Changes in the Government
Securities Market

by E. Gerald Corrigan

| am pleased to have this opportunity to appear before
you this morning to share with you my observations on
the Joint Report on the Government Securities Market,
with particular emphasis on those aspects of the report
that relate directly to the activities or responsibilities of
the Federal Reserve Bank of New York.

Let me say at the outset that | strongly support the
overall thrust of the joint report. Taken as a whole, the
changes and legislative recommendations outlined in
the report represent a comprehensive yet well-balanced
approach to the problems that surfaced in the govern-
ment securities market last year. Let me quickly add
that the changes are at or near the outer threshold of
what | believe the market can reasonably absorb in the
near term without running undue risks to market effi-
ciency, Treasury debt management practices, or the
flexibility of Fed open market operations.

With those general observations in mind, let me turn
to the specific aspects of the report that relate directly
to the responsibilities of the Federal Reserve Bank of
New York. There are three such major areas: first, the
changes in the Bank’s administration of relationships
with primary dealers; second, the Bank's role in the
development, testing, and implementation of new auto-
mated systems for Treasury auctions and Fed open
market operations; and third, the Bank’s expanded role
with regard to day-to-day surveillance of the govern-
ment securities market. The statement concludes with a
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brief status report from the Fed's standpoint on the
Salomon Brothers situation, as requested by the
Committee.

Administration of relationships with primary
dealers

Attached to this statement is a paper issued late last
month by the Federal Reserve Bank of New York outlin-
ing revised procedures for the administration of the
Bank’s relationships with primary dealers (see appen-
dix). While that document itself represents a careful
balancing of many considerations and viewpoints, it is
based on a number of key and interrelated considera-
tions, including the following.

First, while change was needed, the complete dis-
mantling of the primary dealer system—including the
responsibility of dealers to make markets for Fed open
market operations and to participate meaningfully in
Treasury auctions—would not have been a prudent
step.

Second, in part because the existing approach has
been viewed as conferring special status on dealer
firms that carries with it elements of “franchise” value,
and in part because of fairness and equity considera-
tions, it was important to provide for a more “open”
system of primary dealers. This has been accomplished
by the elimination of the so-called 1 percent market
share requirement and the use of straightforward and
objective capital standards for eligibility as a primary
dealer. Taken together, these changes will substantially
increase the potential number of firms that can become
primary dealers.

Third, in part because of “moral hazard” considera-



tions and in part because of legal and regulatory real-
ities, it was important that the Federal Reserve Bank of
New York make absolutely clear to the marketplace that
the New York Fed does not regulate the primary dealer
firms. For this reason we are disbanding the Bank's
dealer surveillance unit.

Fourth, for obvious reasons, it was necessary to clar-
ify the reasons and the conditions under which the New
York Fed would alter its relationship with a primary
dealer firm. Under the new administrative procedures,
there are three independent sets of circumstances
under which that might occur:

® A dealer firm's status will be altered if the firm fails
to meet its responsibilities to make reasonable mar-
kets for Fed open market operations or it fails to
participate meaningfully in Treasury auctions or it
fails to meet its responsibilities to provide the Fed
with meaningful market intelligence over time. To
the extent a firm's dealer status is altered for any or
all of the above reasons, that action by the Fed will
reflect considerations relating to the business rela-
tionship alone and will carry no implication as to
the creditworthiness, financial strength, or manage-
rial competence of the firm.

e A dealer firm's status will be altered if its capital
falls below the relevant capital standards and it
does not, in the eyes of its primary federal reg-
ulator, have a credible plan to restore such capital
in a reasonable period of time.

e A dealer firm’s status will be altered if the firm is
convicted of a felony under U.S. law or pleads
guilty or nolo contendere to a felony under U.S. law
for activities directly or indirectly related to its busi-
ness relationship with the Federal Reserve. This
should create powerful incentives for a firm—when
faced with wrongdoing by individual employees—to
take immediate and strong actions to root out the
source of the problem so as to minimize the risk to
that firm.

While major elements of the changes in the adminis-
tration of the relationships with primary dealers will
begin to take place immediately, the full benefits of
these changes will occur only as the automation of
Treasury auctions and Fed open market operations
takes place and as the other changes contemplated by
the joint report take hold. Over time, however, the auto-
mation efforts may prove particularly important. These
initiatives are described below.

