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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

This report, presented to the Federal Open Market Committee by Simon Potter, Executive Vice President, Federal Reserve

Bank of New York, and Manager of the System Open Market Account, describes domestic open market operations of the

Federal Reserve System for the calendar year 2012. Deborah Leonard and Eben Lazarus were primarily responsible for

preparation of the report.

CONTENTS

OVERVIEW ..ottt eenene 1

DOMESTIC OPEN MARKET OPERATIONS. .........cccoueuuneee 3
Permanent Operations

and Domestic Securities Holdings.........c.cc..... 3

Treasury SeCUrities......coomiiriiniiie e 3

Agency Mortgage-Backed Securities............ 9

Agency Debt......ccocieiiiiiii e 14

Portfolio Characteristics..........cc.cevvnerernnne 14

Temporary Operations and Overnight

Funding Markets........ccccovvvriiinienien e, 20
Operational Flexibility and Readiness ........... 21
Reserve Management Exercises .................. 21
Superstorm Sandy .........ceeeeeverenenienieeeeennens 22

THE SUPPLY OF RESERVES......cccoviiiiiiiiniiciiciineniee 23
Reserve Balances .......coceveveiieinienniee e 23
Autonomous Factors..........ccceveeeiiiiinniiiencnes 23
Federal Reserve Notes.........ccccceeiririreennne 24
Treasury Balances.......ccocoeeveiiniieniniieceee 24

Other Autonomous Factors..........cccceeeeenee. 25

Additional Federal Reserve Activity

Affecting REServes ........ccccvoeierceneecenecnens 25
Primary Credit Facility.........ccceveeriereinnennen. 25
Central Bank Liquidity Swaps.......c..cccceeuee. 26

Term Asset-Backed Securities

Loan Facility....ccooceeeieiiiie e 26
Special Purpose Vehicles.........cccoceevcieeeinnnnns 27
CONCLUDING OBSERVATIONS.....ccccoeviiiiiineninenene 29

APPENDIX 1: AUTHORIZATION FOR
DOMESTIC OPEN MARKET OPERATIONS..................... 30

APPENDIX 2: GUIDELINES FOR THE CONDUCT
OF SYSTEM OPEN MARKET OPERATIONS
IN FEDERAL-AGENCY ISSUES .....cccovivininiiiiiiiiiinnee 32

APPENDIX 3: DOMESTIC POLICY DIRECTIVES
ISSUED TO THE FEDERAL RESERVE BANK
OF NEW YORK ...cociiiiiiiiciiiiicccccccs 33

APPENDIX 4: FEDERAL RESERVE BANK OF
NEW YORK COUNTERPARTIES FOR DOMESTIC

OPEN MARKET OPERATIONS .....c.ccoviiiiiiiiiccciine 37
ENDNOTES ...t 38
INDEX OF CHARTS AND TABLES .......ccoovviviiiiiiiinne 43

FEDERAL RESERVE BANK OF NEW YORK

MARKETS GROUP
OPC 002881

FPL RC-16



DOMESTIC OPEN MARKET OPERATIONS DURING 2012

OVERVIEW

Domestic open market operations in 2012 were
guided by the Federal Open Market Committee’s
(FOMCQ) continuing efforts to support a stronger
economic recovery in a context of price stabil-
ity by providing additional policy accommodation
through adjustments to the composition and size
of the Federal Reserve's balance sheet. These ac-
tions were designed to put downward pressure on
longer-term interest rates, support mortgage mar-
kets, and help to make broader financial conditions
more accommodative.

The total size of the System Open Market Ac-
count’s (SOMA) domestic securities portfolio was
relatively unchanged through most of the year, but
there was an appreciable shift in its composition.
The completion of the Maturity Extension Program
(MEP)—which was initiated in October 2011 and
extended in June 2012 to a total size of $667 bil-
lion running through the end of the year—length-
ened the average maturity of the SOMA's Treasury
portfolio by more than three years and nearly elimi-
nated its holdings of shorter-term Treasury securi-
ties. The continued reinvestment of proceeds from
agency debt and agency mortgage-backed securi-
ties (MBS) in agency MBS, which had been in effect
since September 2011, contributed to an ongoing
shift of the agency MBS portfolio toward lower-
coupon, longer-duration securities. This shift was
reinforced in the latter part of the year with the ini-
tiation of additional purchases of agency MBS at a
pace of $40 billion per month, as announced by the
FOMC in September 2012. Together, the MEP and

new agency MBS purchases represented purchases
of $85 billion in longer-term securities each month
through the end of the year. SOMA domestic securi-
ties holdings grew to almost $2.8 trillion by year-end.

The execution of these balance sheet programs
required intensive permanent open market opera-
tions throughout the year by the Federal Reserve
Bank of New York’s Open Market Trading Desk
(the Desk). In carrying out the operations, the Desk
closely monitored market conditions. Market func-
tioning indicators did not suggest that the Desk’s
activity had significant adverse effects. Transactions
were conducted in a competitive and transparent
manner, in accordance with published operating
policies, operational announcements, and timely
reporting of results.

Changes in the size and composition of the
SOMA portfolio were intended to promote the
FOMC's mandate to foster maximum employment
and price stability, not to produce a financial re-
turn. Nevertheless, the large size of the portfolio,
increased concentration of longer-term securities,
and low interest rate paid on liabilities continued
to generate historically high net income, which to-
taled $89 billion for the SOMA portfolio in 2012.
A projection exercise illustrates how the portfolio’s
net income is expected to decline from its recent
record-high levels as interest rates rise and the
stance of policy is normalized, but remain higher,
on average, over the projection horizon than levels
prevailing before the crisis. The sensitivity of such
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

projections to assumptions about the future path
of interest rates and the Federal Reserve’s balance
sheet is also examined.

Over the course of the year, the FOMC main-
tained its target for the federal funds rate in a
range of 0 to % percent and made important modi-
fications to its communications indicating how
long this stance was likely to prevail in the future.
Throughout 2012, the high level of reserve balances
and the Y4 percent interest rate paid on excess re-
serves kept the effective federal funds rate within
its target range without the need to conduct open
market operations.

Reserve balance liabilities were relatively stable
at historically elevated levels in 2012, with most
of the policies that were in place for the majority
of the year, such as the MEP and agency MBS re-
investments, effectively reserve-neutral. Increases

in reserve balances associated with the new asset
purchases late in the year were roughly offset by
movements in other factors. Notably, nearly all of
the lending activity initiated during the financial
crisis has since unwound, including the full retire-
ment in 2012 of the last remaining debts owed to
the Federal Reserve Bank of New York (New York
Fed) from the crisis-era interventions associated
with Bear Stearns and AIG.

