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INTRODUCTION
The Treasury markets have a long history as the most important financial markets in the global financial 
system. While the sale of the first U.S. Treasury security (“Treasury” or “Treasuries”) was in 1790, the 
Treasury markets have developed into the largest and most liquid markets in the world in the 20th 
Century. These securities now serve as the foundation of the global financial system. Virtually every 
financial market asset from bonds to derivatives and every financial product from mortgages to large 
commercial loans are affected by the Treasury markets.1

Their importance to the functioning of the global financial markets and the economy cannot be overstated. 
For example, the Federal Reserve’s (“Fed”) ability to lower rates on Treasuries was one of the most 
important factors in supporting the economy throughout the COVID-19 pandemic (“pandemic”). And 
their stability was critical to the functioning of financial markets during the pandemic-induced market 
stress beginning in March 2020 (“pandemic stress”). That is what motivated the Fed’s decision to 
purchase Treasuries in such extraordinary quantities. Similar actions were taken by the Fed in response 
to the 2008 financial crisis (“2008 Crash”), albeit on a smaller and more gradual scale.  All of that was 
only possible given the status and strength of—and confidence in—Treasuries. 

Treasury markets historically have functioned smoothly, but there have been multiple episodes of stress 
in some or all Treasury markets since the 2008 Crash. These stresses disrupted the Treasury markets, 
which are used to fund the day-to-day operations of the largest companies, including the largest banks. 
They also threatened to cause massive financial instability and economic collapse. While previous 
stress events may have seemed isolated or one-off occurrences, the pandemic stress dramatically 
showed that the fragilities in these markets are indeed fundamental issues that must be addressed.

Considering the underlying uncertainties in financial markets and the economy as we recover from the 
pandemic, the highest inflation seen in 40 years, and central banks’ rapidly increasing rates to address 
inflation that very likely will tip at least some economies into recession, improvements to the functioning 
of Treasury markets must be implemented as soon as possible. Additionally, in the face of these risks 
as well as the issues that were highlighted by the pandemic stress, volatility in Treasury markets this 
year has been unusually high and liquidity has been troublingly low. Unless effective changes are 
implemented, these conditions may persist, which could result in catastrophic consequences the next 
time there is significant market stress as well as government intervention, once again.

Regulatory agencies, in particular the Securities and Exchange Commission (“SEC”), have implemented 
or proposed rules that will address some of the fundamental issues plaguing Treasury markets today. 
But more must be done. This report examines the issues in Treasury markets and the ways in which 
they can be addressed.
1 We wish to thank Phillip Basil, our former Director of Banking Policy, as the author of the original draft of this report prior to 
his departure. However, he had no involvement in the final editing and production and, therefore, the authors listed are solely 
responsible for its content.

https://libertystreeteconomics.newyorkfed.org/2022/11/how-liquid-has-the-treasury-market-been-in-2022/
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U.S. Treasury Securities Are the Foundation of the Global Financial 
System
It may be counterintuitive that the debt of the U.S. government serves as the foundation of the global 
financial system. After all, it is public debt and not private debt, and it is debt and not cash. But the 
global financial system is based on various forms of borrowed money whether through loans, debt 
securities, or other financial assets. Therefore, it is beneficial and more efficient for financial markets 
to have a form of debt that serves as a basis or reference point for all other debt, especially reference 
debt that is considered to be without risk of default. And because Treasuries are the debt of the world’s 
largest national economy, there is enough supply of Treasuries for them to be globally traded assets 
that are bought and sold by a broad range of market participants. This allows global financial markets 
to efficiently set the market price for the cost of borrowing money based on a baseline debt that does 
not have a risk of borrower default. That’s why Treasuries are often referred to as the “risk free rate.”  

Indeed, there is a strong global demand for such an asset. Similar to the global role of the U.S. 
Dollar, Treasuries serve many different functions in financial markets around the world because 
their creditworthiness and stability are based on the stability and growth of the U.S. economy, the 
creditworthiness history of the U.S. government, and the strength of and faith in its legal and financial 
systems, among other factors. Treasuries allow for the cost of credit risk of all other borrowers to be 
priced efficiently and transparently, which in turn allows for more efficient allocation of capital and the 
determination of the current and future costs of borrowing or funding. 

Treasuries also provide investors with a cash-like asset that has an advantage over cash —a financial 
return just for holding it (at least during normal times). Those benefits to financial markets, along with 
other factors, historically have allowed the U.S. to have an increasing amount of outstanding debt while 
still maintaining strong market demand for that debt.

