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In an interesting turn of events, we had a Federal Open Market Committee (FOMC) meeting
Tast month, but the results of this convocation were not what captured the lion’s share
of US Federal Reserve (Fed) headlines. Indeed, the dislocations that were witnessed 1in
the funding markets, and attendant Fed responses, seemed to take centre-stage.
Essentially, the stresses which emerged 1in this arena created a situation where
participants were clamouring for the Fed to step in and provide the necessary funds to
potentially alleviate the pressurized conditions.

Let’s do a quick Fed 101. There’s a certain Tevel of reserves in the banking system that
can fluctuate on a daily basis. The New York Fed, acting on behalf of the FOMC’s
monetary policy directive, 1is charged with keeping the federal funds target within 1its
prescribed trading range, by either adding or deleting reserves via repurchase (repo)
agreements with the primary dealer community, depending upon what is needed to achieve
the aforementioned goal. Typically, these daily operations from the Fed go essentially
unnoticed and don’t garner any headlines. That’s exactly the way it’s supposed to work.

So, what happened this time around? Quite simply, there was a shortage of reserves, or
think of it as a ‘cash crunch’. The f‘repo’ market is a part of the financial system
where participants borrow and Tend money, using Treasury securities (as one example) as
collateral within the transaction. It is 1in this repo market where the stresses became
all too evident for three reasons.

1. The Fed’s prior quantitative tightening (reducing their balance sheet) had been
draining reserves up until this program ended only a month or so ago.

2. 15 sSeptember is a corporate tax date (the stresses first became evident on 16
September since the fifteenth was on a Sunday).

3. There was also a large Treasury securities settlement for prior auctions.

This confluence of events acted as too big of a drain of reserves from the banking
system and resulted in various funding market rates spiking well above the federal funds
target range. One of these key repo-related rates, the US Secured oOvernight Financing
Rate (SOFR) surged up to 5 %% or 300bp above the top end of the fed funds target prior
to Tast month’s rate cut.

In order to alleviate these upward pressures, the NY Fed intervened with multiple large-
scale repo operations of their own where they provided much needed funding for a
‘starved’ market. Repo operations are temporary in nature, in this case of the overnight
variety, and needed to be f‘re-upped’ 1in order to achieve the desired result. Did it
work? As of this writing, yes. SOFR has since fallen back to 1.85%, within the ‘new’ fed
funds target range of 1 % - 2%.
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conclusion

As we expected, the temporary repo route was not a solution for the Tonger run. Given
the future reserve outlook, the NY Fed needed to take a more permanent approach, adding
to their balance sheet. In theory, any buying of Treasuries can be defined as
quantitative ease (QE), but 1in this occasion the Fed has signalled to the markets the
exact purpose. In other words, this form of QE is not to boost the economy/inflation,
but rather to provide sufficient reserves for the proper functioning of the funding
markets. This message may be conveyed by what Treasuries they buy, namely shorter-term
issues Tike T-bills versus Tonger-dated coupons, as the Tlatter 1is wusually more
associated with the ‘other’ form of QE. In fact, the Fed just announced such a permanent
measure and will begin buying $60 billion of Treasury bills per month “at least into the
second quarter of next year.”

Related blogs
+ What is the highest yielding treasury security?

+ Like a good neighbour the Fed is there

View the online version of this article here.

wisdomTree.com * +44 (0) 207 448 4330 WISDOMTREF


https://wisdomtree.eu/~/link.aspx?_id=D2B779E2A0D8406281456BBD24712195&_z=z
https://wisdomtree.eu/~/link.aspx?_id=36B9B86F36044CD9AEC36BE14BD04839&_z=z
https://www.wisdomtree.eu/en-gb/blog/2019-10-21/markets-to-the-fed-go-fund-me

WisdomTree INSIGHT ARTICLE

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our cConflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where WwisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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