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The challenges
of policy

tightening
As the environment for global monetary policy
becomes increasingly hawkish, FX-MM’s Neil Dennis
investigates how managers and providers of liquidity
management services have readied themselves for
the challenges presented by rising interest rates.
HE hawks are circling. Comments from
several central banks in recent months
suggest they are preparing markets,
LQYHVWRUVEXVLQHVVH[HFXWLYHVDQG
managers across the world for an era of tighter
monetary policy.
Changes, when they come, are not likely to
be big. The Federal Reserve – which has already
HPEDUNHGRQDVHULHVRITXDUWHUSRLQWUDWHULVHV
– has a dual mandate to ensure monetary policy
balances price stability with economic growth.
So, even though the US is showing some of the
most robust levels of growth globally, the Fed will
not want to risk weakening its future potential
too much.
The Fed’s tentative steps towards policy
normalisation have taken the Fed funds rate
from near zero to its current level of 1.25%.
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Over the last
decade liquidity
managers have
done a better
job at creating
transparency in their
portfolios and we'll
soon see how good a
job they've done, it'll
be like when the tide
goes out – you can
tell who's wearing
a bathing suit
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However, it has already conceded that the new
QRUPDOLVQRWOLNHO\WRH[FHHGWKHRUVRVHHQ
in the stable years between the dotcom bubble and
WKHǩQDQFLDOFULVLV
)HGZDWFKHUVFHUWDLQO\GRQ WH[SHFWWKH
LQǪDWLRQDU\EDFNGURSWRZDUUDQWWKHUDWH
UHDFKHGLQWKHPRQWKVDKHDGRIWKHǩQDQFLDOFULVLV
or the 6.5LQWKHLUUDWLRQDOH[XEHUDQFHRIWKH
GRWFRPEXEEOH1HLWKHUJURZWKQRULQǪDWLRQ
appear likely to warrant such elevated levels for
some time to come.
However, even these minor rate increases,
despite being well communicated by central
banks, will require many businesses to make small
recalibrations for risk management purposes.
Years of asset purchases by central banks
carrying out quantitative easing programmes
KDVLQǪDWHGWKHSULFHRIPDQ\KLJKO\OLTXLGǩ[HG
income assets, which has suppressed yields.
These were the real years of challenge for
liquidity managers – particularly within what was
a very fragile banking sector during the crisis.
Liquidity was genuinely scarce during this period
DQGVHYHUDOǩUPVPRUHWKDQRQFHUHTXLUHG
WKHH[WHQVLRQRIOLQHVRIOLTXLGLW\IURPWKHLU
central banks.
How close some of them came to collapse, simply
because they couldn't balance the books at the end
of the day, will probably never be known. However, as
a result, the regulatory response focused on shoring
up those balance sheets with adequate capital
reserves to meet daily liquidity needs.

Return of volatility
Perhaps the biggest concern for liquidity
management would be a return of the type of
volatile conditions seen shortly after then Federal
Reserve chairman Ben Bernanke announced the
Fed would begin a tapering of asset purchases
in 2013.
$VDUHVXOWRIWKHVRFDOOHGǄWDSHUWDQWUXPǅWKDW
followed Bernanke's announcement, investors sold
risk assets and treasuries alike – very aggressively
ǁFDXVLQJWKH\HDUWUHDVXU\\LHOGWRULVHQHDUO\
100 basis points in just a month.
Could further rises in interest rates trigger volatility?
Certainly; if the central banks get it wrong and rate
increases damage the prospects for growth.
“We have witnessed a long period of low volatility
in all asset classes, despite surprising economic
and geopolitical events," says Alan Marquard, Chief
6WUDWHJ\DQG'HYHORSPHQW2ǫFHUDW&/6
"What we can be certain of is that volatility will
not stay low forever. At some point it will turn
higher, perhaps driven by geopolitical factors or by
monetary policy reversals such as the unwinding of
quantitative easing (QE) policies.
“When volatility moves higher, FX becomes more
active, but treasurers also seek to build up liquidity
EXǨHUVDQGRUEHWWHURSWLPLVHWKHLUOLTXLGLW\DFURVV
currencies, including on an intraday basis. CLSNow
LVZHOOSRVLWLRQHGWRKHOSLQWKDWHQYLURQPHQWǈ
Larry Tabb, Founder and Chairman of Tabb
Group, says: "Interest rates are going to be at the
core of everything."
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He adds that if central banks start selling their
assets, accumulated during seven or eight years of
QE, further volatility can be anticipated.
"Those funds that stoked up on trying to get a
yield advantage could suddenly wind up in hot
ZDWHUEHFDXVHWKH\KDYHRYHUH[WHQGHGWKHPVHOYHV
WROHVVHUEUDQGHGFUHGLWǁDUHWKH\FDSLWDOLVHG
enough to withstand the possible redemptions?"

