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Thanks very much. As noted by Loretta Mester (see chapter 14), the target set by the
Federal Open Market Committee (FOMC) for interest rates doesn’t matter unless the
market actually uses interest rates that are close to the target.

I would like to speak about a different problem than the ampleness of reserves. I
talked about this at a Hoover monetary policy conference in May. I do not agree with any
proposal that the Fed should lower the amount of reserves in the system to the point that
banks are forced to deal with less than they feel they need. That’s a problematic
approach. I was in China in June 2013 when the People’s Bank of China (PBOC) swore
to its banks that it was going to starve them of reserves because they were too greedy for
reserves. When this caused markets to blow up, the PBOC didn’t have any other option
than to supply the needed reserves. The Fed is always going to supply the needed
reserves when it comes to a crunch. So, we can’t simply wish down the size of the Fed’s
balance sheet. I’ll come back later with some policy ideas for how to mitigate some of the
need for a very large Fed balance sheet.

But I would like to address here a different aspect of monetary policy
transmission, not related to William Poole’s demand curve, but rather to the capacity of
the largest financial institutions to actually lend more reserves, even when they have
access to a large quantity of reserves. This is related to their ability to expand their
balance sheets given their capital regulations. Just two weeks ago, September 30, 2024,

we had the end of a quarter, at which foreign banks must show their regulators they have



enough capital. They expand their assets in the middle of each quarter. At the end of each
quarter, they shrink their assets so that it looks as though they have enough capital. The
most relevant capital requirements for US banks are based on daily averaging. But there
is nevertheless a quarter-end impact on US dollar markets, because when those foreign
banks pull out of USD money markets at the end of a quarter, there can be significant
disruption.

At the September 2024 quarter end, it wasn’t a disaster. For example, it wasn’t as
difficult for money markets as the liquidity crunch of September 2019. But the recent
quarter-end behavior of core money markets should have sent shivers through anyone
that’s monitoring the effectiveness of the implementation of the Fed’s policy rates. And it
also should give concern to those who are worried about whether financial institutions
that actually need money are going to be able to readily get money on future quarter ends.

When large European and other foreign banks reduce their balance sheets at a
quarter end, much of the financing that they would have provided must be provided by
US banks. There are also some additional demands for borrowing on a typical quarter
end, because this is also usually a Treasury issuance day, and US banks do have some
quarter-end regulatory requirements.

From figure 1, you can see what happens in the repo market, which is the market
that really matters for monetary policy transmission, as I’ll emphasize later. This figure
shows one of the benchmark repo rates, the general collateral financing (GCF) repo rate,
which I picked for illustration because it’s quite homogeneous, being centrally cleared
and based on general collateral. This benchmark rate illustrates well the shadow price of
funding in the repo market. As you can see, the GCF repo rate was very regular until the
last day of the quarter, sitting one basis point below the interest rate paid by the Fed on
reserve balances (IORB).

The stability of repo rates before the end of the quarter represents effective
implementation of monetary policy. But then on the quarter end, when capital
requirements started to bind on foreign banks, the repo rate shot up to 5.22%,
significantly above the [ORB. The repo rate was still elevated on October 1, at 5.16%,

but then went back down to normal within a couple of days.



5.22%
5. 16%

SRF & discount window | GCF fed

5.0 repo  funds

a9l IORB

4_8RRPII Il Il Il Il I I I Il B

9/23 9/24 9/25 9/26 9/27 9/30 10/01 10/02 10/03

Interest rate (percent)

Figure 1. The GCF repo rate and the Effective Federal Funds Rate (EFFR) on days surrounding September
30, 2024. Also shown are four rates administered by the Federal Reserve: the overnight reverse repurchase
facility rate (ON RRP), the interest rate paid by the Fed on reserve balances (IORB), the standing repo
facility rate (SRF), and the discount window primary-facility rate. Data sources: Federal Reserve Bank of
New York (GCF repo) and FRED (fed funds). Source: The author.

Source: Fixed Income Clearing Corporation, or FICC (GCF repo), and FRED (EFFR).

This matters. The IORB is designed to be the floor on rates in the Fed’s system, as
Loretta Mester explained in chapter 14, with a subfloor provided by the reverse
repurchase facility rate. There are also supposed to be ceiling rates. The intended ceilings
are the discount window rate for banks and the Standing Repo Facility rate for repo
dealers, the largest of which are subject to bank holding company capital requirements.
These large bank dealers can’t always step into the market aggressively on quarter ends
because their balance sheets are constrained. These dealer banks apparently don’t want to
go to the Standing Repo Facility to get additional funding. So, for example, the fictitious
Bank of Mike Bordo might have said, “Well, I don’t really need to pay a high rate like
5.22%. I could go to the Fed and get funding at the SRF rate, which is only 5%.” That 22-
basis-point difference is a lot in a multi-trillion-dollar market. But Mike didn’t actually
arbitrage by getting funding at the SRF. Why wouldn’t he take that opportunity? On
October 1, $600 billion of repos were conducted at rates above the SRF rate, in fact
above 5.14%. But the SRF handled only $100 million that day.

Why wasn’t that $600 billion of funding obtained at the Fed, at a much cheaper
rate, if the funds had to be obtained? This is also related to stigma—about which Bill



Nelson is an expert (see chapter 15). It’s not a good look for the largest dealer banks to
use the discount window and the Standing Repo Facility.

