









































































































































































































































































































































































































































to aggressive policy responses and optimism
around the development of a COVID-19 vaccine
and treatment methods, as well as expectations
that full-scale lockdowns may be avoided. At
the same time, local currency bond spreads
have also compressed amid the launch of

local currency bond purchase programs by
some emerging market central banks aimed at
providing liquidity and supporting local bond
markets. Despite this compression in spreads,
the outlook for emerging market credit has
deteriorated over the past year, and Fitch
downgraded a record number of sovereigns in
the first half of 2020.

While net capital flows to EMEs remained
positive in the first quarter of 2020, portfolio
flows turned negative for the first time since
2015 (Chart 3.7.3.4). During this period, EMEs
witnessed over $50 billion of equity portfolio
outflows, the largest recorded quarterly
outflow in over 15 years, with China and Korea
accounting for nearly half (Chart 3.7.3.5). In
aggregate, equity flows stabilized in the second
quarter of 2020, which can largely be attributed
to sizable inflows into China. Foreign direct
investment (FDI) and bank flows, which tend
to be less volatile, remained positive in the

first quarter of 2020 at $116 billion and $84
billion, respectively. While EMEs continued to
see robust FDI inflows in the second quarter of
2020, bank inflows fell to $5 billion, as Brazil
reported large bank outflows.

Low-Income Countries

The G20 and other organizations took action
to relieve credit stress on low-income countries
in response to the COVID-19 crisis. In May
2020, the G20 and Paris Club initiated the Debt
Service Suspension Initiative (DSSI), whereby
official bilateral creditors were encouraged

to postpone debt service payments to eligible
low-income countries through the end of
2020. In October, the G20 and Paris Club
extended the DSSI through June 2021, with
possible extensions through the end of 2021.
As of September 30, 2020, 43 countries have
requested forbearance under the DSSI, freeing
up $5 billion in fiscal space to fund social,

3.7.3.4 Foreign Investor Capital Inflows to EMEs
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3.7.3.6 Chinese Overseas Lending
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Note: FDI (Debt) reported
from 2011 onwards.

health, and economic measures to respond

to the pandemic. Additionally, the IMF has
doubled access to its emergency financing
facilities, allowing it to meet increased demand
for financial assistance during the pandemic.
These measures should help support low-
income countries that do not have access to
the same monetary and fiscal policy tools as
advanced economies. Nevertheless, additional
debt relief measures may be necessary, and any
restructuring could be complicated due to the
increasing reliance on non-Paris Club creditors.

Over the past decade, non-Paris Club creditors
have become a significant source of external
financing for low-income countries. In
particular, China has significantly increased
overseas lending as part of its Belt and Road
Initiative. According to the People’s Bank of
China (PBOC), Chinese overseas lending in
the form of direct loans, trade credit, and

FDI debt exceeded $1.5 trillion as of year-end
2019 (Chart 3.7.3.6). However, there is limited
transparency regarding the destination and
terms of Chinese overseas lending, and the
actual amount of lending may significantly
exceed what is reported. While China has
agreed to participate in the G20’s temporary
DSSI, the full scope of participation in unclear.
For example, China has not suspended debt
payments due to China Development Bank
(CDB) as part of the official sector DSSI,
instead classifying CDB as a commercial
creditor. The lack of transparency on Chinese
overseas lending and on its participation in the
current DSSI potentially complicates any future
debt relief initiatives.

At the same time, low-income countries have
increasingly relied on commercial creditors as
a source of financing via the Eurobond market.
According to the IMF, the issuance of foreign
currency-denominated bonds by low-income
countries has almost tripled from an average of
$6 billion between 2012 and 2016 to an average
of $16 billion between 2017 and 2018. While
the G20 has called upon private creditors to
participate in debt relief efforts, private sector
participation has been limited.



China
In response to the COVID-19 outbreak,

3.7.3.7 Chinese Real GDP Growth and its Components
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market stability.

