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A Note From Prometheus Bespoke 
Liquidity: High And Stable Under Policy Cross-Currents 
Liquidity conditions are at a complex juncture, with significant cross-currents and varying market 
impacts. As such, we think providing a detailed dissection of liquidity dynamics is essential better to 
understand the path for asset markets and the economy. Our assessment of conditions is as follows:  

 The fiscal impulse has fallen off markedly, slowing the flow of government spending to 
nominal GDP. This decline has occurred as the Treasury has moved to raise its cash balances, 
with revenues remaining weak and spending moderating significantly.  

 This decline in spending has created a deceleration in the rate of Treasury issuance, both in 
terms of gross issuance and the issuance of coupon securities. The decreasing pace of issuance 
has ameliorated some of the pressures in the bond market.  

 Slowing gross issuance is likely to have two impacts. First, it will likely marginally support 
treasury bond markets as the private sector has to absorb fewer coupon securities. Second, the 
slowdown in bill issuance will likely result in further money market funds invested at the 
reverse repo facility at the Federal Reserve.  

 Money from reverse repo will likely flow directly or indirectly into risk assets via the banking 
system and repo markets. Thus, any declines in the reverse repurchase facility in excess of the 
Quantitative Tightening clip will support reserve balances.  

 Finally, the tightness of monetary policy via interest rates has likely reached an interim peak. 
This pause will result in the moderation of tightening pressures in financial markets. 
Conversely, this will also cap the short-rate benefit that has flowed to many corporations and 
households relative to their slow-moving debt service costs. As such, the market-discounting 
impact of higher short rates is likely to be behind us, while the economic impact on income 
and spending will likely be ahead of us.  

When we net these dynamics, we see conditions continuing to worsen but at a slower trend. While 
falling reserve balances will drag financial system liquidity, we expect that private sources can offset the 
pace of decline. As a high-level anchor, show this expected path for reserve balances below: 
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In the pages that follow, we work through the drivers of our assessment.  

 We begin with our tracking of the fiscal impulse. As outlined previously, the fiscal impulse has 
deteriorated materially. Below, we show our sequential tracking of fiscal spending and its composition:  

 

As we can see above, fiscal spending has slowed as the Treasury has moved to increase its cash balances 
in the form of the Treasury General account. We zoom out to offer a big-picture perspective on the 
yearly changes below: 

 

If sustained, this pullback in fiscal impulse will create conditions that are far more consistent with 
current economic conditions. Fiscal spending typically ramps up as economic activity slows, offering an 
automatic stabilizer to the economy.  
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Below, we show how this logic has borne out over history. As we can see below, the fiscal impulse is 
typically a countercyclical stabilizer to the economy, and the recent reversion reflects the lack of need 
for the stabilizers. 

 

To better understand what is driving this sharp inflection in the fiscal impulse, we dig into the 
composition of fiscal spending:  

 

The primary driver of the decline in fiscal spending has been the sharp drop-off in education, training, 
employment, and social services spending. A drop-off in student loan forgiveness largely drove this 
decline, as the government records loan forgiveness as a budgetary outlay.  



 

4 
For informational purposes only. 

Thus, we expect education spending to remain a headwind to fiscal spending rather than the significant 
tailwind we have seen in recent years, barring a policy change. At the same time, government interest 
expense will likely remain a stable undercurrent to fiscal spending. On the other hand, government 
revenues continue to remain weak relative to nominal growth conditions:  

 

This weakness in government incomes almost entirely stems from weakness in individual income taxes, 
driven by changes in capital gains tax and tax-loss harvesting. When we look at tax sources 
contemporaneous with economic activity, i.e., employment taxes, we see much less weakness. We 
visualize these major drivers below: 
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The combination of these factors creates a dynamic of a slowing fiscal impulse (spending) but a rising 
borrowing (debt outstanding). The size at which debt levels are increasing relative to nominal activity 
remains historically anomalous, particularly outside of cutting cycles. We visualize the path for the 
outstanding debt below:  

