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By Cliff Reynolds, CFA

It has been over a year since we last wrote about bond market liquidity in ALM Insights. Recently, the topic has gained quite a lot 
of attention in the wake of the October 15th “flash rally” in the Treasury bond market.

To many investors, the volatility that day went unnoticed. The name “flash rally” harkens back to the “flash crash” in the stock 
market on May 6th 2010, when the Dow fell 600 points in the span of just a few minutes, only to recover all of the 600 point drop 
in less than twenty minutes. Flash, because the incident in the bond market was just as fast – Rally, because bond prices in this case 
rose. By 9:30 in the morning on October 10th 2014 the yield on the ten-year Treasury bond had fallen 34 basis points, but slowly 
recovered throughout the rest of the day and finished with a yield down just 7 basis points for the day. Remember, when yields go 
down bond prices go up.

Just as with the “Flash Crash” in 2010, if you just looked at the volatility day-to-day, you would have no idea an event like that even 
occurred. But, to those who are skeptical about how bond market liquidity has changed since the financial crisis, it has provided a 
case study in support of the argument that the current system is broken.

One of the challenging things about discussing liquidity is that it means different things to different people… and different things 
at different times. To a buy and hold investor, liquidity may mean very little. They may earn a small premium for taking on some 
liquidity risk, which may range from a couple bps to several percentage points depending on the product. But in reality there is no 
such thing as a pure buy and hold investor. For every investor, there exists a scenario where they would be forced to raise cash. The 
market impact of being forced to raise cash in a short amount of time is one definition of liquidity.

For bond dealers, liquidity is a service they provide to the market. Bonds are traded through intermediaries that either match a buyer 
and a seller (broker), or agree to take the other side of an investor’s trade (dealer) – both in exchange for a fee. In a liquid market this 
process is smooth and the cost per trade is low.

The bond market is highly fragmented. The number of individual securities in the bond market dwarfs that of the stock market. 
Most bonds only trade in the negotiated market, compared to most stocks that trade on exchange, so it makes sense that bond 
market liquidity is generally worse than stock market liquidity, but more and more people are beginning to question how well we 
can expect the market to function in a post-crisis, post-Dodd Frank and Basel III world.

While regulation has limited leverage on broker/dealer balance sheets, innovations in electronic trading aim to fill the gap left by 
the old system drifting away. Less leverage has translated into smaller dealer balance sheets, in a way necessitating the creation of an 
alternate form of liquidity for bond trading. Newer methods of trading match buyers and sellers in a system that more resembles a 
stock exchange than the traditional negotiated bond market. But, like most new financial innovation, trust is slow to develop.

The case against the new methods is that they fall short in providing liquidity during tough times. They point to events like October 
10th of last year, where liquidity seemed to vanish in an instant and prices adjusted lightning fast. Many of the computer systems 
that had accounted for more and more of the trading activity since the crisis, were pulled back when the market needed them most, 
leading prices to adjust further as trades struggled to clear. All investors must lean on the market for at least some guidance in 
pricing, so abrupt changes in prices, even when they are moving higher, should concern investors. The “flash rally” is a good example 
of the market not functioning correctly, but the true question is what/who is to blame? Would a market without electronic trading, 
new regulation and other innovations have experienced the same volatility? Are events like that a fair price to pay for the lower cost 
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Is Janet Bluffing?
By Ryan Craft, CFA

that all investors benefit from during the other 99.9% of the time?

The market is certainly evolving. That’s of course not a new concept – they always have been and they always will be evolving. In my 
opinion, the narrative that investors are worse off as a result of the latest changes in the bond market is coming from a part of the 
industry with a vested interest in maintaining the status quo. Namely, the broker/dealer community whose influence and profits are 
greatly reduced as a result of the innovation. We are likely to have more bumps in the road as the system continues to adjust, but 
our view is that investors will be better off in the long run.

...continued from page 2

We are on the verge of a historic moment.  A moment for which the market has been waiting for years.  A moment that has been 
predicted many times over.  The Fed is on the brink of raising the Fed Funds rate… maybe… at least we think they might.