In mid-February, Chinese authorities began
to lift strict lockdown measures outside of
Hubei Province, and by the third quarter

3.7.3.8 Credit to the Chinese Nonfinancial Private Sector
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private sector debt continued to increase and
nonfinancial debt remained above 200 percent
of GDP as of the fourth quarter of 2019 (Chart
3.7.3.8). In 2020, Chinese regulators paused 3.7.3.9 Chinese Credit Growth
their deleveraging campaign as authorities try

Percent As Of: Sep-2020 Percent
to balance COVID-19 related credit support 25 25
with longer-term financial stability goals. As a Total Social Financing (Old Definition)
result, Chinese credit growth, which had been 20 f 120
trending downward in recent years, accelerated
considerably between March and September 15T 115
2020 (Chart 3.7.3.9). A significant portion
of recent credit growth may be attributed to 0T 11
authorities calling on commercial banks to
forgo upwards of RMB 1.5 trillion in profits in 52013 20‘14 20‘15 20‘16 2617 2(;18 2619 20‘20 °

Note: Calculated as the year-over-year percentage change in total

2020 to support firms and the real economy
Source: PBOC, CCDC, social financing (TSF) flows since 2002. TSF refers to the total volume
Haver Analytics Staff of financing provided by the financial system to the real economy. TSF

by offering lower lending rates, cutting fees,
. . (old definition) excludes loan write-offs, ABS of depository institutions,
deferl’lng loan repayments, and grantlng more Calculations and local government special bonds.

Financial Developments




unsecured loans. Additionally, the cut in reserve In May 2020, Chinese authorities introduced a

requirements and a seeming commitment by the national security law for Hong Kong in an attempt
PBOC to provide liquidity may be helping banks to to quell anti-government protests. The law, which
boost lending. At the same time, the government was passed by the National People’s Congress in
is supporting small and midsize banks to replenish June, bypasses Hong Kong’s Legislative Council
their capital through various channels, including and criminalizes any act of secession, subversion,
issuing ordinary shares, preferred shares, and terrorism, or collusion with foreign or external
perpetual bonds, in addition to the new special local  forces. The broad nature of the National Security
government bonds. Law gives Beijing additional control over Hong
Kong’s judicial system, eroding the city’s rule of law,
Prior to the COVID-19 pandemic, the official NPL and threatens the city’s status as a global financial
ratio at Chinese commercial banks stood at 1.9 center.

percent, although many market observers believe
that the true NPL ratio was materially higher. Relief While the Hong Kong dollar initially came under

efforts to help support SMEs during the COVID-19 pressure in the forward markets, fears of significant
pandemic may have further exacerbated any capital outflows have not materialized, as investors
underreporting of NPLs as current rules allow banks  are still assessing the impact of the National Security
to book interest payments even though the loans Law. Instead, possibly at the direction of Chinese
were in forbearance. Consequently, the aggregate authorities, inflows from mainland investors into
NPL ratio for Chinese commercial banks is little Hong Kong equity markets have supported financial
changed through the second quarter of 2020. markets, and the Hong Kong dollar has been
trading at the strong end of its trading band in
In June 2020, Chinese authorities stated that they recent months.

will accelerate the settlement of NPLs in the second
half of 2020, urging banks to make a bona fide
classification of their assets. At the same time, China
Banking and Insurance Regulatory Commission
authorities stated that some small- and medium-
sized financial institutions are facing deteriorating
asset quality and NPLs are estimated to increase

by approximately 50 percent by year-end. Chinese
central authorities will also allow local governments
to recapitalize small and medium banks by issuing
new special local government bonds.

On January 15, 2020, the United States and China
signed the Phase One trade agreement, whereby
China agreed to increase purchases of American
products and services in 2020 and 2021 by at least
$200 billion above 2017 levels, and the United States
agreed to lower some tariffs on Chinese goods. In
addition, China committed to provide improved
access to China’s financial services market for U.S.
companies and provide stronger legal protections
for U.S. companies operating in China, particularly
concerning intellectual property rights and
technology transfer.
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41 Select Policy Responses to Support
the Economy

As parts of the economy shut down and stress
spread through financial markets, policymakers
acted to minimize the health and economic
effects of the pandemic.