 

The above shows the change in total debt outstanding relative to nominal activity. As illustrated, the 
projected path remains steep, which has created significant pressures in the bond market as there has 
been limited capacity and appetite to absorb this issuance, particularly the issuance of longer-duration 
securities. We zoom in on the composition of quarterly issuance below:  
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As we can see above, Treasury bills have become a significantly larger part of total issuance and, in large 
part, occupying the space that was typically reserved for coupon issuance. However, in prior quarters, 
coupon issuance once again began to tick back up. Given the inflation dynamic and the Fed still having 
more interest rate hikes to complete at the time, this increased coupon issuance significantly negatively 
affected bond yields. We visualize this below, along with the projected path of the newly announced 
trajectory for Treasury bill supply:  

 

Over Q4 2023 and Q1 2024, the Treasury estimates to slow the pace of its gross issuance, allowing 
markets to absorb this high issuance marginally better. We show the expected gross issuance below: 
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Nonetheless, the size of issuance remains challenging to absorb. Now, while coupon issuance declined, 
so did bill issuance. This slowing is consistent with the high level of cash balances maintained by the 
Treasury at the Fed.  

 

With a lower expected deficit and high cash balances, the need to issue at an accelerating need 
declined. This coupon slowdown offers respite to bills but also reduces liquid assets available to money 
market funds. Money market funds largely invest their proceeds into Treasury securities, either directly 
or indirectly via repo. We visualize this below:  
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As we can see above, as the bill supply net of fed holdings increases, so do money market fund 
allocations. However, when bill issuance is declining relative to money market fund assets, this money is 
now allocated to the Fed's reverse repurchase facility.  

 

As such, the slowdown in Treasury bill issuance will also be a slowdown in the RRP drain, resulting in 
modestly fewer declines in reserve balances held at the Federal Reserve for a given pace of Quantitative 
Tightening. We discuss this next.  

Reserve balances are the most highly liquid form of assets in the financial system as they are the 
liabilities of the Federal Reserve. Furthermore, in the post-2008 era, these balances have become so 
large that they have outsized effects on liquidity conditions. During Quantitative Tightening, the Fed 
aims to reduce reserve balances to tighten financial conditions.  

The pace of reserve tightening is a function of the factors supplying reserves to the financial system (Fed 
purchases or sales) relative to the factors draining reserves from the system (savings outside the 
financial system). Estimating the path for both is required to understand the path for reserve balances 
ahead. We begin with the asset side, which is relatively straightforward: 
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Above, we show the roll-off of assets from the Fed's balance sheet via maturity. This schedule is the 
primary driver of the decline in the Fed's assets. We visualize the path ahead of the Fed's asset and 
major components below:  

 

Next, we turn to the liabilities side of the Fed's balance sheet. We expect the RRP drain to slow 
modestly, in line with slower issuance, the TGA to remain roughly constant, and the currency in 
circulation to expand per its seasonal trajectory. We visualize these expected paths below:  
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The net impact of these estimates leads to our estimated path for reserve balances, which we reiterate 
below:  

 

Now, while this path is indeed lower, it is modest relative to the roll-off of the Fed's balance sheet; as 
such, we see issuance dynamics as blunt the Fed's Quantitative Tightening.  

Thus, while Quantitative Tightening will have some degree of negative impact until the RRP drain is 
complete or put on hold, it will be largely ineffective. We see this in recent repo market data, which  
shows reacceleration:  
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Recall that money market funds can invest in Treasury securities directly, in private repo (largely backed 
by Treasuries), in the RRP, or other short-term private securities. The most recent declines in RRP 
balances have resulted in a flow into private repo:  

 

While reserve balances are the oiling in the machine of the banking system, repo is a crucial component 
of market liquidity. The rise in private repo activity and investment suggests a healthy appetite to take 
risk and cash that seeks to underwrite it.  

