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Examining recent developments in Fed
monetary policy
Fed Chair Powell said that “It is important to note that the open market
operations we have announced are technical, ‘Central Banking 101’
operations and should not be conflated with the large-scale asset
purchase programs that the Federal Reserve deployed after the
financial crisis”, and that the purchase of these assets was to “maintain
levels of bank reserves, sufficiently ample enough to ensure the federal
funds rate was maintained.”
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The level of Repurchase agreements on the Fed's books as of
October 16th 2019, was $197.7 billion. At the beginning of
September that figure stood at $0.00.

But is it QE4?
The insistence by Fed Chair Powell that this new monetary policy was
not quantitative easing did not find acceptance within a lot of the
financial commentariat as the liquidity provided in the Repo market was
done through the purchase of short-term US Treasuries. Previous
incarnations of quantitative easing targeted the purchase of bank debt,
mortgage-backed securities and US Treasury notes.

If the Fed had not acted so decisively at this most recent of market
disruptions the reserve drain on the financial system would have been
of such magnitude, that the entire lending facility would have indeed
frozen up, the overnight rates would have spiked much higher and
maybe it would have finally been the death knell in this decade long
equity bull run as the banks would need to sell any liquid asset such as
stock in the equity markets.

What is a reserve?
A reserve requirement is the amount of cash a bank must keep
overnight. It’s set by the Fed and is a percentage of the bank’s deposits.
The current top reserve requirement is 10% for banks with more than
$124.2 million on deposit.
Banks with excess reserves can deposit their cash with the Fed and
earn interest. The total amount of reserve balances peaked around
2015 and until recently had been reduced by the Fed as part of their
Quantitative Tightening policy. This stopped in July, a couple of months
earlier than had been scheduled but added extra strain on reserves held
at the depository banks.
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The Fed have said that “the large settlements of Treasury auctions were
at the root of the disturbance – along with payment of corporate income
taxes” and these two factors drained the bank reserves to a level where

the banks needed to secure short term overnight loans to meet their
required bank leverage ratios.
When the US Treasury sells notes and bonds, the sales are reflected in
the deposits at the US General Account and make up part of the peaks
of the chart below, when the US Treasury pays out Social Security and
other liabilities this is a drain on the US Treasury reserves and so they
issue more debt. The US Treasury has a target of around $350 billion,
to service its liabilities.

US Treasury General Account

Why were the Treasury auctions large and
problematic?
For an explanation of why the Treasury auctions in September were so
negative to the interbank lending facilities we would have to look at the
bond market and also the implications of a US debt ceiling.
When the US congress sets the debt ceiling, they are literally stating
that at some point no more new Treasuries can be issued to pay for the
ongoing US governments liabilities.
As can be seen by looking at what happened to the US bond market
between March 2019 and August 2019 when the debt ceiling was
reached and suspended respectively, having fewer bonds in the market

drove the prices up due to a limited supply and an actual demand from
the banks to hold Tier 1 assets, for regulatory purposes.
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With the debt ceiling suspended for 2 years the US Treasury was able
to issue more debt into the market, which it did so, but not any great
pace. Considering the market had been starved of new issuance for 5
months there was a hole that would need to be filled. The expenditure
of the US government in the fiscal year 2018-2019 reached a record $5
trillion and this is largely funded by the issuance of the US Treasuries.

So how successful has the Fed been at stabilising the
repo market?
As of October 17th, 2019, the reserves were hovering around
$1.469Trn which is approximately the level they were at in the first

weeks of September. So, the first step in their approach has worked.
The interest rates have settled, though should they creep up higher,
pressure would be put on the Fed funds rate targets.

Chart showing Deposits of Depository Institutions at the beginning of September totalling $1.4 trillion.
SLR @ 10% = $1.4 billion of reserves required.
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On 23rd October 2019 the Fed have said they will increase the size of
the overnight operations and some market participants who agreed with
their first course of actions maybe worried that they are starting to go
beyond what is necessary. Too much liquidity into the reserve accounts
would mean the banks having to adjust for the other side of their
supplementary leverage ratio.

In the first half of October 2019 the offerings were only fully taken by
the banks on two occasions but with further drains to the reserves
ahead, maybe the Fed are trying to prevent rather than react to fast
moving scenarios. This program will continue at least into the second
quarter of next year and is designed to achieve —and, over time,
maintain the ample requirement in reserve balances.

Where to trade these events?
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Traders who would like to take advantage of the markets during distress
should look to trade the Japanese yen, Swiss franc and Gold. If the
Federal Reserve cannot keep the FFR or REPO rates at their desired
levels traders will look to place their money into safer currencies.
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