential changes in government
policy. These objectives include preserving and enhancing the efficiency of the government's
financing mechanism, ensuring the integrity and fairness of the marketplace, deterring and
detecting fraud, and protecting investors. In particular, there is a strong consensus that, while
change is necessary, that change must be managed with care to assure that the national debt is
financed at the lowest possible cost.

! The SEC and the Department of Justice are conducting separate investigations from alaw enforcement
perspective. These investigations are not yet complete, and neither the SEC nor the Department of Justice has
reached any conclusions with respect to the actions of any particular market participant. As aresult, the discussion
contained herein should not be understood as reaching any conclusions of fact or law with respect to the SEC's or
the Department of Justice'sinvestigations.

2In fact, as described in this report, Treasury has aready used its authority to correct some of the problems that
were highlighted by these events.



Any degradation in the smooth functioning of the government securities market would
result in higher costs to the taxpayer. An increase in financing costs of only one basis point - one
hundredth of one percentage point - would cost taxpayers over $300 million each year. Thus, in
pursuing the goal of market integrity, the Agencies are sensitive to the need to avoid unnecessary
responses that could drive investors and market makers out of the market. Moreover, every
avenue for achieving supervisory goals through market solutions should be explored.

Background

The Government Securities Act. Congress passed the Government Securities Act of
1986 (the "GSA") with the support of the Reagan Administration, the SEC, the Federal Reserve,
and many market participants. The GSA closed then-existing gaps in the regulation of market
participants that had been highlighted by the failure of certain previously unregulated
government securities dealers, involving losses for investors and, in some cases, fraudulent
activity in the market for repurchase agreements.

Prior to the enactment of the GSA, some government securities brokers and dealers were
not registered with or regulated by any federal government agency. The GSA required this group
of brokers and dealers to register with the SEC. In addition, the GSA granted to the Treasury
limited rulemaking authority® over all government securities brokers and dealers, including
financial institutions® engaged in this business. The Treasury rules are enforced by the
appropriate regulatory agency. The federal banking regulatorsfill that role for financial
institutions that are government securities brokers or dealers, and the SEC does so for al other
government securities firms.

Treasury's rulemaking authority under the GSA expired on October 1, 1991. Before both
houses of Congress had voted to renew that authority, Salomon admitted its violations and
triggered intense scrutiny of the market for government securities. In this atmosphere, the
Treasury's authority under Section 15C of the Securities Exchange Act of 1934 (the "Exchange
Act") to promulgate new rules was allowed to expire, although all rules already promulgated by
the Treasury under the GSA remain in effect. The Agencies recommend that Treasury's
rulemaking authority be reinstated promptly.

The Salomon episode and market squeezes. While the events referred to above have
received widespread publicity, they are restated here as background for some of the
recommendations made in this report.

3 Treasury's GSA rulemaking authority was limited to mattersinvolving financial responsibility, recordkeeping,
reporting and confirmation requirements, and custody and use of customers' securities and funds balances.

* The term "financial institution," for purposes of the GSA, means banks and savings and loans. 15 D.S.C. §
78c(a)(46).



Fraudulent bids. The inquiries into Salomon's conduct began, seemingly innocuously, on
February 21, 1991, when Federal Reserve Bank of New York ("FRBNY") staff called Salomon
concerning a bid the firm had made in the Treasury five-year note auction that day on behalf of
an entity identified by Salomon as "Warburg Asset Management.” A Salomon official stated that
the firm had made a mistake and that Warburg Asset Management was actually Mercury Asset
Management®. S.G. Warburg, a U.S.-based primary dealer, had separately submitted a tender at
the sameyield for its own account. Combined, the two bids exceeded 35 percent of the public
offering amount.

The two bidstriggered a discussion between staff of the FRBNY and the Treasury's
Bureau of the Public Debt. The sole issue then under consideration was whether Warburg (or
Mercury) Asset Management and S.G. Warburg should be deemed a single bidder for purposes
of the 35 percent rule.®

The Treasury decided to accept both bids because the combined awards to the two
bidders - after proration - did not exceed 35 percent of the public offering amount. Nonethel ess,
the Treasury subsequently further considered the relationship between S.G. Warburg and
Mercury Asset Management for purposes of application of the 35 percent rule. The Treasury's
Bureau of the Public Debt sent aletter dated April 17, 1991, to Mercury Asset Management,
which provided details concerning the two bids submitted in the February five-year note auction
and informed Mercury of the Treasury's decision to treat the two entities as a single bidder in the
future for purposes of the 35 percent limitation. Copies of this |etter were sent to officers of S.G.
Warburg (the primary dealer), S.G. Warburg Group P.L.C. (the British parent company), and the
FRBNY . In addition, a copy of the letter was sent to the Salomon official in charge of
government securities trading.

As Salomon subsequently admitted, the February bid from "Warburg Asset
Management” was unauthorized. Salomon's top executives had learned in April that the
securities in question were, in fact, purchased by Salomon itself. However, Salomon'’s senior
management did not promptly inform the appropriate government officials of the unauthorized
bid.

Short squeezes. The problem of short squeezes in the market was drawn into sharp focus
during 1991. While yields on Treasury securities of approximately equal maturity vary
constantly, there were two instances during the Spring of 1991 in which particular securities
traded well off the yield curve for an extended period. In the first case, a short squeeze

> Mercury Asset Management P.L.C. isasubsidiary of S.G. Warburg Group P.LC. S.G. Warburg, aU.S.
primary dealer, isaso asubsidiary of S.G. Warburg Group P.LC. Warburg Asset Management is a subsidiary of
Mercury Asset Management that operates in the United Kingdom.

® This rule limits the amount Treasury will recognize as bid at a single yield by a single bidder to 35 percent of
the public offering amount and also limits awards to a single bidder to 35 percent of the public offering amount.



developed in the two-year note auctioned on April 24, 1991. When the squeeze first manifested
itself in mid-May, the yield on the April two-year note moved considerably out of line with
surroungji ng market rates, and the notes were "on specia” in the repurchase agreement ("repo")
market.

The shortage of the April two-year note did not become evident until almost four weeks
after the securities were auctioned. Awards at the auction itself were not particularly
concentrated. It appears that the shortage devel oped when the securities were not made available
to the repo market.

Asthe squeeze in the April two-year note began, Salomon submitted large, aggressive
bids for itself and two customers in the auction of two-year notes on May 22. As aresult of these
bids and additional purchases in the aftermarket, Salomon's position on the settlement date was
almost 94 percent of the issue, according to Salomon's subsequent public statements.

A number of market participants contacted the FRBNY and the Treasury to Point out the
shortage in the May two-year note. From the information available to Treasury officias, it
appeared that the squeeze resulted from the concentration of auction awards to Salomon and
some of its customers. Treasury officials thought the situation serious enough to warrant
investigation by the SEC. On May 29, the Treasury told the SEC's Divisions of Market
Regulation and Enforcement about the situation and provided them with information concerning
auction awards. The SEC promptly began investigating the matter. In addition, the Antitrust
Division of the Department of Justice requested and was provided information pertinent to its
own investigation of the squeeze. Asthe investigations of the Warburg/Mercury incident and the
May short squeeze progressed, Salomon asked outside counsel to investigate the firm's potential
legal problems.

The government investigations ultimately resulted in Salomon's August 1991 admissions
that it had submitted unauthorized customer bidsin several auctionsin 1990 and 1991 and led to
changes in Salomon's top management.

Improprieties involving GSE securities. In addition to the falsified Treasury auction bids
discussed above, Salomon admitted that it had engaged in the practice of overstating its customer
orders in connection with distributions of the securities of GSEs. It now appears that this practice
was widespread among GSE selling group members.

On January 16, 1992, the SEC, the Federa Reserve, and the Office of the Comptroller of
the Currency instituted administrative proceedings against 98 GSE selling group members for
violating various recordkeeping requirements by preparing and

" In other words, market participants desiring to borrow the two-year notes had to accept an interest rate
significantly lower than the prevailing repo rate on funds they deposited with their counterparties. To look at it
another way, owners of the scarce two-year notes could finance them at exceptionally low interest rates.



maintaining records reflecting inflated indications of customer orders or sales. Simultaneously
with the order instituting proceedings, virtually al of these selling group members submitted
offers of settlement, which were accepted. The terms of the settlements require each of such
selling group membersto: (1) cease and desist from future violations of the recordkeeping
requirements; (2) pay civil money penalties of up to $100,000 to the U.S. Treasury; and (3)
devise, implement, and maintain policies and procedures designed to ensure future compliance
with the relevant provisions of the Exchange Act. The SEC also published a report pursuant to
Section 21(a) of the Exchange Act concerning the results of itsinvestigation of violations of law
in connection with the distribution of GSE securities.

Aftermath. The events described above have triggered a thorough examination of various
aspects of the government securities market. Since August 1991, the Treasury has made
important changes in its auction rules and other policy changes under its existing regulatory
authority, as described below. This report recommends or implements a number of additional
measures. The goal of all of theseinitiativesis to protect and improve the integrity and efficiency
of the government securities market.

II. Treasury Securities Market | ssues

Enfor cement of auction rules

The Salomon episode pointed out the need for more effective enforcement of auction
rules.® The Agencies agree that legislation is desirable to strengthen auction rule enforcement
and to enhance private sector oversight of auction practices. Moreover, since August 1991, the
Treasury has taken a number of important steps to enhance rule enforcement, including large
bidder certification and tighter enforcement of rules governing noncompetitive bidding.

Misleading statementsto issuers. The Agencies support legislation that would make it
an explicit violation of the Exchange Act to submit false or misleading written statements to an
issuer of government securities in connection with the primary issuance of securities. Such
legislation would re-emphasize the applicability of the existing antifraud provisions of the
federal securities laws to the government securities market. It would also serve to reaffirm the
seriousness with which this matter is taken by the government by serving notice on participants
in Treasury auctions and on purchasers of securities from federal agencies, aswell ason
members of the selling groups of GSEs, that the SEC and other regulatory agencies will
undertake investigations of, and enforcement actions against, those who make misleading written
statements.

8 Treasury's remedy for breaches of itsrulesisto exclude the bidder from Treasury auctions. In addition,
persons who commit fraud in the context of a Treasury auction remain subject to potential civil and criminal actions
under Section 10(b) of the Exchange Act and Rule |Ob-5 thereunder, the general antifraud proscriptions, as well as
possible crimina actions under 18 U.S.C. 88 1001 and 1005.



Such a provision would al so reaffirm management's responsibility to supervise the
conduct of government securities market participants to ensure compliance with high ethical
standards. The recommended statutory provision would therefore foster compliance by
government securities brokers and dealers with the general antifraud provisions of the federal
securities laws.”

The Treasury is developing written certification requirements for dealers, depository
ingtitutions, and others, including customers, who purchase securities in Treasury auctions.
These written certifications, in conjunction with the proposed statutory provision, will provide an
additional mechanism for enforcing Treasury auction rules.

Spot checks and large bidder certification. In August 1991, the FRBNY (which
receives aimost al large bids) began making spot checks by contacting customers of primary
dealersto verify the legitimacy of large winning bids submitted for customer accounts. In
addition, the Treasury and the FRBNY are implementing a more formal system to require
customers who make large winning bids through dealers or depository institutions to. verify their
bidsin writing to the Federal Reserve prior to the settlement date. While no verification system
istotally foolproof, it would now be extremely difficult for afirm to evade the 35 percent
limitation by submitting large, unauthorized "customer” bids. While it is recognized that the new
certification requirement will impose an additional regulatory burden, the Treasury and the
FRBNY are implementing this requirement with a view to minimizing that burden.

The new verification system will work as follows:

1. All customers receiving awards of over $500 million will be required to confirm their bid
to the Federal Reserve viafacsimile on the bidder's letterhead. The deadline for
confirmation will be 10:00 a.m. on the business day following the auction.

2. The Federal Reserve will continue to spot check large bids both above and below the
$500 million level by contacting bidders directly by telephone.

3. When acustomer award of over $500 million is made through a dealer that was awarded
over 25 percent of an auction for its own account, Federal Reserve personnel will call the
customer directly to seek additional confirmation. To preserve the confidentiality of the
dealer's award, this call will be presented as part of the Federal Reserve's existing
program of spot checking large bids. The size of the dedler's bid will not be discussed
with the customer.

% such a provision would not affect existing sanctions, such as pendalties for false statements provided by 18
D.S.C. §8 1001 and 1005 and the general antifraud and recordkeeping provisions set forth in the Exchange Act.



4. Failure of acustomer to confirm abid in atimely manner will mean that the dealer will
be held responsible to make good on the bid, unless doing so would cause a violation of
the 35 percent rule, in which case the Treasury will reduce the size of the issue
accordingly. Any failure to confirm will cause an investigation by the appropriate
regulatory authorities.

Noncompetitive abuses. The Treasury permits noncompetitive bids of up to $1 million
for bills and $5 million for notes and bonds. Unlike competitive bidders, who receive the yield
they actually bid, all noncompetitive bidders get the average yield. The Treasury permits
noncompetitive bidding in order to make it easier for smaller, less sophisticated biddersto bid in
Treasury auctions. At the sametime, it is necessary to maintain alarge pool of competitive
bidders to determine a price in the auction that accurately reflects market demand.

Abuses of the Treasury's noncompetitive bidding rules have recently come to light, both
before and after the industry-wide investigations triggered by the Salomon episode. These abuses
generally involved deadlers skirting these rules by effectively arranging to purchase for their own
account large amounts of securities at the price paid by noncompetitive bidders. The pattern of
abuse had been for alist of individuals - often employees of the firm - al to bid the maximum
noncompetitive amount and then sell their positions to the firm very shortly after the auction. In
the Treasury's view, practices of this nature are not in keeping with the purpose of the
noncompetitive bidding rules.

As aresult of these abuses, the Treasury and the Federal Reserve banks are now engaging
in more aggressive policing of noncompetitive bids. The Federal Reserve banks are responsible
for the first level of review and for submitting al questionable bids to the Treasury's Bureau of
the Public Debt. The Treasury pays particular attention to bidders who place large
noncompetitive bids in auctions on aregular basis. In addition, the Treasury and the Federal
Reserve are developing a mechanism for interdistrict policing of noncompetitive bids. The
centralization of information that this requires will become easier as progress is made on auction
automation. In cases of clear abuse, the Treasury will take appropriate measures, including
referral of cases involving suspected fraud to the SEC for enforcement action.

Uniform Offering Circular. Simultaneously with the issuance of this report, the
Treasury isreleasing for publication in the Federal Register for comment a uniform offering
circular for marketable Treasury securities. The offering circular contains auction rules,
including the new large bidder certification requirements, the existing 35 percent limitation, and
the definition of a"single bidder." This effort by the Treasury to formalize the rules with input
from market participants and other interested parties should result in rules that are more easily
accessible and more readily understood.



Short Squeezes and Reopenings

How short squeezes arise. Market shortages of recently issued Treasury securities arise
from time to time. Such shortages are usually temporary and relatively mild and are corrected
quickly through market forces. In rare cases, they can be acute and protracted. In these instances,
market forces fail to relieve the squeeze, and questions of market manipulation may arise.

Most market shortages appear to be a natural, temporary by-product of the way in which
the Treasury distributesits securities.'® Before a security is auctioned, dealers often sell the
security short to customers (or other dealers) in the when-issued market, with the expectation of
covering short positions by subsequent purchases - either in the when-issued market, the auction,
or the aftermarket. This process benefits the Treasury by serving a price discovery function and
by stretching out the actual distribution period for each issue, thereby allowing the market more
time to absorb large issues without disruption.

When-issued trading in Treasury securities functions somewhat like trading in afutures
market, in which positions may be taken and covered many times before the actual settlement
date. In addition, the when-issued Treasury security displaces the most recently issued Treasury
security as the benchmark, "on-the-run” issue in the cash market. In many auctions, the estimated
aggregate size of outstanding positions in the when-issued market substantially exceeds the
guantity of securities to be sold at that auction at some point between the date of announcement
of the auction and the date on which the securities are delivered. Those positions can be taken
more cheaply and potentially in greater size (due to the lack of adelivery requirement) during the
when-issued period than in subsequent trading.

Market forces ordinarily reduce the size of outstanding positions in the when-issued
market as the issue date approaches. However, the leverage, liquidity, and volume of trading in
the when-issued market can cause market participants to overestimate their ability to cover short
positions prior to settlement. Neverthel ess, when-issued trading contributes to the smooth, low-
cost distribution of the federal debt, and it should not be discouraged. Solutions to the potential
for shortages should be found that do not impede when-issued trading.

Dealers sometimes carry large net short positions in a new Treasury issue immediately
prior to the auction. In some cases, holders of short positions find that they cannot acquire the
issue to deliver, either in the auction or in the secondary market, at the price anticipated. Instead,
dealers may turn to the financing market after the settlement date, where they borrow the security
for delivery in a"reverse repo” transaction. When a material shortage devel ops, the price of the
security becomes noticeably higher than Treasury issues of similar maturity, and the cost of
borrowing the particular security in the repo market becomes higher.

10 See Appendix A for a discussion of when-issued trading and the repo market.



Market shortages can develop in a number of ways. Short sellers may simply misgauge
market demand because, for example, other market participants do not follow usual trading
strategies or anticipated monetary policy actions are not forthcoming. As a general matter,
temporary shortages that arise as a consegquence of day-to-day trading - and not as a consequence
of deliberate manipulation - do not represent a material flaw in the marketplace. These shortages
arise from decisions by sophisticated market participants to establish short positions and are
generally relieved by natural market processes within a short time. Such shortages are an
inherent risk in the price discovery process.

Market devel opments following the April and May 1991 two-year note auctions
demonstrated the potential for acute, protracted squeezes in Treasury issues, despite the huge
size of these issues. In fact, amarket squeeze that resulted in large losses for some dealers had
occurred five years previously in connection with the 30-year bond issued in February 1986.*
However, in the five years since the 1986 squeeze, there had been no demonstrated instances of
such protracted, aggravated squeezes.

In contrast to temporary shortages, an acute, protracted shortage. can cause lasting
damage to the marketplace, especially if market participants attribute the shortage to market
manipulation. Dealers may be more reluctant to establish short positions in the future, which
could reduce liquidity and make it marginally more difficult for the Treasury to distribute its
securities without disruption. Moreover, some market participants may perceive that a protracted
sgueeze is the product of a scheme by those who benefitted from it. Market manipulation - or
even the perception of it - can undermine the integrity of the marketplace, cause participants to
withdraw, and produce higher costs for the taxpayer.

