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Vol across markets at multi-year lows 
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But is it cyclical or is it structural? 

Source: Haver Analytics, Citi Research.  

In rates 
10-year yield bpvol (bp, annualized) 

Source: Haver Analytics, Citi Research. 
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In equities 
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And especially in FX 
Average of €/$, CHF/$, $/¥, £/$ and A$ 
realized vol, 3m annualized, % 

0

5

10

15

20

25

30

35

80 90 00 10

Source: Federal Reserve, Citi Research.  



Lower percentage turnover 
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Widespread impression of lower liquidity… 

Source: Datastream, Citi.  

Low-frequency trading 
Equity turnover (multiple of outstandings, annual) 

Fixed income, floating turnover 
Annual turnover, multiple of market outstandings 

Source: SIFMA, Citi Research. 
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But not necessarily a fall in volumes 
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…though traded volumes have often been close to flat 

Source: Datastream, BIS Triennial FX Survey, Citi Research.  

…flat to higher in equities and FX 
Nominal (local currency) traded volumes, index, 2002=100 

Lower in agencies, flat in UST/corp… 
Index, 2002=100 

Source: SIFMA, Citi Research. 
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Falling dealer profits 
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Without vol, dealers are struggling 

Lower vol tends to mean lower profits 
Estimated investment bank revenues by division ($bn) vs realized volatility (12m rolling) across markets 

Source: Coalition, Citi Research. Uses Coalition Index data for top ten dealers. 
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The Great Moderation? 
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The fall in market vol outstrips the moderation in uncertainty 

Source: Bloomberg, Citi.  

But no great reduction in surprises 
Citi G10 Economic Surprise Index 

Moderation in the macro data 
Standard deviation of real GDP growth, 4q, annualized (%) 

Source: Citi Research. 
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The link to lower yields 
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Lower yields are only part of the story 

Yet succeeded in the US. 
Why? 
Realized volatility, 3m annualized 

Low yields may be part 
of the answer 
Japan rates vol vs 10y yield 

Source Citi Research, Haver Analytics. 

But have failed to drag 
down vol in the Nikkei 
Japan rates (bp) and equity (%) vol 
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Something has changed since the crisis 
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Lower vol traditionally led to higher traded volumes 

Source: Citi GPTS, BECS, Datastream.  

It’s easier if bid-offer is declining 
US equity bid-ask spreads (c) vs turnover (% mkt cap, annual) 

Moves less? Trade more! 
UST annual traded volume vs realized vol (12m annualized) 

Source: Citi Research, SIFMA. 
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The link to repo 
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Turnover in most markets depends upon repo 

Repo = mojo? 
Traded volumes in US FI ($bn, monthly) vs dealer reverse repo ($bn) 

Source: SIFMA, Federal Reserve, Citi Research. 
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The link to repo (2) 
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Strangely, credit gets by without 
Source: FINRA, Dealogic.  

…and correlates instead with new issues 
US credit turnover (6m avg, $bn/mo) vs gross IG issuance 
(rolling 6m sum, $bn) 

Credit turnover varies inversely with repo… 
US credit turnover (6m avg, $bn/mo) vs dealer reverse repo ($bn) 

Source: FINRA, Federal Reserve. 
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Enter the leverage ratio 

13 

Repo is hugely inefficient under leverage ratios 

…but return requirements have not fallen 
CET1 required against various businesses, % notional 

Source: Citi Capital Optimization team. See The Legacy of the Bank 
Leverage Ratio (for Credit), J. Shoup, 18 Sep. 
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Struggling to hit leverage targets… 
Global bank ratios, bubbles sized by total assets 
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Have repo constraints really bitten? (1) 
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Dealers quick to get own house in order… 
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Carry trade exited 
Dealer outright positions by asset, $bn 

Source: Federal Reserve. 
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Have repo constraints really bitten? (2) 
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…but slow to pass on to clients 

Source: Federal Reserve.  

Credit cut, Treasuries yet to be 
Dealer reverse repo by asset, $tn 

From a net borrower to a net lender 
US dealer repo activity by collateral movement, $tn 

Source: Federal Reserve, Citi Research. 
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Bid-offer vs depth 
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Even with tighter bid-offer, investors don’t trust the liquidity 

…and says nothing about depth 
Average block trade size, US IG, $m  
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Bid-offer is prone to spikes… 
Cost to trade 2k TY futures, yield, bp 
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Turnover vs tail risk 
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Lower liquidity means lower day-to-day vol, 
but higher tail risk 

…but gap more when it really counts 
€ corp spread levels, composition-matched universe, bp 

Source: Citi Research, Markit. 