Treasuries Serve Many Key Functions in the Global Financial System 

As noted above, Treasuries are broadly viewed as the primary global “risk-free” asset, and so their 
market-determined rates—a combination of the debt interest payments and relative market value, also 
known as their “yields”—are utilized as the benchmark and basis for determining the rates of virtually 
all other financial assets around the world. For example, the rates of Treasuries serve as the risk-free 
basis for determining the rates of other debt assets, which is done by “adding on” a risk premium, or 
an amount that an investor demands to be compensated for the additional risk of default of whatever 
non-Treasury debt they might be trading. They also serve as the rate that is used for discounting a 
company’s future cash flows, which is one method often used to assign a price to a stock. 

https://www.federalreserve.gov/econres/notes/feds-notes/the-international-role-of-the-u-s-dollar-20211006.html
https://www.federalreserve.gov/econres/notes/feds-notes/the-international-role-of-the-u-s-dollar-20211006.html
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Treasuries serve many other roles in the global financial system as relatively stable and risk-free financial 
assets. Because they are a cash-like asset that provides a financial return, they are highly desirable 
simply as an investment or to support other more complicated financial transactions. As an investment, 
they represent the deepest and most liquid market in the world and are held in significant quantities 
by foreign governments, banks, and large investment management firms (discussed more below). Each 
of these investors hold Treasuries largely as cash-like investments that help them reduce the risk of 
their financial holdings while still gaining a financial return as well as providing the flexibility to sell the 
Treasuries easily (in normal times) for cash or to purchase other assets (meaning they are highly liquid). 

They are also used as part of more complex trading strategies or as collateral or margin for more 
complex transactions. For example, hedge funds use Treasuries as part of a more complex investment 
strategy that involves the cash and futures markets. Moreover, because they are seen as a “safe haven” 
asset, they are used by investors and institutions, including large banks, as a hedge against market 
stress because their value typically rises under stressed conditions as investors sell riskier assets and 
buy safer assets like Treasuries. They are also used more functionally to meet margin requirements 
for derivative agreements and as collateral in funding transactions, most importantly repurchase 
agreements (discussed more below).

Treasuries Play a Role in Cash Markets, Futures Markets, and Repurchase Agreement Markets

Treasury markets can be broken up broadly into three markets: 

CASH MARKETS are those in which Treasuries are directly bought and sold outright. Treasuries in these 
markets are broken up into “on-the-run” Treasuries—which are those that were most recently issued 
and are most actively traded—and “off-the-run” Treasuries—which are older and less frequently traded. 

There are two main cash markets:

 • The interdealer market involves transactions 
 ― between securities dealers, such as the dealer subsidiaries of large banks, or 
 ― between securities dealers and non-dealer trading firms that buy and sell securities for their 

own account, i.e., not on behalf of a client.
 • The dealer-to-customer market involves transactions between dealers and clients such as asset 

managers and pension funds.
 • Currently there are about $18 trillion in Treasuries held by the public (meaning any organization or 

individual that is not the Fed), and about $650 billion of those are traded each day.

FUTURES MARKETS are those in which specific derivative agreements are entered into where one 
party agrees to purchase or sell Treasuries at a specific price and date in the future. These transactions 
are executed electronically on the Chicago Board of Trade exchange.

CASH MARKETS FUTURES MARKETS REPURCHASE AGREEMENT or "REPO" MARKETS
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REPOS are short-term exchanges of cash for securities, most often Treasuries or mortgage-backed 
securities, and are effectively a loan with the Treasuries or mortgage-backed securities provided as the 
collateral. These loans are generally very short term, mostly for just a day. 

 • To protect the lender against credit risk, the collateral required typically is more than the amount 
of the loan. 

 • The rate charged for the loan in this transaction is known as the repo rate, which—for repo 
borrowing collateralized by Treasuries—is a very important rate that serves as the basis for trillions 
of dollars of financial transactions. 

 • This market is a significant source of short-term funding for all sorts of financial and nonfinancial 
companies, especially banks (discussed more below) and nonbank financial institutions. It is also 
used by the Fed to provide emergency funding and manage the level of the federal funds rate. 

 • Trillions of dollars are lent and repaid through repo transactions each day. 

Large Banks Play a Significant and Critical Role in the Treasury Markets

Larger banks serve as intermediaries in financial markets by facilitating the buying and selling of 
financial assets. This even includes facilitating financial market transactions for the U.S. Government 
when it sells Treasuries to finance its debt. Many broker-dealer subsidiaries of large banks (as well as 
some other broker-dealers not owned by banks) have been given special approval by the Fed to serve 
as intermediaries for the U.S. Government and are known as primary dealers. These primary dealers 
are required to participate in the auctions held by the Treasury Department for newly issued Treasuries. 
That is, other buyers can choose to participate in the auctions, but primary dealers must participate. 

Similarly, these primary dealers serve as the intermediary between the Fed and private markets when 
the Fed is buying or selling assets such as Treasuries or mortgage-backed securities, as it did in large 
quantities during the 2008 Crash and in response to the pandemic stress. Thus, if the Fed wants to buy 
Treasuries, they do so from primary dealers, not by directly trading in the markets. In exchange, the Fed 
adds newly created money to primary dealer accounts that are held with the Fed (known as “reserves”). 
Additionally, large banks themselves have a need for a substantial amount of safe, liquid assets. Holding 
Treasuries on their balance sheets provides banks with a pool of assets that gives a financial return 
while also helping them to manage their risks (and engage in a variety of market activities, including 
taking market risks on their own behalf). Most importantly for risk management, because Treasuries 
can more easily be sold into the cash markets or be used as collateral to obtain funding in the repo 
markets, they are a key source of bank liquidity generally, but especially in periods of stress. And since 
they hold such large portfolios of Treasuries, they also utilize the futures markets to hedge the market 
value risks of their sizeable portfolios. 