This report describes the domestic open market
operations conducted by the Desk and operating
policies governing them in 2012." It also summarizes
characteristics of the domestic securities portfolio
over the year, including projections about the possi-
ble evolution of the portfolio according to a range
of illustrative scenarios. Developments in overnight
funding markets and factors that affect the level of
reserve balances, including Federal Reserve lending
arrangements, are also discussed.
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

DOMESTIC OPEN MARKET

OPERATIONS

The New York Fed is authorized and directed by the
FOMC to conduct permanent and temporary open
market operations, as necessary, to carry out the
most recent domestic policy directives adopted by
the Committee (Appendixes 1-3). These operations
are carried out by the Desk with counterparties in
the open market (Appendix 4).

PERMANENT OPERATIONS AND DOMESTIC
SECURITIES HOLDINGS

The par level of SOMA holdings of domestic securities
was relatively steady, at over $2.6 trillion, from the
start of 2012 through mid-September, as the MEP for
Treasury securities and reinvestments of agency debt
and agency MBS in agency MBS shifted the composi-
tion of the portfolio but did not affect its overall size.?
Holdings grew to almost $2.8 trillion by year-end,
driven by the introduction of additional purchases of
agency MBS in mid-September (Chart 1).

Treasury Securities

HOLDINGS AND COMPOSITION

The level of the SOMA's Treasury holdings remained
stable, at $1.7 trillion, throughout the year. Under
the MEP, which was initiated in October 2011 and
extended in June through the end of 2012, pur-
chases of longer-maturity Treasury securities were
offset by equal par amounts of Treasury sales of
shorter-dated securities. In the second half of the
year, purchases were also offset by allowing matur-
ing Treasury securities to be redeemed—that is, to
mature without being reinvested.

Chart 1
SIZE AND COMPOSITION OF SOMA DOMESTIC
SECURITIES HOLDINGS

Billions of U.S. dollars

3,000
2,500

Agency
2,000 RIES

1,500

1,000

500

Treasury securities < 3 years
O (IR T D P O R P R P R

2009 2010 2011 2012

Source: Federal Reserve Bank of New York.

Notes: Figures are weekly averages of daily figures. They include
unsettled holdings.

The continuation of the MEP in 2012 supported
a further lengthening in the maturity profile of the
Treasury portfolio (Chart 2). At the end of the year,
61 percent of the SOMA's Treasury holdings had ma-
turities of six years or longer, while securities with
less than three years to maturity had been nearly
eliminated. In contrast, prior to the financial crisis,
SOMA holdings of Treasury securities were skewed
heavily toward the shorter end of the maturity
spectrum, with 63 percent of holdings maturing in
less than three years, including 31 percent held in
Treasury bills. By the end of 2012, the SOMA Trea-
sury portfolio had a weighted average maturity of
approximately 10.4 years—more than three years
longer than it had at the start of the year and more

FEDERAL RESERVE BANK OF NEW YORK 3 MARKETS GROUP

OPC 002884
FPL RC-16



DOMESTIC OPEN MARKET OPERATIONS DURING 2012

Chart 2
DISTRIBUTION OF SOMA TREASURY HOLDINGS
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Notes: Figures are as of year-end. Maturity buckets apply
to nominal Treasury securities.

than three times longer than the level prevailing
before the financial crisis.

The shift to longer-term securities also meant
an increase in the weighted average duration of
the SOMA Treasury portfolio, which extended from
approximately five years to a bit more than eight
(Chart 3).2 This result is in line with the program’s
goal of removing duration risk from the market in
order to put downward pressure on longer-term in-
terest rates and to reduce private sector borrowing
costs relative to levels that would otherwise prevail.*
Indeed, the average duration of Treasury securities
held by the private sector steadily edged lower over
the course of the MEP, even as the average duration
of the supply of outstanding Treasury securities rose
modestly. The average duration of the SOMA's Trea-
sury portfolio is now more than twice that of the
average duration of the rest of the Treasury market.

At the end of 2012, the SOMA portfolio held
15 percent of all marketable Treasury securities, down
from the 17 percent it held at the start of the year, as
the total amount of Treasury securities outstanding in-
creased and the par value of SOMA holdings remained

Chart 3
SOMA TREASURY HOLDINGS AND
TREASURY DURATION

Duration in years Billions of U.S. dollars
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steady.> However, the SOMA's share of nominal Trea-
sury securities with six or more years left to maturity
averaged 37 percent of outstanding supply as of year-
end as a result of MEP-related purchases (Chart 4). In
contrast, sales and redemptions associated with the
MEP left the portfolio with only about $6 billion of
Treasury securities maturing between January 2013
and January 2016. The SOMA portfolio’s market share
of Treasury inflation-protected securities (TIPS) was
little changed, at about 9 percent.

PURCHASES, SALES, AND REDEMPTIONS

The Desk purchased a total of $534 billion in par
value of Treasury securities in the secondary market
during 2012—$267 billion from January through
June to complete the original $400 billion MEP that
commenced in late 2011, plus $267 billion from July
through December to continue operation of the MEP
through the end of the year. Purchases under both
installments of the MEP were conducted in securities
with remaining maturities of six to thirty years, pro-
ceeded at a pace of roughly $45 billion per month,
and were distributed across five maturity sectors
based on predetermined allocations (Table 1).
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

Chart 4
SOMA TREASURY HOLDINGS AS SHARE
OF OUTSTANDING TREASURY SUPPLY
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The par value of these purchases was almost ex-
actly offset by sales of shorter-dated Treasury securi-
ties, and in the second half of the year also by re-
demptions of maturing securities.® In 2012, the Desk
sold a total of $500 billion of nominal and inflation-
protected Treasury securities with maturity dates of
January 31, 2013, through January 31, 2016, and hav-
ing between three months and three-and-a-quarter
years or less until maturity as of the date of each
sales operation. In addition, starting in July, in order
to efficiently implement the second installment of
the MEP, the Desk redeemed a total of $33 billion of

Table 1
TREASURY PURCHASE DISTRIBUTION
UNDER THE MEP

Nominal Coupons by Remaining

Years to Maturity TIPS
6-8 8-10 10-20 20-30 6-30
Years Years Years Years Years
32 32 4 29 3

Source: Federal Reserve Bank of New York.

Note: Figures are in percentages.

nominal and inflation-protected Treasury securities
maturing before December 31, 2012.7

In contrast, during the first installment of the MEP,
the Desk continued to roll over maturing Treasury se-
curity holdings by replacing maturing holdings with
newly issued debt at Treasury auctions. In the first six
months of the year, the Desk reinvested $49 billion of
maturing Treasury coupon securities, including TIPS,
and routinely rolled over $18 billion of four-week
Treasury bills. In accordance with long-standing prac-
tice, these reinvestments were accomplished by plac-
ing bids for the SOMA at Treasury auctions equal in
par amount to the value of the maturing holdings on
the issue date of a new security.?

OPERATIONAL APPROACH

The Desk conducted purchases and sales of Trea-
sury securities according to operating policies that
were released by the Desk soon after the FOMC
announced new portfolio policies.® These commu-
nications outlined various aspects of the program,
including the timing of operations and the planned
maturity distribution of the securities to be pur-
chased or sold.

