THE
@%RETTON WooDs

COMMITTEE

This brief is part of a series produced by the Financial Stability Project Team

of the Bretton Woods Committee's Future of Finance Working Group (FFWG)

Fragile Global Liquidity: Sources and

Policy Implications

Richard Berner and Michael Granito

INTRODUCTION

Liquidity in core markets and financial institutions is
foundational to a well-functioning financial system that
serves businesses and households. But liquidity has
become increasingly fragile over the pasttwo decades.
As exposed by the shocks of the global financial crisis,
the pandemic, and the banking turmoil of 2023, illi-
quidity in markets and firms has threatened—and could
again threaten—financial stability globally and, with
that, economic growth.

This brief will examine the fragility of liguidity in the
global financial system. It will seek to answer questions
including these: What are the sources of fragility in
global liquidity and how can we improve the resilience
of liquidity in financial intermediaries (banks and non-
banks) and in markets? What metrics are informative
about emerging vulnerabilities in this area? How should
central bank liquidity operations—including asset pur-
chases but also lending operations—be amended and
coordinated across borders?

To anticipate, here are three broad conclusions from
this analysis:

First, managing liquidity risk and liquidity spillovers
across borders is inherently global in scope, but firms
and their overseers are nationally based. This tension
underscores the need for coordination of best practices
and policies on a global basis.

Second, the US dollar's dominance in global finance
requires improving the tools and facilities used to
supply dollar-denominated liquidity in both peacetime
and stressful periods.

Finally, the evolving nature of liquidity risk underscores
the need for a holistic and dynamic approach to man-
agement—specifically, for new tools to address new and
emerging risks.

GLOBAL LIQUIDITY:
CONCEPTS AND CROSS-
BORDER ISSUES

We define liquidity as the ability “to get cash when you
need it on favorable terms”—or more technically, the
economic ability to convert assets to cash in order to
make timely payments (market liquidity) or to borrow



to fund assets (funding liquidity). Stress can expose
fragility in both market and funding liquidity, not only
potentially impairing those functions but also raising
the risk of one impairing the other. So, a critical issue is
how to reduce liquidity fragility by making markets and
firms more resilient, including by having them self-in-

sure against liquidity risk.

Markets include those for sovereign and corporate debt,
for funding those assets, and related derivatives used to
manage risk. Banks and nonbank financial institutions
(NBFIs) are both providers and users of private liquidity,
butin stress banks can rely on central banks for official
liquidity. In cases of idiosyncratic stress, central banks
can provide liquidity to firms or groups of firms with
appropriate safeguards, such as collateral, to protect the
central banks. In cases of systemic stress—when liquid-
ity dysfunction threatens financial stability—central
banks can provide liquidity to the financial system more
broadly (including to NBFIs). In neither case should
central banks aim at reducing risk to zero; rather, a key
issue is how to reduce the moral hazard that can arise
from too little resilience or self-insurance coupled with
overreliance on central bank support.

Liquidity risk has always been a global concern.
However, three key global developments have intensi-
fied the focus on assessing and mitigating it:

First, the increasing globalization of finance and its
implications for interconnectedness among markets
and firms has intensified the potential for liquidity
shocks to jump across borders, creating the need for
global risk management and policy coordination.

An additional key global development has been the shift
in financial activity from banks to global capital markets,
which highlights the importance of market liquidity risk
management and cross-border policy coordination.

Finally, the dollar's dominant role in global finance
creates benefits—economies of scale and network
effects—that reduce the costs of transferring capital
and managing risk across the financial system. But it
also creates a major asymmetry through outsized global
demand for dollar liquidity within and across borders. It
also increases interconnectedness, which can transmit
and amplify shocks.

GLOBAL SHOCKS AND
VULNERABILITIES: SOURCES
OF FRAGILITY AND CROSS-
BORDER ISSUES

The global financial crisis exposed systemic solvency
and liquidity risk in mostjurisdictions, and in response,
financial reforms improved resilience in financial firms
and markets. But three events recently exposed addi-
tional liquidity fragility and underscored the fact that
there is more work to do to strengthen it:

First, the shock of the pandemic in 2020 created mac-
roeconomic and financialuncertainty, as wellas a “dash
for cash." In contrast with the global financial crisis,
the resulting sales of securities and consequent excess
demand for liquidity increased interest rates rather than
depressing them.?

