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Executive Summary

The Federal Reserve Bank of New York (FRBNY) has issued this white paper to discuss policy concerns
regarding weaknesses in the infrastructure of the tri-party repo market as well as to seek comment on
industry recommendations to address these concerns. The FRBNY asked the Payments Risk Committee
(PRC)—a private-sector group of senior U.S. bank officials that is sponsored by the FRBNY—to form a
task force to address the weaknesses that became visible over the course of the financial crisis. The PRC
responded by creating the Tri-Party Repo Infrastructure Reform Task Force in 2009. The task force is
now publishing its recommendations.

A key focus of the recommendations is to reduce reliance by market participants on intraday credit
provided by tri-party repo agents. Other complementary recommendations are designed to foster
improvements to credit and liquidity risk management practices of market participants, enhance market
transparency, and decrease the likelihood and mitigate the negative effect of default by a large cash
borrower.

Feedback received on this white paper from a broad range of stakeholders is intended to help
FRBNY staff and others with regulatory and supervisory responsibilities to assess the recommendations

and identify additional or alternative measures that should be considered.
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In conjunction with the release of this white paper, the FRBNY has launched a web page devoted to tri-

party repo infrastructure reform, where you will find a direct link to submit comments as well as answers
to Frequently Asked Questions.

We invite you to visit it at <http://www.newyorkfed.org/banking/tpr_infr_reform.html>.



[. Introduction

As conditions in credit markets deteriorated in 2008 and 2009, weaknesses were revealed in the
infrastructure supporting tri-party repurchase agreements (repos). These weaknesses had the potential
to amplify instability in the financial system. To avert a collapse in confidence in the tri-party repo
market, the Federal Reserve took extraordinary actions—for example, the central bank established the
Primary Dealer Credit Facility (PDCF) and the Term Securities Lending Facility (TSLF) to help primary
dealers meet their funding needs and provide liquidity to other market participants.® Although these
measures were largely effective in stabilizing the tri-party repo market, they were temporary, and both
facilities have since expired. Concerns about the infrastructure persist, however, and must be addressed
to increase the resiliency of this critical market to future stresses.

Analysis conducted by the Federal Reserve Bank of New York (FRBNY), which is broadly
consistent with observations by market participants and by other policymakers, points to three
significant policy concerns associated with the design of the tri-party repo market infrastructure that left
the market vulnerable to a severe disruption: (1) the market’s reliance on large amounts of intraday
credit made available to cash borrowers by the clearing banks that provide the operational
infrastructure for these transactions, (2) the risk management practices of cash lenders and clearing
banks—practices that were, with the benefit of hindsight, clearly inadequate and vulnerable to
procyclical pressures, and (3) a lack of effective plans by market participants for managing the tri-party
collateral of a large securities dealer in default without creating potentially destabilizing effects on the
broader financial system.

In 2009, the FRBNY asked the Payments Risk Committee (PRC) to form a task force to address

these FRBNY policy concerns.? The resulting Tri-Party Repo Infrastructure Reform Task Force brought

! see <http://www.federalreserve.gov/monetarypolicy/bst_lendingprimary.htm> for information on the PDCF and TSLF.
“The PRCis a private-sector group of senior U.S. bank officials sponsored by the FRBNY. For information on the committee and
the press release announcing the formation of the task force, see <http://www.ny.frb.org/prc>.
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together market participants to design and recommend enhancements to the tri-party infrastructure.
Task force members represent the most active broker-dealers and the most active segments of cash
lenders in the tri-party market as well as clearing banks and relevant industry groups. The task force met
regularly to discuss potential changes to the infrastructure, defined broadly as the set of policies,
procedures, and systems supporting the tri-party repo market. Members have concluded their work,
and their final recommendations have been published (see Appendix I1).

Although the task force was asked to focus on infrastructure weaknesses, it is clear that dealers
were made vulnerable to runs on their tri-party repo financing by additional factors, such as maturity
mismatches on their books, their degree of leverage, and assumptions about the durability of secured
financing that proved too optimistic. Although these factors are technically beyond the scope of the task
force’s work, they are central to a stable tri-party repo market and it was necessary to consider them
alongside the infrastructure concerns. Ultimately, infrastructure reforms in the tri-party repo market
should complement broader, ongoing efforts to increase the resiliency of dealers to strained market
conditions.