One of the main uses of Treasuries for large banks is obtaining funding in the repo markets, which 
they use primarily to fund their broker-dealer activities. According to the Fed data release Financial 
Accounts of the United States, in the third quarter of 2022 securities broker-dealers accounted for over 
40% of the $3.5 trillion repo market (when excluding the Fed itself). The U.S. branches of foreign banks 
also rely heavily on repo funding, accounting for 14% of the market. 

Combined with their unique roles with the U.S. Government, large banks are both central facilitators 
and end-users within all Treasury markets, including for both on-the-run and off-the-run Treasuries in 
the cash markets. However, the role of banks in the Treasury markets has been challenged by the 

https://www.newyorkfed.org/markets/reference-rates/sofr
https://www.newyorkfed.org/markets/domestic-market-operations/monetary-policy-implementation/repo-reverse-repo-agreements
https://www.newyorkfed.org/markets/primarydealers
https://www.federalreserve.gov/releases/z1/20220909/html/l207.htm
https://www.federalreserve.gov/releases/z1/20220909/html/l207.htm
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significant growth in the public debt, which has outpaced the growth of bank balance sheets. It was 
clear in the pandemic stress that banks’ dealers were unable to absorb the amount of excess volume 
in Treasury markets, which was compounded by other market participants pulling back on their activity. 

Figure 1: Growth of Public Debt in Relation to Large Bank Assets Since 2010

Source: Federal Financial Institutions Examination Council, FR Y-9C Report; 
Treasury Department, Monthly Treasury Statement

Some of the growth imbalance between banks’ assets and outstanding Treasuries has been offset 
by the Fed’s own balance sheet growth, which in turn increased banks’ reserves and total assets. 
Nonetheless, there is still a sizeable gap that likely will increase as the Fed shrinks its balance sheet, 
thereby reducing the amount of banks’ reserves and total assets. This will make it even more difficult for 
banks to absorb the likely amount of excess volume in the future. Other means of market intermediation 
clearly are necessary (discussed more below).

Banks have argued that regulatory requirements are putting constraints on their balance sheets such 
that they are unwilling or unable to utilize their balance sheets to absorb the excess volume. In response 
to the pandemic stress, the Fed did provide temporary regulatory relief to banks that allowed them to 
exclude Treasuries and reserves from a key capital requirement, but it allowed that relief to expire. 
Banks would like to see some form of that exclusion continue as well as adjustments to their liquidity 
requirements. However, considering the amount of excess volume that was seen in the pandemic 
stress, even with some regulatory relief there would still be a need for substantial alternatives to banks 
for intermediation. 

Importantly, it makes little sense (as some banks are arguing) to reduce and compromise the capital 
and liquidity positions of banks, which would undermine financial stability and resilience as well as 
increase the risk of contagion, crashes, and bailouts. Indeed, capital and liquidity requirements need 
to be strengthened.  Regulatory agencies would be better served by seeking other means to facilitate 
market intermediation that do not threaten financial stability. 
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Treasury Debt Has Grown Tremendously and, Until Now, Market 
Demand Largely Has Kept Up —but That Seems To Be Changing
The amount of Treasuries outstanding has grown significantly over time. While an increase in national 
debt is to be expected along with the growth of the economy, the notional amount of outstanding 
Treasury securities relative to both U.S. GDP and global GDP has increased significantly as well. 
This growth occurred most materially and rapidly in the aftermath of the 2008 Crash and during the 
pandemic as the U.S. government put in place massive fiscal programs to support the economy and 
the financial system. 

Figure 2: Notional Amount of Outstanding Treasury Securities 
Relative to Both U.S. GDP and Global GDP (percentage)

Source: Treasury Department, Monthly Treasury Statement; 
Bureau of Economic Analysis (US GDP); World Bank (global GDP)

Most of this debt has been purchased by the public and foreign governments (generally referred to 
as “debt held by the public”), with the remainder having been purchased by the Fed. Of the over $18 
trillion of Treasury debt held by the public (i.e., not by the Fed) as of March of last year, by far the largest 
amount of $7.6 trillion was with foreign investors and governments. Other large holders include mutual 
and pension funds with $4.6 trillion and depository institutions with $1.8 trillion. 
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Figure 3: Percentage Ownership by Various Institutions of Treasuries Held by the Public

Source: Treasury Department, Ownership of Federal Securities Report

In addition to Treasuries held by the public, the Fed has made large-scale purchases of Treasuries (as 
well as mortgage-backed securities), particularly in response to the 2008 Crash and pandemic stress 
(known as “quantitative easing” or “QE”). These purchases are intended to keep rates low across all 
maturities and thereby encourage borrowing and economic growth. This goal was complicated by the 
massive issuance of new Treasuries over those periods as fiscal support for the economy increased 
greatly during the same time periods.  As a result, the Fed’s holdings of Treasuries have grown from 
around $500 billion at the end of 2008 to around $5.7 trillion now. 

Figure 4: Total Treasury Debt Outstanding – Held by the Public and by the Federal Reserve ($T) 
and Percentage of the Total Treasury Debt Outstanding Held by the Federal Reserve (percentage)

Source: Treasury Department, Monthly Treasury Statement; Federal Reserve, H.4.1 Statistical Release
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Additionally, the Fed purchased relatively more Treasuries during the pandemic than after the 2008 
Crash. Remarkably and irresponsibly (as spelled out in the Better Markets report on the Federal Reserve’s 
policies since the 2008 Crash), the Fed continued to purchase Treasuries in massive quantities until 
March of 2022, two full years after the onset of the pandemic stress. During the two years of pandemic-
related QE, the Fed purchased the equivalent of 50% of the $3.7 trillion in newly issued Treasuries. This 
contrasts with the three rounds of QE in response to the 2008 Crash that were executed over nearly 
six years, during which time the Fed purchased only the equivalent of 25% of the $2.8 trillion in newly 
issued Treasuries. 