On the last day of each month, the Desk pub-
lished a tentative schedule of operations for the
month ahead, detailing the anticipated amount of
total purchases, sales, and redemptions; planned
operation dates; the maturity range of eligible is-
sues; and an expected range of the size of each op-
eration. Also at the end of each month, the Desk re-
leased pricing information for each issue purchased
or sold in individual operations over that month,
including the weighted average accepted price, the
least favorable accepted price (that is, the highest
price in the case of purchases or the lowest price
in the case of sales), and the percentage accepted
for propositions submitted at the least favorable ac-
cepted price."
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

Table 2
TREASURY OPERATIONS UNDER THE MEP

Total
2012 Activity MEP!
Purchases by Sector
Total 6-8 8-10 10-20 20-30
Redemptions Sales Purchases Years Years Years  Years TIPS
Par amount 33 500 534 170 172 22 155 16 667
(billions of U.S. dollars)

Number of operations 242 67 178 36 36 12 82 12 326
Median coverage ratio N/A 6.3 2.8 3.0 2.5 2.7 2.6 33 N/A

Source: Federal Reserve Bank of New York.
Note: Figures may not sum due to rounding.

'October 3, 2011, through December 31, 2012.
2Indicates number of securities redeemed.

Within each monthly period, purchase opera-
tions were spread across a pre-established maturity
distribution (Table 2). As in the past, the Desk re-
frained from purchasing securities that traded with
heightened scarcity value in the repurchase agree-
ment market for specific collateral or that were
the cheapest to deliver into active Treasury futures
contracts." Specific issues that were excluded from
consideration were announced at the start of each
operation.

Consistent with prior practices, the Desk con-
ducted its purchases and sales with primary dealers
(see Appendix 4) over a proprietary trading platform
through a series of competitive, multiple-price auc-
tions. Primary dealers were expected to submit bids
and offers for themselves and on behalf of their cus-
tomers. Offers in purchase operations were evalu-
ated based on their proximity to prevailing market
prices at the close of the auction as well as on inter-
nal measures of relative value, which tilted purchas-
es toward securities perceived to be undervalued by
market participants. Bids in sales operations were
evaluated solely on their proximity to prevailing
market prices at the close of the auction.

Participation in MEP operations, as measured by
coverage ratios, was generally quite strong, and,
where necessary, the Desk altered its operational
approach in order to improve the efficiency of these
operations. For example, starting in February, in re-
sponse to a reduction in offers observed in purchase
operations for twenty- to thirty-year Treasury secu-
rities, the Desk decreased the size and increased the
frequency of individual operations in that sector,
keeping the total monthly purchases allocated to
this sector unchanged. This shift to more frequent
and smaller operations resulted in improved cov-
erage statistics. Sales operations were particularly
well covered, likely due to the lower duration of
(and hence, reduced interest rate risk faced by deal-
ers) and reportedly high demand for shorter-dated
Treasury securities from end investors with liquidity
requirements or short-duration mandates.

To avoid acquiring an excessive concentration of
specific securities, the Desk maintained its frame-
work of purchase and holding limits. Since No-
vember 2010, the Desk has limited its holdings to
70 percent of the outstanding amount of any single
Treasury security. Once holdings of an individual
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

Table 3

SOMA PURCHASE LIMITS FOR INDIVIDUAL TREASURY SECURITIES

Maximum Purchase Amount per Security in Operation Is Lesser of:

SOMA Security Ownership prior to
Operation as a Percentage

of Outstanding Issuance (A) (B)

0-30 N/A 35% of outstanding less SOMA holdings
30-47.5 5.0 % of outstanding 50% of outstanding less SOMA holdings
47.5-59 2.5% of outstanding 60% of outstanding less SOMA holdings
59-70 1.0 % of outstanding 70% of outstanding less SOMA holdings

More than 70

Not eligible for purchase

Source: Federal Reserve Bank of New York.

security reach 30 percent, further purchases are
allowed only in modest increments. This practice
moderates the pace at which holdings of individual
securities are accumulated to avoid the risk of dis-
ruption to orderly market functioning (Table 3).

As expected, the SOMA's share of the outstand-
ing supply of individual longer-term Treasury secu-
rities grew as the program proceeded. At the end
of the year, the SOMA held more than 30 percent
of the outstanding supply of more than half of
the 176 individual Treasury securities eligible for
purchase under the MEP. Holdings of forty-five
securities were above the 47.5 percent ownership
level, including eight securities for which holdings
reached the maximum limit of 70 percent of out-
standing supply (Chart 5). Most of the securities for
which the purchase limit had been reached were
thirty-year bonds with less than ten years remaining
to maturity. Of the individual securities in which it
held less than 30 percent of the outstanding stock,
the SOMA's average market share was 11 percent.

The accumulation of positions in certain securities
over others can in part be attributed to characteris-
tics associated with each individual security, such as
the tradable supply or liquidity. Under the MEP, “sea-
soned” Treasury securities—that is, securities that

were issued well into the past—initially accounted
for the majority of the offers accepted by the Desk
in its purchase operations. However, the share of
purchases of more recently issued securities began to
grow—uparticularly for securities in the six-to-eight-
year and eight-to-ten-year maturity sectors—as the
SOMA's holdings of the eligible supply of Treasury
securities increased (Chart 6). Nevertheless, the most
recently issued securities (known as “on-the-run”),
which frequently carry a liquidity premium, contin-
ued to represent a relatively small share of purchases.

Chart 5
SOMA'S SHARE OF INDIVIDUAL
TREASURY SECURITIES

Number of securities
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Note: Figures are as of year-end.
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Chart 6

AMOUNT ACCEPTED IN MEP PURCHASE OPERATIONS BY SEASONING

Percent
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Source: Federal Reserve Bank of New York.
Note: Figures are monthly.

"More than three times off-the-run.

MARKET FUNCTIONING AND SECURITIES LENDING

Anecdotal reports and common metrics of mar-
ket liquidity suggested that MEP operations did
not have significant adverse effects on the market
functioning or liquidity of Treasury securities. Bid-
ask spreads and trading volumes remained within
historical ranges throughout the year (Chart 7).
Moreover, in special collateral repo markets, the
overnight repo rate for most specific issues traded
within several basis points of the Treasury general
collateral (GC) repo rate throughout the year, sug-
gesting that increased SOMA holdings of Treasury
securities did not contribute to supply-and-demand
imbalances in specific issues.” Consistent with a
small number of securities trading with heightened
scarcity value, the level of Treasury market settle-
ment fails remained near all-time lows. The four-
week moving average of total gross weekly fails in
the Treasury market was around $60 billion in 2012.

Furthermore, there was relatively muted demand
in the Desk’s own specific collateral securities lend-
ing operations, which promote the smooth clear-
ing of Treasury securities by providing a secondary

and temporary source of securities to the financing
market." The program offers specific securities for
loan from the SOMA portfolio in accordance with
specified terms and conditions.” Securities loans
are awarded to primary dealers for a fee, based on

Chart 7
TREASURY MARKET LIQUIDITY MEASURES

Cents per $100 par Billions of U.S. dollars
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Sources: BrokerTec; Federal Reserve Bank of New York.