CARES Act

On March 27, the CARES Act was signed

into law. The CARES Act authorized over $2
trillion to address COVID-19 and to support
the economy, households, businesses, and other
entities. The CARES Act supported businesses
through programs such as the PPP, which
provides a direct incentive for small businesses
to keep their workers on the payroll, along
with significant additional funding for existing
loan programs. The CARES Act also supported
households and businesses through expanded
unemployment benefits, cash payments to
certain eligible households, several types of tax
relief, forbearance for certain homeowners,
and foreclosure and evictions moratoria for
certain households. The statute also provided
financial assistance to airlines and related
firms and businesses critical to maintaining
national security; financial regulatory relief for
community banks and certain other financial
institutions; and appropriated $454 billion

to Treasury to support certain facilities and
programs established by the Federal Reserve. In
addition, the CARES Act provided significant
funding for state and local governments and
health care providers.

Monetary Policy

The FOMC lowered rates on March 3 and again
on March 15 to the current level close to zero.
The FOMC stated that it would keep rates low
until it was confident that the economy had
weathered recent events and was on track to
achieve its maximum employment and price
stability goals. It also stated that it was prepared

Council Activities and
Regulatory Developments

to use its full range of tools to support the flow of credit
to households and businesses in support of its policy
mandates. In addition, the FOMC engaged in Treasury
and agency MBS purchases to support smooth market
functioning.

Liquidity Facilities and Programs

To address the liquidity squeeze associated with
investors’ shift to cash and liquid assets, the Federal
Reserve established liquidity facilities and programs
under section 13(3) of the Federal Reserve Act, with
Treasury’s approval.

On March 17, the Federal Reserve announced the
establishment of the Commercial Paper Funding Facility
(CPFF) to ensure the functioning of the commercial
paper market so that a broad range of companies

would have access to credit and funding to meet their
operational needs. Treasury provided $10 billion of
credit protection to the Federal Reserve. The CPFF is
scheduled to expire on March 17, 2021.

Also on March 17, the Federal Reserve announced the
establishment of the Primary Dealer Credit Facility
(PDCF) to offer overnight and term funding to primary
dealers so that they may support market functioning and
facilitate credit availability. The PDCF is scheduled to
expire on December 31, 2020.

On March 18, the Federal Reserve announced the
establishment of the MMLF to support market
functioning and credit provision to the economy by
helping money market funds meet redemption demands
by investors. The Treasury Department provided $10
billion of credit protection to the Federal Reserve. The
MMLF is scheduled to expire on December 31, 2020.

On April 9, the Federal Reserve announced the
establishment of the Municipal Liquidity Facility (MLF)
to assist eligible state and local governments manage
cash flow issues by offering up to $500 billion in lending.
Treasury provided $35 billion of credit protection to

the Federal Reserve. The MLF is scheduled to expire on
December 31, 2020.

Council Activities and Regulatory Developments







(Chart 4.1.1). Most of the increase in 2020

is due to its Treasury and MBS purchases.
After peaking at approximately $130 billion
early in the crisis, the Federal Reserve’s
purchases in support of its liquidity and credit
facilities were approximately $100 billion

as of September 1, 2020 (Chart 4.1.2). The
peak amount outstanding for the current
facilities is significantly below the peak amount
outstanding for similar facilities that were
created during the 2008 financial crisis; many
of the credit facilities, however, were not created
in the 2008 financial crisis.

4.2  Council Activities
4.21 Risk Monitoring and Regulatory
Coordination

The Dodd-Frank Act charges the Council

with the responsibility to identify risks to

U.S. financial stability, promote market
discipline, and respond to emerging threats

to the stability of the U.S. financial system.