The Agencies agree that changes in government policy are needed to deal with acute,
protracted squeezes in Treasury issues. The Agencies believe that the best courseis to address
the problem of short squeezes through changes to the Treasury's debt management practices - in
particular" through anew policy of reopening Treasury issues whenever such squeezes occur.
The proposed changes in auction technique, discussed below, may also prove helpful in
mitigating the short squeeze problem.

Reopenings. The Treasury has the ability to break a squeeze by issuing more of the
particular security that is the subject of a squeeze - by "reopening” the issue. In areopening, the
Treasury would simply offer an additional amount of an outstanding issue. By sufficiently
increasing the supply of the security, the Treasury can eliminate any shortage.

The Treasury actively considered this option as a way of alleviating the squeeze in the
May two-year note. The Treasury decided against this course - and has traditionally been

M These dealers had sold this bond short as part of atrading strategy that had worked in the past as they
prepared to bid for anew 30-year bond in May 1986. However, the trading strategy did not work as expected,
apparently because some ingtitutional investors did not make the February 30-year securities available to the repo
market.
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reluctant to reopen securities issues outside of its normal financing schedule - for three distinct
reasons. First is the concern that a policy of reopening securities might cause market participants
to demand a higher yield on securities at auction, given the greater uncertainty about the eventual
supply of the security. Second, the Treasury could be subjected to frequent calls for reopening.
Since some issues would be reopened and others not, the Treasury would inevitably be accused
of favoring one group of market participants over another. Third, the Treasury plansits
borrowing schedule well in advance, based on the schedule of maturing issues and on projections
of the government's cash needs. The unscheduled reopening of a security would by definition,
produce excess cash and disrupt the Treasury's cash management planning.

The Treasury has concluded that, while a reopening policy could be difficult to
implement, it isjustified under certain circumstances. Uncertainty about the potential damage
from acute, protracted shortages may weigh more heavily on the market than the concern that the
Treasury might issue an additional amount of arelatively high-priced security. Moreover,
adoption of apolicy of reopening issues whenever an acute, protracted squeeze occurs would
tend to discourage market participants from attempting to generate a squeeze.

The Agencies support thisinitiative and believe that a policy of reopenings should be
effective in addressing the problem of acute, protracted market shortages.

Therefore, under this new approach, the Treasury will be prepared to provide the
mar ket with additional supply of any security that isthe subject of an acute, protracted
shortage. The Treasury will not require evidence of manipulation in deciding whether to
reopen a particular issue, but instead will reopen any issuethat, in itsjudgment, isthe
subject of such a shortage.

Once a decision to reopen has been made, there are a number of ways in which an issue
may be reopened.’? First, the Treasury may immediately auction an amount sufficient to
eliminate any possibility that a squeeze could persist. The amount auctioned would depend upon
all the facts and circumstances, but could be in the $1-5 billion range.

Second, the Treasury could sell additional amounts of a security in a"tap" issue managed
by the FRBNY . A tap issue would involve an incremental offering of securities by the Federal
Reserve, acting as the Treasury's agent. The securities could be sold as market conditions
warranted, or the market could be given notice that, at a given spread off the yield curve, the
authorities stand ready to supply additional amountsin response to market demand.

A third option that merits further study, but that would require legislation, would be for
the Treasury to make additional supply of the securities temporarily available through securities
lending, using the Federal Reserve as agent. The advantage of this approach is that

12 potential ways of creating additional supply of an issue are discussed in detail in Appendix B.
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it isatemporary response to atemporary market imbalance, and would be neutral from the
standpoint of the Treasury's debt management - that is, it would not permanently affect the
Treasury's cash balance or the amount of outstanding debt.

The Treasury intends to select the appropriate reopening method on a case-by-case basis,
and will consider the views of market participants and others concerning the relative merits of
alternative means of reopening issues. As experience grows with approaches to reopenings, the
Treasury may modify them or develop new ones.

Other measuresto address short squeezes. Thereisawide range of additional
remedial initiatives that could be implemented to address the problem of acute, protracted market
shortages. One possible solution would be to establish a new regulatory regime, using regulatory
tools that have proved useful in the equity and derivative markets, such as enhanced position
reporting and improved audit trails. Position limitsin newly issued government securities could
also be imposed.

Such regulatory measures could be effective in deterring or alleviating short squeezes.
However, such initiatives could also raise taxpayer costs by imposing possibly unnecessary
regulatory burdens. Given the relative rarity of acute, protracted short squeezes, the ability to
identify them from easily observable market price distortions, and the need to proceed
judiciously in this marketplace, the Agencies agree that the reopening policy should be
implemented and tested before regulatory measures designed to achieve the same ends are
adopted.

Treasury Auction Issues

Background. In order to fulfill its duty to U.S. taxpayers, the Treasury must seek to
obtain financing for the U.S. Government at the lowest possible cost. That goal iswell served by
minimizing the potential for manipulative and collusive behavior in the marketplace.

In general, the Treasury believes that the current "multiple-price, sealed-bid" auction
technique has worked well, with an active when-issued market and significant customer
participation.* However, this technique, in which each successful bidder's award is made at the
yield the participant actually bid, has been criticized by some for failing to minimize financing
costs to the Treasury, aswell as for encouraging manipulative behavior in the marketplace.

In part as aresult of the incidents described above, some have perceived that auctions can
be manipulated, that collusive behavior is possible, and that insiders have an unfair advantage
over other participants. Other factors that may have contributed to this perception

13 See Appendix B for adetailed discussion of Treasury's auction technique and various other possible auction
techniques.
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include Treasury's auction rules and the auction technique itself, the information advantage
historically possessed by the primary dealers, the lack of automation in the auction process, and
the historical relative lack of publicly available transaction quotations.

Some commentators have argued that the current multiple-price Treasury auction
technique in effect forces bidders to bid through primary dealersto avoid placing bids at a level
above the market consensus. As aresult, these commentators argue, the primary dealers gain an
information advantage due to their exclusive knowledge of the intentions of the large bidders.
Moreover, until recently, only primary dealers and depository institutions could submit bids for
customers, which further strengthened the market power of primary dealers by fostering the
perception of an information advantage.

The lack of automation in the auction process may also create an appearance that market
insiders have an advantage over others. Under the current system, bidders submit bids manually
at their local Federal Reserve bank. In practice, most of the large primary dealers station
employees for this purpose in the lobby of the FRBNY . These employees receive last minute
telephone instructions and then fill in and submit the bid sheets by hand. This system presents a
logistical hurdle for bidders who might wish to bid directly rather than through a primary dealer.

Steps have been taken or will be taken to address each of these concerns.

Automation. As noted above, Treasury auctionsrely to alarge extent on a paper based,
manual system for bidding and auction administration. Greater use of automation will make the
auction process faster and more efficient, result in fewer errors, facilitate broader participation,
and assist in monitoring of compliance with auction rules. It also will enable the Treasury to
experiment more easily with different types of auction techniques.

The delay between the submission of bids and the announcement of resultsinherent in a
paper-based system may have an adverse impact on bidding, because bidders do not know for a
period of time whether their bids have been successful. As aresult, automation may also have the
effect of encouraging more aggressive bidding, to the benefit of the taxpayer.

In view of these expected benefits, the Treasury and the Federal Reserve have made the
completion of a system to permit automated bidding a high priority. A project is nearing
completion at the Federal Reserve Bank of Kansas City that will allow medium-sized and
smaller bidders to submit bids to the Federal Reserve banks electronically. This project is
expected to be completed by the second quarter of 1992.

Thereis also a project under way at the FRBNY that will permit electronic bidding by
large bidders. This project, which was under way before the Salomon events were disclosed, has
already made substantial progress and is scheduled for completion by the end of 1992. The
resulting system will be able to handle the multiple-price, sealed-bid auction technique currently
in use or a uniform-price, sealed-bid auction. It is expected that it will also be
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possible to implement the new open auction technique discussed below by early 1993, if the
Treasury determines to do so.

Auction technique. Because Treasury auctions are not automated, it has been impossible
to place all potential competitive bidders in Treasury auctions in direct communication at the
same time. Asaresult, the Treasury has used a sealed-bid auction, rather than an "open" auction
in which bidding is public and competing bidders can respond.

In addition, different bidders currently pay different prices for the same security, based on
their bids. These multiple-price awards result in what economists refer to as the "winner's curse”
- the highest bidder "wins" the auction by paying the highest price, only to find that the price
paid is higher than the consensus price, as reflected in the market. Because bidders are aware of
this' curse," they tend to shade their bids below the maximum they are actually willing to pay.

The other type of sealed-bid auction that some commentators have argued would produce
superior results for the Treasury is the uniform-price, sealed-bid auction, sometimes called a
"Dutch auction.” In this type of auction, all bidders whose tenders are accepted pay the same
price for agiven security. This priceisthe lowest of the accepted prices bid (or highest of the
accepted yields). Asaresult, some of the bidders whose tenders are accepted pay alower price
than they actually bid. At first glance, this approach might appear to produce lower revenue,
because money appears to be "left on the table." On the other hand, participantsin a uniform-
price, sealed-bid auction can be expected to bid higher prices than they would in a multiple-
price, sealed-bid auction, since there isno "winner's curse” - that is, they do not run the risk of
paying a higher price than others whose tenders are accepted. The expected revenue effects of
uniform-price auction versus current practice thus turn on the following empirical question: Is
the revenue generated from increased demand in uniform-price, sealed-bid auctions greater than
the revenue that is apparently forgone due to the difference between prices 'bid and prices paid?

Aside from revenue considerations, a perceived advantage of a uniform-price, sealed-bid
auction isthat it would eliminate much of the need for pooling information to gauge the market
consensus. Thus, the incentive for bidding through dealers would be lessened. It is argued that
this could broaden auction participation and encourage a wider range of investors to bid directly
for their own account rather than through primary dealers. This should naturally lead to less
concentration of ownership of securities awarded at auction.

During 1973 and 1974, the Treasury conducted six uniform-price, sealed-bid auctions.
The results of this experiment were inconclusive. In the August 1973 uniform-price auction of
20-year bonds, tenders received from the public were not sufficient to sell the entire issue.
However, the failure of this auction appears to have been unrelated to the auction technique.

Open auction alter native. Irrespective of whether the single-price, sealed-bid auction
would prove superior to the current practice, the Agencies believe that thereis an
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auction technique that may be superior to both types of sealed-bid auction techniques discussed
above. Thisisan ascending-price, open auction system, which will be feasible for the first time
once the auctions are automated. Auction theory suggests that, in general, Treasury revenue
would not suffer, and indeed might increase, in the switch to an open, ascending-price system.

In thistype of auction, registered dealers and other major market participants would have
terminals that are connected by telephone line (with appropriate security) to a central computer.™
The auction would begin with the Treasury announcing an opening yield somewhat above the
yield at which the security is quoted in when-issued trading. All interested parties would then
immediately submit tenders electronically for the quantity of securities they would be willing to
purchase at that yield.

Once all bids were submitted, the resulting total volume of bids at this high yield would
be announced; presumably, the issue would be oversubscribed after the first round since the yield
guoted would be higher than the when-issued yield. The yield would then be reduced, perhaps by
one basis point, and the bidding process repeated. Bidding would proceed in successive rounds -
perhaps at 10 minute intervals - with decreasing yields until the volume demanded was smaller
than the size of the issue. All participants who bid at that closing yield would receive awards, but
at the next higher yield. Those who bid in the next-to-last round but did not bid at the last round
would receive prorated awards at the sameyield.

From the viewpoint of a bidder, this decreasing sequence of yields lessens the risk to
participants of bidding too lowayield for the securities. Even if an investor had a much higher
valuation of the securities than other bidders, the bidding would stop before the yield moved
downward very far as other bidders dropped out of the bidding. The open nature of the bidding,
along with the single price outcome, should eliminate the "winner's curse.”" Further, the public
exposure of the volume of bids provides information about other bidders valuation of the
securities, perhaps augmenting overall demand.

An open auction system allows participants to react to surprise bids, turning market
forces against attempts at market manipulation. Entities attempting to comer this type of auction
are effectively forced to disclose their intentions to their competitors, as they continually bid as
the Treasury lowers the yield. This allows those not party to the attempted market manipulation -
particularly those holding short positions from when-issued trading to bid along with those who
are trying to comer the issue. Hence, the would-be market manipulators may fail to comer the
security or, at the least, find it a more expensive proposition.

14 Those not pre-registered could appear at their local Federal Reserve bank with sufficient documentation and
acceptable payment arrangements to be included in the auction through a computer hookup provided at the bank.
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By contrast, in a sealed-bid auction - of either the multiple- or single-price variety the
price reaction comes at the announcement of surprising awards, when dealers may realize that
they are caught short and react. In areal-time, open auction, that reaction occurs when the
bidding is still open, and thus the Treasury garners part of the profits of any attempted comer.

The Agencies believe that this type of auction, in combination with other
recommendations of this report, has the potential for reducing the incentives for market
participants to engage in manipulation, and would also provide assurances to market participants
that they are not seriously disadvantaged in participating in Treasury auctions. The Treasury will
be discussing this form of auction with market participants, academic experts, and others, and it
welcomes the views of all interested parties.

Auction rule changes. The Treasury has made several important changes in auction rules
and practices.

First, on October 25, the Treasury announced changes in its auction rules that eliminated
any distinctionsin those rules with regard to primary dealers. The Treasury announced that all
government securities brokers and dealers registered with the SEC would be eligible to submit
bids for customersin Treasury auctions. Previously, only primary dealers and depository
institutions were accorded this privilege. In addition, the Treasury announced the establishment
of a payment mechanism by which any competitive bidder would be able to bid without making
adeposit at a Federal Reserve bank or having an explicit payment guarantee.™ Prior to this
change, only primary dealers and depository institutions could bid without a deposit or a
guarantee in coupon auctions, and only responsible, recognized dealers and depository
institutions could do so in bill auctions.

Second, the Treasury has increased to $5 million from $1 million the maximum award to
any single noncompetitive bidder in auctions of Treasury notes and bonds. This changeis

15 Treasury, in conjunction with the Federal Reserve, has developed a standard "autocharge" agreement that
permits auction participants without a funds account at a Federal Reserve bank to pay for securities purchased at
auction. An autocharge agreement is a written arrangement by a bidder and a depository ingtitution. This
agreement, which isfiled with the appropriate Federal Reserve bank, authorizes the Federal Reserve bank to charge
the depository institution's funds account on the issue date for securities purchased by the bidder.

Autocharge agreements may be rescinded by the clearing bank up to 24 hours before settlement. Thus, risk
exists from auction date until 24 hours before settlement that a successful bidder may become unable to pay
Treasury for its auction purchases. Such an event would simply mean that Treasury would sell less of a
particular issue.

As discussed below, the Agencies are analyzing whether Government Securities Clearing Corporation, a

registered clearing agency that offers an efficient, automated clearance and settlement system, can aleviate this
concern.
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designed to encourage direct noncompetitive bidding by the smaller institutional investorsin the
government securities market.

Third, effective with the November 1991 quarterly refunding, the Treasury now publicly
releases data on quarterly borrowing needs two days prior to each quarterly refunding
announcement and before the meeting of the Treasury Borrowing Advisory Committee.
Previously, thisinformation had been released at the time of the announcement of the securities
to be offered in the refunding. As aresult of this change, the Borrowing Advisory Committee no
longer receives any information about Treasury's borrowing needs that has not already been
made public.

The Treasury has considered other potential rule changes, but has decided that they are
not currently necessary or appropriate. For example, no further changes are being made at this
time to the 35 percent rule. The Treasury believes that this rule places an appropriate limit on
auction awards.

The Treasury is not imposing any limitation on the combined amount awarded to adeaer
and the customers for whom the dealer has placed bids. Such a limitation would discourage
aggressive bidding and raise the Treasury's financing costs without providing a compensating
benefit. It would also force a dealer that plans to make alarge bid or receives an unusually high
level of customer bids to advise customers to take their auction business elsewhere. If the dealer
did not do this, the customers might find that their auction awards were reduced. Customers
should have the right to, place bids in the auction with the assistance of the dealer they prefer,
without having to worry about rationing problems due to the dealer's auction participation for its
own account or the account of other customers.

The Treasury also will not compel large bidders to place bids directly, rather than going
through a dealer. Large bidders have always had the option of placing bids directly. The
Treasury does not believe it is appropriate to deny large bidders the advice and other services
that afirm specializing in the government securities market can provide.

ThePrimary Dealer System

The primary dealer system was created (and is administered) by the Federal Reserve to
assist it in implementing monetary policy. However, the system has also served the Treasury's
crucial interest in financing the nation's deficit spending.

In order to implement monetary policy, the Federal Reserve buys and sells government
securities in the secondary market. The Federal Reserve determines the dealers with which it will
trade, and these dealers, currently 38 in number, are called primary dealers. The FRBNY requires
these dealers to meet certain criteria. Of course, each of the primary dealersis subject to
comprehensive regulatory oversight by the appropriate regulatory agency - generally, the SEC.

309-5970-92-2QL 3
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The Treasury does not determine which dealers can be primary dealers, and it does not
set any criteriafor this designation. However, the Treasury believes that the government
securities market, and hence the Treasury, have benefitted from the primary dealer system. The
FRBNY has required that the primary dealers make marketsin all maturity sectors of Treasury
securities, and that each primary dealer's share of customer trading volume must equal at least
one percent of total secondary market volume. The FRBNY also expects primary dealersto
demonstrate their continued commitment to the market for Treasury securities by bidding
meaningfully in all Treasury auctions. If adealer failsto bid meaningfully in an auction, the
FRBNY typically contacts that dealer to remind it of its so-called "underwriting” responsibilities.

The Treasury believes that the existence of a group of dealers with acommitment to the
government securities market has been of great benefit to the Treasury. The dealers underwriting
responsibilities have served to "backstop" Treasury auctions, considerably reducing the risk of
insufficient auction cover. This consideration perhaps receives less weight when market
conditions are strong, but Treasury financing requirements are unrelenting and necessitate sales
in uncertain or weak markets as well. The willingness of the primary dealers to assume
underwriting risk for the Treasury has served to ensure that, within yield levels reasonably
related to current market quotations and trading experience, enough bids are received to sell all
Treasury security offerings.

Primary dealers routingly serve as intermediaries between the Treasury and ultimate
investors. Since these dealers are in the business of developing customer business and meeting
customer needs, competition for customer businessis intense. This competition has served to
broaden the market for Treasury debt. It has helped the Treasury to sell large amounts of debt
quickly, with the knowledge that dealers will work to distribute securities to ultimate buyers.

The relationship between the Federal Reserve and the primary dealersis purely a business
relationship, and not aregulatory one. The FRBNY has required that primary dealers submit
reportsto it and permit FRBNY staff to inspect their operations and books and records.