Second, the surge in inflation and the consequent sharp
jump in interest rates exposed failures of risk manage-
ment and supervision, challenged both market and
funding liquidity, and resulted in banking turmoil and
failures in 2023, notably those of US banks including
Silicon Valley Bank, Signature Bank, and First Republic
Bank.® In the UK, a change in the government budget
promoted a jump in interest rates and dysfunction
in pension management in so-called liability-driven
investment. That was an excellent example of how
both leverage—and as discussed below, procyclical

1 For reviews, see Financial Stability Board (2020), Hauser (2021), and Logan (2021).
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See Vissing-Jorgensen (2021).
For a diagnosis and remedies, see Acharya et al. (2023).

[N}

THE BRETTON WOODS COMMITTEE



margining in collateralized finance—can amplify
illiquidity.”

Third, mismanagement at Credit Suisse, a global sys-
temically important bank (G-SIB), eroded its reputational
franchise, triggered a loss of confidence and a run on
the bank, and exposed the failure of the authorities to
oversee safety and soundness of the firm. The bank's
difficulties also highlighted the liquidity risk associated
with that failure and the challenges the authorities faced
in trying to organize both their resolution and their
lender-of-last-resort (LOLR) capabilities.®

The first of these shocks and the vulnerabilities it
exposed was global in scope, so its global impact wasn't
surprising. Perhaps as important, the second and third
of these shocks exposed global vulnerabilities through
the interconnectedness of—and contagion across—
financial firms and markets, as well as the implications
of the failure of major authorities to act. The mech-
anisms highlight the need to better understand and
address liquidity disruptions on a global basis.

Global Sources of Vulnerabilities

Liquidity vulnerabilities in markets and firms are inher-
ent to financial activity, both domestic and global. For
example, liguidity transformation, which is an essen-
tial financial function of intermediation in banks and
NBFIs, creates mismatches between illiquid assets and
liquid liabilities, even in safe assets such as sovereign
debt.® In normal times, those mismatches enable the
provision of liquidity at a price to those who want or
need it from those who don't.

4 See Breeden (2022).

Stress may create liquidity dysfunction, involving
both sides of the balance sheet, and trigger the need to
liguidate assets rapidly just at the time that the ability
to fund them becomes more challenging. Critically,
those vulnerabilities are amplified by leverage and the
runnable nature of many funding liabilities. As in the
global financial crisis, the complexity of intermediation
chains and a lack of transparency challenge the ability
to understand where risk lies. Margin (and collateral)
calls may also amplify (procyclical) liquidity dysfunc-
tion as well as rating cliff edges. Systemic liquidity
risk arises when shocks expose those vulnerabilities
across the financial system, impairing market and firm
functioning, and thus posing potential contagion and
counterparty defaults.”

Those vulnerabilities were vividly on display in the
global financial crisis. Four global developments, also
prevalent then, amplified their cross-border impact:

1. Technology and deregulation. Advances in tech-
nology and deregulation that lifted cross-border
restrictions on the movement of capital have
provided benefits to global trade and growth.
They also promoted the globalization of finance,
along with that of commerce, and the resulting
growth of global financial firms and especially of
markets. But these developments have increased
cross-border interconnectedness and the poten-
tial for spillovers of liquidity shocks in one region
to others.®

2. Globally active entities. Globally active firms may
be either demanders or suppliers of liquidity, or
both, and their scope has increased efficiency.

5 To support Credit Suisse, a solvent bank, the Swiss authorities had to use emergency lending authority (ELA and ELA+) and a Public Liquidity

Backstop (PLB). See FSB (2023) and Tucker (2023, 2024).

6 That point is worth emphasis: Market and funding dysfunction in stress is not limited to the most inherently illiquid asset classes; it extends to
sovereign and corporate debt, transactions such as repurchase agreements to fund those assets, and derivatives in them for transferring risk. It

also extends to both banks and NBFIs.

7 In addition, geopolitical risks, such as military conflict, fraught elections, and jurisdictional fragmentation—that is, deglobalization resulting in
restrictions on the movement of goods, people, and capital—can disrupt liquidity supply and increase liquidity demand. Likewise, unexpected
policy changes, including foreign exchange control and cybersecurity attacks, could be triggers for liquidity risk. Debt/GDP ratios are steadily
rising across much of the developed world—and their effects are no longer muted by the steadily declining interest rates of the past 40 years—
quite the contrary. Isolationist and related economic policies are gaining traction.

