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The material contained in this presentation are for discussion only.

The information does not reflect a risk opinion or a credit opinion it is just a representation of publically available market data and stylized views
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Objectives and rational for a primary dealership system

• To strengthen the infrastructure in the government securities market in order to make it vibrant, liquid and broad 

based,

• To ensure development of underwriting and market making capabilities for government securities outside the central 

bank so that the latter will gradually shed these functions

• To improve secondary market trading system, which would contribute to price discovery, enhance liquidity and 

turnover and encourage voluntary holding of government securities amongst a wider investor base

Risks Created by a PD System The principal risks are the limitations to competition and the corresponding 

potential incentive to collusive behavior. These risks can be addressed in two complementary ways; 

1. First, a group of PDs sufficiently large to ensure competition must be appointed. 

2. Second, an incentive system to reward good performance must be devised that makes it more profitable for PDs 

to compete than to collude. 
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Obligations, Privileges and Incentives of primary

• Bid in the auctions.

• Quotation firm/two ways.

• Reporting to the supervisory agency (central bank, ministry of finance, and/or 

other).

• Providing the authority with market information and analysis.

• Promotion of the debt among retail investors.

• Specified percentage of the deposits in government securities held to meet 

secondary reserve requirement.

• Minimum underwriting obligation, per unit of time or in terms of turnover.

• Assisting in the development of the government securities market.

• Participating in the fixing of interbank rates.

• Providing government securities closing prices.

• Participation in money market operations.

• Compliance with prudential regulation.

• Participation in research.

• Exclusive or privileged access to primary auctions.

• Exclusive or privileged counterparty for central bank’s open market operations.

• Exclusive or privileged access to noncompetitive bids.

• Information from and consultation with the government debt management agency.

• Borrowing privileges with central bank, including repurchase agreements.

• Exclusive or privileged counterparty for operations with public debt manager.

• Participation in a second round of primary auctions.

• Underwriting commissions.

• Usage of the title “primary dealer.”

• Extra time to submit bids at bond auctions.

• Privileged counterparties of the government debt issuer in other instruments (such as 

swaps and foreign currency issues).

• Tax exemption on securities trading income.

• Authorization to bid for the entire issue, while other dealers can bid only for part of the 

issue.

• Exclusive access to stripping and reconstitution of bonds.

• Preference in the formation of syndicates and in other forms of placement of 

government debt.

6

Obligations Privileges
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Components needed for a complete market
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Market Access

• Traditionally, fixed income trading has been organized around dealers (large banks or securities houses) and their 

relationship-based networks of clients. A physically centralized marketplace or organized exchange has generally been 

absent. Dealers predominantly traded bilaterally via the telephone, either with other dealers or with their customers. The 

process of matching buyers and sellers required a fair amount of intermediation and involved significant search costs (Duffie

(2012)). A customer wishing to trade a specific security would often contact one or more dealers by phone, asking for 

currently available prices to buy and sell. This market structure is known as a quote-driven market, a market in which 

executable prices are offered in response to counterparties’ requests to trade. 
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Market access trends

• The rise of electronic trading platforms enabled automated trading (AT) – a common feature in other asset classes 

for more than a decade – to become prevalent in certain segments of fixed income markets. AT is a trading 

technology in which order and trade decisions are made electronically and autonomously 

• Key drivers of electronic trading There are many forces that have promoted the adoption of electronic trading. 

The drivers can broadly be categorized under three headings: (i) technological evolution which lowers costs; (ii) 

market structure features that influence demand; and (iii) the regulatory framework contributing to changes 

in dealers’ business models

• Electronic trading is having a significant impact on the structure of fixed income markets and the interplay of various 

participants in the market ecosystem. It has introduced a variety of new trading protocols that have influenced 

investor behavior, may have affected liquidity across different subsets of fixed income, and increased 

competition among platform providers. Electronic trading has also contributed to changes in market-making 

business models, a growing presence of firms employing automated trading, and greater weight being placed by 

investors on improving execution. Finally, electronic trading in fixed income markets and the resulting shift in various 

aspects of market structure have had a noticeable impact on market quality and its optimal measurement
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Transparency

• Pre-trade transparency is the degree to which prices, across different trade volumes, can be established prior to 

trading. In effect it represents the access to price discovery for price takers. 

