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A Newly Aggressive Fed
Brian Gendreau, Ph.D., Investment Strategist

After initially seeming disappointed that the Federal Open 
Market Committee (FOMC — the Fed’s policymaking body) 
cut policy rates by only 0.75% instead of the 1% that was 
being priced in by the futures markets, the stock market 
reconsidered and rose well past its previous high for the 
day on Tuesday. Our view is that the market’s eventually 
more positive reaction was correct: That the rate cuts, in 
conjunction with the enormous actions taken over the past 
two weeks to relieve stress in the fi nancial system, signaled 
that the Fed was following through on its promise to act in 
a timely manner to ward off threats to fi nancial stability and 
growth.

In creating the Primary Dealer Credit Facility — in effect 
opening the discount window to securities fi rms for the 
fi rst time — and arranging for the distressed sale of Bear 
Stearns the Fed is breaking new ground. It is extending the 
federal safety net to fi nancial fi rms that are not members 
of the Federal Reserve system and whose obligations are 
not federally insured. With that expansion of the safety net 
will come new regulation, if only because with discount 
window borrowing the Fed has a regulatory structure in 
place to ensure that borrowers are fi nancially sound. The 
Fed’s decision to expand the federal safety net to securities 
fi rms was the correct one, in our view, foremost because it 
was necessary to avoid the adverse third-party effects of the 
failure of a major securities fi rm on the fi nancial system. But 
it was also an overdue recognition that fi nancial fi rms are 
so interconnected that it no longer made sense to draw the 
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line at insured depository institutions vs. uninsured securities 
fi rms in acting to ensure fi nancial stability.  

Has the Fed done enough? The futures market is pricing in 
almost 0.50% in further rate cuts at the next FOMC meeting 
on April 30. Further rate cuts will likely be needed to ward 
off the worst of the recession we believe we are in, though 
there are limits to how low the Fed is willing to take the Fed 
funds rate. A Fed funds rate lower than 1.75% would raise 
concerns about further dollar weakness and infl ationary 
pressures. In the meantime, the Fed is likely to continue to be 
aggressive in using all of the tools at its disposal to stabilize 
the fi nancial system.

Federal Reserve is on the Case, but Asset Prices Must Reach 
Market-Clearing Levels 
Jim Kauffmann, Head of Fixed Income
  
The great leverage unwind we have discussed at length 
reached a crescendo over the weekend with a Federal 
Reserve orchestrated purchase of Bear Stearns by JPMorgan. 
Bear’s fate was sealed when other primary dealers refused to 
fund the bank in the repo market. Repurchase agreements, 
or repos, are short-term loans that are collateralized by 
securities such as Treasury bonds or MBS. Repos are the 
lifeblood of most fi nancial intermediaries providing a means 
to fi nance their inventories.

The Fed has been creative in dealing with the liquidity 
problems in the capital markets and has once again dem-
onstrated that it will not allow fi nancial instability to spiral 
out of control. We believe that the Fed had little choice 
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Fed Slashes Rates in Wake of Bear Stearns Collapse
Equity Markets Resurgent Following Rate Cut 



INVESTMENT MANAGEMENT

ING Manager Viewpoints Issue VI • March 2008

but to provide emergency funds to Bear so that the conta-
gion would not spread to the remaining non-bank primary 
dealers. One reason for the urgency is the fact that money 
market funds across the country tend to own moderate 
amounts of brokerage paper, and as the broker-related 
securities fall in price, it makes it diffi cult for money market 
funds to maintain their $1.00 net asset value. Losses on Bear 
commercial paper and short-term bonds might have caused 
a cascade of problems for dollar-in, dollar-out money market 
funds; indeed, the collapse of Bear could have put the short-
term debt of other fi nancial intermediaries at risk. That, my 
friends, could have ignited a panic of biblical proportions.