The FRBNY has two main objectives in publishing this white paper. First, it seeks to illuminate
the policy concerns that led to the formation of the task force. Second, it invites feedback on the task
force recommendations from the broad range of stakeholders in the tri-party repo market. Comments
are requested on the anticipated impact of the recommendations, implementation challenges, and
additional steps that could be taken to strengthen the resiliency of the infrastructure supporting this
market. Responses to the questions posed in Section VI of this paper will inform implementation and
contribute to the analysis of future actions to strengthen this critical market, for consideration by
policymakers.

Section Il of this paper defines repo market terms and describes the current market structure

and its primary benefits. In Section Ill, we discuss the areas of concern with respect to the current design



of the tri-party repo infrastructure. Section IV introduces the task force. Section V presents some initial
views on what the task force recommendations accomplish and do not accomplish as well as anticipates
potential implementation challenges. We conclude in Section VI with the aforementioned questions

designed to elicit feedback on the recommendations.

Il. Repo Market Definitions and Market Overview

A repo is a sale of securities coupled with an agreement to repurchase the securities at a specified price
on a later date.® It is economically similar to a secured loan. The cash lender loans cash to a borrower
and receives the borrower’s securities as collateral. The proceeds of the initial securities sale can be
thought of as the principal amount of the loan, and the excess paid by the cash borrower to repurchase
the securities corresponds to the interest paid on the loan, also known as the repo rate. The difference
between the amount of cash loaned and the value of the collateral posted is called the “haircut” or
“margin,” and it functions as a buffer for the lender against short-term variations in the value of the

collateral. Figure 1 illustrates a simple bilateral repo transaction.

Figure 1
A Bilateral Repo Transaction
$100 Repo at 1% Repo Rate and 2% Haircut for Thirty Days

1. Cash borrower sells $102 of securities
to cash lender and receives $100 in cash

Cash borrower - i Cash lender

2. After thirty days, cash borrower pays $100 plus
$.083 in interest to cash lender to repurchase securities

®For a discussion, see <http://www.newyorkfed.org/research/epr/06v12n1/0605garb.html>.
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Tri-party repo transactions are similar to bilateral repo transactions, but a third party, the tri-
party agent, participates in the transaction along with the cash borrower and the cash lender or
investor. Cash lenders—primarily money market mutual funds, custodial banks investing cash collateral
on behalf of their securities lending clients, and other asset managers—have funds that they are willing
to lend against collateral. Cash borrowers, typically fixed-income securities broker-dealers, seek to
finance securities that can be used as collateral. Cash lenders use tri-party repos as investments that
offer liquidity maximization, principal protection, and a small positive return, while cash borrowers rely
on them as a major source of short-term funding. The tri-party agent facilitates transactions by
providing operational services, such as custody of securities, settlement of cash and securities, valuation
of collateral, and optimization tools to allocate collateral efficiently. In the U.S. market, government
securities clearing banks serve as tri-party agents; in addition to providing operational services, the
agents extend large amounts of intraday credit to dealers to enable them to meet delivery obligations
on securities financed in tri-party repos. The role of the clearing bank is explained in more detail in the
“Current Practices and Infrastructure” discussion.

Tri-party repos are the most prevalent form of repo contract in the United States. Broker-
dealers obtain a significant portion of financing for their own and their clients’ securities inventories
through the market. During first-quarter 2010, the value of securities financed by tri-party repos
averaged $1.7 trillion.* The size of the market has declined notably since the peak of about $2.8 trillion

in early 2008. Figure 2 shows the growth of tri-party repo transactions over the past eight years.

*Federal Reserve Bank of New York calculations, based on data from The Bank of New York Mellon and JPMorgan Chase.
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Figure 2
Growth of Tri-Party Repo Market
Aggregate Value of Market
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Sources: The Bank of New York Mellon; JPMorgan Chase.

