
Something rather unusual happened in short-term money 
markets in mid-September. The repo-rate, an important 
financing tool for financial institutions, unexpectedly rose to 
as high as 10% at one particular moment. The rate’s move was 
a surprise given that only a few days earlier it traded close 
to 2.3%. Whatever caused the stress in the short-term credit 
market eventually eased after the Federal Reserve assured the 
markets that loanable funds would be made available. 

The repo-market is a type of conduit where financial institutions 
can access loanable funds in order to meet regulatory cash 
requirements. In a repo or repurchase-agreement, a borrowing 
institution will exchange collateral, usually US Treasuries, for a 
cash loan from a lending institution. The borrower will agree to 
repurchase its collateral at a higher price when the loan comes 
due. The collateral’s higher price represents the cost of interest. 

Friction in repo-financing was fortunately contained to only 
that one market. A mere glimpse of a key institutional-rate 
catching the market off guard, however, rung some alarm bells. 
Most likely the rate was sent up on an insufficient supply of 
liquidity in institutional-markets. Without the Federal Reserve’s 
commitment to provide stimulus in the repo-market, the 
contagion could have spilled over into other markets that 
affect consumers, businesses, and investors. Furthermore, the 
Federal Reserve needed to unfreeze this institutional-market 
and restore the repo-rate to lower levels. This quite possibly 
highlights a point that interest rates would naturally rise if 
central bank planning actually allowed the free-market to set 
rates. Although, the cost of letting the free-market decide would 
probably mean a recession, so free and fair price discovery is 
probably removed from the table for now.

When the repo-rate rose, major institutions with excess 
regulatory reserves were nowhere in sight. Had there been any 
institutions holding onto excess liquidity, it would have made 
for an easy and nearly riskless profit opportunity by lending 
long in the repo-market and shorting US Treasuries backed 
by collateral. Such arbitraging would likely have continued 
until the repo-rate was forced back down and the opportunity 
disappeared. There was a regular quarterly tax deposit and 
a sizable US Treasury auction at the height of the episode. 
However, neither should have been able to sufficiently drain 
enough regulatory reserves from institutional balance sheets. 
The best explanation is institutions were already cash starved 

for meeting their regulatory requirements. 

Overregulation in institutional markets and the Federal 
Reserve’s recent quantitative-tightening program are 
reasonably constraining institutional markets. The financial 
system has had no shortage of regulations to prevent 
overleveraging since the last financial crisis. The economy has 
so far possibly evaded an overregulation pinch thanks to the 
massive stimulus packages that were previously put into the 
economy. In the existing regulatory environment, however, 
financial transactions conducted among institutions have fallen 
to a 40-year low point. 

In quantitative-tightening, the Federal Reserve limited its role 
as a permanent buyer of US Treasury debt. But deficits haven’t 
stopped growing at the current pace of government spending. 
Today’s US budget deficit represents about 4% of GDP and 
is at a historical high for a period without a recession or war. 
Institutional-money is left to pick up the excess supply of US 
Treasury debt. This has caused institutional balance sheets to 
become collateral rich and cash poor. 

An interesting thought is US Treasury yields are unsustainably 
low. To convince institutional money to hold more US Treasury 
debt pending no outside inference, institutions are essentially 
asking for a higher rate of return on US Treasury collateral. The 
latest flash signal in the repo-market may support the notion 
that government deficits don’t really matter until they do.

It is a murky picture further complicated by earlier massive 
stimulus packages. Unwinding what has already been done is 
likely to be a difficult feat. What’s more, the Federal Reserve 
may even be considering new measures of stimulus, which 
they eluded to in the latest press conference following the last 
rate decision in September. Are their comments for possible 
new stimulus based around stresses that they are observing in 
institutional markets?
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FOREIGN BONDS were essentially flat for 
another month. World bonds lost a little of their 
earlier gains in September while emerging market 
bonds produced a small gain. The entire category 
average has made total returns of 7.5% this year. 
Inside the category average, emerging market 
bonds carry the lead with year-to-date total returns 
of 9.3%. 

HARD ASSETS were another flatter asset group 
last month due to the selling that took place in 
precious metals. Precious metals have been one of 
the better performing hard asset classes this year 
and now holds year-to-date total returns of 16.3%. 
Energy was a whipsaw asset class in September. 
Energy soared on news of a potential supply 
disruption, but by month-end, the asset class gave 
back its gains and essentially closed flat.  

HYBRIDS slipped out marginal gains in the 
prior month. Convertibles experienced a second 
straight month of losses. Given that convertibles 
have done so well this year, some profit selling 
seems reasonable. For the year, performance in the 
convertible and preferred stock category-averages 
are nearly in a tie. The entire category composite 
owns total returns of 14.3% in this current year.  

Appetites for risk resumed in the month of September. 
Riskier assets like equities advanced and safer haven assets 
such as government bonds and gold were pulled back. One 
notable equity index, the S&P 500, etched closer to returning 
to its all-time high by placing a 1.7% price gain in the prior 
month. At the end of the month, the index sat only 1.3% 
below that all-time high. The case for holding stocks and 
bonds has made for two convincing stories this year. Asset 
performance in each of those broader categories are likely 
exceeding expectations. Our Core Allocation portfolios are 
managed to hold a diversity of assets that are equity- and 
bond-like. The recent strength across these various financial 
markets has benefited the Core Allocation portfolios. 

US STOCKS recorded a category-average gain of 
2.4% in September. Small-cap stocks were shown to 
do best given that last month was more favorable 
towards risk. The small-cap category average 
advanced 2.9% and has produced total returns of 
14.2% through the end of September. Large-cap 
stocks rode higher in the month, too. Their advance 
has given the category average a nearly 19% total 
return for the year. 

FOREIGN STOCKS saw favor in the prior month 
with the category average producing total returns 
of 2.2%. Developed markets have done better 
than emerging markets in the month and year. 
Developed markets consisting of large-caps are in 
possession of year-to-date total returns of almost 
12%. Emerging markets performed well in the 
month, but their total returns for the current year 
are closer to 7.9%. 

US BONDS exposed to more uncertainties 
caught a bid and made some marginal gains last 
month. Safer bonds including US governments and 
corporates actually shed some of their earlier gains 
in September. For the current year, fixed-income 
performance remains heavily skewed, favoring 
corporate bonds of various risk. The corporate bond 
and high-yield category averages are respectively 
up 11.6% and 10% this year. These double digit 
gains are significantly higher than most have 
expected out of these asset classes, especially in a 
low interest rate environment.

7.45%

Asset Categories Monthly YTD

US STOCKS 2.38% 16.92%

FOREIGN STOCKS 2.17% 10.23%

US BONDS -0 .20% 8.11%

FOREIGN BONDS -0 .06%

HARD ASSETS 0.27% 17.77%

HYBRIDS 0.31% 14.29%
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