Fed Goes “All-In”
After months of a tense poker match with the capital mar-
kets, the Fed has declared “all-in” and effectively opened 
up the discount window to primary dealers. We now know 
that the Fed will not allow the liquidity squeeze, alone, 
to bring down primary dealers. This is a good thing for 
highly interrelated global capital markets and a world of 
OTC derivatives counterparty risk. For the past decade, Fed 
offi cials had two ways of supplying liquidity to fi nancial 
institutions: (1) open market operations for primary dealers 
and (2) the discount window for banks. Due to emergence of 
LIBOR as the primary borrowing rate, both channels are ill-
suited for ensuring adequate access to liquidity during a crisis 
of confi dence such as we have witnessed since the subprime, 
super-levered credit crisis emerged a little over a year ago.

Thoughtful innovations in Fed actions have targeted the 
symptoms of the liquidity crunch. Starting in December Fed 
offi cials introduced three new channels that signifi cantly 
improved their ability to serve as liquidity provider of last 
resort: (1) the Term Auction Facility (TAF) that supplies cash 
to deposit-taking banks, (2) the Term Securities Lending 
Facility (TSLF) that will supply Treasury collateral to dealers, 
and (3) the Primary Dealer Credit Facility (PDCF) that supplies 
cash to primary dealers in a manner similar to the discount 
window. The latest initiative, PDCF, announced on March 
16th, allows primary dealers to swap a variety of bonds 
(Treasuries, investment grade corporate, municipal, asset-
backed and mortgage securities) for cash from the Fed in an 
arrangement similar to the Fed discount window. The Fed 
is, therefore, offering a mechanism to allow primary dealers 
to fund inventory that they may not want or be able to sell.  
The facility operates on an overnight basis, but loans can be 
rolled over daily provided the collateral remains in place.  
The PDCF is a major factor in restoring stability because it 
means that a transitory liquidity squeeze, in and of itself, 
will not bring down a fundamentally sound primary dealer. I 
think it unlikely that capital markets will experience a repeat 
of what occurred between Bear Stearns, JPMorgan and the 
Fed with the PDCF on the table.

It is important to understand what these new facilities 
can and cannot achieve. Specifi cally, these new monetary 
policy tools allow the Fed to have more control over the 
unoffi cial bank rate known as LIBOR and will also address 
liquidity concerns for banks and non-bank primary dealers. 
This potentially reduces the “run on the bank” scenario that 
fi nancial institutions which lack access to Federal funds are 
forced to confront in times of high economic uncertainty.  
However, these mechanisms designed to improve liquidity 
will not prevent credit losses from consuming bank reserves. 
Continuing credit losses and the subsequent depletion of 
reserves causes fi nancial institutions to restrict lending and 
a contraction in credit. This malfunctioning credit creation 
(destruction?) process is a causal factor for much of the 
economic deterioration over the past few months. 

Day of Reckoning
Such “deferral” measures by the Fed only delay the day 
of reckoning. Assets need to be allowed to reach market-
clearing levels lest we emulate the Japanese economic 
malaise that followed the bursting of their banks in the late 
1980s/early 1990s. This asset price defl ation will include the 
price of homes and mortgages associated with those homes.  
Furthermore, leverage must come down and assets will 
continue to migrate — sometimes abruptly — from levered 
to unlevered balance sheets: from borrowed speculators 
to the “strong hands” often called “real money investors.” 
Hedge funds may continue to die at an alarming rate. It’s 
possible we’re heading away from the complex and back 
toward a fairly simple investing world, a world where 
transparency is king and people invest based upon the 
merits of unlevered returns and a keen assessment of risk. 
The trick is that you need prices to drop to such a low level 
that they appear irresistible. Unfortunately, I think we are 
still a ways from that, and the prospects for a deeper and 
more protracted recession have increased. What began as a 
liquidity crisis has turned into a solvency dilemma that may 
lead to an earnings problem.

