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DOMESTIC OPEN MARKET OPERATIONS
DURING 1999

I. IMPLEMENTATION OF MONETARY POLICY IN 1999

A. Directives of the Federal Open Market Committee

In 1999, the directives issued by the Federal Open Market Committee (FOMC) instructed the Trading Desk
at the Federal Reserve Bank of New York to foster conditions in reserve markets consistent with
maintaining the federal funds rate at an average around a specified rate, which is commonly referred to as
the federal funds rate target. The FOMC raised the federal funds target three times during the year, each
time by 25 basis points at a scheduled meeting (Table 1). On the last two of these dates, the Board of
Governors approved increases of equal size to the discount rate. The public announcement released after
the conclusion of the May FOMC meeting was the first to indicate the bias the Committee adopted in its
directive. But the bias that is outstanding at any point in time has no direct implications for the daily

selection of open market operations.

B. Overview of Operating Procedures and Practices

The Desk used open market operations to align the supply of deposit balances held by depository
institutions at the Federal Reserve with the level of demand believed consistent with maintaining the funds
rate around its target level. Each morning, the Desk considered whether open market operations were
needed based on estimates of the supply and demand for balances, and any operation designed to alter
balances that same day was typically arranged shortly afterwards. Estimated needs for balance adjustments
in upcoming days and weeks, an assessment of possible forecast errors, and current and anticipated trading

conditionsin the federal funds markets were all considered when sel ecting the type and size of operations.

The ability of depository institutions to average their holdings of balances at the Fed over two-week
maintenance periods to meet their reserve and clearing balance reguirements gives them some flexibility in
managing their accounts from day to day. This ability to average is an important source of elasticity in
banks' daily demands for balances, limiting the volatility in rates that can develop when the Desk
misestimates either the supply of or demand for balances. Nonetheless, the funds rate will firm if the level
of balances falls so low that some banks have difficulty finding sufficient funds to cover late-day deficitsin
their Fed accounts. On the other hand, the rate will soften if there are so many balances that some banks
risk ending a period holding unusable excess reserve balances. The Desk weighs these possibilities every
day when deciding what level of balances to leave in place. As depositories have found ways to avoid
incurring reserve requirements, the degree of elasticity across days has diminished, and the Desk has had to
pay increasing attention to daily fluctuationsin the supply of and demand for balances.

Adapted from a report to the Federal Open Market Committee by Peter R. Fisher, Executive Vice President of the

Federal Reserve Bank of New York and Manger of the System Open Market Account. Spence Hilton was primarily
responsible for the preparation of thisreport, with the assi stance of many other member s of the Markets Group.



Table 1
Changesin the Federal Funds Rate Specified in the FOM C Dir ective

Expected Federal Associated
Date of Change Funds Rate (Percent) Discount Rate (Percent)
11/17/98 4%, 4%
6/30/99 5 4
8/24/99 5% 4%,
11/16/99 5% 5

The effectiveness of the Desk’s operating procedures for maintaining control over the federal funds rate
rests on the existence of liquid short-term financing markets. Trading in the overnight federal funds market
is a critical mechanism through which the supply of balances at the Fed is distributed among banks, while
the Desk intervenes in the short-term market for repurchase agreements to make most of its adjustments to
the supply of these balances. These two markets must be functioning efficiently for the current operating

procedures to work effectively.

In advance of the year-end, there was concern about whether levels of trading and intermediation in the
financing markets around the century date change (CDC) would be sufficient for the Desk’ s usual operating
procedures to work effectively, because some market participants had expressed a reluctance to maintain
normal levels of activity in financing markets at that time. The Desk also felt that the large projected
reserve deficiencies around the year-end potentially could strain its ability to meet reserve demands with its
existing practices. How the Desk prepared for and carried out open market operations in the months

leading up to and in the days immediately surrounding the rollover date is amajor focus of this report.

C. New Developmentsin 1999
Several modifications were made to the practices and procedures used in the conduct of monetary
operations. Most of these changes were designed at least in part to maintain the Desk’s ability to control

effectively the funds rate around the century date change.