8  See CGFS (2011) and Goldberg (2023)
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But for large, complex global banks, reliance on
noncore (including foreign) or less stable funding
sources is likely to be a warning flag of vulnerabil -
ity. Many NBFIs (e.g., central counterparties, macro
hedge funds, and broker-dealers) also have increas-
ingly global footprints. Because banks and NBFIs
increasingly are interconnected, including across
borders, they could be pathways for disruption.*°

. Global portfolio diversification. Those same
forces of deregulation and technology have
spurred efforts by asset owners and managers to
diversify across borders, improving risk-adjusted
returns. But they have increased interconnec-
tions, so market dysfunction and illiquidity is
increasingly likely to spill over across borders and
institutions. That's evident in the growing correla-
tions of cross-border market returns and volatility
from 1980 through 2007.! Following the finan-
cial crisis, those correlations seem at least to have
stabilized, and post-GFC global reforms appear
to have made banks more stable. Aided by the
freedom of mobile capital and floating exchange
rates, hope for a more resilient financial system
emerged. But new, destabilizing forces emerged

10
11
12

13
14

See, e.g., Correa, Du and Liao (2020).

after the GFC. The reality of capital account lib-
eralization and floating exchange rates was that
both global financial linkages and the volatility of
cross-border flows and exchange rates increased
in the following years, creating vulnerabilities in
the financial system.

. Dollar dominance. The dollar's dominance in

global finance and the corresponding dominant
role of US Treasury securities as safe-haven assets
create outsized global demand for dollar liquidity
within and across borders, especially in periods
of stress. The risks and vulnerabilities to global
finance from dollar dominance lie in the conse-
quent interconnectedness between US economic
and market developments that can transmit and
amplify shocks.’* Shocks may amplify volatility
in exchange rates and, following the GFC, have
promoted significant deviations from covered
interest parity that challenge risk management,
increasing the cost of cross-border hedging (see
Chart1).* Thus, divergences in global macroeco-
nomic factors may be manifest in funding and
exchange rate shifts, recently in the Japanese yen.

Asis being investigated by authorities globally, see International Monetary Fund (2023), FSB (2024a and 2024b), Franceschi et. al. (2023),

and BOE (2023).
See Cerutti and Claessens (2024)

Hence the focus on a "financial trilemma,” which “states that financial stability, financial integration and national financial policies are
incompatible. Any two of the three objectives can be combined but not all three; one has to give" (Schoenmaker 2011, Abstract); see, for

comparison, Rey (2013).
See CGFS (2020).
See Obstfeld, Zhou, and Cerutti (2020); Du and Schreger (2022).
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Chart 1: Covered interest parity deviations'”
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Factors That Have Significantly Increased
Global Liquidity Risk in the Past Decade

As already noted, post-GFC reforms generally strength-
ened the banking system, as well as derivatives and
funding markets. But five offsetting factors have increased
liquidity risk over the same period:

1. Along period of low inflation and interest rates,
along with easy credit, likely promoted the belief
that volatility would remain low and liquidity
would remain abundant, leading to complacency

in risk management.*

2. The growth in debt capital markets in general, 3
and the surge in sovereign debt in particular, has

15 See Cerutti and Obstfeld (2021)
16 See for example, CGFS (2018), and Acharya et al. (2023).
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outstripped the capacity of traditional liquid-
ity and immediacy providers to intermediate it
efficiently, increasing illiquidity when shocks
hit."” By netting positions, thus freeing up dealer
balance sheets, central clearing of sovereign debt
and repurchase agreements (repos) will alleviate
the mismatch between the demand for and the
supply of intermediating capacity, and reduce the
impairment of liquidity in stress. But as noted in
relation to the fifth factor below, central clearing
may procyclically add to liquidity demand when
shocks hit and volatility increases.

. Related, the global growth in NBFIs, such as hedge

funds, especially those using substantial leverage,

17 See Duffie (2023) and Duffie et. al. (2023). "Intermediate” here has a dual meaning, as in Brunnermeier and Pedersen (2009): The first is the
capacity of market makers to provide immediacy services on favorable terms. The second is the capacity of banks (or others) to fund portfolios

of securities.
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can be a source of liquidity fragility. Imbalances
between liquidity demand and supply can desta-
bilize entities reliant upon wholesale, short-term
funding and lacking access to official sources of
liquidity.'8

4. Some regulatory reforms have unintentionally
increased liquidity risk. For example, the lever-
age ratio requirement is thought to have limited
low-risk activities by some providers,'® and the
Volcker Rule in the United States is believed to
have reduced the ability of bank broker-dealers
to engage in market intermediation, thus having
an adverse impact on market liquidity. These have
also pushed intermediation to other, less regulated
financial institutions or venues. Regulatory arbi-
trage has also contributed to the growth of NBFIs,
potentially creating more vulnerabilities.?°

5. The shift to collateralized finance and the growing
role of central clearing has reduced counterparty
risk but likely has transformed it into liquidity risk.?