Federal Reserve Bank of New York automation
efforts

The design work for the automation of the competitive
bidding portion of Treasury auctions based on existing

auction techniques has been under way for some time
and should be completed late this year. The software for
the automation of the auctions is not particuiarly difficult
to develop. The ditficult aspects of this task relate more
to its communications system—particularly as the num-
ber and nature of prospective direct participants in the
auctions change. But what makes this automation effort
especially difficult is the need to build into the computer
systems and the communications system a very high
level of operational integrity, as well as multiple levels of
backup for various contingencies.

If the Treasury were to decide to move to a different
auction technique, the strategy would be to enhance
the system presently being developed to accommodate
both types of auctions. While important elements of the
work being done for the current auction procedures can
be used with a new auction technique, the enhance-
ment of the system being developed to accommodate
the new procedures will take some time after the
requirements have been defined. This will not, however,
delay the planned implementation of automated proce-
dures for the current auction by the end of this year.

In order that the Committee might gain a more useful
insight as to exactly how the automated Treasury auc-
tion system will work in practice, and at the risk of a
great oversimplification, the major characteristics of the
system can be thought of in the following terms.

First, each institution that is “eligible” to submit com-
petitive bids in Treasury auctions would have a terminal-
based telecommunications link to the Federal Reserve
Bank of New York, either directly or through another
Federal Reserve Bank. The basic “hardware” used for
this purpose will be the FedLine terminal that is pres-
ently in use in over 9,000 depository institutions nation-
wide. The communications network will be the proven
and highly reliable Fedwire telecommunications system.
Finally, the new auction system will utilize the same
security and encryption devices that are currently used
for Fedwire operations.

Second, for each such “eligible” bidder, certain
data—including any affiliations with other “eligible"” bid-
ders—would have to be housed in our data base, as
would acceptable methods for making payment for
securities and for receiving delivery of securities
awarded in the auctions. Since payment and delivery
must be made in electronic form, nonbanks would have
to have suitable “auto-charge” agreements in place with
banks for this purpose.

Third, following electronic announcements of notices
of auctions, bidders would be able to submit bids elec-
tronically up until the auction cutoff time, which cur-
rently is 1:00 p.m. eastern standard time. In order to
provide adequate backup for contingencies, however,
the system must be designed such that all bids can be

FRBNY Quarterly Review/Winter 1991-92 7



routed to both the Federal Reserve Bank of New York's
main data processing center in lower Manhattan and its
remote backup processing center.

Fourth, the computers would then sort through the
bids on the basis of the highest prices (lowest yields)
received in much the same fashion as today’s manual
procedures do. As a part of this process, a number of
internal audit and control procedures are planned to
ensure compliance with Treasury auction rules and to
flag outlier bids, including those resulting from clerical
errors in message preparation.

Fifth, once the proper audits have been performed,
the information has been sent to the Treasury, and the
“awards” have been made, the payment for and delivery
of the securities must be initiated and completed. This
will be achieved through the Fed’s money and securities
transfer systems (Fedwire).

Finally, and in the normal course, after the initial
delivery and payment for the securities in question are
completed, end-of-day verifications and reconcilements
must be made as a part of the overall controls on
operating systems that often handle more than $1 tril-
lion of transactions per day.

The full automation of Fed open market operations is
an even more complex and time-consuming task, espe-
cially since it is impossible to prejudge with any preci-
sion the number, location, and other characteristics of
potential counterparties for such operations. Moreover,
the operating systems and communications systems
associated with this effort must be integrated with a
number of other highly complex automated systems,
including the Fed's existing money and securities trans-
fer systems. Because of this, an extraordinarily high
level of reliability and integrity will be needed. To appre-
ciate the concerns | have in mind, just imagine for a
moment what might have occurred on the morning of
October 20, 1987, had the Fed been unable—due to
technical problems with such a system—to furnish sub-
stantial liquidity through open market operations as a
part of the effort to stabilize financial markets in the
wake of the stock market crash.

The role of the Federal Reserve Bank of New York

in the market surveillance process

There is little that needs to be added to what is con-
tained in the joint report as it pertains to the expanded
role of the Federal Reserve Bank of New York—in
cooperation with the other agencies—with regard to
day-to-day surveillance of the government securities
market except (1) to emphasize that market surveillance
is quite distinct from dealer surveillance, which we are
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discontinuing; and (2) to emphasize that it will take
some time to put in place the new or altered statistical
reporting arrangements that might be agreed upon by
the interagency surveillance working group over the
period immediately ahead.