On June 17th, the FOMC concluded its most recent meeting with no change in policy, as expected.  While there was not much 
in terms of policy changes or alterations in the statement, there was a lot to digest from the meeting.  This was one of the quarterly 
meetings where the Federal Reserve Banks each submit their own forecasts for macro factors such as GDP, Inflation, and Employment.  
Based on their projections for the path of these data points, they also submit their expectation for what would be appropriate 
monetary policy.

Over the recent past where the Fed has followed this format, the Fed economists have been much too optimistic with their projections 
for the economy.  This meeting followed that trend, with the Fed lowering its own forecast for 2015 GDP (from a range of 2.3-2.7% 
in March to 1.8-2.0% in June), essentially admitting that a second quarter rebound will not likely be enough to compensate for 
the dismal first quarter.  Assumptions for inflation remain the same and the forecast for unemployment was moved slightly higher.

Despite their expectation for slower growth this year, the Fed still believes that it is the time to begin normalization of interest rates.  
15 out of 17 participants believe the Fed should raise the Fed Funds rate before the end of 2015.  The median prediction of the 17 
participants was for a funds rate of 0.625% by the end of the year.  This means that nearly half the participants see multiple raises 
coming in 2015.  This put the market on notice for the first hike to come in September.  Of course, some shock could come that 
would cause them to delay, but the Fed is clearly signaling that a rate hike is coming soon.

The real interesting thing here is the market’s reaction.  The Fed is doing its best to telegraph a change in policy.  It is telling 
everyone it can that a removal of the emergency levels of accommodation is coming.  This is the same story being heard from major 
economists and the talking heads on financial media.  Despite the hard sales pitch, the market is still not buying it.  The futures 
markets show an expectation for a much slower rise in rates.  At the time of this writing, the Fed Funds Futures market implies that 
the funds rate will not get to 50 bps until March 2016, versus the September expectation of the Fed, etc.

Ultimately, that is just a few months difference.  The real interesting point, and what is most important for fixed income investors, 
is the expected terminal value for Fed Funds along with the shape of the yield curve when the Fed is done tightening.  The Fed’s 
prediction for Fed Funds at the end of 2017 is 2.875%.  The market has priced in a 1.75% Funds rate at the end of 2017.  Either 
way, this is not the Greenspan tightening of last decade.  At the end of the day, the expectation is that 2 ½ years from now the Fed 
will still be at accommodative rates by historical measures.
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All of this talk has focused on the overnight rate, 
Fed Funds.  In reality, it is the shape of the yield 
curve and longer term rates that matter more 
to fixed income investors.  The Fed can directly 
control overnight rates, but has very little influence 
over longer maturities.  The longer end of the curve 
carries more interest rate risk and could harm 
portfolios much more than the short end when 
rates rise.  Looking again to the futures market, it is 
clear that investors do not see higher interest rates 
on the horizon.

The chart nearby shows the market expectation for 
the Treasury yield curve at the end of 2015, 2016, 
and 2017.  While the market does anticipate some 
increases in the overnight rate, there is virtually no 
expectation for the Fed rate hikes to push longer term rates higher.  If the market is correct, 2018 will begin with a fairly flat and 
low yielding yield curve as 10yr rates are expected to remain under 3%.

As you may remember from previous articles we have written 
(see Reading the Tea Leaves, December 2014 issue), there are 
serious flaws when relying on economist projections as well 
as the futures market for predicting interest rates.  Acropolis’s 
recommendation is always to take risk where there is adequate 
compensation and avoid risks that do not pay the investor.  Given 
the current steepness of the yield curve, investors are rewarded 
for extending out the curve, but that reward diminishes past the 
intermediate portion of the curve.  According to our model, the 
highest expected returns in Treasuries continues to be in the 5 
year part of the curve.  Currently, the market and economists 
would agree as neither expect much movement in intermediate 
rates relative to rate increases in the short end.

