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INTRODUCTION

When the music stops, in terms of liquidity, things will be complicated…But as
long as the music is playing, you've got to get up and dance. — Charles Prince

James Grant (born 26 July 1946) is an American writer and publisher. The founder of Grant's
Interest Rate Observer, a twice-monthly journal of the financial markets, he is the author of Money
of the Mind (1992), The Trouble with Prosperity (1996), John Adams: Party of One (2005), Mr.
Speaker: The Life and Times of Thomas B. Reed, the Man Who Broke the Filibuster (2011), and
The Forgotten Depression (2014) among other works. His most recent publication is Bagehot: The
Life and Times of the Greatest Victorian (2019), a biography of the brilliant and influential English
banker, economic and political writer, and editor of the Economist, whose ideas about central
banking informed the U.S. Federal Reserve's response to the Global Financial Crisis of 2007-09.

R.I.P. Mr. Market?

WHY DO I CARE?
In a recent episode I recorded with flutist Eugenia Zukerman, we discussed some of the challenges
associated with preparing for an interview with someone you know personally or who you have
already interviewed. Jim Grant has been on Hidden Forces once before, but he made several
appearances on my old television program Capital Account, and we have spent a good deal of time
getting to know one another both on- and off-air over these many years as well. All this is to say
that this is going to be an unusually congenial episode, even by normal standards.
The last time Jim was on the program, we were already eight years into the current bull market and
despite all the unprecedented policy actions and interventions stemming from the GCF period,
there were still good reasons to expect that markets would “return to normal.” Today, this feels less
certain. This is to say that I feel less confident than ever that policymakers in Washington (most
prominently officials at the Fed) are remotely interested in ceding over further control to the market.
If anything, it seems that the slightest hiccup (as seen recently in the overnight repo market) is
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What is left of the interbank market and its price signals? Is there any information to be had?

From Corridor to the Floor

cause for alarm and overreaction by officials, who seem determined to ensure that nothing rocks
the boat – that nothing threatens to disturb the steady increase in valuations, as well as the
availability of credit at numbingly predictable prices, whatever the long-term costs.
One of those costs has been the health of the interbank lending market, which according to some
commentators who follow this market closely believe is no longer useful as a source of information
about the health of the banking system. The reasons put forward by people like George Selgin, Bill
Nelson, and others is that the expansion of the Fed balance sheet combined with the move from a
corridor to a floor system in November 2008 (when US monetary authorities raised the IOER rate
above short-term market interest rates) has led banks to deprioritize overnight lending as a means
by which they can earn carry from idle reserve balances at the end of each business day. Soon
after US monetary authorities triggered the shift to a floor system in November 2008, interest paid
on excess reserves reached almost 90 basis points over the 1-month treasury yield, around 60 bp
over the treasury repurchase (repo) rate, and 40 bp over the overnight dollar Libor rate. “Thereafter,
the IOER-1-month treasury spread settled down to about 20 basis points on average, and the
IOER-treasury repo and IOER- Libor spreads settled to near 10 basis points on average through
2017,” as David Beckworth of the Mercatus Institute points out. In a 2018 paper on the subject
titled “The Great Divorce,” Beckworth writes:
The central idea behind this move was to remove the opportunity cost to banks of holding excess
reserves by offering the banks a deposit rate at the Fed— the IOER rate—that was equal to or
above short-term market interest rates. This favorable return was to sever banks’ incentive to
rebalance their portfolios away from excess reserves toward other assets. The IOER rate was also
to put a floor under short-term interest rates so as to align them with the Fed’s desired interest rate
target. Together, these two facets of the floor system would allow the Fed to use its balance sheet
as a tool of monetary policy while still maintaining interest rate control.
In this new operating system, the stance of monetary policy was no longer set by a market interest
rate but by an administrative interest rate: the IOER rate. The stance of monetary policy also was
no longer tied to the supply of reserves. Instead, it was linked to the quantity of reserves demanded
by banks, which the Fed influenced through changes to IOER. Specifically, the Fed set the IOER
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Balance Sheet Back to November 2018 Levels

Please sir, I want some more.

