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DEPARTMENT OF THE TREASURY
WASHINGTON

January 22, 1992

The Honorable J. Danforth Quayle
President

United States Senate

Washington, D.C. 20510

Dear Mr. President:

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

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

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

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

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

Reserve System



DEPARTMENT OF THE TREASURY
WASHINGTON

January 22, 1992

The Honorable Thomas S. Foley
Speaker

House of Representatives
Washington, D.C. 20515

Dear Mr. Speaker:

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

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

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

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

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

Reserve System
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OVERVIEW OF THE GOVERNMENT SECURITIESMARKET
Treasury Auctions

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

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

I nstruments

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

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

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

Marketsand Market Participants

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

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

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

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

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



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

Regulation

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

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

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

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

ADMINISTRATIVE AND REGULATORY CHANGES
e Broadening participation in auctions:

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

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

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

e Stronger enforcement of auction rules:

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

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

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

e Detecting and combatting short squeezes.

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

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

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

e Changesto Treasury auction policies:

(0}

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

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

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

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

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

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

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

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

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

LEGISLATIVE RECOMMENDATIONS

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

this authority.

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

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

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

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

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

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

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

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

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

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



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

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

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

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

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

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



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

Background

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

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

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

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

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

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



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

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

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

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

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

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

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



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

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

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

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

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

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

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

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



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

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

II. Treasury Securities Market | ssues

Enfor cement of auction rules

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

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

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



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

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

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

The new verification system will work as follows:

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

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

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

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



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

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

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

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

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



Short Squeezes and Reopenings

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

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

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

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

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

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



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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Treasury Auction Issues

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

ThePrimary Dealer System

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

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

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

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

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

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

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

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

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

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

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

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

Additional changesin the primary dealer system. The Treasury and the Federal
Reserve believe that the primary dealer system has served the nation well for many years, but
recognize that there also have- been drawbacks. Notably, there may be a mistaken public
impression that, by setting and maintaining certain standards for its primary dealer relationships,
the Federal Reserve isin effect the regulator of the primary dealer firms. Moreover, the primary
dealer designation has been viewed as conferring a special status on these firms that carries with
it an element of 