As a first step in the overall process of gearing up for
this effort, the Federal Reserve Bank of New York
expects to have the initial redeployment of key person-
nel necessary for this effort in place later this month.
Final decisions as to the number and mix of personnel
needed for this effort will have to await agreement
among the agencies as to the precise scope and nature
of the statistical reporting and other aspects of the
market surveillance effort, which should be essentially
completed in a month or two.

The Salomon Brothers situation

Since the official investigation into the Salomon Broth-
ers wrongdoings is still under way, there is very little
that can be said at this time regarding the particulars of
that situation. The firm, in response to inquiries by the
Federal Reserve Bank of New York, has provided the
Bank with several reports over the period from Septem-
ber through December 1991. In general, these reports
cover (1) the sweeping changes in management and
management structure that were put in place following
the disclosures made by the firm last August, (2) the
major changes in internal control procedures and com-
pliance systems that have been put in place over the
period in question, (3) various estimates of the profits
associated with the auctions in which irregularities have
been acknowledged by the firm, and (4) further details
regarding the firm’s financing activities in certain of the
Treasury issues. Where relevant, all such materials
have been made available to the Securities and
Exchange Commission and the U.S. Attorney.

It is contemplated that any decision regarding
Salomon Brothers' status as a primary dealer by the
Federal Reserve Bank of New York will be made in the
context of the findings reached by the Securities and
Exchange Commission as a result of its ongoing investi-
gation of the matter. This approach, which has the
support of the other agencies, is being followed in
deference to fairness and due process considerations
and in order to minimize uncertainties that might follow
from multiple and uncoordinated announcements of this
nature. The timing of the Salomon Brothers episode is
such that certain Federal Reserve Bank of New York
sanctions might apply even if the firm is not convicted
of, or pleads guilty or nolo contendere to, a felony under

"U.S. law.



Appendix: Administration of Relationships with Primary Dealers

" The Federal .Reserve Bank of New York (FRBNY) is
adopting ‘certain changes in the administration of its
relationship: with. primary dealers.in U.S. Government
securities: The primary dealer system has been devel-
oped for the purpose of selecting trading counterparties
for the Federal Reserve in its execution of market opera-
tions 1o carry out U.S. monetary policy. The designation

of primary deéalers has also involved the selection of -

firms for statistical reporting purposes in compiling data
on activity in the U.S. Government securities market.
" These changesin the administration of these relation-
‘ships 'have been developed after consultation with the
Federal Reserve Board, the Federal Open Market Com-
“mittee, the Treasury and the Securmes and Exchange
Commission.

The changes announced today have been prompted by
two related factors:.

First,. decisions have been made to accelerate the
automation of Treasury auctions and Federal Reserve
"open market operations with a view toward increasing
the efficiency -of the auction process and open market
operations, and providing the potential for further broad-
. ening'the. base of direct partlupa’uon in these operations.
These automation initiatives are major undertakings, as
they must be planned and executed with extreme care to
ensure operating and communications systems of the

. hlghest level of reliability and integrity. They will require -

. back-up systems comparable to those now in place for
the Fed's funds and. securmes transfer systems. Plan-
ning for automation of. the existing ‘Treasury auction for-
mat is well under way and automation is scheduled for
compietion by the end of this year. Automation planning
for Federal Reserve open market operations is just get-
ting started, and completion of this automation will prob-
ably take about two.years. -

- Second, and more important, while the sys_le_m of des-
ignating. primary dealers on the whole has served the
Federal Reserve, the Treasury, and the nation well for
many years, there also have. been some drawbacks to
the existing arrangements. Prominent among these is
the public impression that, because of the Federal
Reserve Bank's standards for selecting and maintaining

‘these relationships; the Fed is'in 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 elements of

“franchise value” for the dealer operation and possibly
for other aspects of the flrm s. standlng in the
marketplace: :

The net result of these lnterrelated factors is that the
Federal Reserve is amending its dealer selection criteria
to begin providing for a more open system of trading
relat|0nsh|ps while still exercising the discretion that any

responsible market participant would demand to assure
itself of creditworthy counterpartles who -are prepared to
serve its needs.

For the most part, the changes in the administration of
the primary dealer relationships will have no immediate
effect on existing primary. dealers-—recognizing, of
course, that they will, over time, be subject to the
requirements noted below for maintaining a counterparty -
relationship with the Fed. However, existing as-well as
any-new primary dealers will no longer be required to
maintain a one percent share of the total customer activ-
ity reported by all primary dealers in the aggregate; this
requirement is no longer deemed necessary given the
active and liquid state of development now achieved in
the U.S. Government securities market, and its retention
could be an obstacle to achieving more open trading
desk relationships. In addition, while continuing to-seek

- creditworthy counterparties, and while continuing to

exercise market surveillance, the FRBNY will discon-
tinue its own dealer surveillance activities relating to
primary dealer firms' financial characteristics.