However, the FRBNY has imposed these requirements primarily in order to assure itself that the
primary dealers meet the established requirements for primary dealership, and without any view
to regulating or taking responsibility for the overall conduct of the primary dealers.

Recent developments affecting primary dealers. The primary deaer system has
evolved over time, in ways that have significantly reduced the advantages that primary dealers
have in the government securities market.

For example, there has been a growing consensus that the information to which primary
dealers have access through the interdealer broker screens should be more widely available. One
interdealer broker - Cantor Fitzgerald - has long made its screens available through Telerate. And
beginning on June 16, 1991, information on pricing and trading
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volume from the screens of five of the other interdealer brokers became available for the first
time through GOV PX, a private joint venture. The Agencies support increased availability of
information in this marketplace, and believe that, one way or another, more information will
become available over time. As aresult, the information advantage of the primary dealers over
other market participants can be expected to continue to decline.

The proposed change to an automated, open auction system may also serve to lessen the
Treasury's reliance on primary dealersto distribute Treasury securities, if the new auction
technique results in broader direct participation in the competitive auction process. Any
information advantage that the primary dealers retain would be considerably less significant in a
single-price, open auction.

The creation of the Government Securities Clearing Corporation ("GSCC"), which
registered with the SEC in 1988 and commenced netting operations on July 7, 1989, has made
the government securities market even more efficient. The counterparty risk reduction that
netting provides has led four interdealer brokers to broaden their customer lists beyond primary
and aspiring primary dealers for the first time, to include potentially all netting members of
GSCC, some of which are not primary dealers.’® As the group of dealers that are netting
members broadens, the privilege of trading through the interdealer brokers - aprivilege which is
the product of private business decisions, not government regulation - will no longer be limited
to primary dealers.

Another development that changed the special status of primary dealers occurred on
October 25, when the Treasury announced the changes in its auction rules discussed above that
eliminated the remaining distinctions that favored primary dealers.

Additional changesin the primary dealer system. The Treasury and the Federal
Reserve believe that the primary dealer system has served the nation well for many years, but
recognize that there also have- been drawbacks. Notably, there may be a mistaken public
impression that, by setting and maintaining certain standards for its primary dealer relationships,
the Federal Reserve isin effect the regulator of the primary dealer firms. Moreover, the primary
dealer designation has been viewed as conferring a special status on these firms that carries with
it an element of "franchise value" for the dealer operation and possibly for other aspects of the
firm's standing in the marketplace. Given these concerns, and given the near-term prospect of
automation of Treasury auctions and Federal Reserve open market operations, it has become
both feasible and appropriate for the Federal Reserve to amend its dealer selection criteriato
provide for amore open system of trading relationships. The Federal Reserve still plansto
exercise the discretion that any responsible market participant would demand to assure itself of
creditworthy counterparties who are prepared to serve its needs.

16 Cantor Fitzgerald has permitted trading access for customers that are not primary dealers for a number of
years.
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One feature of the amended criteriais that existing aswell as new primary dealerswill no
longer be required to maintain a one percent share of the total customer activity reported by all
primary dealersin the aggregate.

All primary dealers will continue to be expected to (1) make reasonably good markets to
the FRBNY's trading desk; (2) participate meaningfully in Treasury auctions; and (3) provide the
trading desk with market information and commentary.

New primary dealers must be commercia banking organizations subject to official
supervision by U.S. federal bank supervisors or broker-dealers registered with the SEC. The
dealer fll1l1s and the entities controlling the dealer fll111s must meet certain minimum capital
standards (these are spelled out in the appended FRBNY statement on Administration of
Relationships with Primary Dealers; see Appendix E).

For the time being, the number of additional primary dealers will be relatively limited by
resource constraints on the FRBNY 's trading desk operations. Following the implementation of
automated trading, further expansion in the number of primary dealers will be feasible.

While continuing to seek creditworthy counterparties, and while enhancing its market
surveillance capabilities, the FRBNY plans to discontinue the "dealer surveillance” now
exercised over primary dealers through the monitoring of specific Federal Reserve standards and
through regular on-site inspection visits. The FRBNY will expect to receive periodic reports on
the capital adequacy of primary dealers, just as any other responsible market participant should
expect to receive such reports.

Primary dedler firms that are convicted of felonies under U.S. law or that plead guilty or
nolo contendere to felony charges relating directly or indirectly to their business with the Federal
Reserve will be subject to suspension as primary dealers.

Taken together, these changes are designed to facilitate an orderly and gradual moveto a
more open system of primary dealer relationships with the FRBNY, while preserving beneficial
characteristics of the current system. Over time, the implementation of automated systems for
Treasury auctions and Federal Reserve open market operations may well provide the room for
still further changes. However, the desirability of further changes will have to be evaluated
against the experience with these changes and the need to preserve both the efficiency and
flexibility of Federal Reserve monetary policy operations, and the liquidity and efficiency of the
market for U.S. government securities.

Other Regulatory Issues
L arge position reporting. When market problems such as short squeezes occur, the

Treasury and the FRBNY rely on major market participants for information concerning market
developments. While the Treasury and the FRBNY believe that major market
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participants will continue to provide such information, the Treasury, the FRBNY', and the SEC
believe that backup legal authority for the government to compel disclosure of certain
information is appropriate given the changes that are taking place in the government securities
market. These changes include the evolution of the primary dealer system and the growing
presence of anew set of large, relatively unregulated participants in the market - a group
commonly called “hedge funds.”

The Agencies believe that other measures announced in this report, including particularly
the change in Treasury's reopening policy and potential changes in its auction technique, make
acute, protracted short squeezes far less likely to occur in the future. The Agencies also believe
that the new reopening policy will probably make it unnecessary to impose a system of large
position reporting on the marketplace. However, the Treasury, the FRBNY', and the SEC believe
that legidlation should be enacted to clarify and broaden Treasury's rulemaking authority under
the GSA to authorize the Treasury to make rules requiring holders of large positionsin Treasury
securities, including when-issued positions, to report this information to the regul atory
authorities.’” Such rulemaking authority would only be used if market problems persisted despite
the other actions being taken.

Unlike section 13(d) of the Exchange Act, which requires beneficial owners of more than
5 percent of a corporation's equity to make a public disclosure of thisinformation, any position
reporting concerning Treasury securities would not be publicly disclosed. Thereis no intention to
force market participants to disclose their trading strategies, and there would not be a
presumption that the mere fact of holding alarge position is evidence of manipulative or other
illegal intent. The purpose of such reporting, if necessary, would be similar to the purpose of the
position reporting in the commodity futures markets - it would enable government agencies to
monitor market developments and have early warning of potential problems.

The Federal Reserve Board believes that large position reporting authority is
unnecessary, particularly in light of the new policy on reopening securities issues. Once backup
authority was granted, it might be difficult to resist activating that authority as a precautionary
step. Large position reporting would impose costs on the marketplace and could cause some
investors intent on protecting the confidentiality of their investment strategies to move their
business offshore or to limit their participation in this market, raising the cost of financing the
federal debt and yielding little net gain in avoiding disruptions in this market.

The Agencies believe that, if there is to be authority to require large position reporting,
the Treasury is the appropriate agency to receive that authority.

Y The Agencies do not believe that reporting of large trades appears to provide a desirable means for interested
government agencies to discover the causes of any market difficulties or pricing anomalies.
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Surveillance and regulation. Adequate surveillance of the government securities market
is necessary if regulators are to detect and address disorderly market conditions and
manipulation. Timely and accurate information is essential to effective surveillance and
regulation of the government securities market. Each of the Treasury, the SEC, the Federal
Reserve Board, and the FRBNY has access to different types of information about the
government securities market, and each has different abilities to require market participants to
furnish information. Surveillance and regulation of the government securities market will
therefore require a high level of cooperation among the responsible authorities.

Some information about the government securities market is aready being shared among
the Agencies. For example, the FRBNY now prepares daily reports concerning significant
market devel opments that are distributed to the SEC, the Treasury, the Federal Reserve Board,
and the Commodity Futures Trading Commission ("CFTC"). These reports, which combine
readily available market information with market-sensitive analyses, have improved the ability of
the Agencies to monitor developments in the government securities market.

The current level of information provides a helpful start, but more information must be
shared among the Agencies over time to assure effective surveillance. To thisend, the Agencies
have formed a surveillance working group to determine what types of information are needed for
surveillance purposes, to develop mechanisms for collecting and disseminating that information
to all of the Agencies, and to coordinate surveillance systems and procedures covering the
government securities market.

The working group has been devel oping a framework for enhanced market surveillance
for Treasury securities. Under this framework, the Agencies would develop a consensus on the
types of datato be used in such a program, allocate responsibilities within the working group for
surveillance and investigatory efforts, and establish parameters for inquiries and procedures to
facilitate interagency information sharing and coordination.

The basis for any market surveillance program is collection and analysis of arange of
market data. The Agencies believe that it would be appropriate that this data collection and
monitoring function be conducted in the first instance by the FRBNY, which currently performs
this function. The FRBNY would transmit this information promptly to the Federal Reserve
Board, the SEC, and the Treasury.

In order better to fulfill this responsibility, the FRBNY plans to expand its current market
data collection program. At present, some market data on prices, yields, and trading volume are
received directly from automated systems operated by vendors. In addition, the FRBNY collects
market information through daily telephone surveys of primary dealer operations. Deal er-
specific transaction and position information is obtained through a series of weekly and daily
reports.
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In order to enhance its surveillance capabilities, the FRBNY plansto review and expand
these data sources and develop automated feeds of market data to run computer exception
reports. In assessing additional data requirements, the Agencies recognize that the need for
regular and detailed position and transaction data is lessened to the extent that reopenings are
effective in discouraging acute, protracted price anomalies. Such data will be more useful in
particular instances in which misconduct or manipulation may have occurred.

The expanded program of data collection islikely to involve revisions to the reports that
are currently submitted on adaily basis by primary dealers showing their gross long, gross short,
and net positions in when-issued securities. These revisions could include: (1) expansion of the
reporting period beyond the when-issued period up to the commencement of when-issued trading
in the next security of the same initial maturity; (2) enhancement of information on related
positions in options and forward contracts; and (3) information on related activity in the
financing market. In addition, an effort will be made to capture relevant information on positions
in Treasury futures.™® Of course, as additional experience is gained with the surveillance system
and as other recommendations in. this report are implemented, consideration may need to be
given to modifying the reports, perhapsto include additional information such as aggregate
customer positions.

Such revisions cannot be implemented overnight. The working group must agree on the
precise formats and reporting thresholds that will be utilized, and regulatory requirements for
revised reporting programs must be satisfied. In addition, new automated systems to process this
information must be developed. As aresult, actua implementation of this new systemis
expected to take approximately one year. In the interim, therefore, the FRBNY will utilize
existing reporting requirements, to the extent possible, in order to collect position and transaction
information on an ad hoc basis to carry out surveillance inquiries into questionable market
activity.

Separately, the working group is developing a framework to ensure that surveillance
operations and inquiries into suspicious market developments are conducted systematically.
Reports on surveillance exceptions, investor complaints, and trading inquiries will be distributed
among the working group members in agreed-upon formats on pre-determined schedules. Every
effort will be made to ensure that al relevant information is shared among the Agencies, and that
inquiries and investigations are thorough and well-documented prior to their resolution. In
addition, senior staff of the Agencieswill coordinate through regular meetings in order to keep
track of significant market developments that might affect surveillance programs and any other
related matters.

Audit trails. Audit trails are the primary surveillance tools produced and used by self-
regulatory organizations ("SROs") to detect manipulation or fraudulent or illegal trading in the
equity and options markets, and for investigative purposesin disciplinary proceedings.

8 Thiswill permit increased surveillance by the SEC and CFTC for possible intermarket trading abuses
involving the cash and futures markets in Treasury securities.
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They are automated, time-sequenced records of information pertaining to trades in securities.
This computerized information permits SROs to sift through voluminous trading data to detect
potential trading abuses and provides time-sequenced information on transactions that may
reveal intermarket abuses. The GSA did not grant authority to set up asimilar audit trail system
for government securities transactions.

Treasury and Federal Reserve position on audit trails. The Treasury and the Federal
Reserve do not believe that a strong case has been made for an audit trail system to be imposed
on the government securities market. Given that the government securities market is less
vulnerable to the types of insider trading and other abuses that occur in the equities and
derivatives markets, the Treasury and the Federal Reserve do not believe that it has been
demonstrated that sufficient benefits would accrue to the SEC in its enforcement activities to
outweigh the costs of establishing and maintaining an automated audit trail system. The Treasury
and the Federal Reserve also believe that improvementsin transparency in the government
securities market and other measures discussed in this report designed to make significant short
squeezes even less likely reduce the value of an automated audit trail.

SEC position on audit trails. The SEC believes that audit trails would be a valuable tool
in conducting surveillance of the government securities market and in enforcing the rules that
govern the market's operation. At present, the SEC can only monitor unusual price or yield
movements in Treasury securities through its market data and news retrieval systems, and
through the summary market data provided by the FRBNY . As aresult, the SEC's information
regarding the government securities market is not comprehensive and is clearly inferior to the
information that is available to the SEC and the SROs with respect to the equity and options
markets. Indeed, the conduct of the SEC's investigation of Salomon was made more difficult by
the absence of comprehensive audit trail data.

The SEC recognizes that, because of the government securities market's unique
characteristics, regulatory tools that are appropriate in other securities markets may need to be
tailored to fit the government securities market, and that any regulatory measure proposed for the
government securities market should be evaluated carefully on a cost/benefit basis prior to
implementation. As aresult, the SEC is not convinced that the full equity market audit trail need
be replicated in the government securities market at this time.

However, the SEC believes that an audit trail system for the government securities
market would not need to be expensive or burdensome on market participants. In particular, the
SEC believes that a partial audit trail could be constructed by combining transaction information
from GSCC with price and volume information from GOVPX (and perhaps Cantor).™ Such a
partial audit trail would not involve significant expense to market participants, and the process
would be nearly invisible from their point of view.

19 GovPX was not des gned to provide regulators with the types of detailed, party-specific information
provided by audit trailsin the stock and options markets. GOVPX is not an audit trail for regulatory purposes.
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The SEC believes that creation of this sort of audit trail in the government securities
market could provide significant benefits in terms of improved oversight and surveillance, and
that there should be legidative authority for the SEC to effectuate an audit trail system.
However, to the extent that trading in government securities becomes significantly more
transparent, and given the Treasury's intention to reduce the potential for short squeezes by
reopening Treasury issues when necessary, the SEC believes that the desirability for new
legidlative authority concerning audit trails would be reduced, but not eliminated.

Internal controls. It is essential that firms conducting a government securities business
maintain an effective system of internal controls and supervisory procedures. Recent eventsin
the market, however, have cast doubt on the effectiveness of internal controls employed by
certain government securities brokers and dealers.

Existing SRO rules require each member to establish an internal supervisory system that
includes a requirement that it maintain and enforce written procedures for conducting its
business. Once legislation is enacted concerning misleading written statements to issuers of
government securities, SRO authority in this area would explicitly extend to Treasury auctions
and primary distributions of GSE securities. Enactment of this legislation would accomplish the
desired extension to Treasury and GSE securities of requirements for appropriate written
procedures to implement adequate internal controls. It would then be superfluous to enact
additional legislation to mandate internal controls.

Transparency. An important characteristic of fair and efficient marketsis transparency,
defined as the degree to which real-time trade and quotation information and other market-
related information, such as information about the depth of the market, is available to all market
participants.

Transparency isimportant for several reasons. Availability of market information serves
the public interest because it ensures that a broad spectrum of market participants can obtain
current, accurate information concerning market conditions, thus fostering the integrity,
competitiveness, liquidity, and efficiency of the market. The derivative markets are also
strengthened by the availability of timely and accurate information on the underlying securities
used for pricing and hedging strategies. Further, access to accurate market information enhances
the ability of regulatory examiners and independent auditors to carry out their respective
responsibilities to ensure that securities transactions and positions are priced appropriately.
Finally, transparency enhances customer protection, since customers are in a better position to
determine actual or potential prices for securities and to evaluate the fairness of trades.

In acompletely transparent market, all market participants have equal and immediate
access to all firm quotations, including the size of those quotations, as well as reports of prices
and volumes on all trades effected in the market. Of course, compl ete transparency represents a
theoretical model that has not been achieved in any market. Of all securities
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markets, the level of transparency is probably highest in the U.S. equity markets.® In contrast,
there is substantially less market data publicly available for U.S. debt markets, including the
government securities market.

Interdealer broker quotations and trade reports currently represent the best source for
deriving market prices for government securities, because they include the current bids and
offers of the primary and many other large active dealers, the principal market makersin the
government securities market. The Agencies believe that all useful information on the screens of
the interdealer brokers should be made available to the public, either through GOVPX or
otherwise.

Recent developments in transparency. Significant progress was made during 1991 in
increasing information access in the government securities market. A private sector initiative - a
joint venture known as GOV PX, Inc. - became operational on June 16, 1991. GOV PX
disseminates real-time price and quotation information on all Treasury bills, notes, and bonds on
a24-hour, global basis. The system provides information regarding all trading of Treasury
securities (other than zero-coupon instruments) that is executed through five interdealer brokers.
The information disseminated is a composite picture of the trading activity, showing executed
trade prices, volume of executed trades, best bids and best offers, and running aggregated
volumes traded for each security on adaily basis. Thisinformation is provided to on-line vendors
for distribution to the public.

While GOVPX isapromising step, it has deficiencies. For example, it does not provide
the size associated with published bids and offers; it does not allow usersto capture the data or to
apply financial analytical techniques; and it does not include information on stripped Treasury
securities or on non-Treasury government securities. In addition, the Agencies recognize that
even agreatly expanded GOV PX system has certain inherent limitations in its coverage of the
Treasury market. GOV PX was not designed to cover all trading volume, only trading volume
effected through contributing interdealer brokers.?* It does not report trading volume among
primary dealers or between a primary dealer and a customer, such as a hedge fund, that is not
effected through an interdealer broker. Thus, a substantial amount of market activity is not
reflected in GOV PX reports. However, despite its limitations, GOVPX is an important step
forward in bringing increased transparency to the Treasury market.

D Eora large percentage of equity securities traded in the United States, all current, sizable quotations are
immediately disseminated to market data subscribers, and trade reports are required to be reported and disseminated
within 90 seconds of execution, although the average is around 10 seconds.

% One of the major interdealer brokers, Cantor Fitzgerald, Inc. (“Cantor”) has made its price information
available to the public through Telerate Systems, Inc. ("Telerate") since the early 1970s. Telerate disseminatesto its
customers the same information that Cantor disseminates to the dealers that trade through Cantor. While Cantor does
not report trades to GOV PX, and GOVPX is not available through Telerate, market participants who subscribe to
both GOVPX and Telerate are able to obtain quotation information from all but one of the interdeal er brokers.
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In aletter to GOVPX's Board of Directors, dated October 25, 1991, the Treasury strongly
encouraged GOV PX to address certain of these deficiencies and urged that all useful interdealer
broker screen information be made available to the public as promptly as possible.