Notes: Limited data were provided by clearing banks prior to April 2008. The figure reflects the data provided, indicated
by the markers, and the smoothed trend line between them.

Activity in the tri-party repo market is highly concentrated: the top ten cash borrowers account
for approximately 85 percent of the value of tri-party repo securities being financed, and the top ten
cash investors provide about 65 percent of the funds invested.® The largest individual borrowers
routinely finance more than $100 billion in securities through these transactions. At the peak of market
activity, the largest dealer positions exceeded $400 billion. While the value of the largest portfolios has
declined, it remains significant, at more than $200 billion. The largest cash investors individually provide

more than $100 billion in tri-party repo financing daily.

> Here, “investor” refers to a single firm. A single firm can include the securities lending division of a bank as well as the asset
management division. Similarly, a money market mutual fund complex, considered a single investor here, may represent many
separate funds under a single management umbrella.



The collateral used to secure tri-party repos consists largely of U.S. Treasuries and agency
mortgage-backed securities and debentures.® As of first-quarter 2010, this type of collateral represented
slightly more than 80 percent of all collateral in the tri-party market. Other assets financed through tri-
party repos include fixed-income securities and equities on deposit at the Depository Trust & Clearing
Corporation (DTCC) as well as whole loans (currently less than 1 percent of assets financed).’ These
asset types are primarily, but not exclusively, investment-grade securities. Some are materially less
liquid than traditional government and agency securities. At the market’s peak in early 2008, this type of
collateral made up nearly 30 percent of the total.® Figure 3 presents the breakdown of tri-party repo

market collateral at March 31, 2010.

Figure 3
Breakdown of U.S. Tri-Party Repo Market Collateral
2010:Q1
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Sources: The Bank of New York Mellon; JPMorgan Chase.
Note: REMICs are real estate mortgage investment condulits.

6 “Agency” here refers to securities issued by Fannie Mae, Federal Home Loan Mortgage Corporation (FHLMC) securities, and

securities guaranteed by the Government National Mortgage Association (Ginnie Mae).

" DTCC fixed-income assets include corporate bonds, asset-backed securities, money market instruments, private-label
collateralized mortgage obligations, and municipal bonds. For more information, see <http://www.dtcc.com/about/business/>.
& Since the start of the financial crisis, the value of non-Treasu ry, non-agency collateral financed in the tri-party repo market has
declined by more than $600 billion, as dealers deleveraged their balance sheets and investors became less willing to accept
nontraditional, less liquid collateral to secure their tri-party investments.
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Current Practices and Infrastructure

According to current operational practices, a cash lender and a cash borrower arrange their tri-party
repo transactions bilaterally in the morning, agreeing on the tenor of the repo, the amount of cash
provided, the value of the collateral provided, and the repo rate, among other parameters. The actual
securities used as collateral are assigned later by the tri-party agent (or, in some cases, by the cash
borrower), such that they meet the schedule of acceptable collateral specified by the cash lender. After
the terms of the transaction are agreed upon, the dealer notifies its clearing bank. In some cases, only
the very basic terms of the repo are communicated. (A typical repo “day” is illustrated in Figure 4, on
page 11. A detailed example of a tri-party repo transaction, related processes, and risk ramifications can
be found in Appendix I.)

Late in the day, the clearing bank, adhering to the terms of the transaction provided by the
borrower, settles the repos by simultaneously transferring collateral and cash between the borrower’s
and lender’s cash and securities accounts at the clearing bank. In other words, securities are moved
from the borrower’s securities account to the lender’s securities account and the corresponding cash
amounts are transferred from the lender’s cash account to the borrower’s cash account; this process
“locks” the borrower’s securities in the lender’s account. A dealer allocates specific securities to each
transaction using its clearing bank’s or its own collateral optimization engine, as constrained by the
schedule of acceptable collateral. Overnight, the lender holds the collateral, which exceeds the value of
the cash loan by the value of the haircut, to offset the risk that the borrower will not be able to return
the appropriate amount of cash the following day.