For all of the fuss about the looming rate hikes, the expected 
magnitude gets lost in the noise.  Currently, the expectation is for 
about 200 bps in increases to the Fed Funds rate spread over a 2-3 
year period, with less than half of that impacting the longer end 
of the curve.  There always exists the possibility that an unknown 
shock could cause rates to increase at a much faster pace.  
However, given the information currently available, investors 
should not be afraid to extend portfolios into intermediate term 
maturities.  With the steepness of the current yield curve, the 
higher yields offer some protection and the cost of remaining too 
short is very high.

...continued from page 3
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By Cliff Reynolds, CFA

Looking at Deposit Alternatives

Our newsletter has assembled quite a collection of articles covering interest rate risk. As investment managers our focus has mostly 
been on how investment portfolios can be expected to perform in a changing interest rate environment, what the path to a new 
interest rate environment may look like and where in the market to find value in the interim.

While we have been more focused on the asset side of the balance sheet, we realize (and you should too) that liabilities will be 
impacted by a changing interest rate environment as well. Considering that one person’s liability is another person’s asset, pricing will 
be front and center when the time comes. The competitive landscape, not only between banks, but between the banking industry 
and alternative areas that are already competing for cash in the economy, will ultimately drive how deposits will need to be priced 
in the future. My goal here is to run through some of the alternatives that people have to storing cash in their bank accounts as well 
as some up and coming options that may become more legitimate competition in the future.

Pay Down Debt or Spend It

Household indebtedness rose to unsustainable levels during the period before the financial crisis. This explosion in credit was lead 
primarily by mortgage debt, too much of which was issued to finance real estate driven higher by speculation. While the majority 
of the US population continued to pay their mortgage throughout the crisis, the average US household has undergone significant 
balance sheet repair during the recovery. You can see the extent of the debt reduction in the graph below showing the level of 
Household Debt as a percentage of GDP.

One thing that should be pointed out is that debt balances 
have been steadily falling even though the interest rates on the 
debt, (primarily mortgages and consumer loans), have also been 
falling. One may think that when the cost of financing purchases 
increases, the trend of debt payoff may accelerate. Even if it only 
finds an equilibrium lower than it would with interest rates at 
record lows, it may translate into lower cash balances as more 
cash is used to pay down debt.

Consumer spending and household debt tend to trend together, 
but that may be different in this new area of healing household 
balance sheets. The next uptick in consumer spending may not 
match previous periods in terms of cash and credit purchases. 
With households being more conservative in general that may 
mean less borrowing is used for purchases as consumers prefer to use cash in the bank instead.

Money Market Mutual Funds

While banks are likely to have some lag in their deposit pricing, the bond market is going to change in real time. Money Market 
Mutual Funds that invest in short-term bonds and pass through the income to investors, (minus a management fee), are likely to 
offer higher interest rates before banks. This extended period of low rates have made depositors very hungry for interest income so 
deposit customers may be quicker to change than expected.

continued on page 6...



ALM insights june 2015  

6				|			Acropolis	Investment	Management® Investing	In	Your	Interests.

This option is likely to become more of a competitor if the yield curve flattens. Within the banking industry an effective cap will be 
put on non-maturity deposits to protect NIM, but the industry as a whole may lose out to alternative options that aren’t managing 
the same goals.

The business of managing money market mutual funds hasn’t been especially attractive over the last few years. Because yields are so 
low, companies managing the funds have had to rebate fees in order to keep net asset value (NAV) from falling below $1.00 (also 
called “breaking the buck”).

Because the business has in some cases become a losing endeavor, many funds have been closed to new investors. In a normalized 
interest rate environment where a money market fund holding government securities can pay a positive yield after expenses I would 
expect the competition between banks and money market mutual funds to be a little stiffer.

Technology

There are a wide range of players within the universe of technological advances that could disrupt traditional banking. Cryptocurrencies 
like Bitcoin have created a brand new model for payments with a currency that replaces the US Dollar while technology like Apple 
Pay just operate as a new way to access the same old system. There impacts are likely to be as wide ranging.

While the technology behind Bitcoin is fascinating, it falls short in behaving like a viable currency. According the IMF in an 
publication titled, “What is Money?”, money can be anything that has these three functions.