While historically there have been ample buyers to absorb the large increases in U.S. debt sold to 
the public, this seems to be changing. First, in response to elevated inflation (as well as a desire to 
“normalize” monetary policy), the Fed is reducing the size of its balance sheet by allowing Treasuries 
and mortgage-backed securities to “roll off” its balance sheet. That is, the Fed is allowing securities 
to mature without making new purchases to replace them up to a certain level, which is currently set 
to a reduction in Treasuries of $60 billion per month or $720 billion per year. Therefore, the Fed has 
gone from largest purchaser of Treasuries at $80 billion per month (or $960 billion per year) during 
the pandemic to stopping purchases and reducing its balances. Because the U.S. debt is expected to 
increase in the coming years, these maturing Treasuries therefore will need to be replaced by new 
issuances that will have to be absorbed by private buyers and foreign governments. 

However, some buyers also seem to be pulling back. The uncertainty in global markets and economies 
has resulted in increased volatility and reduced liquidity that could cause issues in the functioning of 
Treasury markets. Additionally, the battle against inflation in developed countries has put the path of 
monetary policy in the opposite direction with rates dramatically and rapidly increasing and the Fed 
making massive reductions in its balance sheet. These have led to global dynamics that are changing 
the posture of certain buyers. 

For example, the continued upward trajectory of the U.S. Dollar has led to Japan selling short-term 
Treasuries to prop up its currency, and it may pull back from Treasuries more generally. Notably, the 
share owned by foreign investors has declined to 42% in March of 2022 from a peak of 58% in 2015. 
Similarly, the share of Treasuries held by the public that is owned by mutual funds  has declined to 18% 
in March of last year since a peak of 23% in March of 2021. This is likely due to those funds protecting 
themselves from the mark-to-market losses on Treasuries that are being realized as a result of the Fed’s 
significant rate increases.

These declines have been offset by increases in shares held by banks and state and local governments. 
In fact, banks of all sizes now hold about 10% of Treasuries held by the public, up from a range of 2-5% 
historically. And because the overall amount of Treasuries has increased dramatically, this translates to 
an increase at banks of $1.2 trillion in Treasuries since the peak share for foreign investors was reached 
in 2015. Considering the current size of bank balance sheets and the ongoing reduction in reserves 
noted above, banks will have difficulty absorbing the excess supply in the future.

https://bettermarkets.org/wp-content/uploads/2023/01/BetterMarkets_Federal_Reserve_Instability_Report_01-17-2023.pdf
https://www.ft.com/content/632411eb-c3fa-4351-a3b6-b0e30bdc0ef7?shareType=nongift
https://www.wsj.com/articles/japans-waning-appetite-for-treasurys-fuels-anxiety-on-wall-street-11667879544
https://www.wsj.com/articles/japans-waning-appetite-for-treasurys-fuels-anxiety-on-wall-street-11667879544
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Treasury Markets Are a Safe Haven for Investors in Periods of Stress, 
but Their Functions as a Key Source of Liquidity and as Collateral 
Can Lead to Instability
Because of their relative stability and risk-free status, Treasuries have been considered a “safe haven” 
asset in cash markets that investors turn to in periods of extreme stress when virtually all other asset 
prices are declining. Similarly, investors have seen Treasuries as a solid source of liquidity in periods of 
stress under the belief that either they could be sold quickly without much loss in market value, or they 
could be pledged as relatively stable collateral to obtain funding. These beliefs have generally held 
true throughout history, but events since the 2008 Crash, including the pandemic stress, have shown 
that the Treasury markets have underlying fragilities that must be addressed.

Increasing Role of High Frequency Trading Firms – 2014 Flash Crash and Flight During Stress

High-frequency trading firms (“HFTs”; sometimes referred to as principal trading firms or PTFs) have 
become significant participants in the interdealer cash market for Treasuries, accounting for roughly 
60 percent of the total trading volume in those interdealer markets on any given day. As their name 
suggests, these firms execute purchases and sales of Treasuries frequently throughout the day based 
on real-time market information. Because they move in and out of positions so often, they are able 
execute their transactions with little capital and inventory and typically do not carry large directional 
positions from one day to the next. This allows them to be nimble in their positioning during normal 
times, but that also means they can easily and very quickly exit the market in times of stress. Additionally, 
the frequency and automated nature of their trading can exacerbate market movements.

Indeed, in October of 2014 these algorithmic trading platforms helped cause an extremely volatile one-
day round trip in Treasury prices. During that episode, the 10-year Treasury bond experienced unusual 
volatility, dropping and then recovering an extraordinary 1.6% in a matter of 12 minutes. This move in 
Treasuries was swift and unprecedented. A joint staff report published by federal financial regulators 
stated this about the event:

This disruption made clear that the rise of electronic trading in the Treasury market meant 
that market liquidity provision had become more short-term in nature, some liquidity providers 
were backed by less capital, and liquidity was more vulnerable to shocks as a result of the 
change in the composition of liquidity providers. 