Treasury and Federal Reserve position on transparency. The Treasury and the Federal
Reserve believe that the transparency problem in the government securities market has been
greatly alleviated, and that the private sector initiatives already under way should be allowed
additional time to develop before any new rulemaking authority is deemed necessary. The two
Agencies therefore support S.1247, which calls for ajoint Treasury/SEC/Federal Reserve Board
evaluation of private sector initiatives regarding the dissemination of price and volume
information.

The Treasury originally proposed that it be granted rulemaking authority in thisareain
order to ensure that private sector initiatives, such as GOV PX, continue to take further steps to
disseminate government securities price and volume information. However, for now, the
Treasury accepts the judgment of the Senate in passing S.1247 that adequate private sector
solutions are likely to be found without the need for additional federal regulation. The
commencement of operations by GOV PX in June was an important factor in Treasury's decision
to support the Senate approach. The continued positive response of the industry in enhancing
transparency will be an important determinant of whether the Treasury eventually comes to
support additional regulatory authority in this area.

SEC position on transparency. The SEC supports legislation providing it with backstop
authority to adopt requirements for dissemination of data concerning transactions in government
securities where private efforts, such as GOV PX, do not meet standards established in
legislation. In order to enable the SEC to respond to structural shiftsin the market, including
either a consolidation of brokerage firms or a move to direct dealer to dealer trading, the SEC
believes that the backstop authority should be broad and flexible.

The SEC believes that markets are stronger and less susceptible to manipulation and
unfair pricing when there is broad public access to real-time pricing information. Furthermore,
access to more complete pricing information would enhance fair competition among primary and
secondary dealers by increasing the ability of secondary dealersto quote competitive markets.
The SEC further believes that there should be authority to collect pricing information from all
government securities brokers and dealers. This should include both dealer quote and trade
information, including price and volume on all government securities.

Private sector initiatives to provide this information are, of course, preferable to
regulatory solutions. In recent months, GOV PX has made progress in improving the
transparency of the government securities market. Without backstop legislation, however, the
SEC believes that the impetus for further improvements could diminish. With backstop authority,
if GOVPX or other private efforts prove unreliable or inadequate in delivering
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valuable market data, the SEC could act to ensure adequate information is available to all market
participants.

The SEC believes that it should be the agency to exercise this authority, because it
already exercises similar, though more extensive, responsibility for overseeing alarge number of
electronic trading and reporting systems. Its experience and expertise would enable it to monitor
the development of private sector systems with largely existing capability and without significant
additional cost. The SEC also has the existing expertise to take any necessary action should
GOVPX or other private efforts prove inadequate. Any alternative would result in one agency
exercising oversight over transparency in every market but the government securities market.

Sales practice and other SRO rules. The imposition of sales practice rules on the
government securities market has been controversial. The Agencies were not able to develop a
common position on this subject. The Treasury and the SEC agree that this market should have
sales practice rules, but they disagree on precisely how such rules should be implemented. The
Federal Reserve does not believe that the necessity for sales practice rules has been
demonstrated, but would not oppose removal of the prohibition on the National Association of
Securities Dedlers ("NASD") applying its sales practice rules to government securities.

Treasury position on sales practice rules. The government securities market is the only
regulated securities market in which not all brokers and dealers are subject to sales practice rules.
The Treasury's concern in this areais not for the large, institutional investors, who should be
expected to have the ability to judge the suitability of particular securities, but for the smaller,
less sophisticated customers who are attracted to the government securities market because of
their desire for safe and secure investments. Adding to this concern is the proliferation in the
market of instruments that are far riskier than the traditional Treasury and agency securities on
which they are based. These instruments include mortgage-backed securities and real estate
mortgage investment conduits ("REMICS") issued or guaranteed by government agencies or
GSEs, zero-coupon instruments such as STRIPS, agency mortgage-backed securities stripped
into interest-only ("10s") and principal-only ("POs") pieces, and over-the-counter options on
government securities. Many of these securities are backed by a U.S. government guarantee or
are highly rated by nationally recognized statistical rating organizations, and are attractive due to
their apparent higher returns. However, unsophisticated investors may not fully understand their
complexity, risks, and speculative nature. In addition, it is necessary to prevent unscrupulous
persons, who may have operated in other markets, from gravitating to the government securities
market.

The Treasury supports the regulatory structure for sales practice rules set out in S1247,
which in its view reflects a balanced and appropriate role for each of the regulatory agencies.
The primary rulemaking powers pertaining to such rules for financial institution brokers and
dealers and members of registered securities associations rest with the appropriate federal
financia institution regulator and the NASD, respectively. This approach utilizes the
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expertise and experience of the bank regulatory agencies and the NASD in implementing and
enforcing sales practice rules that are in place for other markets. Additionally, the Treasury
believes that the regulatory structure of S 1247 preserves the SEC's oversight role for self-
regulatory organizations.

By permitting sales practice rules to become effective only if the Treasury has not
determined that the rules would "adversely affect the liquidity and efficiency of the market for
government securities’ or "impose any burden on competition not necessary or appropriate,” this
regulatory framework also ensures that the Treasury retains an oversight role, consistent with the
regulatory approach set out in the GSA. This structure is appropriate given Treasury's interest in
minimizing the cost to the taxpayer of financing the public debt by maintaining the liquidity,
efficiency, and integrity of the government securities market. A Treasury oversight role would
also help to minimize disparitiesin sales practice rules for the various types of brokers and
dedlers.

SEC position on sales practice rules. The SEC believesit would be appropriate to extend
normal sales practice standards and other NASD rules® to transactions in government securities
by removing the statutory restriction on NASD authority in the government securities market.
The SEC does not oppose granting the appropriate regulatory agencies for financial institutions
the authority to adopt similar sales practice rules governing transactions in government
securities.® First, expansion of the NASD' s authority is consistent with Congress's preference
for self-regulation of the securities markets.* The NASD already has experience in the sales
practice area and maintains an ongoing relationship with its members. Second, this approach is
the most cost-effective means of preventing sales practice abuse. Sales practice abuses are not
security-sPecific, and existing sales practice rules may be sufficient without significant
modifications. The extension of these rules to the government securities market would reduce
training and compliance burdens because basic sales practice rules are already known and
understood by the sales forces of integrated securities broker-dealers. Of course, the existing
NASD rules could, if necessary, betailored

2 The SEC believes that, in addition to sales practice rules, the NASD should be free to apply other types of just
and equitable principles of trade and anti-fraud rules to the government securities activities of its members. In
addition, the SEC believes that the NASD should be authorized to adopt appropriate other rules for the government
securities markets. Examples of such rulesinclude fidelity bonding requirements and qualification and testing
requirements, which would allow the NASD to assure that personnel associated with member firms had the requisite
knowledge to comply with sales practice and fmancial responsibility rules.

23 The SEC also does not oppose provisionsin H.R. 3927 introduced by Chairman Markey and other members
of the House Subcommittee on Telecommunications and Finance that would amend Section 15(c)(2) of the
Exchange Act to remove the exemption for brokers and dealersin government securities from rules designed to
prevent fraudulent and manipulative acts. Such authority, together with the rulemaking authority under Section
10(b) of the Exchange Act, would permit the Commission to adopt effective antifraud and antimanipulative rules, if
necessary .

24 See Securities Industry Study Report of the Subcommittee on Securities, Senate Committee on Banking,
Housing & Urban Affairs, S. Doc. No. 93-13, 93rd Cong., 1st Session 149 (1973).
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to the specific market conditions and specific types of abuses that may occur in the government
securities market. Finally, the principle of "functional regulation,” which the SEC has long
supported,? suggests that for purposes of NASD rules government securities should not be
treated differently from other types of securities. As aresult, the SEC believes that the statutory
prohibition on application of NASD rules (including sales practice rules) to the government
securities market should be lifted, so that all securities receive equivaent treatment (and all
customers receive equivalent protection) under the NASD's rules.

The SEC opposes the provisions in Senate bill S.1247 that would permit sales practice
rules to become effective only if the Treasury has not determined that the rules would "adversely
affect the liquidity and efficiency of the market for government securities" or "impose any
burden on competition not necessary or appropriate.” Such provisions give the Treasury aveto
over the actions of independent financial regulators in connection with the exercise of new sales
practice rulemaking authority. Thiswould set a negative precedent of direct intrusion into the
decisions of independent regulators. This veto provision has been opposed by the Chairmen of
the SEC, the Federal Reserve, and the Federal Deposit Insurance Corporation on these grounds.
The Treasury's legitimate interest in financing the debt at the lowest possible cost to federal
taxpayers could easily be recognized through consultation requirements associated with the new
rulemaking authority. The SEC, an independent financial regulator, shares the Treasury's concern
with the liquidity and efficiency of the markets and believes it has established an excellent record
of carrying out consultation and coordination requirementsin other federal laws.?® For example,
the SEC routinely consults with the banking regulatory agencies regarding proposed rule changes
for the clearance and settlement of securities and SEC rule proposals for lost or stolen
securities.””

Federal Reserve position on sales practice rules. The Board of Governors believes that a
decisive case has not yet been presented for adding statutory requirementsin this area.
Nevertheless, the Board would not oppose a modest broadening of current law, with adequate
safeguards.

If Congress believes that a provision for sales practice rules is a necessity, perhaps the
least costly and most responsive added measure would be a simple removal of the prohibition on
the NASD applying its sales practice rules to government securities transactions. That

2 As ageneral matter, the SEC believes that functional regulation can provide important benefits by promoting
efficiency, effectiveness, and consistency. Testimony of Richard C. Breeden, Chairman, SEC, before the
Subcommittee on Securities, Committee on Banking, Housing and Urban Affairs (June 12, 1991).

26 | etter from Alan Greenspan, Chairman of the Board of Governors of the Federal Reserve System, Richard C.
Breeden, Chairman of the Securities and Exchange Commission, and L. William Seidman, Chairman of the Federal
Deposit Insurance Corporation, to the Honorable Christopher J. Dodd, Senate Securities Subcommittee, Committee
on Banking, Housing and Urban Affairs, dated July 19, 1991.

% See 15 U.S.C. § 78¢-1(d)(3).
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change would bring NASD firmsinto line with what is already the case for New Y ork Stock
Exchange member firms, extending sales practice rules to all nonbank brokers and dealers. In
this process, which would in essence take place with oversight by the SEC, the Federal Reserve
would favor substantive consultation and cooperation with the Treasury as the primary regul ator
of this market. In general, the Federal Reserve favors consultation and cooperation and opposes
the granting of veto powers over other agencies' regulations in this market.

GSCC enhancements. GSCC has the potential to provide the basis for further
improvements to the government securities market.

(1) Repo processing. The market for repurchase and reverse repurchase agreements could
benefit from automated comparison. GSCC could benefit the market by offering a system that
clearly defines which stage of the transaction is occurring (e.g., opening, closing, setting up a
reverse repo or closing areverse repo) and that automatically generates a comparison of the
transaction.?® Such a service, if capable of capturing a high percentage of repo transactions,
could enable regulators to obtain data on repos as necessary for surveillance purposes at little or
no cost to market participants.” The Agencies urge GSCC to develop efficient processing
systems for market participants' repo activity.

(2) More trades in the net. The benefits of netting are greater as more trades are included
in the net. In addition, as more trades are included in GSCC's netting system, alarger percentage
of market trades become guaranteed trades, thereby freeing members from certain counterparty
risk associated with those trades. To this end, GSCC is planning to include more types of trading
activity in the netting process and to expand its membership. Specifically, GSCC has proposed to
add yield-based trades and auction take-down activity to the netting process. The Agencies agree
that the benefits of netting should be expanded to a greater universe of trades.

(a) Yield-based trades. The SEC recently approved GSCC's proposal to include
yield-based trades in the netting system beginning in January 1992.%° By including yield-based
trades in the netting system, members will enjoy the credit protections of GSCC's trade guarantee
for their yield-based trades sooner than under the current procedure, whereby

%8 Some cleari ng agencies currently offer repo processing services. For example, DTC operates a Repo
Tracking System that is designed to ensure that distributions on the securities underlying the repo are paid to the

proper party.

29 Activity in the government securities repo market is sizable. Centralized repo processing would give
regulators a truer picture not only of the government securities market, but also of each market participant's total risk
profile, enabling GSCC, other clearing agencies, and regulators to refine their risk reduction policies.

%0 Securities Exchange Act Release No. 29732 (September 24, 1991), 56 FR 49937. In order to include yield-

based trades in the netting system, GSCC will convert the yield trades into priced trades at the time of comparison.
To convert, GSCC will use astandard Treasury conversion formula.
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compared yield-based trades are deleted from the system and re-submitted for netting after the
Treasury auction.

(b) Auction take-down activity. Another type of trading activity that GSCC could
include in the netting process is auction take-down activity. GSCC has proposed that its services
be used in connection with the delivery of auction purchases. Under its proposal, GSCC would
accept and report in its comparison system data on securities purchases made at auctions by
GSCC netting members, net the purchases with when-issued trades of such membersin the same
securities through the netting system, and assume responsibility for the delivery of the purchased
securities through GSCC's clearing mechanism.*! If this proposal isimplemented, additional
information on the overall distribution process required to settle Treasury auction purchases and
on the true net settlement positions of members during a when-issued period would be available
at GSCC.

GSCC's proposal is especially significant in light of the risk to the Treasury resulting
from the auction settlement process and the use of autocharge agreements. GSCC's proposal
would reduce the risk to the Treasury to the extent that GSCC assumes responsibility for auction
purchases that are netted against when-issued sales.

(3) Increasing membership. Currently, a significant number of GSCC's netting members
are primary dealers, aspiring primary dealers, and interdealer brokers. GSCC representsthat it is
actively developing changes to its membership standards to admit a second tier of market
participants beyond these entities. GSCC believes thistier of potential members is composed of
two categories of market participants: a small group of arbitrage firms and registered or noticed
government securities brokers and dealers. Interest from the second group principaly isto meet
the government securities needs of their retail equity customers. The Agencies believe that
GSCC should accelerate its efforts to expand membership to more government securities brokers
and dealers.

(4) Confirmation systems for institutional customers. Ideally, centralized comparison
systems might be adapted and expanded to include non-dealer, institutional customers.

31 Gsce has refined its proposal so that any Treasury auction purchase by a netting member - whether
competitive or noncompetitive in nature and whether or not for a customer - automatically would be delivered to
GSCC's clearing bank and encompassed within GSCC's net. GSCC would allocate auction deliveriesto allow for the
most complete netting process and to ensure timely delivery so that each member would take , possession of the
entire amount of its auction purchases that it needs on the morning of issue date.
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Comparison systems for institutional customers generally offer automated confirmation® and
affirmation services.

Although GSCC does not yet offer centralized, automated confirmation and affirmation
systems, such systems exist today at other clearing agencies. With adaptation or change, these
systems could be expanded to include government securities trades involving institutions. For
example, the Depository Trust Company's ("DTC")* Institutional Delivery ("ID") and
International Institutional Delivery ("11D") Systems provide automated confirmation and
affirmation services to brokers, banks, and institutional customers.® The Agencies urge GSCC to
explore with DTC whether benefits would accrue to government securities market participants if
GSCC and DTC were to provide them with access to existing confirmation and affirmation
systems.

[11. Gover nment-Sponsored Enterprise | ssues

In connection with the investigation of unlawful behavior in the government securities
market, certain misconduct has been revealed in the primary market for GSE securities. Many
members of GSE selling groups submitted inflated indications of customer interest to the fiscal
agents for GSE securities. This practice had persisted for a significant period of time.

To address this situation, the Agencies recommend adoption of an amendment to the
Exchange Act, discussed above, that would make it an explicit violation of that Act to provide
misleading written information in connection with a primary offering of any

*n atypical ingtitutional trade, the customer's executing broker must confirm the terms of the trade in
writing to the investment manager.' See 17 C.F.R. § 240.10b-10.

33 | the confirmation conforms to the investment manager's records of the customer's ordered trades, the
investment manager must issue instructions (affirmation) to the custodian bank authorizing the receipt or delivery of
securities against payment to or by the broker.

¥ DpT1Cis aregistered clearing agency and the largest securities depository in the United States.

% Adapting DTC'sID or 11D Systems for use in the government securities markets would mean that
dealers who participate in GSCC might be required to interact with more than one clearing agency to compare their
government securities trades. It might be possible, however, for GSCC to act as a conduit for its members, by
accepting trade data from them and transmitting the datato DTC for confirmation processing. Output from DTC
could be transmitted to GSCC for distribution to its members.

DTC would need to adapt the ID system in at least one way in order to accommodate the need for earlier
confirmations in the government securities market. Currently, the ID system trade input isin batch form and is
processed only once aday - too late for the needs of the government securities market. Plans to enhance the ID
system are under discussion. The IID system currently uses a multi-batch system that could accommodate earlier
confirmations that would be useful for government securities trades.
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government security. Although deliberate misstatements to GSEs or their fiscal agents are
already covered by the general antifraud provisions of the securities laws, adoption of such a new
statutory provision would highlight the importance of compliance in this area and facilitate SRO
compliance reviews.

Exempt Status of GSE Securities

The Agencies believe that the exemptions under the federal securities laws for equity and
unsecured debt securities of GSEs should be eliminated.® The securities of GSEs are generally
exempt from registration and are treated as government securities for purposes of the federal
securities laws.

Securitiesissued by the U.S. Government are exempted from certain provisions of the
federal securities laws, due primarily to the credit quality of the securities, which eliminates the
need for disclosure of information relating to the financial condition of the issuer. Unlike
Treasury securities, however, the securities of GSESs do not have a government guarantee (except
for the obligations issued by the Farm Credit System Financial Assistance Corporation). Indeed,
in many cases Congress has been careful to specify explicitly that securities of a particular GSE
are not guaranteed by the U.S. Government, and in other cases it has required GSEs to disclose
that fact to the public. The debt securities of GSEs normally are priced in the market at a spread
over the rate on Treasury securities of similar maturity, in order to compensate for lower
liquidity than Treasury securities and for the implicit risk that the U.S. Government might not
honor the debt obligations of a GSE that was unable to meet its obligations. Debt securities
issued by GSEs thus do not have the unquestioned credit quality that justifies the exemption for
government securities under the federal securities laws.