Prior to 8:30 a.m. each day, the clearing bank extends credit to each dealer and returns the

securities that were pledged as collateral so that the dealer can deliver any securities that are sold to



buyers.® This process of returning the collateral to the dealer is referred to as “unwinding” the repo, and
it generally applies to all repo transactions, even those term transactions not maturing that day. The
unwinding each morning creates an overdraft in the dealer’s cash account at its clearing bank when the
clearing bank returns the repo collateral to the dealer and returns the cash borrowed by the dealer to
the lender’s demand deposit account. Once their cash is returned through the unwinding, the majority
of cash lenders elect to leave the cash in uncollateralized demand deposit accounts at the clearing
banks, because most of this cash is typically reinvested at the end of the day.

Throughout the business day, broker-dealers buy and sell securities for their own and their
client-owned positions. These securities are delivered into and out of the dealer’s securities account at
its clearing bank.'® Concurrently, the dealer’s cash account at the clearing bank is adjusted for the
offsetting cash transactions. Because dealers typically do not have sufficient cash balances at their
clearing bank to pay for their securities purchases during the day, the clearing bank extends intraday
credit to the dealer and takes a lien on the dealer’s security as collateral.

The intraday overdraft, which remains in place between the morning unwinding and the end-of-
day lock-up, or “rewinding,” imposes on the clearing bank a credit exposure to the dealer that is
collateralized by the securities in the dealer’s account. Dealers use the cash they receive from lenders at

the end of the day to extinguish these overdrafts.

® Deliveries can be made by book-entry if both the buyer and seller have securities accounts at the same clearing bank, or made
via Fedwire to a custodial account at another depository institution.

10 Broker-dealers do not have access to central bank credit and are not direct participants in Fedwire. As a result, they rely on
clearing banks—which have such access—to provide both the credit and operational infrastructure required to support their
securities clearing and settlement activities.
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Figure 4

Key Elements of Current Daily Repo Process

8:30 a.m.

12:00 p.m.

Day T

3:30 p.m.

8:30 p.m.

Day T+1

“Unwinding” Fedwire “Unwinding”
of Day T-1 Securlties ofDay T of Day T-1
Repos and DTCC Repos Repos
Close
] Trade
Trading Repo submission and
Activity trading confirmation
|
Securities/ Securities delivered into and Collateral Collateral locked
Collateral out of cash borrowers’ accounts allocation in cash investors’ accounts
| I | I
Cash/ Intraday financing (overdrafts secured by cash Ovemight financing provided by cash
Financin borrowers’ collateral) provided by clearing banks; investors; borrowed cash extinguishes cash
9 cash is in accounts of cash investors borrowers’ overdrafts at clearing banks

Note: Timeframes are approximate.

Benefits of Tri-Party Repos

Compared with other types of repurchase agreements, tri-party repos offer a number of advantages

that have contributed to their growing use over the years. First, tri-party repo transactions settle via

book-entries at a clearing bank, whereas “deliver-out” repos settle by transferring government

securities from a cash borrower to a cash lender, and then returning them the next day, over the Federal

Reserve’s Fedwire Securities Service or the Fixed Income Clearing Corporation. The settlement of tri-

party repo transactions internally on the books of a borrower’s clearing bank reduces counterparties’

transaction costs and operational burdens (such as the need for cash investors to maintain a processing

infrastructure), which become significant when many small-denomination securities are used to

collateralize the repos. Second, tri-party repo services give borrowers greater flexibility in allocating

collateral. Each lender specifies the general types of securities that are acceptable repo collateral. The



clearing bank must then allocate a dealer’s available securities; it accomplishes this by optimizing the
allocations to the many cash lenders that a dealer has lined up. Third, settlement of new tri-party repo
transactions (as well as the recreation of term repos) occurs late in the afternoon, after the close of
Fedwire Securities. Late-afternoon settlement gives dealers a better chance of obtaining repo financing
for securities that were delivered to them during the afternoon. Investors benefit as well, from a greater

opportunity to find a short-term investment for surplus cash that becomes available late in the day.