In addition to the risk of extreme volatility, HFTs also have been shown to exacerbate the shortages of 
liquidity and trade facilitation in periods of stress. For example, the share of total activity in the interdealer 
markets performed by HFTs fell by 25% during March 2020. Without capital cushions to hold inventory  
 

https://www.federalreserve.gov/econres/notes/feds-notes/principal-trading-firm-activity-in-treasury-cash-markets-20200804.html
https://www.federalreserve.gov/econres/notes/feds-notes/principal-trading-firm-activity-in-treasury-cash-markets-20200804.html
https://www.ncbi.nlm.nih.gov/pmc/articles/PMC5665520/
https://www.ncbi.nlm.nih.gov/pmc/articles/PMC5665520/
https://home.treasury.gov/system/files/136/IAWG-Treasury-Report.pdf
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or absorb losses, HFTs have significantly less ability to stay in the markets and facilitate trading in the 
rapidly falling market.  This puts more pressure on all other market participants, particularly on primary 
dealers.

Because these HFT firms have not been required to register as dealers with the SEC and publicly 
disclose material information about their activities, there is almost no central clearing of their trading 
activity and little to no transparency into their activities during historical stress periods. This has limited 
the markets’ view into a significant portion of the interdealer market, which reduces confidence and 
interferes with price discovery and the flow of liquidity especially in periods of stress. It also limits the 
visibility of regulators into their activities and the markets, which prevents the agencies from identifying 
or appropriately addressing risks both in the moment and, importantly, even after the market stress has 
passed. Fortunately, several recent SEC rule proposals seek to address this lack of central clearing and 
transparency (discussed more below). 

Turmoil in the Repo Markets

The repo markets have experienced repeated instances of instability—in the 2008 Crash, in the fall 
of 2019, and during the 2020 pandemic. In each of these cases, the demand for liquidity was unable 
to meet the supply, causing a dramatic increase in the repo rate and making borrowing in this key 
funding market too expensive to be useful. In the 2008 Crash, even though these repo positions were 
over-collateralized, some borrowers were shut out of the markets altogether due to concerns about 
their solvency. To prevent the repo markets turmoil from continuing or getting worse, the Fed stepped 
in each time with a temporary fixed-rate repo facility that essentially put a cap on the market price for 
funding. This attracted sufficient demand to meet supply and restore normal market functioning.  Last 
year, the Fed established a permanent standing repo facility to address any future stress in the repo 
markets, making it a permanent participant in private markets but likely increasing moral hazard.

While the incidents during the 2008 Crash and 2020 pandemic were troubling, the event in 2019 
especially highlighted the fragility of the market because there was no associated broader market 
stress that precipitated the repo market stress. Although the exact cause of the event in 2019 has 
never been determined, making the incident even more troubling, some significant factors have been 
identified that highlight underlying issues in the repo markets and point to the possible reforms that 
could be made. 

First, researchers noted a reduced level of reserves in the banking system, which in turn has reduced 
the amount of cash banks have on hand to lend in the repo markets. There were multiple factors that 
led to the reserve reductions, but one factor was the Fed’s balance sheet reduction, an effort the Fed 
is currently undertaking once again, albeit with a balance sheet that is more than double the size. It has 
been shown that even at high levels of reserves, banks still view their reserves as a scarce resource 
and are reluctant to use them. Banks defend their high demand for reserves by claiming that there are 
constraints on their balance sheets and liquidity positions from certain regulatory capital and liquidity 
requirements (discussed above).

https://bettermarkets.org/newsroom/fed-s-creation-standing-repo-facilities-are-dangerous-development/
https://www.federalreserve.gov/econres/notes/feds-notes/what-happened-in-money-markets-in-september-2019-20200227.html
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Second, the repo markets are highly segmented and generally fall into three types of markets:

 • Tri-party repo market in which a third party facilitates the transaction between the borrower 
and lender, keeping the collateral assets in custody and passing along the cash and fees at the 
beginning and end of the transaction.
 ― These transactions typically involve money market funds lending to large dealers.
 ― This model is intended to reduce the amount of collateral and settlement risk in the transaction.

 • Bilateral cleared market in which a clearinghouse facilitates the transactions. In this market, the 
clearinghouse Fixed Income Clearing Corporation ("FICC") serves as the seller to every buyer and 
the buyer to every seller instead of the buyer and seller being counterparties to each other. 
 ― These transactions typically involve large dealers lending to smaller dealers and hedge funds. 
 ― This model is also intended to reduce the amount of collateral and settlement risk in the 

transaction. 
 ― In addition, it allows for netting and collateral collection to be performed centrally at the 

clearinghouse, thereby further reducing risk as well as the total amount of collateral necessary 
to be provided by each clearing member.

 • Bilateral uncleared market in which two parties execute a transaction directly with each other.
 ― The specifics of these transactions, including the risk management practices, are established 

by the two parties and can vary across transactions.