rate high enough that banks’ demand
for reserves became perfectly elastic
with respect to the federal funds rate.
As a result, changes in the quantity of
reserves supplied led to identical
changes in the quantity demanded,
other things being equal.
The Federal Reserve, in short, went
from an operating system in which
monetary policy was transmitted
through open market operations to one
in which it is transmitted through the
IOER rate. The Fed’s operating
system changed from one in which
money, in the form of reserves, mattered for monetary policy to one in which money has been
“divorced” from monetary policy.
What this all means in practice is that banks are not incentivized to lend out excess reserves to
each other at the interbank rate, which what the fed funds rate directly targets since they can earn
the same or greater return by parking their money with the Fed at the IOER rate.
To bring it back to the repo market and the turbulence that alerted regulators in mid-September
2019, the question that many investors were (and perhaps still are) asking is “why?” Why, when
confronted with the opportunity to lend at a rate of as many as 800 basis points above IOER did
participatory banks not leap at the opportunity to make such a loan? The official answer provided
in the days afterwards was two-fold. First, the volatility in the repo market happened near the cutoff for quarterly tax payments, and second, a large issuance of treasury debt was scheduled to
settle during this period. In other words, banks had less cash on hand than would otherwise be
expected, and so this is why (according to the official explanation) banks did not rush to fill orders

in the interbank lending market. In response, What caused the September upheaval? We’ve
the Federal Reserve has begun buying about combed the Fed’s balance sheet for clues but find
$60 billion of Treasury bills per month in no plausible explanation for a split-second intraaddition to stepping up its own repurchase day rep-rate quote of 10% when yield starved
operations in the interbank market. Last investors compete for 5.8%-yielding junk bonds
Thursday, the Fed reported that its balance as if they were seats on the rush-hour Lexington
sheet had risen to $4.17 trillion as of Jan. 1 Avenue subway. — Grant’s, November 15 Issue
from $3.8 trillion in September. About $255.6
billion in repo interventions were also outstanding then. Since then, the Federal Reserve Bank of
New York added an additional $76.9 billion in over-night repo’s. This brings the Fed’s balance sheet
back to levels not seen since November 2018, reversing more than a years’ worth of balance sheet
“normalization.” According to an article in last week’s WSJ, the Fed has said it expects to wind
down its temporary operations by the end of January as Treasury bill buying builds up reserves in
the financial system. But there is considerable uncertainty around that outlook, according to the
authors, who write that the Fed noted recently that “it is weighing whether it will maintain some
array of repo operations, or whether it will adopt the standing repo facility. Officials who have
spoken publicly haven’t given much guidance about the path they will take. Fed Chairman Jerome
Powell said after the Fed’s December policy meeting that ‘there will come a time when it will be
appropriate for overnight and term repo to gradually decline.’ But he added, ‘We can’t know today
what the timing of that will be.’”
I spent the last few days primarily reading source material, such as Fed minutes, as well as papers
discussing the new operating regime (and its consequences) discussed earlier (Floor vs. Corridor).
Jim has written and thought about the repo market and how fed policy and regulations may be
impacting liquidity in the interbank market quite a bit, so this is certainly a topic I am looking forward
to discussing with him. A few other topics that he’s written about including growth in the federal
budget deficit (especially with entitlement spending set to increase as baby boomers retire), the
deterioration of corporate credit, excesses and risks of private equity, and the venture capital
bubble (SoftBank in particular). I will draw from these and other areas in our discussion today.
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REPO MADNESS
I think the best place to start our discussion today is with the recent kerfuffle in the repo market, as
it’s not something I’ve not really had a chance to cover yet on Hidden Forces.
A Funny Thing Happened on the Way to the Interbank Market… — Q: Can you catch us up on
what happened in mid-September in the repo market? Q: What do you think the significance of this
has been, given the innocuous explanations provided by commentators and Fed officials (that the
proximity of a cut-off for quarterly tax payments and a large issuance of treasury debt scheduled to
settle during this period were the mainly responsible for the volatility we say in the repo market)?
Balance Sheet Rewind — The Federal Reserve began buying about $60 billion of Treasury bills
per month shortly after this volatility event in addition to stepping up its own repurchase operations
in the interbank market, which recent minutes show totaled over $6T over a six-week period. Its
balance sheet has risen from roughly $3.8 trillion in September to $4.17 trillion as of January 1st.
This brings it back to levels not seen since November 2018, reversing more than a years’ worth of
balance sheet “normalization.” Q: Is this the end of the “normalization” of the Fed’s balance sheet?
Reserve Balances — Q: Why does the Fed feel that 3X the amount of base money that existed
before the financial crisis of 2008 is insufficient for today’s market participants? Q: Why is roughly
$1.5 trillion in reserve balances by the end of 2019 not sufficient to fund interbank lending?
New Liquidity Coverage Ratios — Q: How much of what we have seen in the interbank market
can be accounted for by new regulatory requirements, like higher liquidity coverage ratios?
Floored — Before 2008 the interest rate policy system is a so-called “corridor system”, where the
discount rate served as the corridor ceiling and the zero-lower bound was the floor. During the
financial crisis the Fed started to pay interest on excess reserves (IOER) to the banks, making the
floor no longer zero. Q: Do we have any indication if the Fed intends to return to a corridor system?
Q: How much has this change to the interest rate policy system impacted the interbank market and
do you feel that this has been a net positive or negative? Q: What might be some of the unintended
consequences of this change? (loss of meaningful price information in the interbank market)
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BUDGET MADNESS