IIl. How Tri-Party Repo Infrastructure Arrangements Propagate Systemic Risk
As the financial condition of dealers deteriorated and collateral valuations became uncertain,
weaknesses in the policies, procedures, and systems supporting the tri-party repo market were exposed.
Given the magnitude of the exposures generated and the vital importance of this market to dealer
funding, a breakdown in the tri-party market had the potential to destabilize the financial system. On
March 17, 2008, in the wake of the Bear Stearns collapse, the Federal Reserve Board took the
extraordinary action of creating the Primary Dealer Credit Facility relying on emergency lending
authorities under section 13(3) of the Federal Reserve Act.'! The PDCF permitted broker-dealers, which
do not have access to the Federal Reserve’s discount window, to obtain short-term collateralized loans
through this temporary lending facility.'? The PDCF was intended to preserve market stability by
providing emergency liquidity when financing was no longer available from cash lenders and other

private sources.

' The PDCF was created under section 13(3) of the Federal Reserve Act, which requires that the Federal Reserve Board make a
finding of “unusual and exigent” circumstances. For additional analysis of the market stress that led to the facility’s creation,
see <http://www.newyorkfed.org/research/current_issues/cil5-4.html>.

12 concerns about the lack of access by money market mutual funds to emergency liquidity motivated the creation of two other
Federal Reserve programs, the Asset-Backed Commercial Paper Money Market Mutual Fund Liquidity Facility and the Money
Market Investor Funding Facility. Information on all the Federal Reserve’s liquidity facilities is available at
<http://www.federalreserve.gov/monetarypolicy/bst.ntm>. The Federal Reserve provides loans to depository institutions
through the discount window. For more information, see <http://www.frbdiscountwindow.org>.
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While market conditions have improved—and, as a result, the PDCF was allowed to expire—
concerns about the existing infrastructure arrangements remain. The three fundamental areas of
concern are the reliance of broker-dealers on intraday credit from tri-party clearing banks, risk
management practices that are vulnerable to procyclical pressures, and the lack of effective and
transparent methods to manage the liquidation of a defaulted broker-dealer’s collateral.

Market dependence on intraday credit. The market’s dependence on a substantial amount of
intraday credit supplied by the clearing banks to facilitate the clearing and settlement of securities
creates the potential for two important destabilizing outcomes. First, the daily hand-off of credit
extensions between overnight cash lenders and clearing banks creates an incentive for each to reduce
its exposure quickly by pulling away from a potentially troubled dealer before the other one does.
Indeed, as dealers came under severe stress, clearing banks reconsidered their longstanding practice of
routinely extending intraday credit, as they recognized the potential risk it posed to them. In the event
of an intraday default, a clearing bank would have to take the dealer’s entire portfolio onto its balance
sheet. This could affect the financial health of the clearing bank because its intraday exposures are large
relative to its capital. At the same time, a sudden withdrawal of intraday credit would have significant
ramifications. If the dealer did not find an alternative source of funding for its securities, a sudden
withdrawal would trigger a default. As a result, cash investors would be faced with the dual challenge of
trying to liquidate collateral without incurring losses while also addressing their own liquidity needs. To
avoid credit losses and liquidity pressures, they could withdraw funding more broadly—potentially
jeopardizing the ability of the remaining dealers to finance their securities. Generally speaking, the
expectation of liquidity perpetuated by the daily unwinding of repos may lead cash lenders to
underestimate their credit and liquidity risks, which could leave gaps in their contingency plans for

responding to an actual dealer default.
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Second, another longstanding concern—rooted in the clearing bank practice of extending large
amounts of intraday credit to dealers—involves the loss of confidence in a clearing bank. A loss of
confidence could disrupt funding to a large segment of the dealer community if investors became
concerned about the safety of holding their cash deposits at the clearing bank (resulting from the daily
unwinding of repos).*®

Risk management practices. Risk management practices may have exacerbated the pressure on
dealers during the credit crisis. During normal times, competitive dynamics and an abundance of market
liquidity led investors and clearing banks to adopt liberal policies on collateral eligibility, the size and
concentration of portfolios, and haircuts. During times of financial stress, the desire by investors and
clearing banks to protect themselves can lead to sudden withdrawals of credit or sharp increases in
margins and haircuts.