• Post-trade transparency relates to the detail and timing delay associated with the reporting of trades. Post-trade 

transparency in the South African market is robust. All domestic trades that occur are reported by to the JSE. This 

information is then aggregated and reported to the market.

Trends: Digital Enablement

• Bond ETP

o Learnings

o Bonds, T-Bills
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European Headlines
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Liquidity: Fixed income allocation

Source: SARB BA900 Total, December 2017.
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There is a market demand for safe haven liquid assets

• Institutional cash pools principle requirements is safety and liquidity followed by yield enhancement 

• The demand for safe haven liquid asset exceed available assets

• These pools preferred habitat is not deposits but risk free liquidity. Their money demand is not for transaction 

purposes but for liquidity collateral management and investing purposes 

• As these pools grow larger relative to true liquidity and liquidity facilities, the less effective the system will be at 

dealing with these calls on liquidity 

• These cash pools have become increasingly prominent due to

o Rise of corporations and centrally managed cash 

o Inequality – households, corporates, and intermediary services 

o Risk of asset management, securities lending and cash collateral

o Derivative based investment styles  

Bank deposits fulfill this role to the institutional market, and therefore bear the liquidity risk of doing so
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Factors that support market liquidity

We see resilient market liquidity as an outcome of a series of contributing, and compounding market features. Bellow we 

summarize the features supportive of market liquidity: 

Information 
insensitivity

Price discovery & 
transparency 

Financing
 Liquidity

Immediacy

Deep market 
making 

Market Liquidity

• The ability to use the asset as collateral, 

gaining access to financing, in deep and 
liquid markets. 

• This requires the presence of deep repo 

markets, collateral velocity, aligned central 
bank operating frameworks, with high 
frequency, high availability and efficient 
market infrastructure for collateral. 

• The willingness to make markets, and 

provide financing liquidity should not be 
highly sensitive to new information. While 
price or value may change it should not have 
undue effect on willingness to make 
markets. Not all collateral exhibit this 
feature and not all collateral can attain this 
feature. 

• This tends to be a particular feature of high 

quality collateral, government collateral, 
other super senior collateral, collateral with 
haircuts and significant first loss protection. 

• The existence and willingness of dealers 

(could include market participants who want 
to enter) to make continues markets. This is 
created from the existence of risk appetite 

and balance sheet. 

• The ability to execute larger 

transactions buy or sell with 
immediacy and without impacting 
prevailing market prices 

• Essentially that observed market 

prices are actually executable in 
size 

• This requires reduced market fragmentation, providing access to 

many market participants, to incorporate more diverse market 
views and utility functions 

• Improve the transparency of price and liquidity in these markets 

• Need good understanding by market participants of liquidity 

statistics in terms of primary, secondary and repo markets 

• Electronic trading platforms are proving to be supportive 
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Risks: Trends in Liquidity and Market Making

With the introduction of the new regulatory frameworks, there has been a market concern on decreasing 

market liquidity, due to reduced risk appetite, higher cost and more fragmented market making behavior. 

Factors of rising liquidity risk:

▪ According to the UK Department for Business, Innovation and Skills, we are already seeing the negative 

effects of regulation on fixed-income markets, that is, a declining allocation of capital to market-making 

activities and a reduction of inventories… the size of the bond inventory determines the risk of a delay in a 

market-maker’s risk processing, which ultimately leads to a higher discount required to keep the market in 

equilibrium…

▪ Trade transparency rules [in the wake of Markets in Financial Instruments Directive 2 or MiFID2] matter 

not only for end investors, but also for market makers who ultimately provide liquidity to 

markets. Disclosing a transaction in an illiquid security exposes the dealer to liquidity risk in addition to 

market, credit and operational risks. Hedging liquidity risk is always problematic and often even impossible. 

The dealer’s rational response might vary from not quoting at all to maximizing the bid/ask spread, 

reducing the trade size or a combination of the above…
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The consequences of liquidity risk

• “Liquidity risk gives birth to one of the paradoxes of regulation in fixed-income markets – the aim for more 

transparency might depress market liquidity and distort the price-finding process.

• To the extent that rising costs and falling market shares have diminished the profitability of market-making, dealers 

may have fewer incentives to provide liquidity during periods of market stress. While this is an intended 

consequence of both market-based factors (e.g. the repricing of risks given reduced risk tolerance) and regulatory 

reforms to enhance dealers’ resilience, market liquidity may become more dependent than before on the willingness 

and ability of other market participants to take contrarian views. 