The combination of these conditions has created an environment where the financial system has a 
significant amount of liquidity within the ecosystem:   
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This liquidity facilitates ease of leverage and risk-taking in financial markets, allowing financial assets to 
recover from lows. Below, we visualize the rise in the form of the returns on a balanced portfolio of risk 
assets over time: 

 

As we can see above, market conditions across a balanced mix of assets seeking to earn a risk premium 
in markets have improved, consistent with a positive liquidity impulse.  

We see further evidence of these liquidity conditions in commercial banks, where bank cash assets have 
risen relative to their credit assets (i.e., lending), enough to create a modest stabilization in total assets:  
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On the other side of this asset mix, deposits have also stabilized, though checking and savings deposits 
continue to decline. We visualize the deposit mix below: 

 

As we can see above, checking and savings deposits have declined significantly; however, this has not 
been as much of a liquidity drain as it appears on the surface. A significant amount of checking account 
decline has been a rebalancing of investor portfolios from low-yielding instruments to high-yielding 
instruments in the form of money market funds. Below, we visualize the inflows into money market 
funds over time: 



 

14 
For informational purposes only. 

 

As we can see, these money market fund inflows have been significant during this hiking cycle, as money 
market funds have offered a yield premium to short-term deposits at commercial banks due to higher 
interest rates of Treasury bills. This dynamic brings us to the driver of the changes in interest rate policy.  

 

The purpose of hiking short rates is to increase the cost of capital to slow lending and borrowing, 
feeding into nominal spending, which fuels inflation. Above, visualize how rising short rates have 
typically raised gross corporate interest expense to achieve these goals. What has been different this 
cycle has been the recomposition of the economy to have significantly largely cash balances on the 
private sector balance sheet.  

Below, we show short-term cash instruments have risen significantly relative to GDP: 
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This increase in short-term cash instruments has created an environment where the private sector is 
insulated from rate hikes relative to history, as they earn short rates. Below, we show the estimated 
income benefit coming to businesses solely from money market fund incomes:  

 

As we can see above, money market fund holders earn historically elevated interest relative to GDP. 
Furthermore, timely measures of credit costs remain compressed relative to short rates. 

Below, we show how credit yields remain contained relative to short rates: 
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When we add to this dynamic that only persistent and prolonged yield spikes make their way into the 
reset of debt service costs, we see net interest costs remaining contained relative to corporate revenues 
despite the Fed hiking short rates:  

 

Thus, while the Fed has engaged in a historic level of policy tightening, the impact on overall corporate 
borrowing activity has been modest.  
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Below, we show how corporate borrowing activity has remained modest, though it has decelerated 
somewhat.  

 

Therefore, while policy rates have increased significantly, the pass-through of short rates through 
opposing channels has largely muted the tightening. Additionally, fiscal spending dynamics have 
resulted in significant short-term issuance, dulling the impact of Quantitative Tightening. The 
combination of these factors has created a liquidity backdrop beneficial for risk-taking. We think it is 
important to recognize that for this environment to continue, we require short rates to rise further, 
alongside further fiscal stimulus financed by short-term paper. While one of these things may be 
possible, the combination seems unlikely. We continue to monitor these conditions closely.  
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DISCLAIMER: All information, views, and opinions provided herein are for informational 
purposes only and should not be construed or relied upon as investment advice, an offer to 
sell, or a solicitation for any form of investment. The information contained in this website is 
the most recent information available to us (except otherwise noted); however, all of the 
information herein is subject to change without notice. Certain information included in this 
website is based on data obtained from sources considered to be reliable; however, no 
representation is made concerning the accuracy or completeness of such data. All opinions, 
estimates, and forward-looking statements, including any market forecasts or projections, 
involve several assumptions that may not prove to be valid. Past performance does not 
guarantee future results. The value of investments will fluctuate, and a loss of principal may 
occur. Any mention of an investment decision is intended only to illustrate our investment 
approach. Prometheus Investments Research LLC will not be held liable for any decisions 
made using its information content. 