Lack of effective and transparent plans to support orderly liquidation of a defaulted dealer’s
collateral. When they were faced with the prospect of counterparty default, it became apparent that
neither clearing banks nor lenders were well prepared to conduct an orderly liquidation of a large
dealer’s tri-party repo collateral. Either group would face challenges with respect to operational
arrangements, sources of liquidity during a (potentially lengthy) liquidation period, and the impact of
distressed asset prices on their own balance sheets. The lenders and clearing banks both believed that,
in the event of an imminent dealer default, each could withdraw credit before the other. Under existing
practices, a clearing bank would have a lien on the securities backing the intraday extension of credit if a
borrower failed during the day. Lenders, however, would have to liquidate the collateral if the failure
occurred at night. Without transparent procedures and increased clarity concerning the rules that would

apply to all market participants during such an event, the failure of one cash borrower could lead to a

B The industry effort to create what became known as “New Bank” to replace a troubled clearing bank was intended to
address this problem. New Bank was not fully implemented, however. Work was suspended in 2008 in anticipation of the need
for more fundamental infrastructure reforms.
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loss of confidence in the market itself. This, in turn, could lead investors to withdraw their repo funding
en masse or clearing banks to discontinue all provision of intraday credit, thus affecting tri-party
borrowers more broadly.

Furthermore, an uncoordinated liquidation of potentially hundreds of billions of dollars in
collateral could create “fire-sale” conditions as collateral is sold into a stressed environment. Investors
could realize significant losses during the liquidation, while much lower asset prices observed during the

fire-sale conditions could further tighten liquidity pressure on the remaining, otherwise healthy, dealers.

IV. The Tri-Party Repo Infrastructure Reform Task Force

The PRC, at the request of the FRBNY, formed a task force to address the FRBNY policy concerns
described above. Members of the Tri-Party Repo Infrastructure Reform Task Force represent major tri-
party repo market participants and service providers as well as relevant industry groups. Market
participants represent the most active broker-dealers and the most active segments of cash lenders in
the tri-party repo market.

Recognizing that it would not be practical for all market participants and stakeholders to
contribute directly to the process, the task force took measures to make its work transparent and to
encourage inclusiveness. In December 2009, task force members published an interim report on their
work and highlighted draft recommendations.™ To engage a broader range of market participants in the
dialogue, the task force hosted a workshop in February 2010 to present its ideas. Work concluded on
May 17, 2010, with publication of the final task force recommendations (Appendix ). To enable other
stakeholders not participating in the task force to provide input, the FRBNY is seeking comments on this

analysis and the task force’s final recommendations.

Y see <http://www.ny.frb.org/prc/report_091222.pdf> for the full interim report.
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The key element of the task force recommendations is to reduce reliance by market participants
on intraday credit provided by tri-party repo agents. Other complementary recommendations are
designed to foster improvements to credit and liquidity risk management practices of market
participants, enhance market transparency, and decrease the likelihood and mitigate the negative effect

of default by a large cash borrower.

V. The FRBNY’s Comments on the Task Force Recommendations

The FRBNY commends the Tri-Party Repo Infrastructure Reform Task Force for its efforts to address the
policy concerns relating to current market practices and infrastructure.

These recommendations, when implemented, should help reduce the potential for problems at
one firm to spill over to others, clarify the credit and liquidity risks borne by market participants, and
better equip market participants with the tools to manage these risks appropriately. Specifically, the
recommendations—by reducing the amount of intraday credit provided by clearing banks and
eliminating the wholesale daily unwinding of all tri-party repo trades—should minimize two important
channels through which a problem at one firm could affect others. First, a clearing bank’s exposure to its
own clients should be reduced to a manageable level. Second, the tri-party repo market should be more
resilient to concerns about the financial well-being of a clearing bank, because cash investors will have
secured exposures to their counterparties instead of unsecured exposures to a clearing bank during the
day.

