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The Fed's Monetary Puzzle Palace---The Utter Foolishness of Interest Rate Targeting

By David Stockman. Posted On Monday, September 23rd, 2019

During 2018 the Fed paid out the incredible sum of $43.1 billion to pretend that it was fixing the overnight funds rate.

That's right. Banks got $38.5 billion in IOER payments (interest on excess reserves) for keeping roughly $1.5 trillion of excess reserves on deposit with the Fed. For the last four years together, the IOER hand-out totaled more than $83 billion, as shown in the chart below.

At the same time, other Wall Street nonbank financiers picked up a nifty $4.6 billion for lending cash to the Fed---loans which were collateralized by UST securities from the Fed's massive portfolio (reverse repo program or "ON RRP").

Surely, there is no more ludicrous case of taking "coals to New Castle" than these maneuvers---even if the Fed heads have gussied them up with obfuscatory acronyms.

To wit, possessed with its very own printing press, why in the world would the Fed ever borrow a single dime of cash via ON RRP? The very idea of it is just plain nuts.

Worse still, why would it bribe banks with $38.5 billion of IOER payments so that they would not lend money to private borrowers at lower rates than its target range for the fed funds sector?

Yes, these whack jobs actually threw $38.5 billion of good money at the US banking system last year so that it wouldn't lend too cheaply!
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But that's not the half of it!

All of this nonsense was undertaken in order to insure that fed funds rates stayed exactly within the Fed's prescribed 25 basis point range. Yet why does it even bother trying to peg the funds rate when the funds market is essentially deader than a doornail, and has been ever since Bernanke killed it in the fall of 2008 with his massive money pumping operation and hair-brained scheme to pay interest on excess reserves?

As shown below, during the pre-crisis period in 2007, volume in the Fed funds market averaged about $200 billion, which figure comprised about 2.4% of total banking system liabilities of $8.3 trillion.
But after Bernanke turned on the spigots and flooded the banking system with excess reserves, the Fed funds market virtually disappeared, and currently averages about $70 billion of buy-sell volume or just 0.6% of the current $13.3 trillion of total bank liabilities.



Indeed, even as the Fed was purportedly raising interest rates over 2017-2018, there was no sign of tightening in the Fed funds market---at least as measured by volume. During that period, average volumes generally fell sharply, almost to the vanishing point.
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Moreover, even the tiny volumes which remained in the fed funds arena amount to essentially a hothouse simulacrum of a market. That is, more than 90% of the funds supplied are advanced by government guaranteed agencies (GSEs) called Federal Home Loan Banks (FHLB).

As a recent Fed advisory committee noted in its interim report (ARRC):

Over 90 percent of overnight fed funds transactions are lent by one of the government sponsored entities (GSEs). These entities are precluded from earning interest on excess reserves by depositing funds directly at the Federal Reserve, and thus they tend to lend to institutions (frequently foreign financial institutions) that can earn the IOER rate....."
Them's their words, folks!

As shown in the chart below, the FHLBs have been parking their excess liquidity at the effective funds rate (red line) with eligible commercial banks, which, in turn, arbitraged them into the slightly higher IOER (green line). Of course, that's about as close to a free lunch as exists in the real world.
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It also amounts to a downright confession that the Fed's entire money market rigging operation is a giant circular scam.

To wit, hapless private savers put their cash in money market funds, which pay essentially nothing per the Fed's writ. These money market funds, in turn, purchase FHLB paper for a meager yield---so the FHLBs can park their excess liquidity at precisely the Fed's target rate, thereby affording regulated banks a 10 or 20 basis point windfall arbitrage.

Nor is this any exaggeration at all. Fully $506 billion or 50% of the FHLB systems total liabilities of $1.01 trillion at a recent typical date came from money market funds, which were, apparently, grateful to receive dirt cheap yields because the debt paper of the FHLBs is implicitly guaranteed by Uncle Sam.

Of course, the FHLBs are careful to disclaim any legal obligation---since one doesn't actually exist. Then again, exactly who are they pretending to fool?

The 12 combined FHLBs have capital of just $55 billion or 5.5% of the above mentioned $1.05 trillion of system liabilities.
So it is clearly not the financial strength of the FHLB system that generated a rate of 1.75% yesterday on its short-term discount notes; it was money market manager confidence that when push-comes-to-shove, the FHLB paper will be bailed out by Washington just as was the paper of Freddie Mac and Fannie Mae during the mortgage crisis 11 year ago today.