Notes: Ten-day moving average of on-the-run 10-year Treasury
bid-ask spread. Two-week moving average of primary dealer
Treasury transaction volume. Dotted lines represent average
levels since 2010. Shaded areas represent periods around
year-ends.
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

competitive bidding in an auction held each busi-
ness day at noon. All securities loans are margined
and collateralized with Treasury securities, so there
is no effect on reserve balances.

Securities loans from the SOMA portfolio are
made on an overnight basis. On January 24, the
FOMC amended the Authorization for Domestic
Open Market Operations to accommodate loans
for longer than “overnight” lending periods, when
there may be a mismatch between Federal Reserve
and market holidays or working conventions (Ap-
pendix 1). This new authority was used twice during
the year, first on April 5, in line with market conven-
tion around Good Friday, and then on October 29,
when the Securities Industry and Financial Markets
Association (SIFMA) recommended a full market clo-
sure in the wake of Superstorm Sandy.'® Other pro-
gram terms and conditions were unchanged in 2012.

On average, primary dealers borrowed $11 bil-
lion in Treasury securities from the SOMA portfolio
per day in 2012, within the range of securities lend-
ing volume seen in recent years (Chart 8). Securi-
ties lending volume was elevated in the first quar-
ter, as dealers increased their net short positions
of intermediate-dated securities following a sharp
rise in Treasury yields associated with better-than-
expected economic data. As the year progressed,
however, lending volumes declined steadily to
reach their lowest levels in about two years. The
decline primarily reflected the small number of
securities trading with heightened scarcity value
in specific-issue financing markets throughout the
year. The low and stable level of yields reportedly
diminished shorting activity by market participants,
which in turn reduced the need for dealers to bor-
row specific issues in the market or from the SOMA.
On the margin, a decline in the SOMA's holdings
of shorter-dated and on-the-run securities, result-
ing from MEP-related security sales and a halt in
reinvestments of maturing Treasury holdings into

Chart 8
SOMA SECURITIES LENDING IN TREASURIES
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Note: Figures are monthly averages.

new offerings, also contributed to the reduction in
SOMA securities lending volumes.

Agency Mortgage-Backed Securities

HOLDINGS AND COMPOSITION

The level of the SOMA’s agency MBS holdings in-
creased by $165 billion in 2012, to a total face value
of $1.0 trillion as of year-end, driven predominantly
by the FOMC's decision on September 13 to provide
additional policy accommodation through purchas-
es of more agency MBS at a pace of $40 billion per
month."” Throughout the year, the Desk’s ongoing
reinvestment of principal payments from agency
debt and agency MBS in agency MBS—a policy the
Committee began in September 2011—also contrib-
uted to the rise in agency MBS holdings.

Like purchases of Treasury securities, agency MBS
purchases remove duration risk in the market. These
purchases also remove prepayment risk—the risk asso-
ciated with uncertainty around the timing of principal
cash flows owing to the fact that homeowners can pre-
pay their mortgages at any time. The removal of a con-
siderable amount of these risks through the SOMA's
purchases of agency MBS should, all else equal, lower
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DOMESTIC OPEN MARKET OPERATIONS DURING 2012

Chart 9
COUPON DISTRIBUTION OF SOMA AGENCY
MBS HOLDINGS
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Source: Federal Reserve Bank of New York.

Note: Figures are year-end for 2011 and 2012, and August 31, 2010.

MBS rates by lowering risk premiums, thereby helping
to reduce primary mortgage rates, stimulate demand
for housing, and promote increased refinancing activ-
ity." Indeed, policy actions supported historically low
mortgage rates, which contributed to a pickup in refi-
nancing activity and new issuance of agency MBS.

Additional purchases and reinvestments had the
effect of shifting the distribution of agency MBS

Chart 10

DISTRIBUTION OF SOMA AGENCY MBS HOLDINGS

holdings into lower-coupon, longer-duration secu-
rities in 2012 (Chart 9). This occurred because the
Desk’s purchases were concentrated in newly issued
securities, which had lower coupons and exhibited
longer durations than those purchased during the
first large-scale asset purchase program (LSAP).
Meanwhile, principal payments on agency MBS
holdings were most significant in higher coupons,
which reduced the amount of these holdings.

As of year-end, agency MBS holdings were mostly
in thirty-year securities, and holdings were across the
three agency issuers: Fannie Mae, Freddie Mac, and
Ginnie Mae (Chart 10). As the Desk purchased newly
issued agency MBS, the concentration of its holdings
in 3.5 percent coupons or lower rose to approximately
40 percent of the agency MBS portfolio. Similarly, se-
curities issued in 2011 and 2012 rose to approximately
40 percent of holdings by the end of 2012. In total,
at the end of 2012 the SOMA held 19 percent of out-
standing fixed-rate agency MBS, up slightly from the
18 percent it held at the start of the year.

PURCHASES AND PRINCIPAL PAYMENTS
The Desk purchased fixed-rate agency MBS guar-
anteed by Fannie Mae, Freddie Mac, and Ginnie

Issuer Fannie Mae

Term’
<2.5%
Coupon

Pre-2008
Vintage

30-year

3.0% 3.5%

Freddie Mac Ginnie Mae

>4.5%

2008 2009 2011 2012

0 20 40

60 80 100

Percent

Source: Federal Reserve Bank of New York.

Notes: As of December 31, 2012. Total of $927 billion, settled holdings only.

"Less than 1% of holdings are 10- and 20-year agency MBS, which may be delivered into 15- and 30-year TBA contracts, respectively.
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Mae." Purchases were concentrated in newly issued
securities and conducted in the “to-be-announced”
(TBA) market. In a TBA trade, the buyer and seller of
MBS agree on a price and a set of basic characteris-
tics (such as the coupon rate, issuer, and face value
of the transaction) for the securities that will be de-
livered at a specified date in the future, but they
do not specify which particular securities will be de-
livered until two days before delivery is made. This
trading convention enables a heterogeneous mar-
ket consisting of thousands of different MBS backed
by millions of individual mortgages to be reduced,
for trading purposes, to only a few highly liquid,
standardized contracts—important characteristics
for implementing large-scale purchases.?’ The Desk
operates in the TBA market because of this liquid-
ity and because yields on these securities are closely
linked to the primary mortgage rate.

The Desk purchased a total of $489 billion in
agency MBS in 2012. Seventy-one percent, or
$346 billion, of these purchases were conducted
in accordance with reinvestments, while the re-
maining 29 percent, or $143 billion, were con-
ducted as part of the new purchase program an-

Chart 11
SOMA AGENCY MBS PURCHASES

nounced in mid-September (Chart 11).?' Purchases
were concentrated in thirty-year securities with
coupons of 3.0 percent and 3.5 percent, which
constituted the bulk of new agency MBS issuance
in 2012 (Table 4).

