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What's Driving Money Market Volatility—Is
Reserve Scarcity Driving the Cause?

The financial press is currently fixated on whether U.S. equity markets are in the midst of an Al-
driven stock market bubble. With the topic soaking up much of the proverbial oxygen in the
room, other important developments in fixed income and money markets are receiving far less
attention.

One such development is a burst of unusual volatfility in U.S. dollar money markets following the
Federal Reserve’s recently completed Quantitative Tightening (QT) program, which significantly
reduced aggregate bank reserves. In recent months, repo rate volatility has increased,
particularly around month-end reporting periods, and has only been slightly mitigated by the
utilization of the Fed's Standing Repo Facility (SRF). This development harkens back fo the onset
of the September 2019 repo market disruption, a period marked by sudden funding stress and
liguidity shortages—an episode we previously examined in Repo Ruckus Reveals Hidden Issues in
Liquidity Markets. The key question for market participants is whether today’s environment could
produce a similar outcome—or whether existing liquidity backstops will be sufficient to prevent a
repeat of that crisis.

What's Causing Bank Reserve Levels to Fall?

Since peaking in December 2021, reserve balances have declined from $4.2 to $2.9 trillion,
representing a nearly 30% contraction. While substantial, this decline still leaves the U.S. banking
system with higher reserve levels than those in place prior o the 2019 repo market disruption.

Date Current September 2019 ‘
Reserves $2.9T S1.5T
Reserves-to-Banking System 12% 8%
Assets
Reserves-to-GDP (as of Q2’25) 11% 7%

Source: Federal Reserve, FRED

Despite appearing safer than 2019 on an absolute basis, current bank reserve levels may still be
insufficient due to three key factors:

1. Uncertain reserve demand. The amount of reserves banks prefer to hold is difficult to
estimate. A Cleveland Fed analysis cites a wide range of estimates for minimum “ample”
reserve demand, spanning from $2T to as high as $3.8T. Estimates utilizing direct
solicitation of banks have proven unreliable, suggesting that banks themselves don't fully
understand their own reserve needs.

2. Dynamic and rising reserve requirements. Reserve demand isn't static; it scales with
balance sheet size and evolves over fime. As Bill Nelson, Chief Economist at the Bank
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Policy Institute notes, the Fed's current estimate of banks' reserve demand is three times
higher than in 2019 and nearly 100 times greater than in 2008, underscoring how
structural changes have reshaped liquidity needs.

3. Reserve supply extends beyond Federal Reserve policy. While Fed balance sheet actions
are a primary driver, reserve levels are also affected by external factors. For instance,
growth in physical cash in circulation reduces reserve balances, all else equal.

Rising Volatility in Money Markets

Money market conditions suggest U.S. bank reserves may be approaching an inflection point.
Balances in the Fed's Overnight Reverse Repurchase Agreement (ONRRP) facility, a key
contingent source of liquidity for banks and money market funds, have declined from $2T to
essentially zero.

Overnight Reverse Repo Agreements (Billions)
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Meanwhile, funding rates are on the rise, signaling increased stress in money markets. The Tri-
Party General Collateral Rate (TGCR) and the Secured Overnight Financing Rate (SOFR) have
consistently been above the Fed'’s Interest on Reserve Balances (IORB), a sign that banks may
be increasingly turning to the market to meet reserve needs. During the October and November
month-end periods, both TGCR and SOFR temporarily rose above the top end of the federal
funds target range.
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Administered and Overnight Rates (Spread to Bottom of Federal Funds Target Range)
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Source: Robert Perli, Federal Reserve Bank of New York

What Happens When Repo Rates Surge?

The spike in repo rates is problematic for the Fed, as it reduces their control over short-term
interest rates that transmit policy decisions to the broader financial markets. The repo market has
become an increasingly important source of funding for U.S. Treasury issuance, particularly as
hedge funds finance Treasury purchases through short-term repo borrowings.

A severe spike in repo rates could force rapid position unwinds, trigger pockets of dysfunction in
the Treasury market, and potentially spill over into broader financial stability risks. In other words,
a problem in this niche funding market could quickly become everyone's problem.

How the Fed is Addressing Repo and Reserve Challenges

The Fed designed the Standing Repo Facility (SRF) specifically to address this scenario.
Established after the 2019 repo market crisis, the SRF allows banks to borrow reserves at the
upper bound of the fed funds target range, which currently stands at 3.75% following the Fed's
latest rate decision. In theory, this can act as a reliable liquidity backstop, capping repo spikes
by providing banks an alternative to paying high private market rates.

In practice, however, the SRF has fallen short due to underutilization. Bank executives fear that
tapping the facility would be perceived by the market as a sign of weakness, akin to using the
Fed's Discount Window. While utilization has increased recently, it remains sporadic and
inconsistent.
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Fed Repo Operations (Billions)
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Source: Federal Reserve Bank of New York, FRED

The Fed is implementing “reserve management purchases” to support liquidity in money
markets. Instead of relying on the SRF, the Fed plans to buy Treasury bills in the secondary market
with the stated goal of maintaining an “ample” supply of bank reserves. Purchases will begin at
$40B a month, with adjustments based on reserve dynamics and market conditions.

