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In an interesting turn of events, we had an FOMC meeting last week, but the results of this convocation were not what
captured the lion’s share of Federal Reserve (Fed) headlines. Indeed, the dislocations that were witnessed in the funding
markets, and attendant Fed responses, seemed to take center stage. Essentially, the stresses which emerged in this arena
created a situation where participants were clamoring 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 level of reserves in the banking system that can fluctuate on a daily basis. The
N.Y. Fed, acting on behalf of the FOMC’s monetary policy directive, is charged with keeping the Federal Funds target
within its 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
“repo” market is a part of the financial system where participants borrow and lend money, using Treasury securities (as
one example) as collateral within the transaction. It is in 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. September 15 is a corporate tax date (the stresses first became evident on September 16, since the 15th was on a
Sunday).

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

 

U.S. Secured Overnight Financing Rate (SOFR)
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This confluence of events acted as too big a drain of reserves from the banking system and resulted in various funding
market rates spiking well above the Federal Funds target range. As the graph above reveals, one of these key repo-
related rates, the SOFR, surged up to 5 ¼% or 300 basis points (bps) above the top end of the Fed Funds target prior to
last week’s rate cut.

 

In order to alleviate these upward pressures, the N.Y. Fed intervened with multiple large-scale repo operations of their
own, providing much needed funding for a “starved” market. Repo operations are temporary in nature, and needed to
be “re-upped” in order to achieve the desired result. Did it work? As of this writing, yes. As you can see, SOFR has since
fallen back to 1.86%, within the “new” Fed Funds target range of 1 ¾–2%.

 

Conclusion

 

Looking out at the horizon, the temporary repo route might not prove to be the solution for the longer run. Given the
future reserve outlook, the N.Y. Fed looks like it will have to take a more permanent approach…adding to their balance
sheet. In theory, any buying of Treasuries can be defined as quantitative easing (QE), but in actuality, for this purpose, the
Fed will need to clarify and/or signal to the markets the exact reason. In other words, this form of QE is not to boost the
economy/inflation, but rather, designed to provide sufficient reserves for the proper functioning of the funding markets.
One way the Fed could achieve this messaging is in which Treasuries they buy, namely shorter-term issues like t-bills
versus longer-dated coupons, as the latter is usually associated more with the “other” form of QE.

 

Unless otherwise stated, all data sourced is Bloomberg, as of September 23, 2019.

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Federal Open Market Committee (FOMC)  : The branch of the Federal Reserve Board that determines the direction of
monetary policy.

Federal Reserve  : The Federal Reserve System is the central banking system of the United States.

Monetary policy  : Actions of a central bank or other regulatory committee that determine the size and rate of growth of
the money supply, which in turn affects interest rates.

Fed funds target range  : the interest rate band the Federal Open Market Committee decides to implement for the
federal funds rate.

Treasury  : Debt obligation issued by the U.S. government with payments of principal and interest backed by the full faith
and credit of the U.S. government.

Balance sheet  : refers to the cash and cash equivalents part of the Current Assets on a firms balance sheet and cash
available for purchasing new position.

U.S. Secured Overnight Financing Rate (SOFR)  : An influential interest rate that banks use to price U.S. dollar-
denominated derivatives and loans. The daily SOFR is based on transactions in the Treasury repurchase market, where
investors offer banks overnight loans backed by their bond assets.

Basis point  : 1/100th of 1 percent.

Rate Cut  : A decision by a central bank to reduce its main interest rate, usually to influence rates charged by other
financial institution.

Quantitative Easing (QE)  : A government monetary policy occasionally used to increase the money supply by buying
government securities or other securities from the market. Quantitative easing increases the money supply by flooding
financial institutions with capital, in an effort to promote increased lending and liquidity.

Inflation  : Characterized by rising price levels.

Treasury Bill  : A treasury bill (T-Bill) is a short-term debt obligation backed by the U.S. government with a maturity of
one month (four weeks), three months (13 weeks) or six months (26 weeks).
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