So to summarize: They tiny orange tips of the chart below are all that's left of the traditional fed funds market. That is, of buy-sell transactions between banks with excess reserves and banks with reserve deficiencies.

So the question recurs: How in the world do the geniuses domiciled in the Eccles Building think these infinitesimally small transactions have any impact whatsoever on the nation's $21 trillion economy or the $85 trillion global economy with which it is inextricably interactive by the day, hour and second?
Certainly the blue portions of the bars don't wag the dog of GDP, either. They represent nothing more than Uncle Sam's credit (FHLB's implicit guarantee) being shuffled around Wall Street, where a slice is captured by the likes of JPMorgan, Bank America, Citigroup etc.


Moreover, this potemkin village of a Federal funds market is completely overshadowed by the real money markets as represented by the $4 trillion dealer market in repurchase agreements (repo) and their counter-party mirror (reverse repo).

The repo market is where the casino funds its yield curve speculations, and the authorized Treasury dealers fund their inventories of Uncle Sam's debt emissions. Since in theory overnight and other short-term funds are fungible, the FOMC's attempted pegging of the vestigial fed funds market is supposedly an indirect way of pegging rates in the drastically larger mutli-trillion repo and related unsecured credit markets, as well.

Of course, why the Fed heads believe that providing Wall Street dealers with cheap repo carry and yield curve speculators with what is essentially a negative cost of carry after inflation has anything to do with jobs, growth and prosperity, they do not say.

Fittingly, they call it "accommodation", but what is being accommodated is essentially Wall Street gamblers and money shufflers.

For sure, n0

1. main street business or 
2. household 
funds itself---directly or even indirectly---in the repo and related money markets.



But here's the skunk in the woodpile. The Fed's pointless money market rate rigging scheme can only be sustained if demand for funds does not outrun supply.

For about eight years after the financial crisis of 2008-2009, that condition generally held because the Fed and other central banks massively drained supply from the bond pits via QE and sequestered them on their bloated balance sheets.

At the same time, a cyclical decline in government borrowing tamped down the rate of new supply from about 10% of GDP in 2009 to a low of -2.4% in 2015.
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But that [then] came along the King of Debt [Trump] in the Oval Office, who caused the deficit to soar to 5% of GDP at the very top of the business cycle, even as the Fed belatedly embarked upon a tepid effort to shrink its hideously bloated balance sheet.

It resulted in a perfect storm. About $750 billion of cash was drained from the bond pits under QT until the Donald's tweet storms and Wall Street's Christmas Eve hissy fits together brought on the Powell Pivot and the early termination of QT in August.

Alas, the latter only made things worse. It was a signal to Wall Street speculators that a new round of QE/bond buying is just around the corner, thereby stimulating demand for repo-funded speculation in the debt markets.

And that came just as the recent two year suspension of the debt ceiling permitted the US treasury to replenish its depleted coffers, thereby draining upwards of $200 billion from the bond pits.

The result, of course, was the recent break-out of the repo market where yields temporarily soared to 10% last Tuesday---sending the Fed's whole rigging scheme into a instantaneous cocked hat and causing the Fed heads to hastily trot out a $75 billion overnight repo line to put a cap on money market rates to go along with its various floors (ON-RRP and IOER).
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Worse still, it caused Wall Street and its megaphones in the financial press to demand that these hastily assembled emergency 24-hour loans be made permanent so that Wall Street speculators would not again be blind-sided as they were last week. Per Bloomberg this AM:

This week’s turmoil raised questions about whether the Fed went too far in removing cash from the financial system, and focused attention on when the central bank would begin resuming balance-sheet expansion to keep pace with the needs of a growing economy.
Really?

The fact is, QE amounts to monetization of the public debt and is an absolute financial fraud---the swapping of something (treasury debt) for nothing (central bank credits plucked from thin air).

Yet we are now so deep in the Fed's monetary puzzle palace that Bloomberg and the rest of the financial press have come to believe that capitalist prosperity depends upon monetization of the public debt.
Needless to say, we'll take the unders on that bit of unmitigated humbug.

[‘take the unders’ is a betting term. See Totals Betting section   in Hurricane Bearing Down on the Casino+.doc   
   –FNC]