On April 5, the Desk moved up its normal market entry time for arranging temporary operations by about
one hour. Sincethat date, these operations were usually arranged within an approximate 10 minute interval
surrounding 9:30 a.m., with the exact entry time randomly chosen. The acceleration of the entry time was
made after the compilation of data and preparation of forecasts for reserve factors were placed on an earlier
schedule. The earlier entry time allows the Desk to arrange its operations at a time of day when financing
markets are more active and liquid. The Desk has always been prepared to depart from its normal entry

time when circumstances warranted.



An important innovation that altered the institutional framework within which open market operations were
conducted was made on July 20, when the Federal Reserve Board voted to establish a Century Date Change
Specia Liquidity Facility (SLF) for lending to depository institutions from October 1, 1999 through April
7, 2000. The facility was designed to help ensure that depository institutions in sound financial condition
would have adequate liquidity to meet any unusual demand in the period around the century date change.
The interest rate charged on loans from the special facility was set at 150 basis points above the FOMC's
target federal funds rate. Collateral requirements were identical to those on regular discount window loans,
but there were no restrictions on the use and duration of SLF loans over the life of the facility, and
borrowers were not required to seek funds elsewhere first. Subsequently, the Federal Reserve Banks

expanded the range of collateral accepted for discount window purposes.

At its August 24 meeting, the FOM C adopted four proposals, listed below, whose purposes were to ensure
the Desk’s ability to counter potential liquidity strains in money and financing markets in the period
surrounding the century date change and to position the Desk to meet reserve shortages that potentially
could far exceed the large seasonal deficiencies that normally arise around each year-end. Each listed
proposal required an amendment to the Desk’ s authorization for domestic open market operations, which is

reprinted in Appendix A.

The maximum maturity of repurchase agreements (RPs) and matched sale-purchase transactions
(M SPs) was permanently extended to 90 days, from the previous60 day limit.

A temporary expansion of the securities eligible as collateral on the Desk’ s repurchase agreements was
approved through April 2000. To implement this decision, the FOMC voted to suspend until April 30,
2000 several provisions of its “Guidelines for the Conduct of System Operations in Federal Agency
Issues,” which impose restrictions on transactions in federal agency transactions. The principal effect
was the inclusion of pass-through mortgage securities of the Government National Mortgage
Association, Freddie Mac, and Fannie Mae, and of stripped securities of the U.S. Treasury and other

government agencies.

The Desk was granted authority through April 30, 2000 to use reverse repurchase agreements in

addition to matched sal e-purchase transactions to absorb reserves on atemporary basis.

The FOMC authorized the Desk to provide atemporary Standby Financing Facility (SFF) through the
auction of options on repurchase agreements, reverse repurchase agreements, and matched sale-
purchase transactions with the Desk for exercise no later than January 2000. Under this authority, the
Desk sold options on overnight repurchase agreements for the period December 23, 1999 through
January 12, 2000.



The Desk established triparty settlement arrangements with two clearing banks for valuing and accepting
delivery of collateral on its repurchase agreements. The Desk has the discretion to use whatever settlement
procedure best meets its purposes. But, as a practical matter, triparty agreements were needed to facilitate

the pricing and valuing of mortgage-backed securities on RPs.

On October 8, the Desk expanded the information it publicly disclosed immediately following each
temporary open market operation in order to make these operations more transparent. The Desk began to
release data on the total volume of propositions submitted (in addition to total accepted propositions which
was aready released), the weighted average rate on accepted propositions, the high and low rates
submitted, and the stop-out rate.

Il. FACTORS AFFECTING THE SUPPLY OF AND REQUIRED DEMANDS FOR FEDERAL
RESERVE BALANCES

The specific open market operations selected by the Desk are driven mostly by the behavior of factors that
affect the supply of balances held by depository institutions at the Federal Reserve, and by the levels of
these balances that depository institutions are required to hold each two-week maintenance period. The
difference between the supply of balances and their demand is a prime determinant of the federal funds
rate, and open market operations are used actively to maintain an appropriate supply of balances relative to
demand. Large permanent changes in the supply of or demand for balances at the Fed typically have been
addressed with outright transactions made in the market which permanently affected the size of the System
Open Market Account portfolio. Shorter-term movements in the supply of or demand for balances are
mostly addressed with temporary operations, with the expected duration and degree of uncertainty about

these shorter-term movements being important determinants of the maturity mix of temporary operations.