The average monthly pace of principal payments
on agency MBS in the SOMA portfolio accelerated
to $27 billion in 2012, compared with $16 billion
in 2011, as mortgage rates edged to historic lows
(Chart 12). These proceeds were reinvested in new
agency MBS. The SOMA's agency MBS portfolio has
paid down at a faster rate than the broader agency
MBS market has, in part reflecting the concentration
of SOMA holdings in MBS that were issued in 2009
and 2010, which tended to exhibit faster prepay-
ment rates than the broader market did. The U.S.
government’s Home Affordable Refinance Program
(HARP) contributed to some principal payments
in 2012. However, on net, the SOMA's portfolio is
less sensitive than the broader market is to HARP-
related prepayments because much of the SOMA’s
holdings are backed by loans originated after the
program’s eligibility cutoff date.

Chart 12
SOMA AGENCY MBS PRINCIPAL PAYMENTS AND
PRIMARY MORTGAGE RATE
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Sources: Federal Reserve Bank of New York; Federal Home Loan
Mortgage Corporation.

Note: Figures are monthly.
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Table 4
AGENCY MBS OPERATIONS IN 2012

SOMA Purchases Issuance’ SOMA Purchases as Share
(Billions of U.S. Dollars) (Billions of U.S. Dollars) of Issuance (Percent)

Term

30-year 416 1,202 35

15-year 74 287 26
Agency

Fannie Mae 268 801 33

Freddie Mac 130 421 31

Ginnie Mae 92 379 24
Coupon

<2.5% 58 180 32

3.0% 219 483 45

3.5% 181 683 26

4.0% 32 218 14

>4.5% 0 36 0

Sources: Federal Reserve Bank of New York; eMBS.
Note: Figures may be rounded.

'Gross issuance of fixed-rate agency MBS in 2012. Issuance figures by term exclude 10-, 20-, and 40-year agency MBS; 10- and 20-year
agency MBS may be delivered into 15- and 30-year TBA contracts, respectively.

From January through September, the Desk’s

gg;\t/\ﬁ AGENCY MBS PURCHASES AS SHARE purchases accounted for 24 percent of the gross is-
OF GROSS FIXED-RATE ISSUANCE suance of fixed-rate agency MBS (Chart 13). That
Percent share rose sharply following the start of new pur-
70 chases of agency MBS in mid-September, with the
60 — Desk purchasing roughly half of the gross issuance
50 in October through December.
40
OPERATIONAL APPROACH
30 - The Desk conducted purchases of agency MBS ac-
20 L cording to the operating policies it released soon af-
ter the FOMC announced programs affecting agency
10~ MBS operations.?? These communications provided
N T T T an overview of the planned operational approach

2011 2012 and information on purchases that market partici-

Source: Federal Reserve Bank of New York, based on eMBS data. pants would receive about the operations.

Note: Figures are monthly.
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On or around the eighth business day of each
month, the Desk announced its planned amount of
purchases associated with the reinvestment of princi-
pal payments from agency debt and agency MBS ex-
pected to be received between the middle of the cur-
rent month and the middle of the following month.
At the end of the month, the Desk also confirmed
the monthly purchase amount related to the addi-
tional agency MBS purchase program. On a weekly
basis, the Desk published a summary of its opera-
tional activity, broken down by agency, coupon rate,
and term, and settled agency MBS holdings at an
individual security level. More detailed transaction
information, including price, trade amount, agency,
coupon, term, and settlement date, was published
on a monthly basis.?

In conducting agency MBS operations, the Desk
transacted with primary dealers in the secondary mar-
ket. Purchases were executed through a competitive
process via an electronic trading platform.* Because
the platform limits the number of counterparties that
can participate in each transaction, the Desk solicited
offers from primary dealers on a rotating basis. Agency
MBS purchase operations were smaller and more fre-
quent than Treasury purchase and sale operations,
which were conducted over a proprietary system that
allows all primary dealers to participate in every opera-
tion. In total, the Desk conducted approximately 3,100
agency MBS transactions in 2012.%

All agency MBS purchases were conducted in the
TBA market for settlement up to three months af-
ter the trade date. The forward-settling nature of
these TBA transactions exposes the Federal Reserve
to counterparty risk if the market value of the MBS
between trade and settlement dates exceeds the
purchase price. To mitigate such counterparty risk,
the New York Fed requires primary dealers that are
parties to unsettled agency MBS trades with it to
post daily variation margin if the New York Fed’s
replacement cost exceeds the value of collateral

Chart 14
GROSS AGENCY MBS FAILS
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Source: Federal Reserve Bank of New York.

Note: Figures are the par value, four-week moving average of
total gross weekly fails.

already posted.?® Additionally, the primary dealers
post initial margin based on the net traded amount
of all unsettled agency MBS trades.

MARKET FUNCTIONING AND DOLLAR ROLLS

Common metrics of market functioning suggested
that the Desk’s MBS purchase operations did not
have any significant adverse effects on the MBS
market in 2012. Trading volumes remained near
longer-term averages, while settlement fails in
the agency MBS market declined to, and then re-
mained near, multiyear lows, indicating there were
few large-scale scarcity issues in settling trades
(Chart 14). The decline in settlement fails is likely
attributable in large part to the introduction of a
charge on fails that went into effect on February
1, which provided an economic incentive to deliver
securities in a timely fashion.”

The Desk engaged in dollar roll transactions,
as necessary, to facilitate the settlement of its un-
settled MBS purchases.? Dollar rolls were typically
conducted only if implied financing rates on agency
MBS were notably below or above the general level
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Chart 15
SOMA DOLLAR ROLL SALES
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Source: Federal Reserve Bank of New York.

Note: Figures are monthly by settlement month.

of short-term interest rates, as such conditions likely
signaled a shortage or abundance of supply, respec-
tively, available for settlement. Dollar roll sales repre-
sented an average of roughly 7 percent of the Desk’s
expected agency MBS settlements over 2012 (Chart
15). The share of expected settlements that were ef-
fectively postponed to a later date through dollar rolls
increased somewhat at the end of the year, given the
large increase in expected settlements associated with
the additional purchases of agency MBS. The Desk’s
dollar roll activity also increased from time to time
prior to the additional purchase program, largely as
a result of supply-and-demand dynamics that affected
the scarcity of certain agency MBS, most notably in the
Fannie Mae 3.5 percent coupon.

Agency Debt

In 2012, the Desk did not purchase or sell any agency
debt—direct obligations of the housing-related gov-
ernment-sponsored enterprises (GSEs) Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks.
Roughly $27 billion of agency debt holdings in the
SOMA matured in 2012, reducing total holdings to
$77 billion at the end of the year. Proceeds from

Chart 16
MATURITY DISTRIBUTION OF SOMA AGENCY
DEBT HOLDINGS
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Note: As of December 31, 2012.

the maturing principal payments were reinvested in
agency MBS throughout the year. Of the remaining
agency debt holdings as of the end of 2012, all but
approximately $4 billion were in securities with less
than five years left to maturity (Chart 16).