- New firms will be added on the basis of .criteria listed
below. As in the past, all primary dealers will be
expected to (1) make reasonably good markets in their
trading relationships with the Fed’s trading desk; (2)
participate meaningfully in Treasury auctions; and (3)

" provide the trading  desk.with market . information and

analysis that may be useful to the Federal Reserve in the
formulation and implementation of monetary policy. Pri-
mary dealers that fail to meet these standards in a
meaningful way over time will have their designation as a
primary dealer discontinued by the FRBNY. It is contem-

‘plated that each dealer.firm's performance relative to

these requirements will be reviewed on an ongoing basis
and evaluated annually beginning in June 1993. If a firm’s
relationship with the FRBNY .is discontinued because of
shortfalls in meeting these standards, the action by the
FRBNY will be made strictly on a business relationship
bdsis. As such, any decision by the FRBNY. will carry no
implication as to the creditworthiness, financial strength
or managerial competence of the firm.

‘In evaluating a firm’s market-making performance with
the trading desk, the FRBNY will look to the amount of
business of various types actually transacted and the
quality of the firm's market-making. and market commen-
tary. Dealers that do little business .with the Fed over a
period of time, that repeatedly provide propositions that
are not reasonably competitive, and that fail to provide
useful market mformataon and commemary add little to *
the Fed's ablmy to operate effectively and will be
dropped as counterparties for at least six months.

In evaluating participation in Treasury auctions, the
Fed will expect a dealer to bld in reasonable relatlonshlp
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Appendix: Administration of Relationships with Primary Dealers (continued)

to that dealer's scale of operations relative to the market,
and in reasonable pnce reiationship to the range of
bidding by other auction participants Any decision to
suspend a primary dealer designation because of inade-
quate auction bidding will be taken in close consultation
with the Treasury

Finally, consistent with the Omnibus Trade & Competi-
tiveness Act of 1988, a foreign-owned primary dealer
may not be newly designated, or continue to be desig-
nated, in cases where the Federal Reserve concludes
that the country in which a foreign parent is domiciled
does not provide the same competitive opportunities to
U S. companies as it does to domestic firms in the
underwriting and distribution of Government debt.

Criteria for accepting new dealers
. New primary dealers must be commercial banking
organizations that are subject to official supervision by
U S Federal bank supervisors or broker/dealers regis-
tered with the Securties and Exchange Commission
The dealer firms or the entities controling the dealer
firms must meet certain capital standards as follows.
® Commercial banking institutions must—taking
account of relevant transition rules—meet the mini-
mum Tier | and Tier lI capital standards under the
Basle Capital Accord /n additron, commercial banks
must have at least $100 million of Tier | capital as
defined in the Basle Capital Accord.
® Registered broker/dealers must have capital In
excess of the SEC’s or Treasury’s regulatory “warn-
Ing levels” and have at least $50 million 1n regulatory
capital Where such capital standards do not apply
to a consolidated entity controling a primary
dealer—consistent with the treatment of banks
under the Basle Accord—the FRBNY will also look
to the capital adequacy of the parent organization
The minimum absolute levels of capital specified
above (1 e, $100 million for commercial banks and $50
million for broker/dealers) are designed to help insure
that primary dealers are able to enter into transactions
with the Fed in sufficient size to maintain the efficiency of
trading desk operations
A bank or a broker/dealer wishing to become a primary
dealer must inform the FRBNY in writing. As a part of
that notification a prospective dealer must also provide
approprate financial data demonstrating that it meets the
capital standards outlined above The FRBNY wiil con-
sult with the applicable supervisory body to ensure that
the firm in question I1s in compliance with the appropnate
capital standards. When new firms are accepted as pri-
mary dealers, the nature and extent of the Bank’s trading
relationship with the firm will, as under current practices,
evolve over time. As a result of this change and the

elimnation of the one percent market share criterion,
there will no longer be any need for individual firms to be
considered by the market as “aspiring dealers "

Of necessity, at least for the time being, the number of
additional primary dealers will be relatively limited
because of resource constraints on trading desk opera-
tions The selection of this imited number will be depen-
dent on how many can be added without adverse impact
on the efficiency of Federal Reserve trading desk opera-
tions Applications received by March 31, 1992, will be
evaluated n relation to the foregoing capital standards If
it 1s not feasible to add all of the qualifying firms as
primary dealers, a selection will be made among those
firms in a manner that gives primary consideration to
their relative capital positions. Following the implementa-
tion of automated communications for trading purposes,
further expansion in the number of primary dealers will
be feasible, and further changes in the criteria for selec-
tion also could be considered, although there 1s no pre-
conception at this time as to what, if any, further changes
would be made.