A. TheBehavior of Factors Affecting the Supply of Federal Reserve Balances

In 1999, the levels of several factors—currency, the Treasury balance at the Fed, and the foreign RP pool—
were profoundly affected by temporary demands associated with the century date change. These CDC
influences lifted the values of these factors at the year-end well above their corresponding levels of one
year earlier, but these effects were temporary. Apart from currency, permanent movements in factors were
relatively modest in absolute terms (Table 2).

Changesin currency incirculation during 1999

Over 1999, currency in circulation, which includes both currency in the hands of the public and banks
vault cash holdings, expanded by nearly $100 billion, measured by the change from the final maintenance
period of 1998 to the final period in 1999, far surpassing any previous annual change (Chart 1). By

comparing the level of currency at each point in timein 1999 to its level at the corresponding time in the



Table 2
Factor s Affecting the Supply of and Demand for Balances at the Fed

(billions of dollars)

Impact of Change on
the Supply or Demand
for Balances at the Fed
1998 1999
Factorsaffecting Levels on the final day of the year:
the Supply of Balances Dec. 31, 1997 Dec 31, 1998 Dec 31, 1999
Currency in Circulation 482.4 517.5 628.1 -36.1 -110.6
Foreign Currency 16.6 17.5 144 09 -3.0
SDRs 9.2 9.2 6.2 00 -3.0
Foreign RP Pool 17.0 20.9 39.2 -3.9 -18.3
Float & FRSA 0.6 18 -0.2 11 -2.0
Treasury Balance 5.4 6.1 28.4 -0.6 -22.3
All Other Items -- -- -- 4.4 10
Net Changes - - -- -33.3 -158.9
in factors affecting supply
Factor s affecting Averages for the maintenance period ending:
the Demand for Balances  Dec. 31, 1997 Dec 30, 1998 Dec 29, 1999
Required Reserves 47.4 44.0 40.9 34 -31
Required Clearing Balances 6.7 6.6 74 0.0 0.8
Applied Vault Cash 37.7 36.7 37.3 0.9 -0.6
memo: Total Required Balances 16.4 13.9 11.0 -25 -2.9

Note: Changesin factors affecting the supply of balances are expressed in terms of their impact on supply.
Most as-of adjustments are treated as a supply factor in the “ Other” category in this table, except float
related as-ofs (FRSA). Changes in factors affecting the demand for balances are expressed in terms of their
impact on demand.

preceding year, seasonal effects normally experienced around each year-end largely disappear, and the
portion of currency growth in 1999 linked to the century date change versus other factors can be
approximated (Chart 2).> Through the first nine months of the year, currency in circulation rose steadily at
a pace slightly above that of one year earlier. The accelerated growth in currency during this time appears
to have occurred too far ahead of the year-end to have been significantly influenced by CDC-related

concerns. Instead, it seemsto have reflected continued strong underlying growth in demand.

Beginning in October, CDC-related demands appear to have become pronounced, and currency in
circulation began to rise more rapidly above the levels of one year earlier. Most of the acceleration in
October and November was in currency held in bank vaults, and not in currency held by the public. Banks
began a gradual buildup of their holdings in anticipation of a possible surge in the public’s demand in the
final weeks of the year. The run-up in currency in circulation continued right up to the eve of the year-end,

then quickly began to reverse. Holdings of currency by the public did surge very late in the year, but not by

! The valuesin Chart 2 are averages over dates that correspond to two-week computation periods that end
on the indicated date; contemporaneous values of vault cash and public holdings of currency are not
available on a maintenance period basis.
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as much as originally thought possible. The increase in currency from September 30, 1999 through its
seasonal peak on December 30, 1999 was $60 billion greater than the change from September 30, 1998 to
the seasonal peak (on December 29, 1998) during the previous year. To facilitate forecasting of currency,
starting in early December the Cash Departments at the Federal Reserve Banks, which closely monitor the
daily inflows and outflows of currency, began to provide the Desk with advance estimates of these flows

for usein preparing currency forecasts.

Temporary changesin the Treasury balance and the foreign RP pool around the century date change
While currency in circulation was on its final ascent in the days leading up to the year-end, the Treasury
balance at the Fed and the internal foreign RP investment pool also rose sharply, then quickly receded in
the daysimmediately after the year-end.