The creation in time of peace of a debt likely
to become permanent is an evil for which
there is no equivalent. — Martin Van Buren

In fiscal year 2019, the budget deficit totaled $984
billion—$205 billion more than the shortfall
recorded in 2018. Measured as a share of GDP, the deficit increased to 4.6 percent in 2019, up
from 3.8 percent in 2018 and 3.5 percent in 2017. It is the CBO’s projection that the federal budget
deficit will average $1.2 trillion between 2020 and 2029. Over the coming decade, the CBO projects
deficits (after adjustments to exclude the effects of shifts in the timing of certain payments) will
fluctuate between 4.4 percent and 4.8 percent of gross domestic product (GDP), well above the
average over the past 50 years. Although both revenues and outlays are expected to grow faster
than GDP over the next 10 years, the gap between the two is expected to persist.
*** assuming existing laws governing taxes and spending generally remained unchanged
National Deficit — Q: What accounts for such persistently high budget deficits after ten years of
economic expansion? Q: What are the major costs to the budget? Q: Are we resigned to the fact
that only inflation will curb government spending and holders of US government debt will eventually
have to pay for that inflation by way of a drop in the price of US Treasuries?
Treasuries: Bearish or Bullish? — Q: Why do you think we have not seen a meaningful uptick in
producer or consumer prices in the United States during the last ten year? Q: Do you remain
bearish on UST securities?
National Debt — US Debt-to-GDP exceeded 100% in the third quarter of 2019. ($22.719 trillion
U.S. debt as of September 30, 2019, divided by the $21.542 trillion nominal GDP. Q: How much
appetite do you expect to see for US government debt over the next decade?
Entitled Boomers — Q: What are the projections for entitlement spending and their impact on the
federal budget? Q: When push comes to shove (in the face of inflationary pressures) will the USG
government have to cut spending on these programs, and will it do so rather than make those cuts
to the defense budget?
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MORGAN MADNESS
In an October 28, 2019 post for Wall Street on Parade,
Pam and Russ Martens cite David Henry’s article in
Reuters reporting the following: “Analysts and bank rivals
said big changes JPMorgan made in its balance sheet
played a role in the spike in the repo market, which is an
important adjunct to the Fed Funds market and used by
the Fed to influence interest rates…“Publicly-filed data
shows JPMorgan reduced the cash it has on deposit at
the Federal Reserve, from which it might have lent, by
$158 billion in the year through June, a 57% decline.”
Reuters reported further that JPMorgan’s draw down on
its cash “accounted for about a third of the drop in all
banking reserves at the Fed during the period.” It is
important to note that the Federal Reserve rubber-stamps
these stock buy-backs as part of its annual stress tests.
In another post published two months later, the same
authors write: “Jamie Dimon admitted on his quarterly
earnings call with analysts that his bank had backed away
from lending on September 17. That backing away
contributed to the overnight lending rate spiking from an average of about 2 percent to 10 percent
on September 17. That rate spike was used by the Federal Reserve to justify its interventions – the
first such interventions since the financial crisis. But as it
now turns out, few individuals have personally benefitted We did them a favor. We were asked
as much as Jamie Dimon as a result of the Fed’s actions. to do it and we did it at great risk to
Jamie Dimon is one of the largest individual shareholders ourselves. — J.P. Morgan, CEO
Jamie Dimon
in the stock of JPMorgan Chase. Those shares are the
sole reason that Dimon is a billionaire. On October 10, 2019, the shares of JPMorgan Chase closed
at $114.21. On October 11, the New York Fed announced a dramatic escalation in its plans to flood
money to Wall Street’s trading houses. It said it would be
buying up $60 billion a month in Treasury bills; providing
$35 billion twice a week in 14-day term loans; and making
at least $75 billion in overnight loans available daily. (That
$75 billion was later increased to $120 billion available
daily.) Here’s how the share price of JPMorgan Chase
has reacted since the Fed’s announcement on October
11, 2019: On October 10, 2019, the day prior to the Fed’s
announcement, the stock price of JPMorgan Chase
closed its trading day at $114.21 per share. Yesterday,
December 26, 2019, the share price of JPMorgan Chase
closed at $139.04 – an increase in less than three months
of 22 percent. According to the 2019 Proxy Statement
filed by JPMorgan Chase, Dimon owns 1,493,369 stock
options that will expire between January 20, 2020 through
January 18, 2022. The strike price on the options range
from $35.61 to $43.20. All of the options have vested,
meaning that Dimon could sell all of them as the stock
sets historic highs. Since the stock has gained $24.83
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since October 10, if Dimon had decided to exercise his options and sell
the stock yesterday, he would have made an extra $37 million. But in
addition, Dimon owns 8.9 million shares outright of JPMorgan Chase
stock according to the 2019 Proxy statement. Those shares have also
increased in value by $24.83 – giving Dimon a paper gain of
$220,987,000.” Further to the point and according to the OCC, for the
quarter ending September 30, 2019, there was a total of $3.8 trillion in
notional amounts of stock derivatives at federally-insured banks in the
U.S. JPMorgan Chase accounted for 63 percent of that amount; Citibank
accounted for 15 percent; Bank of America accounted for 14 percent. All
other federally-insured banks and savings associations, of which there
are a little over 5,000, accounted for the remaining 8 percent of stock
derivatives held at taxpayer-backstopped banks.
Managerial Class: How Long Until the Pitch Forks? — The implication of all of the above is that
a handful of major banks have been gaming the system (in this particular case, by pushing the Fed
to create unnecessary, excess reserves that banks can use to continue to lend to non-bank entities,
which use the funds to speculate in the same stocks that said bank executives are compensated
in through buy-backs) in much the same way that they were pre-2008 and doing so at taxpayer
expense. Q: How have these large, banks and their When the music stops, in terms of liquidity,
executives managed to continue to game the system things will be complicated…But as long as
after they wrecked it only 10 years ago? Q: How long the music is playing, you've got to get up
before the pitch forks come out?
and dance. — Charles “Chuck” Prince

