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Fixing the Fed’s Liquidity Mess

By Lawrence Goodman
And Stephen Dizard
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Fortunately, risks to financial stabil-
ity radiating from bond markets have
captured the attention of the U.S.
government. This isn’t surprising given
the Treasury “flash crash” of Oct. 15,
2014, when a shortage of liquidity
hastened a 37 basis-point slide in yields
in a mere two hours, Statistically, this

equatesmachangeexpectedomem_

overSOOrmllmndays.

Quantitative easing and a
near-zero interest rate have

produced lopsided posﬁmns _

that risk another erisis.

atility” in the U.S. Treasury market
identified several technical issues of
possible concern. Yet the report missed
key challenges. It was also light on
acknowledging unintended conse-
quences from policy decisions and offer-
ing plausible solutions.

The likelihood of more violent fluctua-
tions is high. Michael Lewis stunned
many by alleging in his most recent book,
“Flash Boys,” that the equity market is
“rigged.” Actually, the sovereign-debt
market has been rigged and manipulated
since the Federal Reserve’s second quan-
titative-easing program began in 2010,
throwing all bond markets off-kilter.

In March 2012 we wrote in these
pages how the Fed was manipulating
the U.S. Treasury market through QE by
buying an unprecedented 61% of all
Treasury issuance. Fed purchases
peaked at close to 80% last year.

These central-bank interventions
force the bellwether interest rate below
its natural level. Investors progressively
chase higher-yielding alternatives.
Skewed exposures to riskier debt such
as corporate bonds mount over time.
Similarly, a scarcity of high-quality

_ Treasury debt leads investors to buy
bonds, pushing yields lower, and result-
ing in a series of one-way bets.

Many of us with experience in emerg-
ing markets are acutely sensitive to the
risk of lopsided positions built over
time. When this happens, a minor dis-
turbance often unleashes a sharp cas-
cade in prices and the evaporation of
liquidity. In the U.S. today, QE has
resulted in investors piling into bonds at
high prices. If investors rush to reduce
these supersize positions, they will
encounter a market less capable of
handling large transactions. This will
likely result in a sharp drop in prices,
possibly prompting another crisis.

A seizure in the market for Treasurys
would have a debilitating impact well
beyond fat-cat financial institutions.
The buying and selling of U.S. Treasurys
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- coupled with

is the backbone for small- and medium-

internationally,
around the world are forced to keep their
interest rates well below natural levels.
» Ease restrictions on market finance.

liquidity despite more than ample cen-
tral-bank liquidity. Our data show that

below a reasonable level to support lig-
uid markets and economic growth.
U.S. financial regulators would be
well advised to ease restrictions that
raise the costs to financial institutions
of operating in plain-vanilla markets
such as repurchase agreements. This
a normalized federal-funds
rate would help restore a market essen-
tial for fueling liquidity and credit to
institutions of all sizes.

facilities. As a first line of defense, bank-
ers need to work with debt issuers to
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Leading investment firms should
raise funding now. The Fed’s stress-test
definition of a “severely adverse™ sce-
nario could provide the contingency
triggers for deploying that funding: a
30% decline in equity indexes and a 500
basis-point widening of corporate-bond
spreads. In a crisis, the Fed, acting as a
coordinator, could call the firepower

and expertise to the table to organize
support for broken markets.

There is substantial private and pub-
lic capital available to pre-fund liquidity
buffers. Cash on corporate balance
sheets abounds. The top 100 publicly
traded companies in the U.S. hold more
than $3.2 trillion in cash and market-
able securities. Sovereign-wealth funds,
pension funds, insurance companies,
private-equity firms and hedge funds

- also have substantial cash on hand. But

the availability of this liquidity does not
mean it will be deployed when needed.
“Private-sector buffers—developed in
concert with the Fed and Treasury—
would strengthen the existing legal and
market structures and bypass the need
for new emergency governmental
powers to force capital into markets.

Severe liquidity risks will not heal
themselves. To lessen the likelihood of
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