In August, the Treasury first announced its intention to target an above-normal level of total cash balance
holdings on the year-end, for precautionary purposes to meet potential fiscal obligations. The initial year-
end target balance was $80 billion (later pared to $70 billion), alevel that is roughly twice the normal level
of holdings on year-end dates. The Treasury built up its cash position over the final months of the year by
issuing several cash management bills and increasing the sizes of its regularly issued bills, and it ended the
year with total cash holdings of $83 billion.

Under normal circumstances, Treasury staff works with the Desk to target a cash balance of about $5
billion in its account at the Fed and of about $7 billion on and following important tax dates. Remaining
cash is kept on deposit in special collateralized Treasury Tax & Loan (TT&L) accounts at commercial
banks. However, many participantsin the TT&L program routinely cut their maximum TT&L capacity by
withdrawing eligible collateral ahead of important financial statement dates and on occasions when they
anticipate receiving high levels of funding from other sources. In the week leading up to this year-end, cuts
in available TT&L capacity amounted to nearly $25 billion (Chart 3). These capacity cuts, combined with
high levels of the Treasury’s total cash holdings, helped push up the size of the Treasury’s Fed balance in

the days leading up to the year-end, thereby draining reserves.

The Desk anticipated these developments, although there was always considerable uncertainty about the
timing and magnitudes of the various cash flows that could affect the size of the Treasury’s balance at the
Fed on any given day. As ageneral rule, the size of the Treasury balance at the Fed is more predictable
when at least a modest portion of TT&L capacity remains unused. Unused capacity is available to absorb
some of the unanticipated portion of Treasury’s net cash inflows which would otherwise spill over into the
Fed account and thereby unexpectedly drain reserves. To maintain a greater degree of predictability in the
daily levels of the Treasury’ s Fed account, in the week leading up to the year-end, the Desk worked closely

with Treasury staff to target a level of balances in the Treasury’s Fed account that would preserve a
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protective cushion of unused TT&L capacity. Roughly $5 billion of TT&L capacity remained unused
during these days. In the absence of this approach, the actual Treasury balance at the Fed might have been
several billion dollars less on these days but, more critically from the Desk’s perspective, those levels
would have been less predictable. The Treasury’stotal cash holdings peaked on December 29 at alevel of
$94 billion (higher than the year-end level) while the highest balance reached in the Fed account was $28

billion on December 31.°

The foreign RP pool, an overnight investment facility that the New Y ork Fed offersto foreign central banks
and international institutions, also increased sharply ahead of the year-end as many participating accounts
placed above-normal cash balances with the Fed temporarily for precautionary purposes. The total size of
the RP pool fluctuated through most of the year in a range around $17 hillion, but in the final days it
rapidly rose to arecord high of $39 billion on the year-end, draining reserves, before quickly receding. To
improve the predictability of the daily RP pool, the New Y ork Fed made some temporary changes in the
administration of this facility in anticipation of heightened participation around year-end. It tightened its
requirements for advance notification of investments by foreign customers and left itself more scope to

2 Neither was arecord. Higher cash positions had been reached during previous April tax seasons.

Treasury’s highest total cash position was $100 billion reached in April 1998 (with a $42 billion balance at
the Fed the same day), and the highest-ever Fed balance was $54 billion reached in April 1997 (with a $89
billion total balance the same day). The Treasury’s maximum Fed balance over the April 1999 tax season

was afairly unremarkable $10 billion, with a peak general balance of $76 billion.




Chart 4
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choose between investing unexpected placements in the RP pool, which would drain reserves, or in

alternative facilities that would be reserve neutral .

Over the last two weeks of the year, the climactic run-up in currency, rise in the Treasury balance and
increase in the foreign RP pool combined to create an unprecedented drain on reserve supplies in a
condensed time frame, but one that unwound just as quickly. Between December 15 and December 31,
movements in these factors drained $70 billion from the supply of balances (Chart 4). This drain came on
top of the huge reserve deficiencies that had already been created by seasonal and CDC-related movements
in currency over the preceding two months. But by mid-January, most of these movements had been

reversed, and currency remained on a sharply downward path.