POLICY IMPLICATIONS AND
REMEDIES

When private liquidity sources, including contingent
sources like repos or credit lines, turn dysfunctional,
central banks rightly respond in their capacity as lender
or liquidity provider of last resort in order to minimize
the adverse outcomes from contagion and asset fire
sales. Those responses can include lending to illig-
uid but solvent firms and/or making asset purchases
to address market dysfunction. However, overreliance
on central bank liquidity or support can create moral

18  See FSB (2024a, 2024D).

hazard, erode market discipline, and promote laxity in

risk management.?

In order to balance support for the financial system
with market discipline, we should first ask, What is the
difference between (acceptable) market fluctuations
and (unacceptable) financial instability? Put differently,
can we develop a much clearer sense of what level of
firm resilience is needed in this world of new forms of
structural liquidity vulnerabilities? Correspondingly, to
balance appropriate incentives for risk management and
liquidity provision in stress, where should we draw the
line between the extent to which firms should self-in-
sure against these risks, and the appropriate extent of
contingent central bank liquidity support??®

That leads to the appropriate policy recommendations
to build liquidity resilience on a global basis. One of the
most important of these is the need to coordinate and
cooperate on policy responses across borders. Rising
fragmentation and nationalism are serious obstacles to
meeting that need, as trustin authorities in other jurisdic-
tions has diminished in the wake of the global financial
disruptions that have cost economic activity and jobs.

In that regard, concerted efforts are needed to limit
fragmentation of the global payment and liquidi-
ty-provision system through related standards and
regulations. The Bretton Woods recommendations to
preserve and strengthen the multilateral rules-based
global trading system and the international monetary

system offer a road map for implementation.?

Turning to specific recommendations, three lines of
defense are critically important.

19 Inthe United States, that is manifest in the supplementary leverage ratio and enhanced supplementary leverage ratio. For a contrary view, see

Cochran et al. (2023).

20 Indeed, Acharya, Cetorelli, and Tuckman (2024) show that the high degree of interconnectedness between NBFIs and their bank counterpar-
ties creates channels for spillovers from NBFI vulnerabilities back to banks.
21 See Glasserman (2014), Glasserman and Wu (2017), King et al. (2020), and Baranova et. al. (2023).

22 See Goodhart 2007, Cecchetti and Disyatat 2010

23 For example, in establishing its new Contingent NBFI Repo Facility, the Bank of England observed, "it is not feasible for NBFIs to maintain a
level of resilience that would self-insure against the most extreme system-wide liquidity stresses, where increased liquidity demand may lead
to forced selling among NBFIs. In such circumstances, central bank facilities can support financial stability by providing backstop liquidity by

lending to NBFIs, reducing their need to sell assets” (BOE 2024b).
24 See Bretton Woods Committee (2024).
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Improve Liquidity Resilience in
Firms and Markets

The first line of defense should address ways to limit
liquidity demand and improve liquidity supply in stress,
in partby increasing market and funding "durability.” We
should strengthen internationally active firms, including
banks and NBFIs (including financial market infrastruc-
tures—see below), and build resilience in critical markets.

Some specific recommendations to implement this first
line of defense include the following:

Improve liquidity risk management, especially in
but not limited to NBFIs, including appropriate
diversification of funding sources and liquidity
stress testing, including in foreign currencies
and for firms with entities located abroad, requir-
ing local stress tests without the presumption of
parent support.

Strengthen supervision and oversight of liquid-
ity risks in firms, especially in NBFIs, funds, and
markets.

Strengthen resolution regimes to create incentives
for firms to manage their risks better, to limit the
political pressure on central banks to lend to failing
firms outside of resolution, and to reduce moral
hazard (subject of a separate Bretton Woods brief).

Increase transparency and information sharing
to limit the risk of Archegos/LTCM-type events.

Provide clear rules of the game ex ante if reg-
ulation such as liquidity fees, swing pricing, or
"gating” is used to limit fire sale risk in funds.?

Understand and manage the benefits versus the
costs and trade-offs in policies and regulations
aimed at safety and/or financial stability that may
either unintentionally impair or fragment liquidity

and/or transmit risks across jurisdictions, or push
risky activity to a less well-regulated space.