Risk strategies
6LQFH\LHOGKDVEHHQKDUGHUWRǩQGLQDORZLQWHUHVW
rate environment, it has become ever more
LQFXPEHQWRQǩUPVWRWDNHULVNVDQGKLJKHUULVN
strategies could be dangerous if volatility increases.
Safeguarding against this, however, are
measures set out in regulatory response to
the liquidity squeeze that accompanied the
ǩQDQFLDOFULVLV
The Basel accords introduced the Liquidity
Coverage Ratio (LCR) to ensure banks would have
enough cash – or assets that could readily be
converted into cash – to be able to manage any
GLVUXSWLRQWRVKRUWWHUPOLTXLGLW\
"Access to liquidity was a key accelerator
– a trigger – for a lot of the regulation that
KDVEHHQLQWURGXFHGRYHUWKHODVWVL[RU
seven years," says Nick Noble Product Manager
– Liquidity Risk Management at SmartStream.
"And this will include the ability to demonstrate
to the regulator that, in an environment of rising
interest rates, they have control of their liquidity;
they are forecasting correctly; and they can
anticipate when appropriate levels of liquidity are
needed," he adds.
During the liquidity crunch that followed the
ǩQDQFLDOFULVLVEDQNVMXVWVWRSSHGOHQGLQJWR
each other – preferring to keep their own lines
of liquidity safe rather than allowing rivals, for
a small overnight charge, to borrow cash or
equivalent money market funds to ensure their
books balanced.
Rising interest rates would likely cause the banks
that regularly provide such services to reassess the
costs of providing intraday liquidity.
Noble adds: "Under higher interest
rates, correspondent banks could begin to
UHHYDOXDWHWKHFRVWVRILQWUDGD\OLTXLGLW\
10 years ago, correspondent banks could get
DIUHHLQWUDGD\OLQHZLWKPRVWRWKHUǩQDQFLDO
institutions in order to make the payments
they needed.
“But if rates go up, they could be less willing
to just wear that intraday cost and may start to
charge basis points per minutes to secure those
OLQHVRIOLTXLGLW\ǈKHDGGV
)RUWKHQHZZDYHRIǩQWHFKVROXWLRQVWRLQWUDGD\
liquidity management this is not a problem, and
nor should it be a problem when rates begin to
rise globally.
@FX_MM_Magazine

These smart programmes are calibrated to test
WKHLUFOLHQWV OLTXLGLW\SURYLVLRQVXQGHUGLǨHULQJ
hypothetical scenarios. The work behind “what if
LQWHUHVWUDWHVULVH"ǈVKRXOGKDYHDOUHDG\EHHQ
done here.

Legacy IT
But what of those who haven't yet replaced legacy
,7V\VWHPVZLWKEUDQGQHZVRIWZDUHWKDWLQWHUOLQNV
all areas of the business, or who haven't outsourced
to those providing liquidity management services?
"Over the last decade liquidity managers have
done a better job at creating transparency in
their portfolios and we'll soon see how good a
job they've done," says Tabb. "It'll be like when
the tide goes out – you can tell who's wearing a
bathing suit."
Marquard says that one of the big impacts
RISRVWUHJXODWLRQKDVEHHQWRVTXHH]H
traditional collateral markets, such as the
repo market.
"On the one hand, capital requirements mean
that institutions have a greater demand for
collateral, and on the other, it is becoming less
rewarding for banks to supply it,’’ he says.
“That means sourcing liquidity at short
QRWLFHLVEHFRPLQJLQFUHDVLQJO\GLǫFXOW%XWLW
is also opening up a much greater opportunity
IRUODUJHVDPHGD\FXUUHQF\WUDQVDFWLRQVWRǩOO
WKDWQHHGǈ
7KH&/61RZVHUYLFHZLOODOORZVDPHGD\
VHWWOHPHQWLQǩYHRIWKHPRVWDFWLYHO\WUDGHG
currencies: Canadian dollar, Swiss franc, euro,
sterling and, of course, the US dollar.
However, many simply don't anticipate any
problem arising with higher interest rates and
tighter monetary policy.