Agency debt securities in the SOMA were added
to the Desk’s securities lending program in 2009.
Daily average lending volumes of agency debt secu-
rities were $0.7 billion in 2012, relatively unchanged
from levels seen in 2011.

Portfolio Characteristics

COMPOSITION

The par size of the SOMA portfolio remained un-
changed at $2.6 trillion for most of the year, as the
Desk implemented the MEP and continued to rein-
vest maturing agency proceeds into agency MBS.
Following the September FOMC meeting, the port-
folio began to increase in size as a result of addition-
al purchases of agency MBS, resulting in a slightly
heavier concentration of agency MBS. By the end of
the year, the share of the domestic securities port-
folio held in agency MBS and agency debt had risen

FEDERAL RESERVE BANK OF NEW YORK 14 MARKETS GROUP
OPC 002895

FPL RC-16



DOMESTIC OPEN MARKET OPERATIONS DURING 2012

from 37 percent to 40 percent, with a commensurate
decline in the share of Treasury securities.

MATURITY STRUCTURE

Policy actions affecting Treasury and agency MBS
holdings in 2012 contributed to a lengthening of
the maturity structure of the SOMA. Implementa-
tion of the MEP continued an ongoing shift in the
composition of the portfolio toward longer-term
securities. The weighted average maturity of the
SOMA Treasury portfolio increased from 7.0 years
at the end of 2011 to 10.4 years at the end of 2012.

Meanwhile, the weighted average life of SOMA
agency MBS holdings—that is, the weighted aver-
age time to receive principal payments on the un-
derlying mortgages—increased from approximately
2.4 years to about 3.3 years in 2012.% Underlying
this increase were two countervailing effects. On
the one hand, interest rates moved lower during
2012, which increased borrowers’ incentives to re-
finance their mortgages and, as a result, shortened
the expected timing of the receipt of principal
cash flows on agency MBS. On the other hand, the
composition of the agency MBS portfolio changed
over the year, as principal prepayments on higher-
coupon securities were reinvested and new out-
right purchases of agency MBS were made in lower
coupons. These lower-coupon agency MBS are less
likely to prepay in the future, which tended to in-
crease the weighted average life of those securi-
ties. This change in the composition of the portfolio
outweighed the effect of lower interest rates and
drove the weighted average life of the SOMA's MBS
portfolio higher, on net, over the year.

The weighted average maturity of Treasury secu-
rities and weighted average life of agency MBS are
related to the securities’ duration, which measures
the sensitivity of the price of a security to changes
in interest rates.®® Duration is generally greater for

Chart 17
AVERAGE DURATION OF SOMA HOLDINGS
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longer-maturity and lower-coupon securities. During
2012, the duration of the total SOMA portfolio rose
from about 4.5 years to slightly more than 6 years,
primarily as a result of an increase in the duration of
the portfolio’s Treasury holdings (Chart 17). During
the asset purchase programs conducted in 2009 and
2010, the duration of the Treasury portfolio remained
roughly stable, at around five years, before increas-
ing sharply to around eight years over the course of
implementation of the MEP. Meanwhile, the duration
of the SOMA MBS portfolio has fluctuated since 2009,
primarily as a result of interest rate movements and,
more recently, changes in the composition of the port-
folio.>" After lingering near recent lows for much of
2012, the duration of the SOMA MBS portfolio rose
in the fourth quarter of 2012 from less than 2 years to
around 2.5 years by the end of the year.

As noted earlier, removal of interest rate risk
from the market is one channel through which
the Federal Reserve's asset purchases are intend-
ed to help ease financial conditions. To assess the
total amount of duration risk associated with the
SOMA's portfolio shift, it is useful to consider a dol-
lar-weighted duration measure, such as “ten-year
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Chart 18
SOMA PORTFOLIO IN TEN-YEAR EQUIVALENTS
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equivalents,” which suggests the amount of ten-
year Treasury notes that an investor would have to
buy to be exposed to the same amount of duration
risk contained in the portfolio (Chart 18). Although
the size of the SOMA's Treasury portfolio was un-
changed by the MEP, the steady increase in the av-
erage duration of those holdings resulted in a con-
tinued rise in the portfolio’s ten-year-equivalent
measure, from about $1.0 trillion at the start of the
MEP in October 2011 to $1.5 trillion by the end of
2012. This metric suggests that the MEP would have
a similar market effect if the Federal Reserve had
purchased $500 billion of ten-year Treasury notes.

The agency MBS portfolio was relatively steady in
ten-year-equivalent terms over the course of 2012,
when only reinvestments were taking place, with
the level of agency MBS holdings experiencing only
slow growth due to reinvestments from agency debt
securities and the portfolio’s duration fluctuating in
a relatively narrow range. However, the commence-
ment of new purchases of agency MBS in September
2012 prompted a sharp rise in the agency MBS port-
folio’s ten-year-equivalent measure, attributable to
growth in the portfolio’s size as well as to the afore-
mentioned increase in its duration.

centration of holdings in longer-term securities, and
low interest rate paid on reserve liabilities continued
to generate significant income and large remittanc-
es to the Treasury. In 2012, total SOMA income was
$93.1 billion, derived primarily from $80.5 billion of
interest income from its domestic securities holdings
and $13.3 billion in net capital gains from MEP sales
of Treasury securities originally acquired in a higher
interest rate environment. Taking into account the
$4.0 billion of interest paid on reserve balance li-
abilities that have grown with the expansion of the
SOMA portfolio since the financial crisis, SOMA net
income increased to $89.1 billion, a record high.*

Primarily as a result of net income from the
SOMA domestic portfolio, Federal Reserve remit-
tances to the Treasury were $88.4 billion in 2012, up
from $75.4 billion in 2011 and significantly higher
than the average annual level of about $25 billion
observed over the ten years prior to the financial
crisis (Chart 19).3 On a cumulative basis, remittanc-
es from 2008 to 2012 totaled $322.2 billion, about
$200 billion higher than the cumulative amount
suggested by the average pre-crisis pace, arising
from portfolio income associated with policy mea-
sures taken in response to the crisis and to strength-
en the recovery following it.