The proposed elimination of the practice of unwinding all tri-party repos each morning will also
highlight the credit and liquidity risks borne by cash investors—making it clear that an investor’s ability
to withdraw funding and receive cash from a troubled borrower is linked to that borrower’s ability to

secure another source of funding. The complementary recommendations to create increased
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transparency regarding the size and composition of borrower portfolios will better equip cash investors
to understand the conditions they would face in a liquidation.

However, the task force recommendations do not address all areas of concern in the tri-party
repo market. For example, the steps proposed to increase cash investors’ preparedness for the sudden
failure of a large dealer do not directly address concerns that such failure could prompt the
simultaneous liquidation of large amounts of assets and create fire-sale conditions. The task force report
discusses several alternatives that were considered but ultimately failed to gain broad support. While
fire-sale concerns are not unique to this market, it should be noted that the significant value of assets
financed by individual dealers and the short-term liquidity needs of tri-party repo cash lenders make this
issue particularly relevant to the tri-party repo market. Regulators and market participants will need to
continue to explore options to assess the level of risk this poses to financial stability and to seek
appropriate solutions to mitigate this risk.

In addition, the recommendations will not materially alter the propensity of cash investors to
run from a troubled dealer—in fact, they may withdraw funding from a troubled counterparty sooner
because of increased awareness of the risk of having to accept collateral in lieu of cash in the event of
default. As a result, dealers will need to recognize and accommodate this lack of durability of secured
financing in their liquidity contingency planning and regulators will want to ensure that dealers’ plans
take these vulnerabilities into consideration. This is likely to increase dealer funding costs—particularly
for assets that are not highly liquid.

The task force recommendations are ambitious and will require a focused and sustained effort
by market participants and clearing banks to achieve their objectives. To eliminate reliance on intraday
credit, clearing banks will need to develop systems to support robust collateral substitution, and other
market participants will need to make fundamental changes to their business practices and process

flows.
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It is expected that the heads of the most active firms in the tri-party repo market will make a
formal commitment to implement needed enhancements to tri-party repo infrastructure in a timely
manner, including those initiatives described in the task force report. Additionally, the FRBNY will
engage the primary regulators of clearing banks and major market participants to incorporate the
enhancements into rules and supervisory plans, as appropriate.

In conclusion, the tri-party repo market and short-term funding markets will continue to evolve
as broader regulatory reforms take shape, and enhancements to infrastructure—such as those proposed
by the task force—are implemented. Because it is not possible to anticipate the full impact of these
combined forces, it will be imperative to monitor the evolution of the tri-party repo and other short-
term funding markets closely. The FRBNY intends to take additional actions, as necessary, to promote
the safety and soundness of the market participants under its direct supervision and, working closely
with other regulatory and supervisory authorities, to support the stability and resilience of financial

markets more broadly.

VI. Questions for Comment

The FRBNY invites comment on all aspects of the proposed recommendations of the Tri-Party Repo
Infrastructure Reform Task Force, as well as on the policy concerns described in this paper. The
guestions below are designed to encourage meaningful discussion and thoughtful analysis of the issues
and to help us assess the task force recommendations. Responses to the questions will inform the next
steps toward the implementation of specific enhancements and will contribute to the analysis of future

actions considered by the FRBNY. Comments received will be made public on our website.
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Please e-mail all responses by June 16, 2010 to: TPR.Reform@ny.frb.org.

1. Have the sources of systemic risk in the tri-party repo market been identified correctly? What
additional vulnerabilities or material risks should be considered in evaluating the need for reforms in this
critical market?

2. Are the recommendations proposed by the task force appropriate and adequate to address the
policy concerns articulated in this paper?

a) Please comment on specific recommendations that you think are most likely to be effective.
b) Please comment on specific recommendations that you believe will not be effective.

C) Please comment on specific recommendations that you believe may have unintended
consequences.

d) Are there additional specific measures within the general approach proposed in the task force

report that should be considered?

3. Are the task force recommendations, including targets for reduction of intraday credit extension
by clearing banks, achievable in the timeframes outlined? What barriers or challenges to
implementation 