Strengthen Global Market Infrastructure

The second line of defense is to strengthen the global
market infrastructure for payments, clearing, and set-
tlement of financial transactions. Through netting of
counterparty risks, central clearing, combined with
all-to-all trading and cross-margining arrangements,
likely will relieve pressure on dealer intermediation
capacity and thus on global market liquidity. However,
as mentioned above, central clearing can transform
counterparty risk into liquidity risk, especially in periods
of stress. That's because central counterparties (CCPs)
require clearing members (CMs) to provide cash to clear
their transactions, and these requirements increase as
market volatility increases margins; so CCP liquidity
needs are inherently procyclical. Such firms include
CCPs and other financial market utilities. Four areas

deserve attention:

1. Governance: Recent rules promulgated by the
Commodity Futures Trading Commission and
Securities and Exchange Commission to level the
playing field between CCPs and their CMs will
pave the way to stronger accountability for and
transparency in risk management.2

2. Anti-procyclicality actions: Two of these are
inclusion of stress periods in the lookback period
(assigning to them at least 25% weight) and appli-
cation of a margin floor or a margin buffer (to scale
up by atleast 25% during periods of low volatility).?”

3. Supervisory stress testing: As in the UK and EU,
and now in the United States.

4. Recovery and resolution planning: Including
implications for liquidity and other financial

resources needed.

25  Gating is a commonly cited possible method. However, in many circumstances, the fear of a gate can precipitate depositor or shareholder
runs, which is what regulation seeks to avoid. Moreover, gating may not prevent a decline in asset prices because markets will anticipate the
eventual selling pressure. Each of these methods must be carefully considered to have the desired effect.

26 See CFTC (2023), SEC (2023).
27  See BCBS, CPMI, and IOSCO (2022).
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Improve Central Bank Liquidity Tools
and the Depository Safety Net

The lastline of defense is the one mostrecently discussed
among policy reforms, following the pandemic-re-
lated dash for cash and the banking turmoil of 2023. It
includes improving central bank tools to combat market
dysfunction that all major central banks have in their
tool kit—in particular, the Bank of England (BOE), the US
Federal Reserve (Fed), the European Central Bank (ECB),
and the Bank of Japan (BOJ): standing or contingent
facilities, emergency facilities, and asset purchases.?
It also includes improving existing tools to safeguard
deposit taking while minimizing moral hazard.

Here there are two major aspects to reform:

1. First and most critical is that lender of last resort
(LOLR) lending backstops should be well governed
and ex ante credible, be available in contingent
liquidity planning, and be designed so that back-
stops do not become frontstops. Likewise, central
bank asset purchases aimed at addressing sys-
temic market dysfunction should be targeted and
sunsetted ex ante to clarify their purpose and limit
expectations that they will be used to stabilize
normal market fluctuations.

2. Second, coordination and information sharing
across regulatory agencies and jurisdictions is
also needed to build resilience in peacetime, to
prepare for liquidity disruptions, and to operation-
alize official backstops by preparing institutions to
use those contingent funding sources.

It is also worth noting the benefits and risks from the
use of new technologies in financial services. These
provide benefits to consumers and business that
improve the speed of transactions in ways that can
reduce risk. While payments speed is welcome, it also
can increase risk when dysfunction occurs, amplifying
spillovers and runs, as in the runs on Silicon Valley Bank
and some of its peers in 2023.%°

As adverse liquidity events now appear to occur with
increasing frequency, much of the debate concerns
improving (or creating new) standing facilities, thus
accruing the ex-ante benefits associated with well-func-
tioning and appropriately governed standing tools, and
potentially reducing the need for emergency tools.*

Table 1 illustrates the standing facilities maintained by
major central banks.

28  Asset purchase activities are sometimes referred to as “buyer of last resort,” closely related to "market maker of last resort,” which involves mak-

ing two-way prices to buy and sell securities or to lend against them.

29  The liability or deposit side of the banking system even today is largely a 20th-century model that is predicated on either stable deposit "betas”
or a degree of latency in response times. But the pandemic conditions in 2020 and the banking turmoil in 2023 revealed the unforgiving speed
with which crises accelerate when funding sources, such as deposit holders, have real-time information (or sometimes misinformation) on

which to base their decisions.

30 Forexample, the Fed's use of emergency facilities under Section 13(3) requires determination of “unusual and exigent circumstances,” approval of
the Treasury Secretary, and evidence that liquidity is unavailable elsewhere. Authority for well-governed standing tools could improve under-
standing of the principles for liquidity provision, or rules of the game, and enable the central bank to act sooner to relieve strains across the system.
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Table 1: Major Central Bank Standing Liquidity Facilities®

(Most fixed-income (Most fixed-income Emergency (Broad fixed-
collateral) collateral) liquidity assistance income collateral
(ELA) conducted or no collateral
by national central in special
Discount banks circumstances)
Window (Broad fixed-
or income collateral)
Equivalent NBFIs Building societies, Clear Legal Apparent Legal V
broker-dealers, CCPs Authority Authority*57
(Most fixed-income but not used but not used (Broad fixed-
collateral) (Gov't collateral) income collateral
or no collateral
in special
circumstances)