Foreign currency and SDRs

Declines in these two categories over the year combined to drain about $6 billion of balances. On March
18, the Fed’ s holdings of foreign currency fell by a net $3.3 billion, reflecting the sale of about $4.8 hillion
of euros to the Treasury’s Exchange Stabilization Fund (ESF) in exchange for yen and dollars. This re-
balancing of foreign currency portfolios was designed to make the dollar values of the euro and yen
holdings of the Fed and the ESF approximately equal. Also during 1999, the ESF redeemed $3 hillion of
Special Drawing Rights (SDR) certificatesit had issued to the Fed.
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Table 3
Maintenance Period Revisionsto Initial Estimates of Key Deter minants
of Reserve Balance Supply

aver age absolute revisionsto initial estimates of maintenance period average values
(millions of dollars)

1999 excluding

1997 1998  12/29 period 1999

Factor s Affecting Supply of Reserve Balances
Currency in circulation 361 500 619 793
Treasury balance 1002 506 296 383
Foreign RP Pool 500 381 506 608
Float 227 312 331 341
Net Factor Revision* 1413 885 1073 1463

Note: Projection errors are based on New Y ork staff estimates.
* Net revisions to all factors that affect the supply of reserves. Data prior to 1999 also includes revisions to
initial estimates of applied vault cash.

Volatility and predictability of key factors affecting supply

Excluding the final maintenance period of 1999 (period ended December 29), the revisionsto initial period-
average estimates of currency tended to be somewhat greater in absolute terms than in previous years,
reflecting the large and uncertain movementsin that factor related to the CDC (Table 3). Averagerevisions
to other key factors for most of the year were closer to levels experienced in previous years, and in the case
of the Treasury balance, smaller. But the revisions to the initial period average estimates of several key
factorsin the final maintenance period ahead of the year-end were very large, which significantly raised the

yearly average revisions for several factors.

Daily volatility of currency was higher in 1999, again largely reflecting CDC-related developments,
whereas daily movements in other factors averaged about the same or were lower than in the preceding
year (Table 4). Daily forecast misses, even for currency, were not remarkably different in 1999 from the
preceding year. However, over the two maintenance periods that surrounded the year-end, covering the
days from December 16 through January 12, movements in most factors were much higher than at other
times during 1999. The efforts to improve the predictability of currency and the Treasury balance did not
prevent some deterioration in the daily forecast misses for these factors, although the increase in the misses
was proportionally much smaller than the rise in volatility for each of these factors around the CDC. For
currency, the uncertainty about its behavior in the daysimmediately after the year-end centered on the pace
at which it would be returned to the Fed, which generally proved to be much faster than first anticipated.

B. Required Demands for Federal Reserve Balances
Total required balances is an accounting yardstick that measures the two-week average level of balances
depository institutions must hold at the Federal Reserve in a maintenance period to meet all of their

requirements. Total required balances is the sum of required reserve balances plus required clearing
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Table 4
Daily Changes and Forecast Missesin Key Deter minants of Reserve
Balance Supply

Average and maximum of absolute values
(millions of dollars)

1997 1998 1999 12/16/99-1/12/00
average max.| average max.| average max. |average max.
Daily Change

Currency in circulation 679 2474 709 2,788 8% 5379 | 3548 8,087
Treasury balance 1,484 17,393| 1,413 22,571 887 7,446 | 4,226 11,323
Foreign RP Pool 542 6,989 500 6,193 572 6,049 | 2,383 6,049
Float 548 4,605 791 5,449 693 6,217 619 1,600
Net value 1,896 18,366 1,751 23,727| 1,946 17,629 | 7,875 20,188

Daily Forecast Miss
Currency in circulation 200 980 217 999| 234 1,361 585 1,648

Treasury balance 726 5,969 620 3,407 608 3284 | 1127 2,439
Foreign RP Pool 203 1,433 150 935| 224 1,817 198 497
Float 312 3,433 383 2,386 393 4,274 336 700
Net value 848 5,991 744 3,664 878 5005| 1,135 2482

Note: Forecast misses are based on New Y ork staff estimates. “Net value” reflects offsetting movements
and forecast misses of the aggregate of the four factors listed.

balances, and required reserve balances is defined as the portion of reserve reguirements not met with
applied vault cash® Total required balances represent the principal source of banks demand for balances
at the Fed. Total required balances also is used to calculate excess reserves, which is measured as the

difference between the aggregate supply of balances at the Fed and total required balances