THE DOOMSDAY MACHINE RETURNS
From a recent Wall Street Parade article titled, The
Doomsday Machine Returns: Citibank Has Sold
Protection on $858 Billion of Credit Default Swaps:
According to the latest derivatives report from the
Office of the Comptroller of the Currency (OCC),
Citibank,
the
federally-insured,
taxpayerbackstopped bank owned by Citigroup, has sold
protection to other banks, hedge funds, insurance
companies or corporations on a staggering $858
billion of Credit Default Swaps. When a federallyinsured bank sells protection to others on Credit
Default Swaps, it is effectively taking on the risk of a
default event. At a time of unprecedented levels of
debt in the system and growing warnings about
leveraged loans, that seems like a very unwise move
by Citigroup.
The OCC notes that Citibank has bought protection
via a larger amount of CDS – a total of $898.8 billion.
(See Table 12 in the Appendix of the report.) There
is no guarantee, however, that these bets are
properly aligned and will not, once again, blow up this
bank along with a chunk of Wall Street firms or
insurance companies that may be its counterparties.
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…
Adding to the outrage, it was Citigroup that was responsible for overturning the portion of the DoddFrank financial reform legislation of 2010 that would have pushed these derivatives out of federallyinsured banks.
…
There are more than 5,000 federally-insured banks and savings associations in the U.S. The
Federal Deposit Insurance Corporation’s Deposit Insurance Fund had $104.9 Billion in its Deposit
Insurance Fund to cover all of those banks’ insured deposits as of the end of the first quarter of
2019. That means that no bank should be making risky gambles to the tune of more than threequarters of a trillion dollars. The OCC report also shows that the federally-insured banking unit of
JPMorgan Chase is also a big player in the Credit Default Swap market, having bought $612.2
billion and sold $597 billion of Credit Default Swaps. According to insiders on Wall Street, the big
positions in Credit Default Swaps at Citibank and JPMorgan Chase are being used to reignite the
synthetic Collateralized Debt Obligation (synthetic CDO) market – which vastly added to the
leverage that blew up Wall Street in 2008.