Other market shocks
3DW5HLOO\9LFH3UHVLGHQWRI)L[HG,QFRPH$QDO\WLFV
at FactSet, believes the risk of an immediate
impact from rising interest rates in terms of market
volatility is minimal.
"Because the Fed, European Central Bank,
%DQNRI(QJODQGDQGWKH%DQNRI-DSDQDUHEHLQJ
very transparent in their policy announcements
and guidance, interest rates aren't a major risk,"
he says.
"The greater risk is for mispriced or unpriced
VKRFNVǁIRUH[DPSOHZKRWZHHWVZKDWWKHLQDELOLW\
of Germany to form a coalition government – or
the potential fragility of that coalition when it's
eventually formed; what happens in Spain and the
SRWHQWLDONQRFNRQHǨHFWVWKH.RUHDQGUDPDDQG
any changes in the Chinese assembly."
He adds: "All of these would have an impact on
WKRVHǩUPVLQYHVWHGDOLWWOHELWIXUWKHUGRZQWKH
FXUYHǁWKHFDYHDWRIFRXUVHLVWKDWǩUPVW\SLFDOO\
SXUFKDVHWKRVHVHFXULWLHVIRUKLJKHUVKRUWWHUP
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In an era where
some of the most
visible and audible
geopolitical sabre
rattling between
the US and North
Korea barely moves
the needle on
the Vix index, or
even in sensitive
equity or currency
markets, it might
take a combination
of events to see
volatility make
a return
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income than for overnight liquidity; they are
secondary sources of liquidity if needed."
Responses to impending shocks that cause
market volatility will likely test many new IT systems
ǁDQGWKRVHV\VWHPVPDQDJHGE\WKLUGSDUW\VHUYLFH
providers. Intraday liquidity management will
certainly be tested under such circumstances and it
UHPDLQVWREHVHHQZKHWKHUOLTXLGLW\EXǨHUVXQGHU
FXUUHQWUHJXODWRU\JXLGHOLQHVZLOOEHVXǫFLHQW
No one wants to have these increased as it would
PHDQWKHH[WUDGHSOR\PHQWRIFDVKWKDWFRXOG
RWKHUZLVHEHXVHGPRUHSURǩWDEO\
6RPHORRNWRWKHGHYHORSPHQWRIWKHQH[W
JHQHUDWLRQLQǩQWHFKVROXWLRQVZKLFKLVOLNHO\
WRLQFOXGHOHDSVIRUZDUGLQDUWLǩFLDOLQWHOOLJHQFH
or machine learning.
"Machine learning should be able to monitor
if your assumptions are staying the same or
FKDQJLQJVD\V0LND0XVWDNDOOLR&KLHI([HFXWLYH
of Mors Software.
He adds: "This is something that could
give interesting early warning indicators
RQZKHWKHU\RXUEHKDYLRXUDOH[SHFWDWLRQV
and current models still apply in a changing
environment – whether that be rising rates, rising
volatility or any other fundamental change in
market behaviour.
"This will become particularly apt, especially
when all the models and assumptions are based
on the recent history that knows only downward
moving interest rates, when soon we are to be
facing upward moving interest rates."
During this reporting season many banks,

SDUWLFXODUO\LQWKH86KDYHUHSRUWHGIDOOLQJSURǩWV
from their bond trading desks. Lack of volatility is
to blame.
5LVLQJLQǪDWLRQDQGWKHSROLF\UHVSRQVHVKRXOG
help provide more of the type of yield and price
action that bond traders are looking for.
However, with regard to intraday liquidity
provision, many banks believe they now have the
systems in place to mitigate most of the risk posed
by rising interest rates.
"With higher interest rates there will be more
RIDǩQDQFLDOLPSDFWLQWHUPVRIWKHEDQNV RZQ
SURǩWDELOLW\DQGRSHUDWLQJFRVWVLIWKH\JHWLW
wrong," says Noble.
Mustakallio points to Mors Software's capability
to monitor the interconnectivity of risks such as
interest rate risk and liquidity risk.
"Banks will need the continuous capability
to monitor net interest margin and net interest
income under various balance sheet change
scenarios and under various interest rate change
scenarios," he says.
But interest rates won't be the only story. In an
era where some of the most visible and audible
geopolitical sabre rattling between the US and
North Korea barely moves the needle on the
9L[LQGH[RUHYHQLQVHQVLWLYHHTXLW\RUFXUUHQF\
markets, it might take a combination of events to
see volatility make a return.
"Once the central bank balance sheets start
going down, and depending upon what happens in
all the obvious political hotspots, there are a lot of
potential risks out there," says Tabb.
fx-mm.com
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Like the mighty oak, SmartStream has grown to stand tall in the financial
services landscape. Shaped by bold vision, continuous investment in
R&D, and by years of experience gained through partnerships with
clients, the company is uniquely positioned.
Able to meet an individual financial institution’s requirements or to
spearhead innovations that benefit the industry as a whole, SmartStream
is firmly rooted as the middle and back-office solutions provider.
Whether you are looking to replace legacy systems, build an internal
processing utility, utilise the cloud or outsource your entire operation
– SmartStream has a comprehensive range of solutions and deployment
options to grow with your business.
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