The case is clearest with respect to equity securities of GSEs. All the GSEs except for
one small entity are now completely privately owned, and the value of GSE equity securities
rests primarily' on their financial condition and value as going concerns. Therefore, investors
need the same basic financial and operational information about GSEs as they would need from
any company in order to evaluate the merits of an investment in its equity securities. All this
information should be provided in the same form, and under the same time frames, as for similar
securities of other issuers. For these reasons, the Agencies support repeal of the exemption of
GSE equity and unsecured debt securities under the federal securities laws.

% Any legislation should make clear that such securities would maintain their current eligibility for usein repo
transactions and for trading by government securities brokers and dealers that have registered or filed notice under
section 15C of the Exchange Act.
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APPENDIX A

BACKGROUND ON THE TREASURY SECURITIESMARKET



1. Characteristics of the Primary Market

The public debt amounted to $3,665 billion on September 30, 1991, including $2,114
billion of marketable securities held by private investors." Nonmarketable Treasury securities
(including those issued directly to federal trust funds), United States savings bonds, state and
local government series securities, and marketable securities held by federal government
accounts and the Federal Reserve System comprise the rest of the public debt.

Size of borrowing needs. The Treasury has auctioned large amounts of marketable
Treasury securitiesin the past ten years. In fiscal year 1981, Treasury sold over $670 billion of
marketable Treasury securities. By fiscal year 1991, this figure had increased to over $1.7
trillion. Aslong as there is a budget deficit, the amount of securities the Treasury isrequired to
sell will tend to increase, not only to raise funds to cover the shortfall between receipts and
expenditures, but also to refinance maturing debt.

Evolution of Treasury financing techniques. The Treasury has employed auctions for
Treasury bills since the securities were introduced in 1929. Since then, the only major
modifications to bill auctions have been a provision for noncompetitive bidsin 1947 and a
changein 1983 to receiving bids on the basis of yield (bank discount basis) rather than price.

Prior to the early 1970s, the traditional methods for selling notes and bonds were
subscription offerings, exchange offerings, and advance refundings. Subscriptions involved the
Treasury setting an interest rate on the securities to be sold and then selling them at afixed price.
In exchange offerings, the Treasury would allow holders of outstanding maturing securitiesto
exchange them for new issues at an announced price and coupon rate. In Some cases, new
securities were issued only to holders of the specific maturing securities; in others, additional
amounts of the new security would be issued. Advance refundings differed from exchange
offerings in that the outstanding securities could be exchanged before their maturity date.

A fundamental difficulty with subscription offerings was that market yields could change
between the announcement of the offering and the deadline for subscriptions. Increased market
volatility in the 1970s made fixed-price subscription offerings very risky for the Treasury.

A modified auction technique was introduced in 1970, in which the interest rate (coupon
rate) was still preset by the Treasury, and bids were made on the basis of price. Setting the
coupon rate in advance, however, still involved forecasting interest

! Privately held marketable securities exclude holdings of federal government accounts, such as the Social
Security trust funds, and holdings of the Federal Reserve System.
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rates, with the risk that the auction price could vary significantly from the par value of the
securities. In 1974, Treasury started to auction coupon issues on ayield basis. Bids were
accepted on the basis of an annual percentage yield, with the coupon rate based on the weighted
average yield of accepted competitive tenders received in the auction. This freed Treasury from
having to set the coupon rate prior to the auction and ensured that the interest costs of new note
and bond issues would accurately reflect actual market demand and supply conditions at the time
of the auction.

Another sale method was used in six auctions of long-term bonds in Treasury mid-quarter
refundings between February 1973 and May 1974. This was the sealed-bid, uniform-price, or
"Dutch," auction method. The coupon rate was preset by the Treasury and bids were accepted in
terms of price, starting with the highest price and moving through successively lower prices until
the offering had been fully placed. All successful bidders were awarded securities at the lowest
price of accepted bids.

Current auction technique. Today, all Treasury auctions are conducted, on ayield basis.
Competitive bidders submit tenders stating the yield (discount rate for bill auctions) at which the
bidder wants to purchase the securities. The bids are ranked from the lowest yield to the highest
yield required to sell the amount offered to the public. Competitive bidders whose tenders are
accepted pay the price equivalent to the yield that they bid. In an auction of Treasury notes or
bonds, the coupon rate is based on the average yield of accepted competitive bids.

Noncompetitive bids from the public for up to $1 million of Treasury bills and up to $5
million of notes and bonds are awarded in full at the weighted average yield of accepted
competitive bids. The ability to bid on a noncompetitive basis ensures that small investors, who
may not have current market information, can purchase securities at a current market yield.
Noncompetitive bidding eliminates the risk that a prospective investor might bid ayield that is
too high and not obtain the securities desired or might bid ayield that is too low and pay too
much for the securities. It also helps serve the goal of achieving a broad distribution of Treasury
securities.

To participate in a Treasury auction, any potential investor may submit tender formsto a
participating Federal Reserve bank or branch,” which acts as the Treasury's fiscal agent in the
auction, or to the Treasury's Bureau of the Public Debt. Currently, tenders are received at 37
sites. The deadline for competitive bidsisusually 1:00 p.m., Eastern time; noncompetitive
tenders must be received one hour before the closing time for competitive tenders, or, if sent by
mail, must be postmarked by midnight on the day before the auction and received on or before
the issue date.

2 Currently, 36 of the 37 Federal Reserve banks and branches accept auction tenders, with the Helena, Montana
branch the only exception.
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Typically, between 75 and 85 bidders submit competitive tendersin Treasury auctions for
securities to be held in the commercial book-entry system.® Additionally, between 850 and 900
bidders submit noncompetitive tenders in Treasury auctions for securities to be held in the
commercial book-entry system. Also, on average there are about 19,000 noncompetitive tenders
per auction for securities to be held in the TREASURY DIRECT book-entry system.*

The 38 primary dealers account for alarge proportion of the participation in Treasury
auctions, as discussed in Section 3 of Appendix B. The Federal Reserve expects primary dealers
to demonstrate their continued commitment to the market for government securities by
participating in Treasury auctions. It should be emphasized, however, that auctions are open and
that others besides primary dealers can and do participate, either directly, or through any
government securities brokers and dealers that are registered with the Securities and Exchange
Commission ("SEC") or through a depository institution.

Depository institutions and government securities brokers and dealers registered with the
SEC may submit either competitive or noncompetitive tenders for their own account and for the
accounts of customers. All other entities or individuals may submit either competitive or
noncompetitive tenders only for their own accounts. Depository institutions, brokers, and dealers
are required to submit customer lists when submitting bids for the accounts of customers.
Customer lists for competitive bids must be submitted either with the tender or by the close of
the auction. Customer lists for noncompetitive tenders submitted by mail must be received prior
to the issue date, although customer lists for all other noncompetitive tenders must be received
by the close of business on the auction date.

Prior to the auction of three-year notes on November 5, 1991, biddersin Treasury auctions
had the option to pay in full a the time the tender was submitted or,

3 The commercia book-entry system for Treasury securitiesis operated by the Federal Reserve banks, acting as
the Treasury's fiscal agents. It isamulti-tiered, automated system in which marketable Treasury securities are
issued, serviced, maintained, and traded. Ownership is not evidenced by physical securities,
but rather by computerized records, with the top tier of records maintained at the Federal Reserve banks. The
Federal Reserve maintains book-entry accounts for depository institutions and other entities such as government and
international agencies and foreign central banks. In their book-entry accounts at the Federal Reserve, the depository
institutions may maintain their own security holdings and holdings for customers, which include other depository
institutions, dealers, brokers, ingtitutional investors, and individuals. In turn, the depository institutions customers
maintain accounts for their customers. Brokers and deal ers that are not depository institutions are not permitted to
maintain securities accounts directly with the Federal Reserve.

“ The TREASURY DIRECT system is designed primarily for those who wish to hold Treasury securities to
maturity; no custodial or transaction fees are charged. As of September 30, 1991, 1.1 million investors held 2.3
million security accountsin TREASURY DIRECT with a par value of nearly $64 hillion.
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in the case of notes and bonds, to present a guarantee from a commercial bank or primary dealer
of five percent of the par amount tendered.” The deposit requirements did not apply to primary
deders, depository institutions, states, political subdivisions or instrumentalities thereof, public
pension and retirement and other public funds, international organizations in which the United
States holds a membership, and foreign central banks and foreign states.

Effective with the November three-year note auction, the Treasury established a payment
mechanism, called an auto charge agreement, which supplements the other existing payment
mechanisms. The autocharge agreement is a written arrangement by a bidder and a depository
institution that authorizes the Federal Reserve bank to charge the depository institution's funds
account on the issue date for securities purchased by the bidder.

Auction schedule. The Treasury has aregular, predictable schedule for offering
marketable securities, which iswell known to market participants. The Treasury makes an
announcement as far in advance asis practical any time there is a change in the usual pattern, so
that the market can digest the information and prepare for the offerings.

The Treasury sells 13- and 26-week bills every week and 52-week bills every four weeks,
Two-year and five-year notes are auctioned every month for settlement at the end of the month.
Seven-year notes are issued on the 15th of January, April, July, and October. The quarterly
financings, which settle on the 15th of February, May, August, and November, typically consist
of three- and ten-year notes and a thirty-year bond. These regularly scheduled issues amount to
about 157 separate securities auictions each year.°

® Full payment for securities to be held in TREASURY DIRECT is required when the tender is submitted.

® The Treasury also offers cash management bills from time to time to raise funds to cover low pointsin the
Treasury cash balance. The maturity dates for cash management bills usually coincide with the Thursday maturities
of regular weekly and 52-week hills. For example, cash management bills may be issued in early April, before the
April 15 tax payment date, and mature later in April, when cash balances are at seasonal highs. Short-term cash
management bills maybe announced, auctioned, and settled in a period as short as one day, if necessary, to ensure
that the government does not run out of cash. To shorten the time for the auction and reduce the cost of issuing
short-term cash management bills, they usually are issued only in large minimum purchase amounts - $1 million or
more - and noncompetitive tenders are not accepted.

Longer term cash management bills are also issued from time to time. For example, the Treasury's borrowing
requirement in the final calendar quarter of the year istypically larger than for the April-June quarter, when
seasonally high tax payments are due. Cash management bills maturing after the April 15, 1991 tax date were issued
in November 1990, for example, to manage Treasury borrowing in light of this seasonal pattern.
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The details concerning an offering of marketable securities are announced about one week
prior to the auction, and the settlement date occurs from afew days to about one week after the
auction, depending upon holidays and other vagaries of the calendar.

Treasury auction rules. Treasury auction rules have, for the most part, been contained in
the official offering circulars, public announcements relating to specific auctions, and single
bidder guidelines.” Other auction rules have been announced in separate press releases; they are
not reiterated in individual offering circulars and announcements.

The rules regarding the $1 million and $5 million maximum awards on noncompetitive
bids and payment requirements were discussed above. The most significant other auction rules
concern limitations on awards, limitations on tender amounts recognized at single yields,
requirements for bidders to report net long positions, single-bidder guidelines, and when-issued
trading.

The 35 percent rule. Since 1962, the Treasury has limited the maximum amount of
securities awarded to asingle bidder in a Treasury offering. The primary reasons for the
limitation are to ensure broad distribution of Treasury securities and to make it lesslikely that
ownership of Treasury securities will become concentrated in afew hands as a result of the
auction.

Under the restriction that has been in effect since September 1981, no single bidder is
awarded more than 35 percent of the amount of a Treasury security that is offered to the public.
The application of the 35 percent limit to any bidder includes consideration of that bidder's net
long position in the futures, forward, and when-issued markets.

Also, while abidder can submit tenders for more than 35 percent, the Treasury does not
recognize amounts tendered at anyone yield from a single bidder in excess of 35 percent of the
public offering. Thislimit was adopted to prevent bidders from

! Treasury has updated its offering circular to put in one place all of the basic ground rules for Treasury auctions
and isreleasing it simultaneously with this report for publication in the Federal Register for comment. The circular
will be supplemented by an offering announcement for each separate offering. It will also be amended from timeto
timeto reflect any changesin rules.



benefitting from submitting huge tenders in order to obtain large prorations of securities at the
stop-out, or highest accepted, yield.?

Net long position reporting. For purposes of enforcement of the 35 percent rule, each
competitive bidder isrequired to report on the tender form its net long position in the security
being auctioned when the total of all of its bids for the security plusits net long position in the
security exceeds the reporting amount specified in the offering announcement. Net long positions
include positions in the futures, forward, and when-issued markets for the security being offered.
In the case of a security that is being reopened, it aso includes positions in the outstanding
security.

Single-bidder guidelines. On June 1, 1984, the Treasury issued guidelines concerning the
definition of a single bidder for the purpose of administering the limitation on noncompetitive
awards. Since then, the guidelines have also been applied to administer the 35 percent rule. The
definitions of single biddersinclude as criteria: (1) whether the parties who will acquire
securities from the Treasury are related to one another, such as family membersliving in the
same household or a parent corporation and its majority-owned subsidiaries; and/or (2) whether
investment decisions of bidders are controlled centrally. For example, a money market fund and
al other funds that have common management are treated as a single bidder for purposes of the
guidelines.

The guidelinesinclude alisting of categories that are used to determine whether two or
more entities are related and/or under common management. The guidelines do not cover all
situations, and interpretations by the Treasury often are necessary to apply the guidelinesto
particular situations.”

When-issued trading. Ordinarily, thereis aperiod of amost two weeks between the time a
new Treasury issue is announced and the time it is actually issued. The Treasury permits trading
during this period, and the issue is said to trade "when, as, and if issued.”*° When-issued trading
isimportant to the distribution process for Treasury securities. Most importantly, it reduces
uncertainties surrounding Treasury auctions by serving as a price discovery mechanism.

Potential competitive bidders look

8 In afew cases that occurred immediately before the imposition of thisrule on July 12, 1990, dealers
had bid at one yield for more than 100 percent of the amount offered to the public.

% The Treasury has been working to develop clarifications of its single-bidder guidelines and plansto
circulate them as part of the proposed uniform offering circular.

10 Although pre-auction trading of bills has never been prohibited, pre-auction trading of notes and bonds was
effectively prohibited from 1941 to 1975. It was permitted between February 1975 and July 1977, before being
officially proscribed until August 1981, when Treasury decided to allow it. The only significant rule change since
1981 was an October 1983 Treasury announcement prohibiting pre-auction trading in securities awarded to
noncompetitive bidders. This prohibition appliesto all Treasury securities.



to when-issued trading levels as a market gauge of demand in determining how to bid at an
auction. Noncompetitive bidders can also use the quotes in the when-issued market to assess the
likely auction average yield.

Auction awar ds. The Federal Reserve banks review the tenders for accuracy,
completeness, and compliance with Treasury rules and guidelines. The Federal Reserve banks
consult with the Treasury prior to taking any action on questionable tenders that could materially
affect auction results or that may be in violation of a Treasury rule. The Treasury reservesthe
right to reject any tender.

Once it has been determined that the tenders have complied with Treasury requirements,
the Federal Reserve banks compile the auction summaries. The noncompetitive summary shows
the total amount of noncompetitive bids received by each Federal Reserve district. The
competitive bid summary shows the total amount bid at each yield. The summariesinclude
information on specific bidders only when needed to apply the 35 percent limitation on the
amount awarded or bid at agiven yield by asingle bidder or when specific bids appear irregular.
Thisinformation is forwarded to the Treasury.

The Treasury first accepts noncompetitive bids in full. Competitive bids are then accepted
beginning with the lowest yields until the offering amount has been reached or “covered.” The
amount awarded at the high yield is prorated based on the amount bid at that yield to obtain the
offering amount.

Auction results are released to the public about one hour after the deadline for the receipt
of competitive tenders, usually around 2:00 p.m., Eastern time.

2. Characteristics of the Secondary Mar ket

The Treasury securities market is the largest, most liquid market in the world, and
Treasury securities are generally considered to be the most secure financial instruments in the
world. Daily trading volume in Treasury securities by primary dealers, excluding financing
transactions, averaged $85 billion per day in September 1991, according to data reported to the
Federal Reserve Bank of New York (“FRBNY"). By contrast, the average daily trading volume
of equities on the New Y ork Stock Exchange (“NY SE”) was $6 billion.

Unlike securities traded in a centralized marketplace, such as an exchange, Treasury
securities are traded largely in an over-the-counter market™ that is

1 Although all marketable Treasury notes and bonds, including STRIPS, are listed on the New Y ork

Stock Exchange, trading volumeis a small fraction of total over-the-counter volume. Treasury securities have been
traded on the New Y ork Stock Exchange since it opened in 1793. In fact, U.S. government debt issued to finance the
Revolutionary War was originally the principal type of security traded on the Exchange. Treasury securities
continued to be traded actively on the Exchange until the early 20th century, when increased telephone use led to a
sizeable over-the-counter market. Today, exchange-listed Treasury securities are traded mostly by foreign mutual
funds that are required to trade through exchanges.



comprised of a network of dealers, brokers, and investors who effect transactions in Treasury
securities over the telephone. The market is largely awholesale market in which institutional
investors, such as banks, thrifts, dealers, pension funds, insurance companies, mutual funds, and
state and local governments operate. However, a significant number of small, retail investors also
trade Treasury securities through brokers and dealers.

Theliquidity, efficiency, and safety of the Treasury securities secondary market result
directly from the creditworthiness of the issuer, the volume of securities issued, the large number
and diversity of participants, the financial strength and integrity of those participants, and the
continual willingness of brokers and dealersto participate actively in the markets. Relatively low
transactions costs and efficient securities transfer and settlement systems also expedite activity
and enhance liquidity.

Instrumentstraded in the secondary market. The majority of the activity in the
Treasury secondary market involves trades in the cash market of the most recently issued
Treasury bills, notes, and bonds (the "on-the-runs' or "benchmarks").*? Also, as discussed above,
during the period between the announcement and the issuance of a new Treasury security, there
isavery active when-issued market.

During the when-issued period before an auction, dealers and customers contract to buy
and sell the Treasury security in terms of yield quotes because the coupon and price are not yet
known. After the auction results are released, trades are conducted in terms of price. Settlement,
the exchange of the actual securities for payment, is made on the issue date, with the yields at
which the pre-auction trades were executed converted into prices.

In addition to the standard cash market, including the when-issued market, a market for
many other sophisticated instruments based on Treasury securities has devel oped over time. For
example, STRIPS (Separate Trading of Registered Interest and Principal of Securities) and other
derivative instruments (e.g., forwards, futures, options, and swaps) have become quite
widespread.

2 outstandi ng Treasury securities auctioned immediately prior to the most recently auctioned issues (" off-the-
runs') are also highly liquid.
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STRIPS. STRIPS are principal and interest components of selected Treasury notes and
bonds that have been separated, or stripped, at the option of the owner under terms prescribed by
the Treasury. STRIPS are often referred to as zero-coupon instruments, reflecting their similarity
to non-interest-bearing securities with afixed maturity and fixed value at maturity. STRIPS can
be reconstituted by repackaging the principal component and all of the remaining interest
components back into the original security.