UNICORN INDUSTRIAL COMPLEX
Grant’s has written a great deal about Uber, Lyft, WeWork, and many of these other so-called
“unicorns.” The most pregnant of these is arguably SoftBank with its Vision Fund, which has played
a prominent role in financing many of these same companies. For a while, the investing universe
was entertaining the possibility that Masayoshi Son had a golden touch when it came to backing
early stage companies in need of venture financing. The last year, however, was a rough one for
Masayoshi, and it’s not clear that 2020 is going to get any easier. The big trouble began in the
Spring of 2019 with Uber’s disappointing IPO in May. After setting an initial $44-$50 per-share
range for its initial listing price, Uber executives along with their investment bankers Morgan Stanley
and Goldman Sachs decided on $45/per share (valuing the company at ~$75bn, well below what
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early investors had hoped for). The shares
opened down on the first day of listing and
are currently trading at $34 at the time of this
writing, putting the company’s market cap the
$70bn that Softbank had valued it on its last
investment round. The disappointment
continued with Slack Technologies, but it
was the “failure to launch” of the now
abandoned WeWork IPO that has made the
biggest headlines during the late third and
early-to-mid fourth quarter of 2019. After
pulling the IPO and taking a huge loss,
SoftBank paid WeWork’s founder Adam
Neuman over $1 billion to give up control of
the company (in addition to giving him a
short-term loan of $500 million and a fouryear, $185 million “consulting contract”). Again, these are only some of the more prominent and
clearly demonstrable disasters for SoftBank, but by no means the only ones. The latest news that
suggests the fund may be facing increasing difficulties comes from a report by Axios, which claims
that SoftBank Vision Fund “walked away from investing in several startups, months after submitting
term sheets worth hundreds of millions of dollars and promising that closing delays were only
temporary.” SoftBank existing startups are also laying off more workers after the company started
pushing them to “cut expenses and turn quicker profits.”
The larger context here is that venture capital has seen huge inflows over this latest cycle by
investors seeking returns above what a traditional equity/bond portfolio might hope to generate. I
think Jim will argue that this is ALL part of the search-for-yield phenomenon created by persistently
(and overly) accommodative monetary policy.
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Silicon Valley the New Wall Street? — We’ve done a number of episodes over the last few years,
including one with FT editor-at-large Gillian Tett, where we have discussed the possibility that
Silicon Valley, with its unicorn darlings, may be the contemporary equivalent of Wall Street’s
mortgage market sausage factory of 2008. Q: Given the illiquid nature of venture investments (they
are not traded on liquid, public exchanges with readily discoverable prices) how does one go about
trying to determine the health or state of this category of investing? Q: Might there be similarities
with the illiquid over-the-counter CDO market of 2008? Q: If so, can we that this bubble is more
contained? Q: How many have dipped their fingers into the venture-backed honey pot? (mutual
fund early investors like T. Rowe Price and Fidelity)