Store of Value – People can save it and use it for later, smoothing their purchases over time

Unit of Account – Provide a common base for prices

Medium of Exchange – Something people can use to buy and sell from one another

Some companies have adapted to accepting bitcoin as payment, (overstock.com), while companies like coinbase.com, who act as 
wallets that store bitcoin balances, will convert bitcoin to dollars at the point of purchase. The technology and rate of adoption 
helps to make the case for bitcoin as a unit of account and medium of exchange. Where Bitcoin falls far short is as a store of value.

...continued from page 5

continued on page 7...
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After a meteoric rise in value in 2013, the value of bitcoin in US dollars is down about 80%. Because the US Dollar is the standard 
currency on the US economy, these wild swings in value of bitcoin translate into wild swings in prices of items quoted in Bitcoin. 
The move up in 2013 was highly deflationary for items quoted in Bitcoin and the move down since has been highly inflationary. 
Hard to imagine in this period of very low inflation in the US Dollar.

The most successful innovations are likely to operate primarily on top of the traditional banking system (i.e. Apple Pay, Venmo, 
Square and Snapchat). There are still other options that function more as a complete option for some consumers like Bluebird from 
Walmart who enjoy some advantages from not being regulated like traditional banks. Fair or not, the evolution of these options 
should not be ignored.

Riskier Options

This vaguely named category includes the likes of the stock market, bond market, peer to peer lending markets, gold, real estate and 
even the good old fashioned stick it under your mattress strategy. Higher rates can help some options like bonds compete for cash 
in the future. For options like the stock market and real estate, the current low interest rate environment is providing a tailwind to 
their performance right now.

Cash that is being kept in a bank could be earmarked by depositors for any number of things. A family could be maintaining a 
balance in a checking or savings account for a rainy day. A business owner may keep a minimum balance to meet payroll every two 
weeks. Regardless of the purpose, the money is kept in a bank account because it’s safe.

Return on principal is great, but for safe money, the most important thing is return of principal. Manias like the tech bubble and 
real estate bubble cause people to completely misprice risk and think only about the potential profits. I don’t see any real evidence 
of a speculative bubble in markets today, (although it has been almost 4 years since the last 10% correction in the US stock market 
in August of 2011), but a different interest environment could cause investors to think less about the risks and change behavior for 
the worse.

Fixed income investments and bond alternatives like peer-to-peer lending company prosper.com are easily accessible and offer 
higher potential returns than bank deposit accounts. Right now the added payoff is small, since interest rates are so low across the 
board, but as that changes, so could investor’s behavior. Just like in the case of money market mutual funds, yields are going to 
change in this market without any lag, so banks should be aware of how they can compete for cash. 

Conclusion

Consumers in general are much more educated. Faster information flow results in added competition for every product fighting for 
consumer’s attention, including bank deposits. Knowing how to price your products in the ever changing competitive environment 
will be crucial in the future.

...continued from page 6
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Independent Voice – Acropolis provides independent insight to the Asset Liability Management of financial organizations 
through effective portfolio management in the context of the entire balance sheet and liquidity needs.

Unbiased – Advice on portfolio management is completely unbiased without influence from outside factors such as trading 
commissions or dealer inventory. As a fee-only advisor, we are solely beholden to our clients’ best interests.

Best Execution – Acropolis offers years of Fixed Income trading expertise and an expansive network of dealers from 
which to execute trades. This results in buying and selling the most appropriate bonds at the best prices, with no mark-up 
to our clients.

Specialized Reporting – Our proprietary securities portfolio reports provide detailed data on individual positions with 
scenario analysis and allocation breakdown.

Fiduciary Duty – As a Registered Investment Advisor, Acropolis is bound to puts its clients’ interests first. Acropolis takes 
pride in serving as a fiduciary and took deliberate efforts to become one of fewer than 100 investment advisory firms in the 
country that are certified as fiduciaries by the Centre for Fiduciary Excellence (CEFEX)
(http://www.cefex.org).
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