Banks V V st V

Banks V V V NONE?®

(For central banks)

NBFIs (1) Indexed long-term Clear Legal NONE NONE
repos Authority
Building societies and but not used
broker-dealers (Gov't collateral)

(High-quality collateral)
(2) Contingent-term
repos
Building societies and
broker-dealers
(Most fixed-income
collateral)

(3) Contingent
NBFI repos
(Gilts)

Repo

31

32
33

34
35

36

37

38

See Blenck (2001), Scott (2020) and CGFS (2017). In addition, in part to reduce the dependence on emergency tools, the Fed is publicly
discussing permitting some firms to demonstrate in their internal liquidity stress tests that they can plan to monetize a highly liquid asset (HLA)
through official sources (e.g., the Fed's discount window) as a supplement to private market sources. See Frequently Asked Questions About
Regulation YY, August 13, 2024

Access to the new facility for NBFIs is limited to pension funds and insurance companies, reflecting their asset-liability mismatches and vul-
nerability to interest rate risk. See BOE (2024a, 2024b).

See Illing and Koénig (2014) and ECB (2024).

See BOJ (2024) and Bank of Japan Act (1997, Articles 33, 37, and 38).

This responsibility is substantially delegated to national central banks within the euro area. Collateral requirements and risk acceptance can be
determined at the NCB level. The ECB can exercise authority over ELA extended by NCBs and preclude it if it interferes with other ECB mone-
tary or financial stability policies. See Scott (2020).

NBFIs are not expressly excluded from the ELA but have historically not received assistance. See ECB (2013) and ECB (2020) that reference

NCB assistance to "financial institutions” but not explicitly banks. However, the ECB and NBCs have not yet created all the necessary legal and
operational infrastructure or provided assistance to NBFIs. For further discussion see Scott (2020).

There is expert legal opinion that the ECB itself has authority to directly extend assistance to NBFIs through ELA. See Scott (2020), Schoenmaker
and Goodhart (2014), and Lastra (2015).

Repo and reverse repo operations limited to monetary policy implementation.
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To augment these, four specific tools are worth Despite that prudence, the growing importance of

consideration: such firms and the markets in which they engage

1. Implement the G30 recommendation for preposi-

2. Expand access to regulated NBFIs for liquidity in

has triggered the creation of facilities on an ad
tioning collateral. Central banks should generally hoc basis to deal with unusual or exigent circum-
stances (such as those created under Section 13(3)
of the Federal Reserve Actin the United States). In
both the GFC and the dash for cash episodes, the

Fed and other central banks implemented a range

work to maximize the effectiveness of discount
window operations for banks.*® For the United
States, we agree with the 2024 G30 report recom-

mendation of prepositioning collateral at the Fed

to cover all runnable liabilities. That would ensure of lending programs that provided liquidity to the

access to immediate funding, reduce stigma for financial system. In the United States, the GFC

banks, and create incentives for banks to fund prograrms, together with the Transaction Account

themselves prudently.*® The report also stressed Guarantee Program (TAGP) onuninsured deposits

Initiatives to improve operational preparedness. and the Temporary Liquidity Guarantee Program

In March 2023, many US banks were unprepared (TLGP) for senior debt, were effective in stem-

3 3 43
to borrow at the Fed's discount window to allevi- ming the run onrepos and the banking system.

ate funding liquidity stress because the necessary The 2020 programs stemmed the dash for cash.

administrative arrangements were not in place However, the ad hoc nature of each created moral

Given the dollar's and dollar-denominated liquidi- hazard—the expectation that the Fed would

ty's central role in the global financial system, these always be there to provide support, eroding the

recommendations are exceptionally important 42 incentives for self-insurance, risk management,

and resilience. In contrast, a balance is needed

to provide appropriate incentives for risk man-

crisis conditions. Standing central bank liquidity . . .

o ‘ . agement and self-insurance against liquidity risk,
f§c111tles .typlcally do not extgnd C.reo'ht (t.hro.ugh before triggering appropriate central bank liquid-
discounting or advances) to financial institutions ity support. In addition, these tools took time to

outside the bank regulatory perimeter. Central stand up, so while the Fed can keep these tools in

banks are understandably wary of the risk to them a “break-the-glass” cabinet to ready them for the

that h extension 1 lacking th i . .
atsuchextensions could pose, lacking the quid next crisis, it would be far better to operationalize

pro quo of prudential oversight. them in peacetime and make it clear ex ante that

39

40

41

42

43

10

Specific mechanisms vary considerably across jurisdictions. For example, in the euro area, the level of preparedness is greater and collateral
acceptance significantly broader than in the United States.