LEVERAGED LOANS & CORPORATE CREDIT
Again, something we have discussed on this program
has been the leveraged loan market. Leveraged loans
are loans/credit extended to what are the equivalent
of subprime corporate borrowers (loans extended to
firms that already have a lot of debt or a poor credit
rating). This might be the market that bears the most
similarities with the 2008 CDO boom in that these are
collateralized securities whose underlying loans are
made by one entity, repackaged, traded, and held by
others. There are exchange traded funds that invest in
these same securities like the $6 billion Invesco
Senior Loan ETF that invests “at least 80% of its total assets in the component securities that
comprise the S&P/LSTA U.S. Leveraged Loan 100 Index,” which recently soared after Jeffrey
Gundlach said that it could be a good investment for a retiree. “If you’ve got floating rate and you
want to get a hope of 7%, you have to buy CLOs middle of the capital structure,” Gundlach said
Tuesday on his annual “Just Markets” webcast, referring to collateralized loan obligations. “That’s
almost impossible for an individual to do, so absent that, you could buy BKLN.”
Are Leveraged Loans the New Credit Default Swaps? — Q: Can you tell us what you know
about the leveraged loan market (size, make, players, etc.)? Q: Should this be a source of concern
for people investing in these risky products through ETF’s like Invesco? Q: How does this market
compare to the CDO market of 2007-08? Q: How much of this market has been driven by private
equity and can a slow-down in one affect the other? *** Chart from Quartz
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ELECTION
I’m curious to know what Jim thinks about the 2020 election. Specifically, I’d like to know if he thinks
the outcome would have a material impact on the seemingly inexhaustible optimism of Mr. Market.
Busting the Money Trust — The market either seems to think it’s too early or does not particularly
care about the upcoming presidential and house elections in 2020. Wall Street has been vocal
about its dislike for the more socialist policies of Bernie Sanders, but it seems utterly terrified by
Elizabeth Warren, who by my estimation, does not have a “zero chance” of winning the nomination.
In point of tact, Mike Bloomberg’s decision to throw his hat in the ring recently suggests that there
is some concern on Wall Street’s billionaire row that Warren or Sanders could take the nomination.
Q: Do you feel that markets are properly pricing the risk’s associated with a Sanders or Warren
nomination? Q: Could we surmise that the current optimism suggests that investors are more or
less convinced that Trump will be re-elected in 2020?
FROM THE LATEST
ISSUE…
The latest issue of Grant’s
was just published to the
website yesterday afternoon,
after I had already completed
the section of this rundown
devoted to exploring matters
related to the interbank
lending market and demand
for Uncle Sam’s IOU’s. There
is however, much to explore
from the latest issue, which I
have pulled parts from here:
Reader Paul Isaac months
ago asked a question to which
we have no good answer.
Posed he, in so many words: “If Treasury yields are high enough to clear the market, where is the
final demand for the bonds?” What there is instead, in the network of so-called primary dealers, is
temporary demand, the dealers’ balance sheets currently housing more than $200 billion. As the
graph shows, dealer holdings lurched higher in late 2018 and have remained elevated.
The history of the growth of the public debt is also the history of the failed attempts to control it…
But now look: The debt ceiling exists only to be raised, the dollar re- mains an uncollateralized slip
of paper and interest rates—notably, of late, money-market interest rates—are un- der the thumb
of the very government that borrows all the money. We wonder: Where would the Treasury market
be without the Fed? And if, indeed, it’s the Fed that’s holding the market together, isn’t that
worrisome? And, finally, isn’t it bearish— for bonds?
Few are so burdened as New York. … The great bond bull market likewise shields New York from
the consequences of its own profligate decisions. It’s not tax exemption per se that yield-hunting
investors crave, after all, but after-tax income, and they reach for what little they see though they
must balance on one foot at the top of a stepladder to get at it. New York State, home to American
high finance (and to this journal of high finance) is a beautiful place and was once, in more
enterprising times, a strong and growing one. It may yet thrive again. However, for now, sell its
bonds.
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Fed’s pre-2008 Corridor System (from Econ Reporter)
Before 2008 the interest rate policy system is a so-called “corridor system”, where the discount rate
served as the corridor ceiling and the zero-lower bound (ZLB) was the floor.
In this system, the demand curve of the bank reserve market is downward sloping with respect to
the interbank interest rate. Note that the demand for reserve is perfectly elastic when the interbank
borrowing rate (the Fed Fund rate) is at or above the discount rate, or at or below the ZLB, that
means the demand for reserve vanishes when the interbank rate is outside the bond of these two
rates (discount rate and ZLB).
Here is the graphical illustration of the reserve market:

The supply of reserve is controlled by the Fed, and it is the intersection of the supply and demand
curve of reserve that determines the level of interbank interest rate.
Under the corridor system, the Fed would put the reserve supply at the level which the reserve
demand curve is downward sloping, and the Fed adjusts the reserve supply daily to keep the
interbank rate at the FOMC target level.
In theory, the equilibrium interbank rate should be equal to the equilibrium risk-free rate in the
market for loans. If the risk-free rate is higher than the interbank rate, banks would have the
incentive to extend more loans, this would increase the demand for reserve, as banks need to meet
a higher reserve requirement when the loans in their book increased. Higher demand for reserve
would push the interbank rate higher and eventually, equate the risk-free rate in the market for
loans.
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*** FROM DEMETRI: If the rate of lending short-term to the US government is higher than that for
borrowing in the interbank market over the same duration at the prevailing fed funds rate, banks
are incentivized to earn interest on “the carry.” More loans mean the banks need more reserves at
end-of-day, meaning that if there aren’t sufficient excess reserves in the system, banks may need
to borrow above the fed funds rate in order to get the reserves they need. As the Fed was taking
reserves out of the system in the last few years, it was decreasing the amount of funding that the
government could expect banks to provide given existing liquidity coverage ratios.