Segmented markets increase uncertainty across markets and between the various categories of 
lenders—e.g., money market fund investors may have uncertainties about the bank dealers they lend 
to, and bank dealers may have uncertainties about the smaller dealers or hedge funds they lend to. 
Additionally, because banks are borrowers in one market and lenders in another, their risk appetite and 
perceived constraints on their balance sheets affect both the tri-party and bilateral cleared markets. 
Indeed, banks will take advantage of their ability to obtain cheap funding by borrowing in the tri-party 
market and lending at higher rates in the bilateral cleared market, potentially leading to diminished 
demand for the former if they are unwilling to provide as much supply in the latter.

The bilateral uncleared market has its own unique issues. Because there is no presence of a third party 
or a clearinghouse, risk management is left entirely up to the two parties engaged in the transactions. 
Furthermore, there is little market transparency in this segment because data is not shared with a third 
party, clearinghouse, or regulatory agency. The Office of Financial Research recently conducted a pilot 
data collection exercise for this market in an initial effort to increase transparency (discussed more below).

2020 Pandemic Cash Market Imbalances and Liquidity Constraints

As noted above, Treasuries are viewed as a safe haven asset into which investors can move their money 
in periods of stress or use to hedge their positions for such periods. In the two most extreme periods of 
financial stress in recent history—the 2008 Crash and the pandemic stress – investors sold their riskier 
assets and rushed to purchase Treasuries at the onset of financial market stress. However, while the 
fundamental view of Treasuries as a safe haven did not change in the pandemic stress, investors’ desire 
for liquidity became much greater than their need for safe assets. 
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Therefore, after the initial onset of stress in the 2020 pandemic, the buying of Treasuries quickly changed 
to selling in a so-called “dash for cash,” creating a downward spiral in Treasury markets and threatening 
the stability of global financial markets and the economy. The yield on the 10-year Treasury, which moves 
opposite of the price, more than doubled in a nine-day period in mid-March 2020. Leading the selloff 
were foreign investors who needed U.S. dollars and likely also simply wanted to convert their Treasuries 
for cash as they saw others selling and prices declining. Other large sellers included open-end mutual 
funds, who were selling their most liquid assets (Treasuries) to meet investor redemptions or anticipated 
redemptions, and hedge funds, who were forced to sell to manage risks and limit losses or to meet 
increased margin requirements. However, although longer-maturity Treasuries were being sold in large 
quantities, shorter-maturity Treasuries were still viewed as a safe haven, and government money market 
funds had inflows of nearly $900 billion before the end of the month.

After just two weeks of market stress, the Fed recognized that participants in the Treasury markets, in 
particular primary dealers, were unable to absorb the massive amount of selling and borrowing activity 
that was occurring, and so it stepped in to be the primary buyer for all sellers and lender for borrowers. In 
just the first 90 days after the onset of the pandemic stress the Fed purchased $1.6 trillion of Treasuries 
and expanded their daily repo operations by $250 billion (i.e., an additional $250 billion of cash lent 
each day). This unprecedented government intervention in Treasury markets was successful at keeping 
rates low and returning smooth market functioning.

Nonetheless, while this massive intervention restored order, the underlying risks and fragilities had 
been starkly exposed. Most notably, nonbank shadow banking institutions hold a massive quantity of 
Treasuries and participate heavily in the repo and futures markets. These institutions do not have the 
same regulations and risk management protections as banks, and so were desperate for liquidity when 
market stress set in. Open-end mutual funds have nearly 20% of publicly held Treasuries, or nearly $3.3 
trillion worth, and hedge funds have about 5%, or around $900 billion to $1 trillion worth. These funds 
sold around $260 billion and $170 billion, respectively, in March 2020. Without appropriate capital or 
liquidity management requirements for these types of institutions, there likely will be similar large-scale 
sales in future stress events.

Additionally, during the pandemic stress there was a procyclicality of margin requirements that put strain 
on the financial position of certain market participants. For example, there were significant increases 
in initial margin requirements at many central clearing counterparties in March 2020 in response to 
the heightened volatility. This put pressure on the liquidity positions of clearing members, including 
large banks, who had to fund the additional initial margin. The need for liquidity in turn contributed to 
the increased demand in short-term funding markets. Similarly, hedge funds were required to pay out 
variation margin as their trades moved against them, margin they obtained in part by selling Treasury 
securities.

Finally, the fragmented cash markets with different participants, trading methodologies, and levels of 
oversight resulted in poor transparency in the best of markets and little to no transparency in the worst. 
An absence of transparency not only leads to an inability to identify, monitor, and assess risks but also 
affects robust price discovery. As a consequence, regulatory agencies are unable to fulfil their obligations 
to monitor and mitigate risks to financial stability.  In addition, market participants are unable to gain a 
full understanding of the market, thus inhibiting the provision of liquidity across the isolated pockets of 
visibility.

https://bettermarkets.org/wp-content/uploads/2022/03/BetterMarkets_Report_Dangers_of_the_Shadow_Banking_System_March2022.pdf
https://www.bis.org/publ/bisbull13.pdf
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Many Reforms Are Necessary to Prevent Future Turmoil in the 
Treasury Markets
Expanding Trade Facilitation and Liquidity Provision and Preventing Investor Runs

As highlighted above, due to the growth in the amount of Treasury debt greatly outpacing the growth of 
primary dealer balance sheets, primary dealers have increasingly limited capacity to facilitate transactions 
in cash and repo markets especially in periods of extreme stress. Additionally, the pullback by HFTs in 
times of market stress can further exacerbate this supply/demand trade facilitation and liquidity provision 
in cash markets. Therefore, there must be other means to obtain liquidity and ensure sellers/borrowers 
can be met with buyers/lenders even when there are unusually elevated levels of liquidity needs. 