Rest assured the Federal Reserve is on the case. The March 
18th 0.75% cut in the Fed Funds rate brings the total to 3% 
since the beginning of the liquidity-pumping campaign last 
year. Rate cuts, along with approximately one trillion dollars 
of liquidity support by the governments — foreign and 
domestic — should alleviate much of the systematic risk in 
the markets. It remains to be seen if more liquidity and more 
rate cuts will induce more borrowing and more risk taking 
– isn’t that what got us here in the fi rst place?
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Minimal Bear Exposure, Fed Rate Cut Adds Pressure to 
Senior Loans
Dan Norman, Jeff Bakalar, Co-Heads,
ING Senior Debt Group

In our senior loan portfolios, ultimately, we don’t have any 
counterparty risk to Bear Stearns. We have a very small 
amount of Bear-originated loans in our portfolio, but the 
only risk is that of the creditworthiness of the underlying 
borrower.

For senior bank loans, as fl oating rate instruments, with 
LIBOR being the predominant base rate, the Fed’s rate 
cut will unfavorably impact the distributable yields on our 
portfolios over the near-term, as the average interest rate 
reset period falls within 60 days. Although the expected 
reduction in LIBOR would provide yet another headwind 
for senior bank loan returns over the near-term, lower yield 
expectations may well be refl ected in existing loan prices. 
Importantly, from a pure credit perspective, lower rates are 
clearly benefi cial, as they effectively reduce the interest 
burden of leveraged borrowers over approximately the same 
timeframe. 
 
To the latter, fundamental credit risk is rising, but we do not 
feel as though navigating default risk is an unmanageable 
task, and thus continue to actively manage credit risk. 
Trailing default rates have pushed upward from the recorded 
low of the year ending 2007, and investors are increasingly 
and appropriately focused on the basics of credit. But, 
at this point, the new defaults have been concentrated 
among smaller issuers residing in the most troubled sectors. 
We continue to expect default rates to revert toward the 
historical mean (approximately 3%) over the course of 2008. 
However, at current price levels in the secondary market, it 
would appear that the market has more than accounted for 
a rise in defaults and, in our view, senior bank loans continue 
to represent very strong relative value. 

The effi cacy of Fed actions always takes time to measure. 
At some point, they will have to change or perhaps reverse 
course, given infl ationary risks. Under the latter scenario, the 
senior loan asset class becomes a major benefi ciary.   

No Quick Fix for Overleveraged Financial Institutions
Denis Jamison, CFA, and Roseann McCarthy, Portfolio
Managers, GNMA Fixed Income

Unfortunately, there appears to be no quick fi x for our 
overleveraged fi nancial institutions. So far, the Federal 
Reserve has used conventional means to rebuild confi dence 
in the fi nancial system as it has lowered borrowing costs. 
More recently, they have used less conventional means by 
essentially using their balance sheet to back stop those of 
troubled intermediaries. Each effort has been greeted by a 
sigh of relief by the markets followed by a realization that 
nothing has changed. There has been no reduction in market 
leverage, the underlying credit quality of mortgage related 
assets remains strained, and the balance sheet valuations 
of many types of collateral are more Talmudic conjecture 
than reality. Clearly, if a company with a book value of $80 a 
share on Friday is sold for $2 a share on Sunday, something is 
rotten in the state of Denmark.

The last few months have shown that leverage and 
counterparty risks, in all their various forms, were not 
the right choices. However, this ill fortune does not auto-
matically make fi ve-year U.S. Treasury notes and euro 
deposits the best bets now. We are likely to experience 
an extended period of low short-term interest rates and 
gradual de-leveraging. With the yield curve quite steep, long 
duration assets appear cheap. High quality corporate bonds, 
agency guaranteed mortgage pass-through securities and 
embattled municipal bonds offer sizeable return potential. 
Investors who focus on securities with credit quality, pricing 
transparency, and liquidity will be able to weather the 
current market storms. 