The Post-crisis Floor System
In October 2008, the Fed started to pay interest on excess reserves (IOER) to the banks, making
the floor no longer zero. At the start, the IOER was at around the level of 75 bp, but soon it came
down alongside the Fed’s rapid cut of Fed Fund rate. From 2009 on, IOER is stuck at 0.25 ppt till
2016.
Under the old corridor system, IOER is zero and served as the corridor floor. Yet, ever since the
Fed started paying IOER, IOER is constantly higher than the effective Fed Fund rate (EFFR). That
is, EFFR no longer stays in the corridor.
By setting IOER above the EFFR, the Fed essentially eliminated the cost of holding reserves for
the banks. Remember in the old system, the banks earn nothing from holding excess reserves, so
they have to forgo the interest income that can be earned from loaning out the reserve in the
interbank market. Now the banks have the incentive to hold much more reserves.
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Graphically, the supply and demand now intersect at the bottom flat part of the demand curve. The
interbank rate is set by the risk-free rate of the loan market, and the interbank rate is lower than the
IOER.
Because of the 2008 financial crisis, the demand for loans greatly reduced, this brings down the
demand for reserve also. On the other hand, in November 2008 the Fed started the first quantitative
easing (QE), which started buying mortgage-backed securities (MBS) and long-term treasuries
from the bank and paid the bank with reserve in exchange. Hence, the supply of reserve increased
substantially.
With both the increase in supply and fall in demand for reserve, the equilibrium interbank rate is
pushed firmly below IOER.
According to David Beckworth, Research Fellow at the Mercatus Center and author of the insightful
research “The Great Divorce: The Fed’s Move to a Floor System and Its Implications for Bank
Portfolios” which this article is based on, the Fed intended to keep the IOER above the EFFR, so
to ensure that demand and supply of reserve don’t intersect on the downward doping part of the
demand curve, and it is the IOER, instead of the supply of reserve, that drives the interest rate
policy.
In 2014, the Fed introduced the overnight reserve repurchase agreements (ONRRP) which allow
money market participants to lend money to the Fed and earn interest income that is essentially
risk-free. The ONRRP became the hard floor for the risk-free rate in the interbank market and the
loan market. This is the Floor system that the Fed is using to set the interest rate policy since then.
QUOTES & EXCERPTS
Grant’s (November 15th, 2019 Issue): What caused the September upheaval? Yes, tax payments
and Treasury security auction settlements stressed the money markets, but each potential risk was
flagged on the well-thumbed Wall Street events calendar. Other theories compete for a hearing,
including the one which holds that a rise in the demand for currency, or a shift in Treasury balances
at the Fed, or some other recondite force (each classified under the heading of “non-reserve
liabilities of the Fed”) disturbed the delicate balance between the demand for reserve balances and
the supply of reserve balances.
You can search us. We’ve combed the Fed’s balance sheet for clues but find no plausible
explanation for a split-second intra-day repo-rate quote of 10% when yield-starved investors
compete for 5.8%-yielding junk bonds as if they were seats on the rush-hour Lexington Avenue
subway. Maybe some fat finger upset the apple cart, or the long- absent bond vigilantes returned
from vacation, or post-crisis regulation has rendered the formerly price-responsive New York
money market blind and deaf to price signals, even to the dangled allurement of 10%.
The obvious remote cause of the comprehensive
problem (at least, it seems to us) is the substitution
of an administered benchmark money rate for a
market-determined rate. The administered interloper
is the rate paid on excess reserves, currently 1.55%;
the Fed sets it by fiat. The legacy rate is the federal
funds rate; pre-2008, it was one that the market
discovered. But the funds market is a ghost town,
and the funds rate is only for show. It’s ceased to
matter because scarcity is no longer a feature of the
market in reserve balances. The Fed controls the
tap, and it’s wide open.
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