This program is expected to ease some of the strain in repo markets as we head into the year-
end period. But, the Fed's endgame remains unclear: is this a temporary fix fo smooth short-term
volatility, or a material reserve injection? The former provides only temporary relief, while the
latter reinfroduces balance sheet expansion, which may have efficiency and market distortion
costs.

Are Investors Ready for Reserve-Driven Money Market Volatility?
Money markets are flashing warning signals. Scarcity of bank reserves is driving month-end repo

rate spikes above the Fed target range, threatening both monetary policy control and Treasury
market stability. In response, the Fed is implementing reserve management purchases—$40B
monthly in Treasury bills—but whether this represents a tfemporary bridge or permanent balance
sheet expansion remains unclear. Investors and market participants should closely monitor repo
market activity over the coming months for signs of stress or disruption.

Key Takeaways

e Reserve Scarcity is Creating Money Market Voldtility: The Federal Reserve's Quantitative
Tightening (QT) has resulted in a ~30% confraction in bank reserves, creating potential
liquidity shortfalls.

o The Fed’s Grip Over Short-Term Interest Rates Has Loosened: Money market rates are
consistently tfrading above the Fed's Interest on Reserve Balances (IORB) rate, with
temporary spikes exceeding the top of the federal funds target range.
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¢ The Fed Responds with $40B in Monthly Treasury Bill Purchases: To maintain "ample"
reserves and ease repo market strain, the Fed has resumed asset purchases, though it's

unclear whether this represents a temporary liquidity measure or a move toward
permanent balance sheet expansion.
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About Us

Capital Advisors Group, Inc. is an independent SEC-registered investment advisor specializing in
institutional cash investments, risk management, and debt finance consulting. Our clients range
from venture capital-funded startups and emerging growth companies to Fortune 100
companies.

Drawing upon more than a quarter of a century of experience through varied interest rate
cycles, the firm has built its reputation upon deep, research-driven investment strategies and
solutions for its clientele.

Capital Advisors Group manages customized separately managed accounts (SMAs) that seek
to protect principal and maximize risk-adjusted returns within the context of each client’s
investment guidelines and specific liquidity needs. Capital Advisors Group also provides FundiQ®
money market fund research; CounterpartylQ® aggregation and credit analysis of counterparty
exposures; risk assessment on short-term fixed income securities and portfolios; and independent
debt finance consulting services.

Headquartered in metropolitan Boston, Capital Advisors Group maintains multiple U.S. regional
offices.
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IMPORTANT INFORMATION

This report is infended for informational purposes only. Nothing contained in this report is a guarantee of actual
results, outcomes, or future performance. Past performance is no guarantee of future results. Nothing in this report
constitutes an offer to sell, a solicitation to buy, or a recommendation of any security.

The information in this report is, or is based on, information that has been made publicly available by third parties,
and it is subject to change without notice. All information in this report is accurate only as of the date of this report,
unless otherwise noted. Capital Advisors Group, Inc. has no obligation to update this report, or o provide you with a
copy of any update of this report if one is prepared. Capital Advisors Group, Inc. does not independently verify or
guarantee the accuracy of such information, and any inaccuracies in such information likely will affect Capital
Advisors Group, Inc. analysis and conclusions included in this report.

This report may include forward looking statements. Capital Advisors Group, Inc. is not undertaking to update or
revise any forward-looking statements in this report, whether resulting from new information, future events or
otherwise. You should not take any statements regarding past trends as a representation that frends or activities will
confinue in the future. Accordingly, you should not put undue reliance on this report.

Capital Advisors Group, Inc. is registered with the U.S. Securities and Exchange Commission as an investment adviser.
Additional information regarding Capital Advisors Group, Inc., including its investment strategies and their risks, is
available in Capital Advisors Group, Inc.’s disclosure document (Form ADV, Parts 2A and 2B), which is available by
calling 617-630-8100. You may also find a copy of the disclosure document at the SEC’s website www.sec.gov. This
presentation is not a complete description of Capital Advisors Group, Inc.’s investment strategy, the strategy’s
investment risks, or tax or other important considerations. Prospective clients should read all disclosure documents
provided by Capital Advisors Group, Inc. relating to its products or services before engaging Capital Advisors Group,
Inc. to perform for it investment management or advisory services.

Photocopying and/or redistributing this report in any form is strictly prohibited. This report is a confidential document
and it may not be provided or disclosed to any persons other than the infended recipients without Capital Advisors
Group, Inc.’s written consent.

All contents © copyright 2025 Capital Advisors Group, Inc. All rights reserved.
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Capital Advisors Group, Inc.

One Federal Street, Suite 2200
Boston, MA 02110

Tel: 617.630.8100 ~ Fax: 617.630.0023
www.capitaladvisors.com
info@capitaladvisors.com
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