The Fed already has taken a major step for repo markets by putting in place a standing repo facility that 
is intended to be a backstop to the market by having a repo rate above the market rate. In that way, it is 
likely that the facility would only be utilized when there is stress, and the repo market rate rises above 
the rate of the standing facility. Participation in the facility is voluntary, and nearly all the very largest U.S. 
banks have enrolled. However, large banks initially were reluctant to enroll—and JP Morgan Chase still 
has not—in an effort to put pressure on the Fed to modify certain liquidity requirements. Fortunately, the 
regulatory agencies have ignored their request to date. 

Some academics and policy advocates, such as former Fed Governor Jeremy Stein, have suggested 
expanding the eligible participants in the facility to include more banks as well as nonbank financial 
institutions to ensure the facility has the maximum effect in periods of stress and is not subject to the whims 
of the largest banks. There is some precedent for this considering that previous iterations of temporary 
repo facilities included all primary dealers, some of which were nonbank financial institutions. However, 
the standing repo facility as currently designed already increases risk-taking in the markets, which would 
only be furthered by the inclusion of more institutions. Alternatively, if the range of counterparties were 
expanded, any nonbank counterparty should be made subject to prudential regulation.

Outside of government support, likely the best means of enhancing and expanding trade facilitation and 
the provision of liquidity is through increased central clearing of both repo and cash transactions. Central 
clearing has multiple benefits:

 • Centralizing risk management, which enhances risk identification and mitigation by providing a 
broader view of risks across large segments of markets;

 • Increasing transparency to market participants and regulatory agencies, which makes markets 
more efficient and improves regulatory oversight and risk mitigation;

 • Decreasing trade settlement failures;

https://www.newyorkfed.org/newsevents/speeches/2022/log220302
https://www.brookings.edu/wp-content/uploads/2020/05/WP62_Duffie_v2.pdf


PAGE 15BETTER MARKETS

 • Improving netting ability across a set of transactions and trading parties, resulting in overall 
reduction in collateral requirements and risk exposure;

 • Allowing for the potential of an “all-to-all” trading model where any buyer/lender can be matched 
with any seller/borrower, i.e., without the need for involvement of a primary dealer.

In particular, for bank-owned primary dealers that face capital requirements, improved netting would 
in turn lead to lower capital requirements relative to the same transactions if they were not centrally 
cleared – by reducing overall risk exposure – and therefore increased balance sheet capacity. This 
would allow them to facilitate more transactions than they otherwise would have been able to. These 
netting efficiencies would be greater for cash transactions than repo, but the other benefits of central 
clearing apply fully to both markets.

The SEC recently proposed a rule that would increase the amount of central clearing for both repo and 
cash transactions. Currently, members of FICC are only required to centrally clear transactions they 
conduct with other FICC members. The proposed rule would additionally require transactions between 
FICC members and non-FICC members to be centrally cleared so that any transaction conducted with 
a FICC member would be cleared (with certain exceptions). This would include many transactions with 
HFTs, mutual funds, and hedge funds, each of which were problematic during the 2020 pandemic. This 
proposal would increase the stability and risk management of the cash and repo markets and should 
be finalized generally as proposed. But to the extent that even more transactions could be centrally 
cleared, the final rule should include those transactions as well.

Regulatory agencies must continue to work to reduce the massive need for liquidity and runs by 
investors in periods of stress. As detailed in our first report on shadow banking, the many institutions 
that comprise the shadow banking industry are extremely un- or under-regulated. This absence of 
regulation and oversight contributes to runs by investors that lead to significant market disruptions and 
feedback loops of downward asset sales and price pressures. These institutions must be appropriately 
regulated to improve investor confidence and minimize the types of asset fire sales that occurred in the 
pandemic stress, which includes applying capital and liquidity requirements to these institutions. 

Improving Transparency

Transparency is significantly lacking in nearly all parts of the Treasury markets. Transparency enhances 
capital allocation efficiency, improves market functioning, and, perhaps most important, strengthens the 
ability of regulators to prevent or mitigate potentially catastrophic instability. 

With maximum possible transparency, liquidity would be able to flow to where it is needed most 
because buyers/lenders will be able to be matched easily and most efficiently to sellers/borrowers, and 
isolated pockets of market invisibility would be significantly reduced. Additionally, market participants 
other than large dealers would be able to fulfill more of the excess liquidity demand. Central clearing 
would address most of these issues, but absent all transactions being centrally cleared, enhanced 
transparency is an absolute minimum necessity. 

Transparency should be at the frequency, granularity, and standardization that most effectively facilitates 
market transactions. At the very least, disclosure for the Treasury markets should be similar to the 
disclosures that are made in the corporate bond markets. And, unless there is a compelling reason 
to do otherwise, transactions in different market segments or executed through different platforms 
should have the same disclosure. Non-standardization would create inefficiencies, complicate visibility 

https://bettermarkets.org/wp-content/uploads/2022/12/Better_Markets_Comment_Letter_Treasury_Covered_Clearing.pdf
https://bettermarkets.org/wp-content/uploads/2022/03/BetterMarkets_Report_Dangers_of_the_Shadow_Banking_System_March2022.pdf
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across markets for both regulatory agencies and market participants, and allow for potential arbitrage 
opportunities.