Reform of the US Federal Home Loan Bank System (FHLB) is also critical. The FHLB functions as a "lender of next-to-last resort,” with insuf-
ficient transparency and accountability that prevents the Fed's discount window from operating as intended. See Federal Housing Finance
Agency (2023).

See Group of 30 (2024). In the United States, there are two major operational challenges: (1) the time and complexity of building the associated
collateral management systems; and (2) the magnitude of the initial and ongoing cost of this program across the banking system, for both
banks and the Fed. To address these challenges, as with other operational activities, the Fed might appoint the major G-SIB custody banks
(JPMorgan, State Street Bank, and Bank of New York Mellon) as collateral agents for the Fed. These banks are among the most highly regulated,
well capitalized, and operationally excellent service providers to the financial industry, and they collectively serve as custodial agents for over
$110 trillion in assets around the world. Banks would in turn contract for custodial services with these agents. This would be the lowest-cost
and fastest means of achieving the essential requirement of readiness to access LOLR liquidity in a crisis.

A related challenge for the Fed is the administration of the discount window. Thousands more banks now have lending arrangements in place
that require uniform and superb execution, as well as on-demand response time. The Fed could consider consolidating discount window op-
erations at a single Reserve Bank that would become the operational hub for the systern—even as the Reserve Banks remain the lenders. This
would permit one administrative agent rather than 12 —and with that the ability to achieve greater scale and operational expertise.

The TLGP in the GFC had two components: The TAGP provided unlimited deposit insurance for non-interest-bearing transaction accounts.
See Hoskins (2012). The Debt Guarantee Program provided an FDIC guarantee of certain newly issued senior unsecured debt. See FDIC (2024).

THE BRETTON WOODS COMMITTEE



they could be available as backstops, subject to
appropriate governance.*

The BOE has adopted an innovative solution in
which some eligible NBFIs have access to repo
facilities, contingent on there being crisis con-
ditions (as determined by the BOE). The first was
the Contingent Term Repo Facility (CTRF), and
more recently, the Contingent NBFI Repo Facility
(CNRF) has been announced, in which eligible
NBFIs would have access to its repo facility for
gilts.”® Central banks should generally consider
widening access to standing facilities contingent
on adverse liquidity or market events. This inno-
vation provides an ex ante benefit but limits moral
hazard because central bank liquidity support
would be available only in a crisis and not based
onthe specific circumstances of individual NBFIs.

An observation that stands out in Table 1 is that
the Fed has explicit legal authority for lending to
NBFIs that is currently not used *® Therefore, the
Fed could consider similar contingent NBFI pro-
grams—and as with the BOE program, each of
these should be publicly announced with rules of
the game established in advance to achieve their
ex ante benefits.?” Section 13(13) of the Federal
Reserve Actauthorizes the Fed to loan to individ-
uals, partnerships, and corporations for up to 90
days against collateral that is guaranteed by the US
government.*® The Fed could consider employing
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this authority by creating a facility for NBFIs in
normal or crisis conditions.*® Operational access
could be facilitated through the use of the G-SIB
custody banks as proposed above *® Such loans
could take the form of overnight borrowing, the
equivalent of a repo. Alternatively, the Fed could
determine that Section 13(13) implies the power
to operate this program using the Standing Repo
Facility (SRF), but under the authority Section
13(13) rather than Section 14.%

As arelated observation from Table 1, the ECB and
National Central Banks (NCBs) of the Euro Area
appear to have the technical legal authority to
expand NBFIaccessto ELA but have notadvanced
all legal and operational steps to conduct such
operations. We suggest that the ECB and NCBs,
and where relevant European banking regulators,
examine ways to expand existing repo and ELA
facilities to the NBFI sector in advance of future

needs

Also note that since the GFC, central banks have
provided greater ex-ante clarity regarding the
criteria and circumstances for granting access
to lending facilities. This stands in contrast to
the more conservative approach of “‘constructive
ambiguity.” These policy alternatives underscore
the tradeoff between the ex-ante benefit that clear
access rules provide versus the moral hazard that
such clarity may create. Yet despite a degree of

Another contingent measure designed to improve broker-dealer intermediation in stressed market conditions involves waiving certain post-
GFC bank capital or leverage ratio restrictions, as was done temporarily by the Fed, Office of the Controller of the Currency, and FDIC in March
2020. Recognizing the unintended consequence of the leverage ratio, the BOE permanently changed the composition of the requirement in

2016 and releveled capital ratios to maintain the same degree of resilience.

See BOE (2024a, 2024b). In 2011, the BOE created its first contingent facility, the CTRF, that is flexibly used in stressed market wide conditions. It

allows a range of collateral types and counterparties. See Table 1.