INCOME PROJECTIONS

By design, the policy actions taken by the FOMC
move some of the risks previously borne by pri-
vate investors onto the Federal Reserve’s balance
sheet, through the SOMA portfolio. As such, as the
stance of monetary policy is eventually normalized
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Chart 19
SOMA NET INCOME AND FEDERAL RESERVE
REMITTANCES TO TREASURY

Billions of U.S. dollars
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and interest rates rise in keeping with the evolv-
ing economic outlook, SOMA net income is likely
to decline from its unusually high levels and may
dip below pre-crisis averages for a period. Even so,
average levels of income over the policy cycle are
expected to be higher than historical averages. The
actual path of future income will ultimately be de-
termined by a number of factors, some within the
control of the Federal Reserve and others not, in-
cluding the evolution of short- and long-term inter-
est rates and changes in the size and composition
of the portfolio. A projection exercise, using pub-
licly available economic and policy forecasts and
announced FOMC policy principles, can be used to
illustrate the sensitivity of the portfolio’s income
profile to changes in some of these factors.*

In the baseline analysis that follows, the assumed
path of the target federal funds rate was drawn
from the Desk’s “Survey of Primary Dealers.” The
survey, conducted just after the December 2012
FOMC meeting, indicates median dealer expecta-
tions for the federal funds target rate to begin to
rise from its current range in the third quarter of
2015 and eventually to reach a level of 4 percent
over the long run.* Longer-term interest rates were

agency MBS purchased at a pace of $40 billion per
month through December 2013 and $630 billion of
Treasury securities purchased at a pace of $45 bil-
lion per month through February 2014. The portfo-
lio was then assumed to evolve according to the exit
principles articulated in the minutes of the FOMC’s
June 2011 meeting. For the purpose of these projec-
tions, portfolio normalization steps were assumed
to begin with the redemption of all maturing
SOMA holdings two quarters prior to the first in-
crease in the federal funds target rate. Agency MBS
sales were assumed to begin two quarters after the
first increase in the federal funds target rate and to
proceed at a steady pace over five years.’’

Based on these assumptions, the size of the SOMA
portfolio is projected to grow from its year-end 2012
level, reaching a peak of about $3.9 trillion in early
2014. Portfolio balances would remain unchanged
through early 2015, before declining steadily for
more than four years through a combination of re-
demptions and asset sales during the normalization
period. The portfolio reaches a normalized size in
mid-2019, based on an assumption that reserve bal-
ances return to near pre-crisis levels. At that point,
purchases of Treasury securities resume, offsetting
continued agency MBS sales and supporting normal
balance sheet growth. By 2021, agency MBS sales
would be complete and the portfolio would return
to a nearly all-Treasury composition.
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Chart 20
PROJECTED SOMA NET INCOME: BASELINE
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Chart 21
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ALTERNATIVE INTEREST RATE PATHS

120 Billions of U.S. dollars
120 High t
1001 Current baseline | L 'gherrates
100
80 - — Baseline
2011 baseline 80 -
60 — —
60 [~
40 _ Lower rates
40
20 — —
20
0
0 | —
2000 v
'20 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1

2010 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25

Source: Federal Reserve Bank of New York.

Notes: The shaded area indicates realized returns
for the current baseline. Projected figures are rounded.

Under these assumptions, SOMA net income is
projected to remain at historically elevated levels
through 2015, boosted by interest income from
the large size of the domestic securities portfolio
(Chart 20). However, as interest rates rise and SOMA
portfolio holdings decline during the normalization
process, SOMA net income is projected to fall be-
ginning in 2016, reaching a trough of about $10 bil-
lion in 2018. The declines are driven by several fac-
tors. First, rising interest rates would require higher
interest payments on excess reserve balances. Al-
though the weight of this interest expense would
diminish over time as reserves shrink with declines
in the size of the portfolio, interest income would
also decline as the size of the portfolio returned to
lower levels. In addition, sales of agency MBS secu-
rities, which would occur in a higher interest rate
environment, would be expected to generate real-
ized losses that further reduce income. As the size
of the portfolio normalizes and purchases of Trea-
sury securities resume with higher coupon rates,
SOMA net income is projected to recover within
several years of this trough.

2010 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25

Source: Federal Reserve Bank of New York.

Notes: The shaded area indicates realized returns. Projected
figures are rounded. Higher- and lower-rate scenarios use interest
rates plus/minus 100 basis points versus the baseline.

Compared with baseline projections from the
“Report on Domestic Open Market Operations
during 2011,” greater swings in SOMA net income
are projected to accompany the larger and longer-
duration portfolio resulting from the policy actions
undertaken in 2012.* Changes in the projected path
of interest rates between the two scenarios, includ-
ing the timing of exit from policy accommodation,
also affect the shift. Specifically, the larger and
growing portfolio of domestic securities, as well as
a longer agency MBS reinvestment period, is antici-
pated to generate more income in the near term.
However, income is expected to fall more sharply
and to trough at a lower level than previously fore-
cast because of larger funding costs associated with
the expanded portfolio and greater realized capital
losses from asset sales.

To demonstrate the sensitivity of the projections
to alternative interest rate paths, profiles for SOMA
net income were also projected under higher- and
lower-interest-rate scenarios (Chart 21).° With ei-
ther interest rate path, SOMA net income is pro-
jected to follow the same general contour as in
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the baseline analysis, albeit with significant differ-
ences in the magnitude of the moves. The higher-
rate scenario sees a sharp reduction in the SOMA's
projected net income through the normalization
period, falling to a slightly negative level, because
of both higher interest expense and larger realized
capital losses on asset sales. After normalization,
however, SOMA net income is projected to be high-

er than it is in the baseline because higher-yielding 40 =
Treasury securities are purchased in a future steady 20 Baseline
state. In contrast, a lower-rate scenario sees a more
muted decline during the normalization period, to 22
- N

a trough of about $30 billion, but a subsequent re-
covery to a lower level of SOMA net income relative
to the baseline scenario.

Another way of examining the interest rate
sensitivity of the portfolio is to look at the path of
SOMA net income under a hypothetical “buy-and-
hold” strategy. Making projections using the June
2011 exit principles as a baseline requires a number
of assumptions about the pricing, relative to book
value, of agency MBS that would be sold in the five-
year sales window. Not selling agency MBS would
avoid realizing capital losses but would result in
higher interest expense from the additional reserve
balances relative to the baseline. In this hypotheti-
cal scenario, holding all else constant, SOMA net
income would trough at about $30 billion, higher
than in the baseline, and over the projection hori-
zon average SOMA net income would also be high-
er relative to the baseline (Chart 22).

Ultimately, remittances to the U.S. Treasury will
depend on other Federal Reserve income, expens-
es, and transfers. In general, though, lower levels
of SOMA net income suggest a greater likelihood
of zero or near-zero remittances to the Treasury
for a time.