The industry has argued that additional transparency can affect the willingness and ability of intermediaries 
to engage in large institutional risk transfer, in particular for off-the-run Treasuries. However, market 
participants have proven over and over that they can and do adapt to new regulations over time. At 
most, these concerns support phasing in the changes over time, for example, over one to two years as 
market participants adjust. 

Current efforts to increase transparency must continue and, indeed, be accelerated. The Federal 
Reserve adopted a rule in October 2021 to require banks with average daily Treasury transaction 
volumes of over $100 million to report transactions to the Trade Reporting and Compliance Engine 
(“TRACE”) reporting system of the Financial Industry Regulatory Authority (“FINRA”). Additionally, FINRA 
has proposed a rule that would require members to report Treasury transaction data in the smallest 
increment available and as soon as practicable, but no later than 60 minutes following a transaction. 
While these actions are relatively minor, they are still beneficial for regulators to gain greater insight into 
the Treasuries markets and the largest market participants.

Other agency actions would have more significant effects. HFTs are not currently required to be 
registered with the SEC as a dealer despite their outsized role in cash markets, and therefore they are 
not required report their transactions to the TRACE reporting system. Market participants performing 
similar market activities should be treated similarly. A proposed rule from the SEC would do just that 
by expanding the definition of a government securities dealer to incorporate HFTs. Additionally, the 
SEC also proposed a rule that would close an important loophole available to HFT firms to ensure they 
register as members of FINRA, and therefore are required to report their Treasuries transaction data to 
TRACE. 

On a related front, the SEC has another proposed rule to eliminate the exemption for Government 
Securities Alternative Trading Systems (“ATS”) from compliance with Regulation ATS and to require 
Communication Protocol Systems, namely Request-for-Quote (“RFQ”) protocols, to register as 
an exchange or under Regulation ATS. These reforms will enhance transparency, bring more fair 
competition, and above all, result in stronger investor protections in the government securities markets. 
Still, more must be done to improve transparency, especially in portions of the markets that are 
unregulated. For example, the Office of Financial Research (“OFR”) conducted a pilot data collection 
project this year that collected data on the unregulated, uncleared bilateral portion of the repo market 
that involves primary dealers. The data showed that this repo market is larger than the tri-party and 
cleared markets. Troublingly, it also showed that: 

1. Hedge funds are the largest borrowers in this market, and so it is a significant source of leverage 
for hedge funds; 

2. The transactions are of longer maturity than in the tri-party and cleared markets; and 

3. In many cases the counterparties do not require over-collateralization as in the tri-party and 
cleared markets, an important risk mitigation component.

The OFR should continue to identify gaps and conduct regular data collections to illuminate those gaps 
and risks. It should also work with the regulatory agencies to identify areas in which data collection 
could be expanded through their existing authorities and then those regulatory agencies must propose 
rules to address the gaps and risks revealed.

https://bettermarkets.org/wp-content/uploads/2022/05/Better_Markets_Comment_Letter_Definition_of_Dealer__Government_Securities_Dealer.pdf
https://www.sec.gov/comments/s7-05-15/s70515-20144280-309229.pdf
https://bettermarkets.org/wp-content/uploads/2022/04/Better_Markets_Comment_Letter_Reg_ATS.pdf
https://www.financialresearch.gov/the-ofr-blog/2022/08/24/non-centrally-cleared-bilateral-repo/
https://www.financialresearch.gov/the-ofr-blog/2022/08/24/non-centrally-cleared-bilateral-repo/
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Conclusion
The stability and robustness of Treasury markets simply must be maintained. Without this, there is an 
elevated and unacceptable risk of a financial system with a foundation increasingly volatile and less 
reliable. That type of market deterioration has been experienced last year, even if at less alarming 
levels. Volatility has increased in Treasury markets and so-called market depth has significantly reduced, 
affecting the provision of liquidity and the facilitation and execution of Treasury-related transactions.

The rapid and dramatic unwinding of the Treasury markets during the pandemic stress showed the 
world —market participants, governments, and everyday people—just how serious the fragilities in the 
Treasury markets are. Combined with the massive growth in the markets, this has resulted in a potential 
paradigm shift in which investors are cautious about the future stability of these markets, particularly in 
the face of significant economic and financial market uncertainties of the coming years. It also represents 
the cautiousness among investors regarding the Fed’s ability to intervene in the future without creating 
other financial stability risks, as it has done with its actions since the onset of pandemic stress.

Regulatory agencies individually and collectively must work to address the many issues in the Treasury 
markets that have gone unaddressed for decades. This is particularly important now given the Fed’s 
decision to unwind its balance sheet and stop serving as a primary purchaser of Treasuries in the future. 
Otherwise, the next inevitable period of market stress could be catastrophic to the U.S. and global 
financial systems and economies, which could cause serious if not irreparable damage. 

https://bettermarkets.org/wp-content/uploads/2023/01/BetterMarkets_Federal_Reserve_Instability_Report_01-17-2023.pdf
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