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Volatility and the FI market pertaining to Dealers. 

[image: image1.png]Increases in implied interest rate volatility are also found
to precede decreases in net financing. The coefficient of -1.78
for implied interest rate volatility (Table 4, row 1) suggests
that a rise in volatility of 1 basis point predicts a decline
in net financing of $1.78 billion. This finding is consistent
with the argument that dealers face capital constraints. As
volatility increases, so does the riskiness of positions, causing
dealers to unwind positions and reduce net financing.
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Determinants and Effects of Net Financing

Independent Variable

Ted Funds Thiee-Month/ Ten-Year/ Implied Interest Moody’s
Dependent Variable Net Financing Targel Rate __Fed Funds Spread_Three-Month Spread _ Rate Volatlity BaalAaa Spread
Net financing -165 070" 099 -0.29 -178 0.02
Fed funds target rate 034 0,99+ 1554 014 0.35 018
Threc-month/fed funds spread 003 013 BRTES 0300 0.09 025
Ten-year/three-month spread 008 L1 0.39 035 007 0.09
Implied interest rate volatility -0.32% -0.53% -0.48% 0367 -0.607 -0.84*
Moody’s Baa/Aaa spread 003 019 ol 013 0.3 030°

Source: Authors” calculations, based on data from Bloomberg L.P.and Federal Reserve Bank of New York.

Notes: Each row summarizes the results of a regression of the weekly changes of the dependent variable on thirteen lags of the weekly changes of the independent variables.
For each independent variable,we report the su of cocfficients for al thirteen lags. The asterisks refer to the test that the sum is different ffom zero,

“Statistically significant at the 10 percent level. **Statistically significant at the 5 percent level. ***Statisticall significant at the 1 percent ley




[image: image6.png]Not only do interest rates and volatility help to explain net
financing, but net financing helps to explain interest rates
and volatility (Table 4, column 1). An increase in net financ-
ing of $1 billion is expected to be followed by a decrease of
0.34 basis points in the fed funds rate over the next thirteen
weeks and a fall of 0.32 basis points in implied interest rate
volatility, although neither relationship is especially strong
statistically. The interest rate finding is consistent with
the argument that dealers reduce net financing in an
tion of an increase in the fed funds rate; the volatility finding
supports the hypothesis that dealer positions tend to stabi-
lize asset prices.






[image: image3.png]Net financing is not significantly related to either the ten-
year/three-month spread, which predicts recessions, or the




[image: image4.png]Baa/Aaa spread, which tends to increase during recessions. It
therefore appears to be unrelated to expectations about
changes in the business cycle.
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As we explain in the text, dealers undertake financing
activities to meet delivery obligations on the positions they
take. One might therefore expect to see a close relationship
between net financing and net posicions. In fact, primary
dealers’ net financing involving U.S. Treasury securities,
agency debr securities, and mortgage-backed securities
(MBS) tracked net positions in these securities fairly well
between mid-1994 and mid-2000 (Chart 2 in the text).
Since mid-2000, however, the two series have diverged,
with net financing increasingly exceeding net positions.

Net financing can differ from net posicions for several
reasons:

® Dealers pay for purchased securities out of available funds
and do not finance the purchases. Net posiions thus increase
without any change in net financing.

® Dealers, in their role as market makers for financing trans-
actions, finance cheir customers’ long positions out of avail-
able funds. Dealers thus receive securities, reducing their net
financing, without any change in positions. (Dealers could
also offset these transactions with other counterparties, in
which case net financing would not change.)

® Dealers have positions that have nor yet sectled because of
the time lag between trade execution and sectlement. The
cransfer of securities and cash often occurs the day after a
trade. However, securities that have not yet been issued do
not settle until issuance day. Moreover, in the MBS market,
many trades do not setcle for a number of weeks. Such
cransactions are, in effect, forward contracts. These transac-
tions are reported as positions once they are execured, but
financing occurs only when the trades sectle. This third
factor can either increase or decrease net financing relative
to net positions; chus, it is the only one of the three reasons
that can explain why net financing exceeds net posicions.

The overall relationship between net financing and net
positions is further illuminated by examining the relation-
ship across asset classes. Net positions are close o, or exceed,
net financing for Treasuries, agencies, and corporates. In
contrast, net financing greatly exceeds net positions for
MBS, and the gap has widened over time (see chart). MBS
issuance increased sharply in the low-interest-rate environ-
ment of recent years because of the surge in refinancings and
new mortgages. Dealers apparently responded to this devel-
opment by raising their long positions in MBS that had
setcled, perhaps because of market-making considerations,
while boosting their short positions in MBS that had not
settled, perhaps to hedge their long posicions. Thus, net
financing of mortgage-backed securities has risen, while net
positions have not.
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Nate: The chart plots net financing (“Securities out” minus “securiies in”) and

et positions by week from July 4, 2001, 0 May 19,2004,
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