These are, of course, merely illustrative projec-
tions. Actual future income will be influenced by

Chart 22
PROJECTED SOMA NET INCOME:
“BUY-AND-HOLD” PORTFOLIO STRATEGY
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the ultimate size of the asset purchase program,
which in turn will depend on the evolution of the
economy and the FOMC's evaluation of the efficacy
and costs of such actions, as well as other balance
sheet, interest rate, and economic developments.
Overall, though, it is important to reiterate that the
high income that has been generated by the SOMA
portfolio in recent years has arisen from the unprec-
edented actions taken by the FOMC to promote
its statutory dual mandate in the face of an excep-
tional financial crisis and subsequent slow economic
recovery. Annual SOMA net income is likely to de-
cline noticeably as the outlook for the economy and
monetary policy normalizes. On a cumulative basis,
net income earned from the Federal Reserve’s bal-
ance sheet policies is likely to remain quite high over
the projection period, with SOMA net income likely
to exceed pre-crisis levels, even in a higher-interest-
rate scenario. Moreover, a temporary reduction in
income, which could prompt a halt to remittances to
the Treasury, would not affect the Desk’s capacity to
conduct open market operations or the FOMC's abil-
ity to manage short-term interest rates.
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TEMPORARY OPERATIONS AND OVERNIGHT
FUNDING MARKETS

During 2012, the FOMC maintained its target for
the federal funds rate in a range of 0 to % percent
and made important modifications to its communi-
cations by indicating how long this stance was likely
to prevail in the future. In September, the Com-
mittee pushed back the time at least to mid-2015,
from late 2014, until which it anticipated economic
conditions were likely to warrant exceptionally low
levels for the federal funds rate. It also stated that
it expected that a highly accommodative stance
of monetary policy would remain appropriate for
a considerable time after the economic recovery
strengthens. Then in December, the FOMC replaced
its date-based guidance for removing policy ac-
commodation with guidance based on economic
thresholds that policymakers viewed at that time
as consistent with the prior, mid-2015 timeframe.

Throughout 2012, the high level of reserve bal-
ances and the Y percent interest rate paid on excess
reserves (IOER) kept the federal funds effective rate
(FFER) within its target range without a need to con-
duct any open market operations. In general, elevat-
ed reserve balances and interest payments on reserves
since 2008 have contributed to changes in the operat-
ing environment that have left the federal funds rate
less sensitive to movements in the level of reserve bal-
ances than it had been in the pre-crisis years.

For example, banks, which are eligible to receive
interest on reserves, have generally been able to
earn a higher return by holding excess balances at
Federal Reserve Banks, compared with lending in
overnight markets. Meanwhile, institutions that
have accounts at the Federal Reserve but are ineli-
gible to earn interest on reserves, such as GSEs, have
had an incentive to sell excess balances in the federal
funds market, typically at rates below the IOER rate
but still representing a better alternative to leaving
funds unremunerated at the Federal Reserve. Buy-

Chart 23
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ers of federal funds were typically depository insti-
tutions that can make a risk-free arbitrage spread
between the rate they paid for federal funds and
the IOER rate they earned from holding balances at
the Federal Reserve. Since April 2011, the inclusion
of reserve balances within the insurance fee assess-
ment calculation for Federal Deposit Insurance Cor-
poration (FDIC) deposit insurance has reduced the
attractiveness to domestic banks of purchasing fed-
eral funds with the intent of earning IOER. Foreign
banks, however, were not affected, as they are not
covered by FDIC insurance. In light of these dynam-
ics, trading volume in the federal funds market con-
tinued to decline from already historically low levels.

Daily trading volatility in the federal funds mar-
ket was in line with recent norms, while the FFER
gradually increased from a low of 0.07 percent
early in the year to a high of 0.19 percent in the
middle of the year, pulled higher by upward pres-
sure in other overnight funding markets (Chart
23). Overnight rates in the repo markets used by
securities dealers to finance GC Treasury holdings
moved higher in 2012, from an average of 0.10 per-
cent over 2011 to an average of 0.21 percent over
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2012.2 The upward pressure arose at least in part
from a growing accumulation of Treasury positions
on dealer balance sheets requiring financing due to
increases in Treasury issuance and the SOMA's sales
of shorter-term Treasury securities through the MEP.

OPERATIONAL FLEXIBILITY AND READINESS

Reserve Management Exercises

Although the Desk did not actively manage reserves
in 2012, it maintained its readiness to conduct a
range of operations in short-term funding markets
in order to meet potential future policy needs. A
June 19 amendment to the FOMC's Authorization
for Domestic Open Market Operations granted the
Desk the operational flexibility to undertake certain
open market operations—including the outright
purchase and sale of securities as well as repurchase
agreements operations (repos) and reverse repur-
chase agreement operations (reverse repos)—in
small value for the purpose of testing operational
readiness (Appendix 1).** In addition, preparations
continued for the development of tools that could
be used in an eventual reduction in reserves, includ-
ing the possible use of reverse repos and the Term
Deposit Facility (TDF).

Reverse repos allow the Desk to withdraw re-
serves by temporarily selling securities from the
SOMA portfolio under an agreement to repurchase
the securities in the future. Since late 2009, the New
York Fed has been taking steps to expand the group
of reverse repo counterparties beyond the primary
dealers in order to prepare for the potential need
to conduct large-scale reserve draining operations
(Appendix 4). In April, the New York Fed added
eight more bank counterparties, bringing the total
number of reverse repo counterparties—spanning
money funds, banks, GSEs, and primary dealers—
to 128.* In order to ensure operational readiness,

the Desk conducted a series of small-value reverse
repo operations in March, September, and Novem-
ber. These operations involved the expanded set of
counterparties and all three types of SOMA collat-
eral, and had maturities ranging from overnight to
eight days. The largest outstanding amount of re-
verse repos was $3.3 billion.

The TDF, created in April 2010, offers fixed quan-
tities of term deposits to depository institutions on
specified dates through competitive auctions (with
a noncompetitive tender option for smaller bid-
ders). Any institution eligible to receive interest on
reserve balances maintained at a Federal Reserve
Bank can participate in TDF auctions with the ap-
proval of its Reserve Bank. As of the end of 2012,
almost 600 depository institutions, collectively hold-
ing roughly 60 percent of total excess reserve bal-
ances at Federal Reserve Banks, had signed up for
the TDF. To ensure operational readiness and to
provide eligible institutions with an opportunity to
gain familiarity with TDF procedures, the Federal
Reserve arranged six small-value auctions of term
deposits in 2012, all for $3 billion and with a term
of twenty-eight days.*

Additionally, in August the Desk conducted two
small-value repo operations. Repos allow the Desk to
add reserves by temporarily buying securities eligible
in open market operations under an agreement to
resell those securities in the future. Repos are con-
ducted only with primary dealer counterparties. The
exercises were the first repos to be conducted since
December 2008. Since that time, there have been
several updates to the proprietary trading system
over which these transactions are arranged, changes
to support tri-party reform, and the designation of
six new primary dealers. The larger of the two op-
erations awarded a maximum of $600 million across
all three types of collateral eligible for open market
operations with a three-day maturity.
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The conduct of small-value operations across
repo, reverse repo, and TDFs provides opportunities
for the counterparties, clearing banks, and the New
York Fed to jointly exercise their capabilities and
identify and resolve potential execution and settle-
ment issues before such tools are employed on a
larger scale.

Superstorm Sandy

The Desk’s operational flexibility and emergency re-
sponse were demonstrated when Superstorm Sandy
hit the greater New York area in late October. Many
market participants, including some primary deal-
ers and federal funds brokers, experienced power
outages and flooding of facilities, forcing some to
relocate to contingency sites.

Drawing on a range of business resiliency plans
and staffing arrangements and responding to shift-
ing con