Title VIII, Section 806 of the Dodd -Frank Act empowers Federal Reserve Banks to lend to designated financial market utilities, collateralized by
Treasuries and agency mortgage-backed securities, in unusual or exigent circumstances.

The contingent nature of these programs limits moral hazard because they do not respond to individual firm circumstances but only to market
wide liquidity events. Absent systemic threats, NBFIs have no assurance that these programs will be available to them.

Although by statute this is not an emergency authority, as it would be if authorized under Section 13(3), the Fed has historically viewed it as

such. See Clouse (1994).

To limit any moral hazard that might result from discount window access, the Fed could limit this facility to highly regulated NBFIs.

In nearly all cases, US NBFIs that manage money on behalf of others already contract with one or more of these banks for custodial services.
Moreover, the Fed could consider expanding direct access to the SRF to such counterparties, not referencing Section 13(13). While that facility
was authorized to promote the implementation of monetary policy, the Fed could interpret the mandate more broadly insofar as financial
stability and "smooth market functioning” are predicates for implementing monetary policy. And the SRF can be viewed as an extension of the
Fed's open market operations authority under Section 14(2)(b), which may allow it in terms of the applicable counterparty.
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convergence, differences among the major central
banks remains. The BOE's contingent repo facil-
ities for certain NBFIs provide a new method
for the striking this balance and deserves wider
consideration.

. Improving the deposit insurance regime. Another
important lesson of the March-April 2023 US
banking crisis relates to deposit insurance as part
of the safety net.’?% The FDIC incurred unnec-
essary resolution costs, at least in part because
banks were unable to timely obtain discount
window loans, and liquidity risk quickly transi-
tioned to solvency risk. Our recommendations
above address key elements of liquidity risk. It
is also important to calibrate deposit insurance
coverage, and the associated insurance rates, to
the realities of 21st-century markets and the sen-
sitivity of deposit "betas” to interest rate changes
and real-time information driving deposit flows.
The FDIC has outlined proposals for deposit insur-
ance reform, but these should be coordinated with
those for liquidity provision and the incentives to
use them . It is worth noting that preposition-
ing collateral to cover runnable liabilities would
greatly reduce the incentives to rely upon them
for funding.

4. Improving provision of dollar liquidity. There

1s a need to improve the supply of cross-border,
dollar-denominated liquidity, in part because
the Fed does not operate on a 24/7/365 basis.
Solutions may involve increasing Fed operating
hours or expanding the supply of such liquidity
to other central banks through the Fed's Foreign
and International Monetary Authorities facility.
Coordination among central banks and between
the authorities and globally active firms will be
essential for success.
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CONCLUSION

Three conclusions stand out from this analysis:

The global nature and interconnectedness of finan-
cial firms and markets means that managing liquidity
risk and liquidity spillovers across borders is inherently
global in scope. Firms and financial policy, regulatory,
and supervisory authorities are, however, nationally
based. This tension underscores the need for coordi-
nation of best practices and policies on a global basis.

Second, the dollar's dominance in global finance
requires improving the tools and facilities used to
supply dollar-denominated liquidity in both peace-
time and stressful periods. In that regard, officials
must balance the increasingly important role of glob-
ally active NBFIs in cross-border financial transactions
with their legitimate concerns about affording access
to official liquidity by such institutions without appro-
priate oversight and supervision.

Finally, that liquidity risk also has several dimensions
and evolves with changes in technology and macro-
economic factors underscores the need for a holisticand
dynamic approach to management, specifically for new
tools—as outlined above—to address new and emerg-
ing risks. Emerging risks will also uncover and require
filling data gaps to inform decision making, especially
as activity migrates to NBFIs and private markets. Firms
and officials also need to understand the interactions—
the complements and conflicts—among and between
the tools in their risk management and policy tool kits.
And they need to continually improve their oversight
and monitoring, including in the shadows of the finan-
cial system, in order to assure financial stability.

As one example, regulators determined that a failure at one of the affected banks could create contagion with systemic consequences. The
FDIC and other officials felt justified in employing the systemic risk exception that allowed it to guarantee all deposits at those banks. But this
approach was applied ad hoc, first with Silicon Valley Bank and then with Signature Bank, thus creating the impression that all deposits would
be insured systemwide. While such a guarantee can be provided under Title XI of the Dodd-Frank Act, it can be provided only to solvent insti-
tutions. Thus, the FDIC came to the very limit of its express or implied powers.

See supra notes 3 and 25.
See FDIC (2023).
See Goldberg (2023) for discussion.
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