The SRF might have also had be some teething problems, because this is the first
time that the it was actually used. But it is concerning that the facilities that put “safety
ceilings” on market interest rates were hardly used. This problem is complementary to
any concerns over the ampleness of reserves.

The more basic problem is that the bond market is getting too big relative to bank
balance sheets. And that’s not the fault of the Fed; it’s the fault of the fiscal authority,
which is borrowing so much money that the quantity of bonds that need to get financing
in the repo market is growing by leaps and bounds relative to the sizes of the banks that
intermediate those markets, as shown in figure 2.

The vertical axis on this chart is the ratio of total US Treasuries outstanding to the
total size of all primary dealer balance sheets. Before the Global Financial Crisis (GFC),
the capacity of the market to handle Treasury market intermediation was improving. For
example, the quantity of Treasuries outstanding per unit of dealer balance-sheet space
was going down. That was based on light regulation. The banks would usually have no
problem expanding their balance sheets whenever they wanted to, to get a few basis
points of arbitrage profit, because they were only lightly regulated for capital. Then, after
the GFC, regulators got religion and said: “We need financial stability; we need to
regulate these banks for capital.” From this point, the balance sheets of most primary
dealers grew much more slowly. Meanwhile, the US government was borrowing money
hand over fist. We now have roughly four times as much Treasury securities per unit of
dealer balance sheet space as on the eve of GFC. The bond market is just basically too
big.

And that’s why we saw this blip at the end of last quarter. There’s just so much
demand for financing relative to the available capital of dealers. What about the fed funds
market? Figure 1 shows the effective federal funds rate around that time. Wow, the Fed
nailed it, 4.83%, day after day, without budging at the end of the quarter! As Loretta
Mester and Bill Nelson discuss in their chapters, the federal funds market is mainly an
artifactual market, sitting on the side of major money markets. In my last chart, figure 3, I

show, to scale, the size of the repo market compared with the federal funds market. The



big blue rectangle is a recent estimate of daily transactions volume in the repo market.
Actually, this is a big underestimate because a lot of repos are now being discovered
through new monitoring of the bilateral repo market. Recently, the Fixed Income

Clearing Corporation alone cleared $9 trillion of repos in one day—a record.
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Figure 2. The ratio of the total assets of primary dealers in US Treasury securities to the quantity of US
Treasuries outstanding. Data sources: FRED and public corporate financial disclosures.

Let’s compare with the size of the federal funds market. That’s the small red
rectangle down in the bottom right of the figure, which is about $98 billion when last
measured, so, very small relative to the repo market. Most of the federal funds market
consists of lending between federal agencies that don’t get paid interest on their reserves
and European banks that have lighter capital regulations than the largest US banks and do
not pay an insurance premium on their liabilities to the Federal Deposit Insurance
Corporation. The European banks are basically entering into a negotiation with federal
agencies over how to split the interest that the European banks will receive. This is what I
meant by an “artifactual” rate. The tiny green rectangle at the bottom right of the figure is
the amount of borrowing between US banks in the federal funds market. That’s only

about $5 billion a day, compared to the $4 trillion volume of lending in the repo market.



The repo market is the engine room of money markets. That’s where the Fed is hoping
that the rate it targets actually takes a grip. If the Fed nails the fed funds rate to its target,
well, that’s nice for communication purposes, but is not otherwise the Fed’s primary

objective.
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Figure 3. Approximate recent total daily transaction volumes, to scale, in US dollar repo markets, the
federal funds market (including transactions between federal agencies and non-US banks), and the
component of the federal funds market covering transactions between US banks. Data: SIFMA (repo) and
FRED (fed funds). Data source: FRED.

So what can the Fed, and policymakers more generally, do to mitigate these
concerns without an even more massive Fed balance sheet?

One of the things the Fed can do is update its payment system. Some other central
banks have found a way to get a lot more intraday payments done with a smaller amount
of reserves, using liquidity savings mechanisms—meaning incentives and rules that move
the money through the system faster in the middle of the day, so that banks don’t need to
start the day with such large balances of reserves.

Another thing that the Fed could do is to open its Standing Repo Facility to a
wider set of counterparties. Loretta alluded to this idea, which was also suggested in a
G30 report chaired by Tim Geithner, to which Jeremy Stein, Pat Parkinson, and I
contributed. With that, we wouldn’t be depending on the capital-constrained banks to
intermediate nearly 100% of this market. When funding rates would otherwise blow up, a

wider set of market participants could get some funding from the Fed. That’s antithetical



to concern over the Fed’s footprint. Mitigating that concern, the Fed doesn’t have to
directly face all of its counterparties. The Fed could instead centrally clear its SRF trades,
so that it’s only facing the central counterparty and doesn’t need to vet so many market
participants. This would also allow US dealer banks to lower their capital commitments
to the repo market by netting their SRF positions with the Fed against countervailing repo
positions with other market participants.

Finally, the vast majority of repos don’t need to be intermediated on bank balance
sheets. We could have an additional segment of the money market in which borrowers
and lenders face each other directly, even if they are not banks. This is sometimes called
“direct repo,” and is an active market in Europe. It’s hard for the Fed to mandate this, but
it could foster the growth of direct all-to-all trading in the repo market, reducing the

bottleneck constraints associated with dealer balance-sheet space.