In recent years, movements in the level of total required balances have been relatively modest in absolute
terms, and so have not had much influence on the size of the System Open Market Account portfolio.
Since the reversion to lagged reserve accounting in 1998, the possibility of revisions to reserve
requirements and applied vault cash also has ceased to be an important consideration in the selection of
specific temporary open market operations. However, declinesin total required balances over recent years
have accumulated to the point where the typical end-of-day level of balances that the Desk has aimed to
provide through its open market operations has become a consideration in its deliberations. The

implications of low levels of total required balances for excess reserve demands and for the behavior of the

3 As-of adjustments also affect the level of balances depository institutions must hold in their Fed account
to meet maintenance period requirements, but their influence is usualy relatively small and is not reflected
in this definition of total required balances. Instead, they are treated in the conventional manner as afactor
affecting the supply of reservesin thisreport.

* For the cal culation of reserve measures, required clearing balances is scored negatively against
nonborrowed reserves, while applied vault cash is counted positively towards nonborrowed reserves. Thus,
excess reserves may also be (and usually is) calculated as the total supply of reserves minus reserve
requirements.



federal funds rate have been discussed in past reports, and new developments for 1999 are presented in
Section IV.A of thisreport.

Required Reserve Balances: Required Reserves less Applied Vault Cash

Required reserve balances have been on a declining trend in recent years as programs by depository
institutions to “sweep” reservable liabilities into nonreservable liabilities have led to a significant decrease
in required reserves, while levels of applied vault cash have remained fairly steady. In 1999, sweep
programs continued to expand, but at a less rapid pace than in 1998.° Most of the associated decline in
required reserves was concentrated at banks whose required reserve balance already was zero (i.e.
“nonbound” institutions), or at some larger institutions that preserved a small positive required reserve
balance by taking steps to reduce their applied vault cash level in a parallel fashion. As aresult, through
much of the year sweep activity had only a small net impact on the absolute level of required reserve

balances, although the decline represented a significant portion of the remaining total (Chart 5).°

Late in the year, applied vault cash rose, reflecting the buildup in total vault cash ahead of the century date
change. In absolute terms, the rise in applied vault cash was small measured against the size of the buildup
in total vault cash, because most of this buildup in total vault cash occurred at nonbound banks that already
met their reserve requirements with vault cash holdings (Chart 6). But again, the associated decline in
required reserve balances, while modest in absolute terms, represented a significant share of the total level.
By late in the year, required reserve balances had fallen to historic lows of under $4 billion, compared to

levels of $7 billion late in 1998 and over $10 billion in year-end periods just three years ago.

Required Clearing Balances and Total Required Balances

Required clearing balances have been relatively steady in recent years, so changes in total required
balances have tracked changes in required reserve balance levels (Chart 7). In recent months, the balances
banks hold to meet clearing balance requirements, which are not counted as reserves, routinely surpassed

the amounts held to meet reserve requirements.

® In the twelve months ending in December 1999, the additional amount of deposits initially swept by
banks totaled $50 billion, which was mostly accounted for by banks expanding existing sweep programs.
The increase over the prior twelve-month period was $64 billion. Sweeps expanded by $114 billion over
the twelve months ending December 1996, the largest change over any calendar year.

® The values for vault cash shown in Charts 5 and 6 are two-week maintenance period average holdings
eligible to be used to meet reserve requirements. Under lagged reserve accounting rules, these vault cash
levels were held about four weeks earlier than the date indicated. Thetotal and surplus vault cash valuesin
Chart 6 correspond to datafrom the H.3 rel ease, which excludes holdings by institutions that had no reserve
requirements. For these reasons, the vault cash datain these charts are not directly comparable to the vault
cash values plotted in Chart 2.
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Chart 5

REQUIRED RESERVE BALANCES:
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Chart 6

VAULT CASH: TOTAL, APPLIED, AND SURPLUS
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Chart 7
TOTAL REQUIRED BALANCES:
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I11. SUMMARY OF OPEN MARKET OPERATIONSIN 1999

A. Desk Activity Affecting the System Open Market Account Portfolio

In 1999, the portfolio of domestic securities in the System Open Market Account (SOMA) expanded by a
record $44 billion, surpassing the previous record of $41 billion set in 1997. At the end of the year, the
SOMA stood at $517 hillion (Chart 8).” All of the expansion was achieved though outright purchases of
Treasury securities in the market; there were no purchases made from foreign accounts. In total, the Desk
bought $45 billion (par value) of securities in the market in 1999. Redemption activity was small, and

there were no sales of securities.