Illiquid markets have less vol… 
Distribution of daily spread changes in € credit, 
2004-13, composition-matched, bp 

Source: Citi Research, Markit. 
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Vicious and virtuous circles 
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Lower vol 

Larger risk limits 

More leverage 

More trading 

Tighter bid-offer 

Reduced gap risk 

Lower vol 

Larger risk limits 

More leverage Down in quality 

More Less trading 

Tighter Wider bid-offer 

Reduced Increased gap risk 

Low vol breeds low vol – but not always 
in the way you want 

2004-07 2013-14? 
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Distorted markets 

20 

Markets are no longer following fundamentals 
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The impact of monetary policy 
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Not just increased demand – also reduced supply 

Source: Haver Analytics. *: Federal Reserve, BoJ & ECB 

Net issuance down from $4tn to $1tn 
Net iss. of new securities minus central bank* interventions,  
12m rolling, $tn 
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Recipe for illiquid markets 

Investors increasingly the same way round 

Theory to encourage liquidity Practice 
Numerous, heterogeneous market participants Large asset managers increasingly dominant 

At least some non-mark-to-market investors Mark-to-market ever more prevalent 

Unsecured lending less procyclical Secured lending near-universal 

Long investor lock-ups Widespread promise of “daily liquidity” 

Long-term performance measurement Annual reporting and reallocation ever more 
frequent; election cycle shorter than credit cycle 

Disconnected markets 24x7 universal information 

A variety of investment styles Everyone trading off monetary policy 

Regular, small failures as a reminder of risk Continuing bailouts; defaults suppressed 

Redundancy: systems designed with failure in mind Central clearing / ever more bank capital 

Recognising limits to central banks’ omnipotence Central banks as “only game in town” 
Source: Citi Research. 



Why have consensus trades stopped working? 
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Temporary squeeze, or structural dynamic? 

Source: CFTC, Haver Analytics. *Duration-weighted average of UST contracts.  

Everyone squeezed on short USTs 
Net CFTC position* (‘000 contracts, 3m avg) vs 10y UST 

Everyone squeezed on short €/$ 
Net CFTC position (‘000 contracts, 3m avg) vs €/$ 

Source: CFTC, Haver Analytics. 
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It’s not just in fixed income 
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Less active → more index → fewer tradable dislocations 

Source: ICI, Haver Analytics. 

…investors will go passive instead 
ETF outstandings as % mutual fund outstandings by asset 

If active trading is underperforming… 
HFRX hedge fund strategy returns (indices) 

Source: HFR. 
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There has been one way to make money 
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Just go long and fuhgeddaboudit 

EM: never knowingly short 
Dealer EM revenues vs ESBI EM credit spread returns 

Street traditionally long in credit 
Dealer credit revenues vs US credit spread returns 

Source: Coalition, Citi Research. Source: Coalition, Citi Research. 
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Risk not taken one way emerges in another 
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Reduced alpha means increased beta 

Source: HFR, Citi Research. *Daily cross-sectional standard deviation of returns 
across HFR strategies . 

If alpha is all but impossible… 
Dispersion* of daily returns across asset classes, % 

Source: Citi Research, Haver Analytics. *Daily standard deviation of 
returns across equi-weighted portfolio of SPX, Wilshire, US$ FX returns, 
GSCI, credit. 
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When will normal service resume? 
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Not until central banks stop stifling markets 

Source: SIFMA, Federal Reserve.  

…until morale improves 
UST turnover (multiple of outstandings, annual) vs excess 
reserves ($bn, log scale) 

The beatings will continue… 
JGB turnover (multiple of outstandings, annual) vs excess 
reserves (¥bn) 

 

Source: Bank of Japan, Haver Analytics. 
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Conclusion 

28 

Markets’ mojo is 
missing 

Thanks in part to 
constrained leverage 

And to there being 
only one trade 

The true effects of illiquidity will be seen only with 
reduced liquidity 

Lower 
vol 

Larger risk limits 

More leverage Down in quality 

More Less 
trading 

Tighter Wider bid-offer 

Reduced Increased gap risk 

2013-14? 
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