Maintenance of capital standards

As a result of the adoption of the capital standards for
accepting primary dealers, all primary dealers will be
expected to maintain capital positions that meet the
standards described above on an ongoing basis Should
a firm’'s capital position fall below these mimimum stan-
dards, the FRBNY may suspend its trading retationship
until the firm’s capital position 1s restored to levels corre-
sponding to these minimum standards. In making such
determinations, the FRBNY will look to the firm's primary
Federal regulator for guidance as to whether the firm has
In place an acceptable plan to restore its capital position
In a reasonable period of ttme However, 1in no circum-
stances will the Bank maintain a trading relationship with
a primary dealer that is unable to restore its capital
position to the stipulated minimum level within a year.
Over time, the maximum grace period of one year may
be shortened and would not apply in any event if a firm’s
capital position were seriously impaired

Elimination of dealer surveillance

While the Federal Reserve Bank of New York will con-
tinue to seek creditworthy counterparties—and will
continue, or enhance, its market surveillance—it is plan-
ning to discontinue the “dealer survelllance” now exer-
cised over primary dealers through the monitoring of
specific Federal Reserve standards and through regular
on-site inspection visits by Federal Reserve dealer sur-
velllance staff Rather, the FRBNY will seek to act as any
reasonably well-informed and responsible firm might
behave in evaluating the creditworthiness of its counter-
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Appéndix: Administration of Relationships with Primary Dealers (continued)

behave in evaluating the creditworthiness of its counter-
parties. Accordingly, the Federal Reserve will expect to
receive periodic reports on the capital adequacy of pri-
mary dealers, just as any other responsible market par-
ticipant should expect to receive such reports.

The elimination of the Bank's dealer surveillance activ-
ities should be viewed merely as confirmation of the
long-standing reality that the Bank does not have—nor
has it ever had—formal regulatory authority over the
Government securities market or authority over the pri-
mary: dealers in their capacity’ as such. The Bank is
satisfied that the existing regulatory apparatus over the
market and the regulatory apparatus as it applies to
dealer firms are adequate—especially in light of changes
outlined in the joint Treasury-SEC-Federal Reserve
study—and it is satisfied that it can protect itself against
financial loss without reliance on formal dealer
surveillance.

Sanctions of primary dealers for wrongdoing
The Federal Reserve Bank of New York does not have
civil or criminal enforcement authority over primary deal-
ers in their capacity as primary dealers. This considera-
tion and the dictates of fairness and due process require
that the disposition of allegations of wrongdoing lies with
the Government bodies having such authority—including
the U.S. Treasury, the Federal bank supervisor, the
Securities and Exchange Commission and the u.S.
Department of Justice.

In the future, if a primary dealer firm itself is convicted
of a felony under U.S. law or pleads guilty or nolo
contendere to felony charges under U.S iaw for activities

that relate directly or indirectly to its business relation- -

ship with the Federal Reserve, the firm will be subject to

punitive action, possibly including suspension as a pri-
mary dealer for six months. Depending on the nature of
the wrongdoing the penalty could be more severe,
including permanent revocation of a trading relationship.

Statistical reports on government securities
activities ]

The current statistical reporting program is expected to
continue unchanged for the time being, but a review is
being undertaken to determine how best to adapt this
program to an environment in which market surveillance
is receiving greater emphasis and- a statistical reporting
relationship is not necessarily tied to a trading relation-
ship with the Federal Reserve. This review will take into
account the needs of the Federal Reserve, the Treasury
and the SEC as well as the burden of statistical reporting
on dealer firms.

Summary

Taken as a whole, these changes are deSIQned to facili-
tate an orderly and gradual move to a more open system
of primary dealer relationships with the FRBNY while at
the same time.preserving certain key characteristics of
the current system that have been beneficial to the Fed-
eral Reserve and the Treasury over the years. Over time,
the successful implementation of highly automated sys-
tems for Treasury auctions and Federal Reserve open
market operations will provide the room and the opportu-
nity for still further changes. However, the desirability of

. further changes will have to ‘be evaluated against the

experience with these modest 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.
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