Greater liquidity needs Lower liquidity provision 

• Greater liquidity needs 

• Growing and more concentrated demand 

for immediacy services 

• Growing use of electronic trading and 

order trenching 

• Regulations prefer bond financing to loan 

• Similar investment strategies 

• Funds commit to provide “daily liquidity” 

• Declining dealer risk taking capacity and 

willingness 

• Diminishing trading by banks 

• Focus only on core markets reducing 

mandates 

• Increased regulation and carry costs 

• Increased cost of trading 
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Market Infrastructure, Confirmation, Clearing, Settlement and Custody

• For an efficient market, market participants  must have adequate systems, equipment (including communications 

equipment), and procedures (including the segregation of front, middle and back offices) in order to manage their business 

safely and to fulfil their obligations and duties as PDs. PDs must be fully computerized and their equipment should include: 

• A Central Securities Depository (CSD) Auction Terminal for bid submission and settlement. 

• Communications equipment consistent with maintaining communications with other PDs, customers and national 

treasury

• Information technology capable of disseminating market information, such as Bloomberg, Reuters or any proprietary 

system that may be developed with the approval of the national authorities

• Voice recording system. 

• Any other system requested and approved by national authorities

• Connection to national treasury and other internationally integrated settlement systems

• Methodologies and industry policies must ensure settlement and stipulate what processes are to take place in a case 

where settlement does not take place
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Current Market: Local Investors
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 Buys bonds
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Sells bonds
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Current Market: International Investors

Issues:
• B1      B2      B3      B4

• Settlement cut off missed by B1

• Spike in claims

Suggested Solutions:
• Net settlement

• Intraday nostro overdraft

International 
Bank

Offshore Custodian

Offshore Custodian

International Bank

Local Custodian

Local Custodian

Local Bank

Spot/Swap Spot/Swap
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Central Banking and Financing operations

Monetary policy actions have an important bearing on fixed income markets. Government bonds are key securities in central 

bank operations and yield curve gyrations influence market conditions in both private and public debt securities. But the influence 

of monetary policy extends beyond the cyclical/conjunctural stance and relates to the overall framework and strategy in the 

conduct of policy. These issues are discussed below. Monetary policy can support market liquidity through a variety of channels:

• One is via confidence effects. This effect is facilitated during strained market conditions through the central bank’s 

engagement, which can help revive trading by reducing market uncertainty and acting as a reliable buyer in the market 

(Christensen and Gillan (2015), De Pooter et al (2014)). Similar effects are associated with forward guidance on policy rates or 

central bank communications more broadly, which help to reduce uncertainty among market participants. 

• Yet another channel is through funding effects. Monetary policy easing directly supports the funding conditions of banks 

and thereby, more indirectly, also the funding conditions of other non-bank market-makers. Improved funding liquidity, in turn, 

lowers the cost of providing liquidity services, supporting market liquidity.

• Portfolio rebalancing represents a third, though not independent, channel, operating through the central bank’s influence on 

risk premia (Bekaert et al (2013), Morris and Shin (2014), or Hattori et al (2015)). By reducing the yields on sovereign bonds 

and other directly targeted assets, monetary policies can raise investor demand for less liquid instruments, supporting trading 

activity in these markets. 
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Central Banking and Financing operations continued

Challenges:

1. Past and ongoing monetary policy accommodation is unprecedented in terms of both size and scope. This 

suggests a strong impact on trading, extending well beyond the assets purchased by central banks, and may be associated 

with a number of challenges. One such challenge is scarcity effects, given that large-scale asset purchases reduce the 

amount of securities available for trading. To mitigate scarcity concerns, central banks in many jurisdictions have established 

or expanded their securities lending facilities.

2. A second challenge relates to the risk that asset valuations may have become predicated on unsustainable 

expectations of continued monetary policy accommodation. Related to this, some market participants have raised concerns 

about increasing “one-sidedness” of markets, pointing to the risk of crowded trades and illiquidity if expectations were to 

change. Increasingly similar trading strategies and rising concentration of bond holdings with institutional investors could 

amplify such risks. In addition, the decline in yields over the past years has induced a significant expansion in primary bond 

markets, with issuers seeking to lock in favorable funding conditions by issuing more long-term bonds. Hence, bond investors 

have increasingly exposed themselves to duration risk, making their trading decisions more responsive to changes in interest 

rates. 
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Any questions