Financial futures. Financial futures are standardized contracts that are made and traded on
futures exchanges that set a price level for securities to be delivered on a specified future date.
Markets for financial futures are an outgrowth of the traditional futures markets for agricultural
commodities. Futures contracts are available for Treasury bills, notes, and bonds and are
authorized by, and traded on, exchanges that are regulated by the Commodity Futures Trading
Commission ("CFTC").

Forward contracts. Forward contracts are trades that settle on a date in the future beyond a
normal settlement time frame and, in that regard, are similar to futures. However, while futures
contracts are standardized, traded on exchanges, and usually closed out by offsetting transactions
prior to delivery, forward contracts are normally custom-tailored and traded on over-the-counter
markets, with delivery of securities contemplated on the settlement date of the contract.

Options. Options give the purchaser aright, but not an obligation, to buy or sell securities
or futures contracts for securities at a given price for a set period of time. Standardized options
for Treasury securities are traded on exchanges, but the over-the-counter market for Treasury
optionsisthe principal market. The over-the-counter market permits the counterparties to
customize the options, which increases flexibility.

Swaps. In addition to other derivatives, investors often use interest rate swaps as part of
their hedging and investment strategies for managing interest rate exposure. In most swaps,
fixed-rate payment streams are exchanged for floating-rate payment streams. Countless varieties
of swaps have developed, however, because such agreements permit market participants to swap
any two interest streams that they deem commercially appropriate. While the trading activity for
other derivative products generally is concentrated in the near-term months, interest rate swaps,
by contrast, generally are for time periods of two to ten years.

Brokersand dealers. While there are approximately 1,700 brokers and dealers (including
banks) trading in the secondary market for government securities, anecdotal evidence suggests
that the 38 primary dealers account for the major share of the trading volume.

The primary dealers and other dealers often rely on interdealer brokers to trade in the
market for Treasury securities. Interdealer brokers compile the best bid and ask
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prices reported to them by the dealers who subscribe to their service and make this information
available on computer screens. The identities of the dealers who submitted the price quotes are
kept confidential, with the understanding that anonymous trading allows the dealers to protect
their trading strategies. Dealers pay the brokers a commission for arranging trades.

Interdealer brokers display the bids and offers placed with them for bills, notes, bonds,
and STRIPS, as well as Government-sponsored enterprise ("GSE") securities, on severa screens.
When anew bid or offer at a better price is placed with a broker, the new quote will appear on its
screen in the dealers' trading rooms within seconds. Generally, brokers consider these bids and
offers good until canceled. Brokers will, however, take bids and offers off the screen or make
them subject to reconfirmation when an event occurs that may have a major impact on the
market, such as the release of an important economic statistic.

There are currently seven interdealer brokers®, three of which provide trading access for
primary dealers only. Another three interdealer brokers allow accessto their screens not only to
primary dealers and "aspiring" primary dealers but also to other dealers who participate in the
Government Securities Clearing Corporation ("GSCC") netting system.’* One interdealer broker
goes one step further, by also including certain other government securities dealers, regional
banks, pension funds, and others that the broker considers to be creditworthy trading partners.
Through this broker, these market participants can obtain market information and can buy and
sell Treasury securities without using the facilities of a primary dealer or GSCC participant. In
addition, a newly formed electronic information dissemination service, GOV PX, now provides
dealer price and volume information on Treasury securities to anyone who pays for the service.”®

To effect atrade, an investor may refer to one or more of the available information
services and call adealer, or several dealers, for the most recent quotes and then place an order.
The dealer trades with the customer as a principal for its own account or as an agent for the
account of another investor.

13 The seven interdealer brokers are: Cantor Fitzgerald Securities Corp.; EJV Brokerage, Inc.; Garban Ltd.;
Gnubrokers of Government, Inc., doing business as Fundamental Brokers Inc.; Hilliard Farber & Co., Inc.; Liberty
Brokerage, Inc.; and RMJ Securities Corp.

% The GSCCis acleari ng organization that provides its members with automated trade comparison
and netting services for Treasury and other government securities. More than 60 of the most active brokers, dealers,
and banks in the government securities market are GSCC members. See discussion of GSCC in Appendix B.

15 See discussion of information accessin the government securities market in Appendix B.
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Settlement. Settlement, the exchange of securities for funds, usually occurs one business
day after a buyer and seller agree on atrade, in the case of "regular way" trades. "Cash" trades
settle on the trade date. Settlement is effected in the Treasury commercial book-entry system
operated by the Federal Reserve through an electronic transfer message initiated by the seller or
the seller's depository institution. This message causes securities to be debited from the seller's
account and credited to the buyer's account while ssmultaneously causing the debiting of the
payment from the buyer's account and the crediting of the funds to the seller's account. The
commercial book-entry system enables Treasury securities trades to be settled quickly (within
seconds) and relatively cheaply, thus contributing substantially to market liquidity.™

Financing techniques. The principal method of financing Treasury securities for brokers
and dealers is repurchase agreements (“repos’). The repo market is huge, asis evident in the
amost $500 billion of repos outstanding at primary dealers, on average, in 1991."'

A repo is acontract comprising two distinguishable acts: the sale of an asset, often
Treasury securities, and a forward agreement to purchase the same asset.'® Repo sellers obtain
funds in exchange for securities. The seller agrees to repurchase the same securities at a given
point in the future, which determines the amount of interest for the use of the funds. The repo
contract sets both the sale and the repurchase price. The terms of repos are often overnight or a
few days but can extend for longer periods. A reverse repo refers to the other side of arepo
transaction. In areverse repo, the repo buyer delivers the funds and receives the securitiesin
exchange. At contract maturity, the buyer receives funds (including interest) and returns the
securities.

Dealersrely on repos to finance their Treasury security inventories primarily because of
the low cost, flexible terms, and administrative ease. Repo rates are usually the cheapest
overnight interest rates for the seller because of the liquidity of the market and the characteristics
of the underlying security. The chief alternative to this type of financing, commercia bank loans,
ismore expensive, and dealerstypically rely on these loans only as alast resort.

309-597a-92-3QL 3

18 11 recent years, the GSCC has had a substantial impact on Treasury secondary market settlement. One of
GSCC's most important functionsisto "net" its members transactions. GSCC combines each member's total
purchases and sales for each security with other GSCC membersinto asingle net purchase or sale. This process
greatly reduces the number of trades that have to be cleared through the commercial book-entry system and, along
with the guarantee GSCC provides, substantially reduces counterparty risk for GSCC members.

Y Table 1.43, "U.S. Government Securities Dealers: Positions and Financing," Federal Reserve Bulletin

18 Under a continui ng term repo, the seller typically reserves the "right of substitution”; that is, the seller can
take back particular securities it needs for other purposes and substitute similar collateral.
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The major participants in the repo market are dealers, corporations, municipalities,
financia institutions, and pension funds. Most dealers use repos primarily to finance or cover
securities positions and to conduct "matched book™" operations. A dealer that operates a matched
book entersinto arepo and matches it with amirror image reverse repo. Most matched books are
not perfectly matched in maturities, but instead include some managed mismatches. The dealer's
profit is derived from the difference, or spread, between the interest earned on the reverse repo
and the interest paid on the repo. Dealers aso use reverse repos to obtain securities temporarily
to complete other transactions, while other market participants typically use them to invest idle
cash balances or to improve portfolio yield.

Repo brokers are sometimes used to facilitate these transactions. Dealers use repo brokers
most often for term repos and reverse repose Repo brokers are most important for arranging
repos when securities are in short supply, as reflected by arate that is lower than the rate for
genera collateral ("on specia"). Brokers estimate that the daily volume of the overnight repo
market that is transacted through brokersis approximately $10 billion per day, which represents
only asmall percentage Of the overnight repo market.

The largest, most creditworthy dealers aso use the commercial paper market indirectly to
finance their secondary market trading. Commercial paper is unsecured, short-term debt (usually
30 days and under).

Dealer income. Dedlers profit from their market making activities in three ways: (1)
through the difference in their bid/ask quotes (the "spread™); (2) from the net price appreciation
of their inventories or the price depreciation of the securities they have sold short in the market,
including profits from hedging and arbitrage; and (3) from their inventory financing activities,
i.e., the difference between the interest return on the securities they hold and the financing costs
of these securities. When the return on the securities held in inventory is greater than the
financing cost, a"positive carry,” or profit, exists. Conversely, a negative carry, or loss, exists
when the financing cost is greater than the return on the securities.

3. Regulation of the Treasury Market

Regulation of issuance of Treasury securities

Authority of the Secretary of the Treasury. The Secretary of the Treasury (the
"Secretary") is authorized under Chapter 31 of Title 31, United States Code, to issue Treasury
securities and to prescribe terms and conditions for their issuance and sale. Specificaly, the
Secretary may issue bonds under 31 V.S.C. § 3102, notes under 31 V.S.C. § 3103, and
certificates of indebtedness and Treasury bills under 31 V.S.C. § 3104.
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In addition, under 31 V.S.C. § 3121, the Secretary may prescribe the form of such
securities, and the terms and conditions for the issuance and sale of the securities. IN31V.S.C. §
3121(a) the Secretary is authorized to "prescribe ... regulations on the conditions under which the
obligation will be offered for sale..."

The Secretary reserves the right, under the offering circulars for issues of Treasury
securities, to accept or reject any or al tendersin whole or in part. The Secretary also reserves
the right to award more or less securities than the amount of securities specified in the offering
announcement.

Under the above specific provisions, the Secretary has authority to declare any bidder or
bidder's customer ineligible to participate in any auction if abidder or bidder's customer violates
auction rules, makes an improper certification, or otherwise misrepresents information required
to purchase securities at an auction.

Finally, the Secretary reserves the right to supplement or amend terms and conditions
governing the sale and issuance of securities, if such supplements or ' amendments do not
adversely affect existing rights of holders of securities. Public notice of any changesis provided.

Enforcement. As noted earlier, the Treasury and the Federal Reserve banks, as fiscal
agents of the Treasury, receive tenders from bidders. Compliance and enforcement responsibility
for the auction rules rests with the Treasury. Asfiscal agents for the Treasury, the 36 Federa
Reserve sites receiving and reviewing tenders have the primary responsibility for identifying
tenders that are not in compliance with Treasury rules and regulations. Accordingly, the Federal
Reserve has aresponsibility to notify the Treasury when information in tenders suggests that
Treasury rules may have been violated.

Treasury auction authority includes powerful, but limited, sanctions to punish violators of
these rules. The Treasury's remedy for breaches of its rulesis to exclude bidders from Treasury
auctions. In addition, persons who commit fraud in the context of a Treasury auction remain
subject to potential civil and criminal actions under Section 10(b) of the Securities Exchange Act
of 1934 and Rule 10b-5 thereunder, the general anti-fraud provisions, as well as criminal actions
under 18 V.S.C. 88§ 1001 and 1005.

The Treasury reserves the right to reject any or al bidsin an auction, and therefore, may
bar, suspend, or limit afirm's participation in auctions. For example, in the wake of recent events
the Treasury has prohibited Salomon from bidding in auctions on behalf of customers.

Neither the SEC nor any of the self-regulatory organizations ("SROs"), such asthe NY SE
and the National Association of Securities Dealers ("NASD"), is authorized
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to enforce directly Treasury auction rules. However, the SROs do enforce compliance with rules
applicable to all brokers and dealers registered with the SEC requiring that all purchases and
sales of securities are recorded, and that confirmations are sent to customers. The SEC and the
Justice Department are responsible for enforcement of the federal securities |aws, which cover
deliberate violations of auction rules accompanied by fal se statements to the Treasury and
market manipulation. The Justice Department enforces federal antitrust laws.

Regulation of the secondary market

Participants in the secondary market for U.S. government securities, including previously
unregulated brokers and dealers, are regulated under the authority of the Government Securities
Act of 1986 (“GSA™). In addition, broker-dealers and banks are subject to regulation under the
Securities Exchange Act and the banking laws, respectively. The GSA granted the Treasury
authority to promulgate rules and regulations for government securities brokers and dealers
concerning financial responsibility, protection of investor securities and funds, recordkeeping,
and financial reporting and audits. The Treasury also was given responsibility for the
development of regulations relating to the custody of government securities held by depository
institutions.

In promulgating these regulations, the Treasury was required to consult with the SEC and
the Federal Reserve. As aresult of these consultations and the Treasury's analysis, most of the
SEC regulations (e.g., customer protection, recordkeeping, reports, and audits) that applied to
registered brokers and dealers were, with limited exceptions, adopted for firms registered
pursuant to the GSA as government securities brokers and dealers.

Registration requirements and oversight of market participants. The GSA required,
for the first time, previously unregistered brokers and dealers that limit their businessto
government and other exempt securities (except municipal securities) to register with the SEC
and join an SRO. It also specified that firms registered as general securities brokers or dealers or
asmunicipal securities brokers or dealers under Sections 15 or 15B, respectively, of the
Securities Exchange Act must notify the SEC if they conduct government securities
transactions.™ The GSA also required financial

19 The term "registered government securities broker or dealer”" means a broker or dealer conducting a business
exclusively in government and other exempted securities (excluding municipal securities) and that is registered
pursuant to Section 15C(a)(A) of the Securities Exchange Act, 15 D.S.C. § 780-5(a)(1)(A). The term "registered
broker or dealer" means a broker or dealer conducting ageneral or municipal securities business that is registered
pursuant to Sections 15 or 15B, respectively, of the Securities Exchange Act, 15 D.S.c. § 780 or 780-4 and that filed
notice pursuant to Section 15C(a)(1)(B) of the Securities Exchange Act, 15 D.S.C. § 780-5(a)(1)(B), but does not
include a municipal securities dealer that is a bank or separately identifiable department or division of abank. A
government securities broker or dealer is any entity, including afmandal institution, that acts as a broker or dealer of
government securities.
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ingtitutions (banks and S& L s) that engage in government securities broker or dealer activitiesto
notify their appropriate regulatory agencies of such activities.?®> The GSA required that the SEC
and the Federal Reserve promulgate rules establishing the procedures and forms to be used by
government securities brokers and dealers for the registration and notice process.

The GSA, rather than creating a separate agency to enforce the new regulations, relied, for
the most part, on the existing regulatory structure when assigning oversight responsibility. For
previously regulated entities, examination and oversight of government activities is conducted by
the federal agency with which the entity has an existing regulatory relationship. Thus, financial
institution government securities brokers or dealers are subject to oversight by the federal
financia institution regulatory agency that has responsibility for other supervisory and
enforcement activities, namely, the Federal Deposit Insurance Corporation ("FDIC"), the Office
of the Comptroller of the Currency ("OCC"), the Federal Reserve, and the Federal Home Loan
Bank Board ("FHLBB"), whose responsihilities under the GSA have been assumed by the Office
of Thrift Supervision ("OTS"). Government securities brokers and dealers that do not fit within
any of the categories of financial institution government securities brokers or dealers are subject
to oversight by the SEC.

All of the government securities brokers and dealers that registered pursuant to the GSA
have joined the NASD, making them subject to certain of itsrules, aswell as its examination and
disciplinary authority.” Firms that were registered as brokers or dealers prior to the GSA
continue to be subject to oversight by the SEC mid each of the SROs of which they area
member.

The regulatory structure that Congress established for government securities is somewhat
different from that governing the secondary market for other types of securities under the
Exchange Act. For example, the provisions of the Exchange Act that give the SEC and the SROs
authority to develop surveillance systems to detect manipulative activity or other rules to deter
manipul ative activity are not applicable to the government securities market. Similarly, thereisa
disparity in the degree to which the normal rules and standards for sales practices apply.
Standards such as just and

20 | this context, the term "financia institution" means banks and savings and loans. 15 U.S.C. § 78c(a)(46).
The definition of "appropriate regulatory agency" with respect to a government securities broker or dealer is set out
at 15 U.S.C. § 78¢(a)(34)(G).

21 Section 15A(t)(2) of the Securities Exchange Act specifies which of the NASD's rules are applicable to its

members' government securities transactions. Generally, they are limited to rules necessary to ensure compliance
with Treasury rules.
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equitable principles of trade do not apply in the government securities market. However, the
general anti-fraud provisions of the Exchange Act and the rules the SEC has adopted pursuant to
that authority are applicable to all persons who engage in transactions in any security.
Nevertheless, anti-fraud proceedings under Rule 10b-5 of the Exchange Act require proof of
scienter,? which is a higher standard in bringing what would otherwise be a routine disciplinary
action under a specific sales practice rule.

Treasury rulemaking authority under GSA lapsed on October 1, 1991. To date, Congress
has not acted to renew this authority. Treasury rules already promulgated remain in effect and are
enforced by the appropriate regulatory agencies.

Government Securities Act regulations. In its rulemaking capacity pursuant to the GSA,
Treasury hasissued rules for government securities brokers and dealers. Many of the rules issued
by Treasury incorporated the existing SEC regulations that applied to registered brokers and
dealers before the passage of the GSA. In addition, with limited modifications, compliance by
financia institution government securities brokers and deal ers with existing regulations of their
appropriate regulatory agencies was also deemed in most cases to be compliance with Treasury
regulations.

Financial responsibility. The GSA regulations require that every government securities
broker or dealer be subject to financial responsibility requirements. The GSA contains a specific
mandate to promulgate regulations in this area® As is the case with other sections of the
regulations, a primary objective was to produce consistency in the level of regulation across
different groups- in the market and to avoid duplication of existing regulations where possible.
Therefore, registered brokers or dealers must comply with the SEC net capital rule for purposes
of compliance with the financial responsibility rules of the GSA regulations. Likewise, financial
institution government securities brokers and dealers must comply with the respective capital
requirements of their appropriate regulatory agencies for purposes of compliance with the GSA
regulations.

With the passage of the GSA, financial responsibility regulation has been most significant
for previously unregistered entities, because these firms were not, prior to registration, subject to
any mandatory requirements regarding their capital. The Treasury capital rule differs from the
SEC capital rule both in its risk measurement principles and ratio measurements. In the risk
measurement area, the Treasury

22 . " . o . -

The term "scienter," as applied to conduct necessary to give rise to an action for civil damages under the
Securities Exchange Act and Rule 10b-5, refers to a mental state embracing intent to deceive, manipulate, or
defraud.

23 15U.S.C. § 780-5 (b)(I)(A).
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“haircut”** methodology provides a different system for recognizing the reduced risk of hedged

positions. With respect to ratio measurements, the Treasury rule links a government securities
firm'srequired liquid capital to measured risk because firms specializing in government
securities generally bear insignificant risk from customer-related assets or liabilities and
generally have low levels of unsecured debt.