As has been the case for several years, the expansion of the SOMA portfolio in 1999 was needed largely to
offset the drain to the supply of balances in depositories’ Fed accounts created by the growth of currency
over the year. The Desk’s outright market purchases were timed to keep pace with the rapid, permanent
portion of the expansion of currency that was evident throughout the year. Outright activity was not

heavily influenced by the temporary buildup in currency linked to century date change demands that came

" All figures on SOMA holdingsin thisreport are par val ues unless otherwise stated and exclude any
securities held on RPs outstanding. Reported Treasury bill holdingsinclude those sold to foreign accounts
under matched-sal e purchase agreements. Reported changes and levels of Treasury coupon securities do
not include the accrual of compensation for the effects of inflation on the principal of inflation-indexed
issues. At the end of 1999, these accruals totaled $228 million, up from $79 million at the end of 1998.
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Chart 8

S OM A PORTFOLI O OF TREASURY AND FEDERAIL
A G ENTCY S ECURITIES

year-end values

Billions of dollars
600

Leves 517
500 —]

BMlTreasury Bills Treasury Coupons | —
MlFederal Agencies | ="

400 —‘I

latein the year (Chart 9). Through thefirst half of the year, outright market purchases totaled $30 billion, a
record amount for any first half-year period, while total purchases in the final quarter of the year were not

remarkable by comparison to past years?

The Desk continued to segment its market purchases of Treasury coupon issues into separate tranches
covering different portions of the yield curve, with one operation restricted to all outstanding Treasury
inflation-indexed securities (TIIS). Altogether, 51 different market operations were arranged in 1999 (on
45 different days). For the second consecutive year, the Desk purchased no bills in the market because it

felt that SOMA holdings already represented a significant share of the total outstanding supply of bills.

A portion of the original maturity 7-year notes held in the SOMA portfolio that matured in 1999 was
redeemed. The Desk held $2.9 billion of such notes that matured during the year, all on dates when new
Treasury inflation-indexed securities settled. Maturing notes equal in value to 5 percent of TIIS issued

8 The $8 billion of long term RPs arranged in December 1998 that matured shortly after that year-end
contributed to the need for outright activity early in 1999.
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Chart 9
PURCHASES AND REDEMPTIONS OF TREASURY COUPONSAND BILLS
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were exchanged for TIIS, and the remainder of maturing notes, totaling $1.4 billion, was redeemed. With
the exception of these maturing 7-year notes, all maturing Treasury coupon securities were exchanged for
new notes issued on the corresponding maturity date. On each such date when more than one Treasury
auction settled, the maturity distribution of newly acquired issues was proportional to the total amounts
issued. As it has done since mid-1997, the Desk redeemed all maturing holdings of federal agency
securities, $157 million altogether, which left $181 million of agency holdings in the SOMA at the end of

the year.

The buildup in holdings of Treasury coupon securities brought the average maturity of all Treasury issues
in the SOMA portfolio up to 50 months by the end of 1999, 3 months higher than one year earlier. The
percentage of all outstanding Treasury coupon issues that were held in the SOMA portfolio increased to 12
percent, from 10 percent one year earlier, reflecting the large expansion in the value of coupon issuesin the
SOMA portfolio and declining net Treasury coupon issuance. The percentage of total outstanding Treasury
bills held in the SOMA portfolio at year-end slipped to 29 percent, from 32 percent ayear earlier. But this
decline largely reflected the increased supply of billsissued by the Treasury to build up temporarily its cash

holdings for over the year-end.
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Chart 10
RESERVE IMPACT OF TEMPORARY OPERATIONS
levels, maintenance period averages
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B. Temporary Open Market Operations

Frequency of temporary open market operations

In size and in frequency, the Desk greatly expanded its use of temporary operations in 1999. To alarge
degree, this increased usage reflected the extraordinary reserv