To provide for effective consultation in order to balance regulatory standards among
market participants, the Treasury, the SEC, and the FRBNY have established an informal study
group to research and discuss the issues that need to be resolved to reach a uniform capital rule
for both registered brokers and dealers and registered government securities brokers and dealers.
A uniform capital standard applicable to all nonbank brokers and dealersis a desirable goal, and
through cooperative efforts to date, progress has been made toward reducing the differences
between the Treasury and SEC capital rules.

The financia responsibility regulations take into account the diverse categories of
registered government securities brokers and dealers. To that end, the regulations for specialized
government securities brokers and dealers contain an alternative capital treatment that can be
elected by interdealer brokers. The regulations aso assign different requirements to futures
commission merchants that are government securities brokers or dealers and that are subject to
the capital rule of the CFTC. These requirements are virtually identical to those for regular
broker-dealers. The regulations also provide assurance that market participants have sufficient
capital to support their positions and operational risks.

Customer protection: hold-in-custody repo rules. The most significant and far-reaching
requirements of the GSA regulations pertaining to customer protection are the rules for hold-in-
custody repurchase agreement transactions (hold-in-custody repos). The hold-in-custody repo
rules strengthen customer protection by requiring that: (1) information be provided to investors,
inwriting, explaining the nature and specifics of the transaction; (2) specific disclosures be made
concerning the risks associated with granting the broker or dealer the right to substitute securities
and with the lack of coverage under either the Securities Investor Protection Act of 1970 or by
the FDIC; (3) specific securities be clearly and separately held for, and a description of them
disclosed to, the customer; and (4) securities used to collateralize a repurchase agreement be
maintained free of lien.

These hold-in-custody repo requirements make mandatory the use of written repurchase
agreements containing the required disclosures. These agreements are required to be executed
prior to the broker or dealer conducting a repo transaction.

24 "Haircuts' are measures of risk of adealer's or broker's positions, reflecting market and credit risk.

%% For adiscussion of Treasury's capital rule, see 52 FR 1%42, 19651.
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Written agreements inform customers of their rights and liabilities in a repo transaction and
reduce the possibility that they will misunderstand the terms of the transaction.

The requirement that firms maintain and segregate specific securitiesis intended to
eliminate the duplicative use of securities by brokers and dealers, as well as the practice of
segregating customers securities in pooled or bulk form. In pooling, a broker or dealer sets aside
apool of securities with an aggregate value at least equal to the amount of the repurchase
transactions, but specific securities are not identified as belonging to individual customers. The
requirement to allocate and maintain specific securities under a hold-in-custody repo not only
reduces the likelihood of the double use of securities but also provides the owner with a clearer
legal claim to the securities.

Confirmations. Treasury regulations pertaining to hold-in-custody repurchase agreements
mandate that the specific securities subject to the hold-in-custody repurchase agreement be listed
on the confirmations - issued to customers along with, among other information, the market
value of those securities. Confirmations benefit customers by providing information with which
they can promptly act or react' in current transactions. Confirmations aso enable customers to
monitor the sufficiency and appropriateness of the securities provided by the counterparty. In
addition, the Uniform Commercia Code assigns significant value to a confirmation in
establishing a customer's interest in securities. Inclusion of market value on the confirmation
ensures that the customer can verify that securities of sufficient value, including substitute
securities, have been allocated to the transaction. Thisis particularly important because in some
sectors of the government securities market, securities are normally allocated to repo transactions
based on the par value of the securities, and a less sophisticated customer could be unaware that
the market value could differ substantially from the par value. This could cause the transaction to
be under collateralized, and therefore, more risky for the customer.

Nonbank government securities brokers and dealers are al so subject to SEC confirmation
requirements (SEC Rule 10b-10) for their general purchase and sale transactions, and financial
institution brokers and dealers are subject to their appropriate regulatory agencies confirmation
rules.

Recordkeeping. Treasury's recordkeeping requirements apply to registered brokers and
dealers, registered government securities brokers and dealers, and financial institutions that are
government securities brokers and dealers. In developing its regulations, Treasury relied heavily
on existing recordkeeping rules of the SEC and the appropriate bank regulatory agencies. Thus,
the regulations avoid overlap, duplication, and unnecessary burden. Therefore, Treasury's
recordkeeping rules, with only limited modifications, are familiar to the registered and financial
institution brokers and dealers.
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For registered brokers and dealers, the only material difference from existing SEC rules
are additional provisions to the books and records requirements pertaining to repurchase and
reverse repurchase agreement transactions that are intended to ensure proper accountability for
the cash and securities involved in such transactions.

Under the GSA regulations, registered government securities brokers and dealers are
required to maintain and keep current books and records, preserve those records, and conduct
guarterly security counts in accordance with SEC rules, with limited modifications. The
differences between the respective SEC and GSA regulations relate primarily to the different
financia responsibility requirements that apply to registered government securities brokers and
dealers.

The GSA regulations require financia institutions that are government securities brokers
or dealers to comply with the SEC recordkeeping rules pertaining to making, keeping current,
and preserving records, unless they are subject to, and comply with, specific recordkeeping
requirements of their appropriate regulatory agency. In addition, there are two other records,
securities positions and associated persons ' records, that financial institution brokers or dealers
must maintain and preserve. When devel oping the regulations for financial institutions that are
government securities brokers or dealers, the Treasury adopted the recordkeeping requirements
imposed by the OCC, FDIC, and the Federal Reserve Board. Within the group of financial
ingtitutions, only savings associations (including savings banks) must comply with the SEC
recordkeeping rules. The reason for thisisthat neither the FHLBB nor its successor, the OTS,
the appropriate regulatory agency for savings associations, has promulgated comparable
securities-related recordkeeping requirements for these entities.

Reporting and audit. The financial reporting and audit requirements of the GSA for
registered government securities brokers and dealers generally follow those of the SEC and the
regulatory agencies. Except for interdealer brokers operating under the alternative capital
treatment and futures commission merchants registered with the CFTC, registered government
securities brokers and dealers file financial reports utilizing Treasury-prescribed forms pursuant
to the GSA regulations. The format of reporting under the GSA regulations is substantially
similar to that required pursuant to SEC rules. The GSA regulations require that interdeal er
brokers operating under the optional alternative capital rule and CFTC-regulated entities that are
government securities brokers or dealers file reports pursuant to the SEC rules. Financial
institution government securities brokers and dealers that are subject to the financial reporting
rules of their regulatory agencies are exempt from this portion of the regulations.
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APPENDIX B

ISSUESIN THE TREASURY MARKET



1. Short Squeezes

The term "sgueeze” is used by market participants to refer to a shortage of supply relative
to demand for a particular security, as evidenced by a movement in its priceto alevel that is out
of line with prices of comparable securities - either in outright trading quotations or in financing
arrangements.

A short squeeze can arise in anumber of ways. A squeeze can develop during the when-
issued ("WI") period before a security is auctioned and settled. During this period, dealers sell
the soon-to-be-available security and thereby incur an obligation to deliver such security at the
issue date. These dealers, now short in the WI market, must cover this position by buying back
the security at some point in the WI market, in the auction, or in the post-auction secondary
market. If the dealers who are short do not bid aggressively enough in the auction to be awarded
sufficient supply, or if other demand unexpectedly materializes, these dealers may experience
difficulty in covering their positions.

Such misses in the Treasury auction process by individual dealers are not uncommon.
However, if a sizable number of dealersfail to cover their short positionsin an auction, a
sgueeze can develop and the relative price of that particular security will rise. Yet, asthe
security's price rises relative to other issues with similar characteristics, the increasing price
generally tends to create arbitrage opportunities that would bring supply and demand more
closdly inline.

A short squeeze can also result as dealers set up typical arbitrage trades ahead of an
auction. For example, dealers may sell the outstanding security short ahead of the auction to
prepare for their customersto roll into the WI security. If a number of dealers adopt asimilar
strategy, a short squeeze may develop.*

Short squeezes are not only related to auctions; they may materialize independently of the
auction process in secondary market trading and in the financing of positions aswell. Such a
situation might occur, for example, if aggressive participants acquired large positions in the
secondary market. Other participants, not expecting such demand to develop, may have difficulty
covering their short positions. Squeezes in outstanding issues may reflect various trading
strategies that cause demand to center in a particular part of theyield curve.

! This situation was exemplified around the time of the May 1986 Treasury mid-quarter refunding as
participants sold the outstanding 9 1/4 percent bond due in February 2016 to prepare for the roll into the Wl 30-year
bond. Demand for the 9 1/4 percent bond grew, however, as securities needed to cover short positions were not
readily available to the repo market.
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A sgueeze also may be manifested in the financing, or repo, market. Dealers that have
short positions, by definition, have sold securities they do not own. In order to deliver those
securities on settlement date, these dealers can either buy the securities from another party or
acquire them under areverse repurchase agreement. When a specific issue becomes scarce
relative to demand, dealers wishing to acquire that issue in the repo market must provide some
sort of concession to those who own the securities to prompt them to make the securities
available. When such a concession is granted, the scarce issue is said to be "on specia” For the
owner of the scarce securities, this means that these "special™ issues can be financed (that is,
delivered out against cash collateral) at arelatively low interest rate, while the borrower of the
securities has to "pay up" to acquire the securities needed to satisfy its delivery obligation.

Squeezes in the repo market also can be created or exacerbated by market participants that
hold arelatively large portion of a security. For example, a participant that holds a large amount
of a scarce security can increase its scarcity value by financing a portion of the holdings away
from the "special” repo market. That portion presumably would be financed at rates around the
genera repo rate, while the balance could be financed at very favorable depressed rates.

The directed placement of repo collateral with certain entities could help a market
participant create or sustain an issue's scarcity. Some have cited the so-called tri-party agreement
in thisregard. Tri-party agreements generally involve an investor often a pension fund, money
market fund or corporate treasurer - that wishesto invest large sums of money overnight or for
some brief period on a collateralized basis.? These agreements by the investor, the dealer, and the
deder's bank were developed in response to credit concerns about hold-in-custody tri-party repos
and have been generally encouraged. One key feature in these or any other type of arrangement
where collateral isdirected "off the street” is the ability to finance scarce securities with the
knowledge that the securities will not be lent back into the market to participants that have short
positions to cover, thus sustaining the scarcity.

Financing market squeezes are not uncommon. In recent years, one or more actively
traded Treasury securities have been "on special™ on most days. In general, squeezes appear to
result from relatively heavy demand from a number of market

2 Under normal practice, the investor specifies the conditions which the collateral must meet and the range of
funds it stands ready to invest each day. The investor works with a bank, which in turn takes instructions from the
dealer firm for delivery of collateral and for payment of funds. Some investors find the market yield and flexibility
of repo transactions attractive, but also wish to avoid the transactions and back office costs of taking delivery of
securities in repos. Such participants may choose to enter into atriparty agreement with a bank and dealer.
Normally, the bank monitors the collateral provided by the dealer on the investor's behalf and segregatesit into a
specia account to protect the investor's interest.
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participants for a particular security, rather than occurring either through a calculated shortage
engineered by alimited number of participants or by collusive behavior.

Squeezes reported in 1991 in the April and May two-year Treasury notes were manifested
in both the cash and financing markets. The situation in the April two-year note developed after
the Treasury's auction of that issue. Reportedly, several large participants purchased alarge
portion of thisissue. The squeeze became particularly acute towards the end of May. In addition,
the April two-year note reportedly became quite difficult to borrow in the financing markets. As
aresult, dealers and investors who held short positions in this security were forced to pay higher
than expected prices to buy those securities back or to acquire such issues at special ratesin the
repo market, if available.

In contrast, the reported squeeze in the May two-year note developed at the time of the
Treasury auction. During that auction, certain dealers were not awarded as many notes as they
needed to meet their obligations to their customers. While WI trading and pre-auction market
talk centered around an average rate of 6.83 percent, more aggressive bidding interest resulted
(accepted yields averaged 6.81 percent), thereby closing out many participants from awards they
had expected to receive in the auction.

Soon thereafter, the price of these May two-year notes rose in the secondary market and
exacerbated the loss of those participants who were short the issue. Some participants may have
chosen, however, to retain short positions in the hope that the price of the issue would fall (as
owners of the security took profits) or that financing could be obtained. The high price persisted
for along period of time, and financing was expensive.
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2. Debt Management Approachesto Alleviating Squeezes

As discussed in this report, the Agencies have decided that short squeezes can reach a
level of severity that can cause the integrity of the entire market to be questioned. This can
eventually result in higher costs to the taxpayer if some market participants drop out of the
government securities market because they perceive the market as being unfair.

This section examines debt management options that could be used to aleviate short
sgueezes. The most obvious option is for the Treasury to supply the market more of the security
that is subject to an acute, protracted squeeze. This could be donein avariety of ways. In
addition to the Treasury making available additional supply of a security, another option isthe
setting up of afacility for the market to create more of a given security than was originally issued
from the stripped components of other securities. This option is discussed at the end of this
section.

The Treasury has concluded, and the other Agencies concur, that, while a policy of
supplying more of a security subject to a squeeze could be difficult to implement, it isjustified
under certain circumstances. Uncertainties about the potential for prolonged shortages may
weigh more heavily on the market than the concern that the Treasury might provide an additional
guantity of arelatively high-priced security. In the event of an acute, protracted squeeze, in
which arecently issued Treasury security is priced significantly higher in the market than near
substitutes and financing rates also indicate that market participants are having difficulty
borrowing the security in order to avoid fails to deliver, the Treasury will provide the market
additional supply of that security, either temporarily or permanently, unlesslegal constraints,
such as the debt limit or tax provisions, prevent it from doing so. Because of the near
impossibility of determining whether a squeeze is the result of deliberate manipulation in time to
correct it by intervention, the decision to alleviate a squeeze will not be based on the perceived
intent of those holding long positions but rather on whether the pricing anomalies are serious
enough to result in a disorderly market.

I ssuesin deciding to increase the supply of a security

The Treasury has, in the past, been reluctant to reopen securities outside of its normal
financing schedule. There was a concern that, if the Treasury were to announce and implement a
policy of reopening securities when it perceived price distortions, market participants might
demand a higher yield from the Treasury on securities at auction, given the greater uncertainty
about the eventual supply of the security. Moreover, it has been argued that traders and dealers
know the risks of taking short positions and should not expect to be bailed out when the market
behaves differently than expected.
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Effect on pricesand participants. The price of agiven Treasury security can vary such
that itsyield at any particular time can be above or below the yield of near substitute securities.
Normally, arbitrage activity will serve fairly promptly to remove inconsistencies in the price of
near substitutes. However, in more severe cases, it may take time for the natural workings of the
market to eliminate price anomalies.

Through areopening policy, the Treasury will attempt to enhance the function of
arbitrageurs by speeding the removal of certain pricing inconsistencies. Because of the
Treasury's ability to create virtually any amount of a given security, areopening policy to
alleviate a squeeze cannot be defeated by market manipulators. This does not mean, however,
that areopening policy will be easy to implement in practice.

First, it should be noted that a reopening policy to alleviate squeezesin Treasury securities
implies that the Treasury will intervene only when the price of a given security is perceived as
being too high. Consequently, given an announced Treasury reopening policy, market
participants know that any "winnings' on a bet that a new security will be priced higher than near
substitute outstanding issues are effectively subject to a cap. On the other hand, market
participants betting that the price of the new issue will be lower than that of near substitutes will
not face such a cap on profits by Treasury policy. This means that a Treasury reopening will lean
effectively in favor of arbitrageurs who hold short positions in the new issue, because their
potential losses are capped by the Treasury, while no such protection is afforded those who are
long the new issue.

Conversely, those holding long positions in the new issue not only have no such
protection concerning the magnitude of their lossif their bet is wrong but face alimit on their
gain. In fact, depending on how the reopening is implemented, a market participant betting that a
new issue will be priced relatively high may be better off if the pricing difference remains
modest. Otherwise, the Treasury may enter into the market and the pricing difference may
completely disappear or even reverse. The effect of this change on the behavior of market
participantsis very difficult to gauge.

Clearly, supplying the market more of a particular security, either temporarily through
lending transactions or more permanently through a sale, raises difficult issues of judgment. A
decision to alleviate a squeeze by either atemporary or permanent issuance of more of the
sgueezed security would benefit some market participants and harm others. The Treasury might
not know the causes of a pricing distortion and would not know how long the distortion would
likely last. It would also not be clear how much additional supply of the security would be
needed to break a squeeze. If the Treasury were to sell more than was needed, it is possible that
the pricing relationships could reverse and the new supply of securities could be arelatively
expensive form of borrowing. It is also possible that by the time a reopening decision had been
made, the profits from a squeeze deliberately created may have already been taken.
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It should aso be noted that two factors can constrain the Treasury's ability to provide an
additional supply of a security. Thefirst isthe debt limit, which at times limits the Treasury's
ability to issue securities. The second is the federal income tax rules governing original issue
discount.

Thetax ruleswould come into play if the security being squeezed is trading significantly
below its original issue price.? If the price of the security is sufficiently below the original issue
price, then the proposed tax regulations on original issue discount may effectively preclude the
Treasury from issuing more of the security.*

When to reopen. It should be emphasized that the decision to reopen a security cannot be
simply based on a mechanical rule. A commonly held view is that additional supply of agiven
security should be provided when itsyield is significantly below the yield curve. While this may
seem simple in concept, it isin fact more complex than it may initially appear.

Theyield curveis not directly observable. It isaline drawn on a graph where the
horizontal axis denotes time remaining to maturity and the vertical axis denotesyield. A point on
the lineis used to estimate the yield of a security with a given maturity. There are different ways
to draw such aline. One way isto fit a curve through the most recently issued Treasury securities
using statistical techniques. This method of course would not work to solve the present problem,
since the question at hand is whether the most recently issued Treasury security is off the curve.
Older issues must thus also be used to estimate the curve in order to determine whether a new
issueisout of line.

3In general, a security is subject to the original issue discount rules for tax purposesif it isissued at aprice
which islower than the par value by more than ade minimis amount. Under Internal Revenue Code section
1273(a)(3), original issue discount isignored if it is less than the number of complete years to maturity multiplied by
25 basis points. Thus, tax issues would arise if atwo-year note were reopened at a price of 99.75 or less, because the
security would have less than two complete years to maturity at the time of the reopening.

* Under Prop. Reg. 8 1.1275-1(e), two or more publicly offered debt instruments are not part of the same "issue"
unless they are sold at substantially the same time pursuant to a common plan of marketing. If securitiesissued at a
significant discount in a reopening were considered a different "issue" than the squeezed securities that share the
same payment terms, the different tax treatment of the two issues would prevent the reopening from aleviating the
Sgueeze.

Evenif al Treasury securities with the same payment terms were considered to be part of one "issue" for tax
purposes, Prop. Reg. § 1.1273-(2)(b)(1)(ii) defines the "issue price" that is used to determine whether Treasury
securities are subject to the original issue discount rules as the average price of the debt instruments sold. Thus, if a
large amount of securities were issued at a significant discount in areopening, the average selling price of the new
and old securities could fall below the de minimis amount, and the entire "issue" could become subject to the
original issue discount rules.
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Unfortunately, ayield curve estimated by using older issues raises other problems,
because the securities used in the estimation will bear different coupons due to the different
prevailing levels of interest rates at their issuance dates. Even assuming perfect arbitrage across
the maturity spectrum and ignoring tax considerations for the moment, the yield on Treasury
securitiesis not solely afunction of time to maturity but also of the periodic coupon payment.

A Treasury note or bond is actually a package of payments that the Treasury promisesto
make at future dates. The government securities market determines what investors are willing to
pay at the present time for these future payments. The yield of a given Treasury security isthe
single rate whicht when used to discount all the future payments of a Treasury security to the
present time, will produce values that sum to the current price of the security. Finance theory
shows that, even given perfect arbitrage, thisyield, in virtually all cases, will not be the samein
equilibrium for Treasury securities that mature on the same date but carry different coupon rates.
In addition, other factors, such as the lesser liquidity of seasoned issues, affect yield differentials
among Treasury securities.

Tax considerations add to the complexity of comparing securities with different coupon
rates. A Treasury security initially issued close to its par value but whose price has declined will
have atax advantage over a security that has the same yield but a higher coupon rate and is thus
selling close to its par value. The reason is that the "market discount™ on the first security will
only be taxed at maturity, sale, or other disposition of the security,® while the security with the
higher coupon rate does not receive this deferral on the taxation of its return to the investor.
Prices and yields on Treasury securities with different coupon rates will to some extent reflect
this difference in taxation.

For these reasons, a-simple mechanical rule isinadequate to determine whether
the Treasury should provide additional supply of a given security. Analysis and judgment will
need to be exercised each time there is an acute, protracted squeeze in a given security.

Methods of providing the market additional supply of a security

There are anumber of methods which the Treasury could use to supply the market more
of agiven security, including (1) an auction, (2) an offering of additional supply in increments
through the Open Market Desk of the FRBNY (a"tap"), (3) an issuance window, and (4) an offer
to lend securities to government securities dealers using the FRBNY as fiscal agent.

5 See Interna Revenue Code sections 1276-1278.
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As discussed above, there are difficult issues to be addressed in making a decision to
supply more of a security to the market by any of these means. A fifth possibility, which does not
pose these same difficulties, is to allow market participants to create more of a security than was
originally issued from the components of debt already outstanding. This option is discussed in
some detail at the end of this section.

Each of the four methods that require the Treasury to decide to make additional securities
available has advantages and disadvantages. The Treasury will decide which method is
appropriate given the specific market conditions prevailing when there is an acute, protracted
squeeze. However, it should be noted that, as discussed below, in order for the Treasury to use
the securities lending option, additional legislative authority is necessary.

Auctions. If the Treasury determined that a squeeze of sufficient severity existed, it could
decide to offer an additional amount of the security through an auction. The timing of the auction
would be affected by the already announced schedule of auctions, but it could be done fairly
quickly, with issuance to take place on the day following the auction. In any case, the
announcement of an auction to reopen a squeezed security would be considered a major event by
the government securities market, and the announcement effect might be manifested almost
instantaneoudly, as the price of the targeted security adjusted to the anticipated increase in

supply.

In order to protect itself from having to accept unfavorable pricesin this type of
reopening, the Treasury might announce that it is offering up to a certain maximum amount of
the security but reserves the right to award less, or none at al, if prices bid in the auction were
deemed to be too low.

Reopening by auction is an aggressive government intervention. It is a straightforward,
forceful way to deal with serious short squeezes. Consequently, the Treasury might not have to
do this type of reopening very often once its willingness to reopen by auction was established.

However, reopening by auction is neither avery flexible nor avery subtle approach to
dealing with squeezes. Also, it is not evident that the Treasury will be able to capture any of the
pricing anomaly for the benefit of the taxpayer by resorting to an auction.

Tap issues. Another alternative to reopening a security through an auction would be for
the Treasury to sell more of the security through the FRBNY's Open Market Desk. The Desk
could sell alittle of the security at atime until a sufficient amount had been sold to eliminate
pricing distortions. This method of selling more of an existing security is commonly referred to
as offering it "on tap," and the security so offered is called a"tap issue," using the financial
market terminology of the United
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Kingdorgl, where the Bank of England sells some of the U.K. Treasury's securities in this
manner.

There are different ways to operate a tap. Decisions that would need to be made include:

e How will thewillingness of the Treasury to sell securities through a tap operated by the
Open Market Desk be communicated to the market?

e Which market participants will be eligible to buy the offered security?
e How will the price at which the Treasury iswilling to sell the security be determined?
e At what point will the Treasury decide to end the tap?

Offering the market additional supply of a security through a tap has some advantages
over the auction technique, specifically enhancing the ability to move quickly and fine tune the
amount needed to break a squeeze. However, tap offerings may not be the best method to sell
securities quickly in large amounts, if that is what is needed to aleviate a squeeze. Also, a policy
of offering securities on tap could lead to greater demands to fine tune the market than would a
policy of reopening by auction.

I ssuance window. In theinitial auction announcement, the Treasury could commit to
provide more of the security to any market participant at ayield that was fixed at a specified
amount below that of a near substitute security that isidentified. In effect, this notice would
serve as acall option (an option to buy at a specified price) issued to the market, which would be
in force for aset period of time.

The advantage of this method would be to give the initiative back to the market in
enforcing alimit on the size of any price anomaly: the Treasury sets the maximum spread and
market participants respond when conditions warrant. With the bounds publicly announced, any
uncertainty about potential Treasury actionsis reduced. However, determining the maximum
spread would be difficult. Tax and operational issues would also need to be addressed.

® |n the United Kingdom, the Bank of England may buy some of the securities offered by the U.K Treasury and
offer them on tap. In this case, the U.K Treasury has already received the funds from the Bank of England. This
would be prohibited in the United States, because the Federal Reserve is prohibited from buying securities directly
from the Treasury for its own account. Consequently, Treasury would receive funds from atap issue only' asthe
securities are sold and the funds from the purchasers are received.
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Securities lending. One way of providing securitiesto alleviate a squeeze in amore
flexible and less permanent manner is for the Treasury to lend to market participants an
additional supply of a security subject to a serious squeeze.

Legal constraints limit the Treasury's ability to lend an additional supply of a security
directly. The reason is that the Treasury's authority to issue debt generally can be for one of two
purposes: to borrow funds to meet government expenditures or to buy, redeem, or refund
outstanding debt.” The Treasury does not have the authority to issue securities solely for the
purpose of lending them in order to counter apparent price discrepancies. Consequently, before a
securities lending program such as the one described below could be implemented, legislation
authorizing it would need to be enacted.

Under the proposal, once the Treasury had determined the need to alleviate an acute,
protracted squeeze through securities lending, the FRBNY's Open Market Desk, acting as the
Treasury's fiscal agent, would implement the operational aspects of the program with market
participants. If it were desired that the program not affect bank reserves nor add to the Treasury's
cash balance, the securities lent could be collateralized by the borrower with other Treasury
securities of similar market value pledged to the Treasury. In this case, in addition to pledging
securitiesto the Treasury, the borrower would also pay afee for borrowing the squeezed
security. After the market problem had abated, the borrowers would return the security they had
borrowed to the Treasury in return for their original securities. Alternatively, the Treasury could
engage in repurchase transactions with government securities dealers and receive cash for the
securities.

The securities lending approach has some significant advantages over auctions and taps. It
would be atemporary measure to deal with atemporary market problem. It provides for a better
possibility for the Treasury to capture some of the pricing anomaly and thus in effect make
money for the taxpayer. Finally, like atap, it is amore flexible approach than auctions to ending
asgueeze.

There are also some disadvantages with this approach. Many of the same questions that
arise with respect to operating atap issue need to be answered to operate this type of securities
lending program. The most significant issues to be resolved would be how to price the lending
transaction and how to determine eligibility to borrow the security. Also, like atap,
implementation of a securities lending program could lead to expectations or demands that the
Treasury fine tune the market to eliminate even small perceived price discrepancies.

731 U.S.C. 3102-3104, 3111.
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" Synthetic reopenings’ using STRIPS. Another debt management idea to break
sgueezesisto let market participants effectively create more of a given security using the
Treasury's Separate Trading of Registered Interest and Principal of Securities ("STRIPS")
program. The underlying notion is to create a market mechanism to break a squeeze. The appeal
of this method is that the market would determine how much of a given security was needed to
break a squeeze. If this method could be made to work, market participants would have an
additional arbitrage tool available to them to bring the pricing of various Treasury securitiesin
line with each other. In this way, the problems with having the Treasury create an additional
supply of asecurity subject to a squeeze would be avoided.

Background on STRIPS program. In February 1985, the Treasury implemented afacility
to allow certain Treasury securities to be separated into their interest and principal components
on the commercial book-entry system for Treasury securities operated by the Federal Reserve
banks. The system allows original issue 10-year Treasury notes and 30-year Treasury bonds to
be separated into these components. The amount of a note or bond that is stripped must be such
that both the principal component and each semiannual interest payment is divisible evenly by
$1,000.

Each Treasury note or bond issue has a unique CUSIP number assigned to it. When an
issue is stripped under the current STRIPS program, the principal component is assigned another
CUSIP number that is unique for that principal component, and each interest payment is assigned
a"generic" CUSIP number that is given for all stripped interest components that come due on a
specific date.®> Once stripped, the components are transferred separately on the book-entry system
in multiples of $1,000.

In May 1987, the Treasury enhanced the STRIPS program by allowing componentsto be
reconstituted into the original note or bond. In order to reconstitute a stripped note or bond, a
market participant must acquire the principal component, or corpus, of the note or bond to be
reconstituted in an amount evenly divisible by $1,000 that will produce interest payments that
are also evenly divisible by $1,000. The market participant must also acquire al the remaining
stripped interest payments in an amount that corresponds to the principal amount to be
reconstituted.’

Since stripped interest and principal components are each firm promises by the Treasury
to pay fixed amounts at specific dates in the future, there is no economic

8 Generic CUSIP numbers for stri pped interest components were instituted on July 29, 1985. Sincein
most cases more than one Treasury security that is eligible to be stripped under the STRIPS program pay interest on
the same dates, it is usually not possible to identify a stripped interest component with a particular note or bond.

® Note that while the corpus must come from the security that had originally been stripped, the interest
components need not come from that security.
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difference between stripped interest and principal components.™® Consequently, it would appear
that one way to enhance the STRIPS program and allow the market to create more of a particular
security for which there is strong demand is to eliminate the requirement that, in order to
reconstitute a given security, the principal component derived from the security to be
reconstituted must be presented as part of the package of payments. The CUSIP number of a
security the Treasury hasissued could be assigned on request to a package of stripped
components that exactly match all interest payments and the principal payment of that security.™
H thiswere alowed, it would be possible for the market to create more of agiven" security than
was originally issued without requiring the Treasury to sell more securities. The timing and the
amount of total payments that the Treasury has contracted to pay at original issuance would not
have changed. The market would effectively decide how much of a given security to create and
thus could break a squeeze through this mechanism.

This idea has substantial theoretical appeal; however, there are some formidable practical
difficulties.

Tax issues. A reconstitution of anote or bond currently selling at a discount from par may
result in less current tax revenue. The subsequent purchaser of the reconstituted security would
be able to characterize the discount from par as market discount and obtain deferral of the tax on
that amount until maturity, sale, or other disposition of the security. However, a portion of the
discount at which the stripped components (corpus or interest) were acquired by ataxpayer is
includible in current income, since the entire amount of this discount is characterized for tax
purposes as original issue discount. Consequently, reconstitution has the potential effectively to
convert some original issue discount into market discount, which lowers the tax burden on the
subsequent purchaser by allowing deferral of income.

Y nthe U.S., the tax treatment of stripped interest and principal componentsisidentical. Each time these
components are sold, they are viewed as newly issued discount instruments for purposes of determining original
issue discount. A portion of the original issue discount isincludible in the taxable income of the holder each year. It
is not possible to obtain market discount treatment for a stripped component. Market discount is only includiblein
taxable income upon maturity, sale, or other disposition of the security acquired with such discount. See Internal
Revenue Code sections 1276-1278.

1 By way of example, assume a Treasury note that has an 8 percent coupon payable every six months and has
five interest payments remaining. The payment stream of this security for $100,000 of principal would be four
payments, at six month intervals, of $4,000 and afinal payment of $104,000 ($100,000 of principal and $4,000 of
interest). Under the current reconstitution program, five generic interest components of $4,000 each coming due on
the correct dates and the correct principal component in an amount of $100,000 would have to be assembled in order
to reconstitute the note. The enhancement suggested above would allow the last payment of the package of $104,000
to be composed entirely of a stripped interest component (or a principal component from a different security) in that
amount coming due on the appropriate date.
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The reconstitution program outlined above raises the possibility of significant tax revenue
lossesif the market were to seize the opportunity to create additional supplies of low coupon
bonds selling at adiscount. A solution to this problem, without resorting to significant changesin
tax law concerning the tax trestment of original issue discount and market discount, would
involve some restrictions on the ability to reconstitute securities without the correct corpus.

One possible solution to this problem would be to limit the securities that can be
synthetically reconstituted to those that have been issued within alimited period, for example,
six months, prior to the reconstitution date. These securities are unlikely to be selling at alarge
discount unless there was a significant increase in interest rates shortly after the security was
issued. Also, even with this restriction, the ability of the market to resolve squeezes would be
enhanced, since squeezes usually develop for recently issued securities, not seasoned issues.
Another possibility would be to allow only those securities to be reconstituted synthetically that
are not selling currently at discount from par greater than a specified amount.

An additional tax complication that requires further study derives from the realization rule
in Internal Revenue Code section 1001(c). Because the proposal involves the transformation of
an interest component into the principal of the reconstituted security, it is possible that the
issuance of the new CUSIP number for the bundle of payments would be arealization event for
tax purposes under section 100l. In any case, the tax rulesin this regard would need to be
clarified.

Legal and accounting issues. There may be legal obstacles with respect to the Treasury
setting up afacility for synthetic reconstitution. It is not clear what the treatment of the
synthetically reconstituted security would be for the purposes of the debt limit and for
appropriation purposes.

The Treasury has a permanent indefinite appropriation to pay interest on the public debt.™
Repayment of principal is not treated as a budget outlay, which requires an appropriation, but as
afinancing transaction. Redemption of principal is a negative means of financing, while the
issuance of the security is apositive means of financing. The amount of financing that can be
accomplished through the issuance of securitiesisrestricted by the statutory limit on the public
debt.

The implication of the conversion of interest components into the principal of anote or
bond is not clear under the public debt statutes, which were enacted in their basic form long
before the idea of stripping and reconstituting securities was conceived. It might make most
sense from the government's point of view to ignore the conversion for purposes of determining
the debt subject to limit and interest paid on the public

1231 u.s.C. 1305.
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debt, since nothing has happened to the total amount the Treasury has contracted to pay in
originally issuing the securities. Achieving this result may require amending the public debt
statutes and other laws.

Whatever the legal characterization of the conversion, significant changes would have to
be implemented to the Treasury's public debt accounting systemsin order to keep track of
interest and principal payments. Currently, these systems verify the amount of interest paid on
each security, or loan, by reference to the principal outstanding of that particular security. H the
interest payment from another security were to become an addition to the outstanding principal
of a shorter maturity security, modification' to this method of accounting for interest and
principal payments would have to be made. Before such modifications could be even
characterized, the legal implications and the budget and accounting rules with respect to
synthetic reconstitutions would have to be determined.

Timing issues. The most serious constraint on the utility of the synthetic reopening
proposal isthe availability of sufficient strippable interest and principal components. Only with
significant modifications to the current financing schedule and payment dates for new Treasury
securities could this proposal become an effective means for combatting squeezes and market
manipulation in all segments of the market. However, major changes to the financing schedule
would create additional operational and cash flow problems for the Treasury.

First, in order for a synthetic reopening/reconstitution program to become operational, the
STRIPS program would need to be expanded to allow stripping of all marketable Treasury notes
and bonds. This modification would pose few problems for the Treasury, aside from the need to
expand administrative capacity of the STRIPS program.

The larger problem is that without major changes to the financing and payment schedule,
the potential for synthetic reopening or reconstitution of different Treasury securities would
differ markedly depending on the ultimate maturity date of each security. For example, under the
current financing schedule, synthetic reconstitution would be impossible for new five-year and
seven-year notes and 30-year bonds. For two-year notes, the potential increase in overall supply
from synthetic reopenings would be highly variable, depending on the month of maturity. The
potential to create new to-year and three-year notes would be much greater.

The underlying reason for this disparity is quite ssmple: securities that share maturity and
interest payment dates with longer-term securities can be replicated much more easily with
stripped components of other securities. For example, a newly issued 30-year bond, the longest
maturity Treasury security currently offered, does not share its maturity date with any other
marketable Treasury securities; consequently, its principal component and last interest payment
component cannot be replicated by
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using components originally stripped from other Treasury issues.® Also, seven-year notes are the
only coupon securities that mature and pay interest on a January 15, July 15, April 15, October
15 schedule, and therefore no strippable components from other securities exist to replicate their
payment stream.

For two-year and five-year notes, principal and semiannual interest payment dates occur
on the last day of each month, unlike three- and 10-year notes and 30-year bonds, which make
payments in the middle of the month. This means that the five-year note does not shareits
maturity date with any other security, and therefore cannot be replicated. While every two-year
note has a payment schedule that is consistent with one or more five-year notes, until 1994, only
the interest payments, not the principal components, of five-year notes would be available for
stripping and reconstitution as two-year notes. This interest amount isafairly small, though
growing, amount in relation to the issue size of recent two-year notes. In contrast, the potential to
reconstitute synthetically three-year and 10-year notes, which are issued at the Treasury's
quarterly refundings, would be much greater because they share payment dates (February 15 and
August 15 or May 15 and November 15) with 30-year bonds.

To make reconstitution easier for most notes and bonds, it would clearly be necessary to
standardize payment dates so that each security matured on a common payment date with other
securities. This would require extensive modifications to the current Treasury financing
schedule, which would take years to have their full effect on the potential to reopen synthetically
any particular security. In the transitional period after such changes were made, a progressiv