The Council also has a duty to facilitate
information sharing and coordination among
member agencies and other federal and state
agencies regarding financial services policy
and other developments. The Council regularly
examines significant market developments and
structural issues within the financial system.
This risk monitoring process is facilitated by
the Council’s Systemic Risk Committee (SRC),
whose participants are primarily member
agency staff in supervisory, monitoring,
examination, and policy roles. The SRC serves
as a forum for member agency staff to identify
and analyze potential risks, which may extend
beyond the jurisdiction of any one agency.

The Council’s Regulation and Resolution
Committee (RRC) also supports the Council in
its duties to identify potential gaps in regulation
that could pose risks to U.S. financial stability.

The Council leveraged this infrastructure to
respond to the COVID-19 pandemic. With

the onset of the market stresses in March, the
frequency of SRC meetings was increased from
monthly to weekly or bi-weekly for the next
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Box F: Council Statement on Activities-Based Review of Secondary Mortgage

Market Activities

broader system. The calibration of the buffers in the
proposed rule might help achieve certain policy goals,
such as reducing the buffers’ impact on higher risk
exposures, but is based on total adjusted assets, not
risk-weighted assets, and thus may be relatively risk-
insensitive.

For that reason, the Council encouraged FHFA to
consider the relative merits of alternative approaches
for more dynamically calibrating the capital buffers.
The capital buffers should be tailored to mitigate

the potential risks to financial stability and otherwise
ensure that the Enterprises have sufficient capital to
absorb losses during periods of severe stress and
remain viable going concerns, while balancing other
policy objectives.

Third, on Total Capital Sufficiency: The proposed rule
would increase the quality and quantity of capital that
the Enterprises would be required to hold. Significant
high-quality capital would mitigate risks to financial
stability by making it more likely that the Enterprises
will be able to perform their countercyclical function
and maintain market confidence as viable going
concerns through the economic cycle. Similarly, a
meaningful leverage ratio requirement that is a credible
backstop to the risk-based requirements would
address potential risks to financial stability.

The proposed rule, by relying on definitions of
regulatory capital that are similar to that of the U.S.
banking framework, would ensure that high-quality
capital is the predominant form of regulatory capital.

With respect to the quantity of regulatory capital, the
Council considered the proposed capital requirements
in light of a number of relevant benchmarks, such

as: (1) losses during the 2008 financial crisis; (2) a
comparison of the proposed capital requirements to
those of other large, complex financial institutions,
taking into account differences in business models
and risk profiles; and, (3) the capital requirements
implied by a conservative mortgage stress test model.

The proposed rule requires a meaningful amount of
capital for the Enterprises, and is a significant step
towards ensuring that the Enterprises would be able
to provide liquidity to the secondary mortgage market
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and satisfy their obligations during and after a period
of severe stress. However, the Council’s analysis using
benchmark comparisons suggested that risk-based
capital requirements and leverage ratio requirements
that are materially less than those contemplated by
the proposed rule would likely not adequately mitigate
the potential stability risk posed by the Enterprises.
Moreover, it is possible that additional capital could be
required for the Enterprises to remain viable concerns
in the event of a severely adverse stress, particularly if
the Enterprises’ asset quality were ever to deteriorate
to levels comparable to the experience leading up to
the 2008 financial crisis.

The Council thus encouraged FHFA to ensure high-
quality capital by implementing regulatory capital
definitions that are similar to those in the U.S. banking
framework. The Council also encouraged FHFA to
require the Enterprises to be sufficiently capitalized to
remain viable as going concerns during and after a
severe economic downturn.

In addition to a capital framework, FHFA is also
implementing significant additional enhancements to
the Enterprises’ regulatory framework that would help
mitigate the potential risk to financial stability, thereby
enabling the Enterprises to provide secondary
market liquidity throughout the economic cycle.
These enhancements include efforts to strengthen
Enterprise liquidity regulation, stress testing,
supervision, and resolution planning.

The Council supported FHFA's commitment

to developing its broader prudential regulatory
framework for the Enterprises, and will continue to
monitor the secondary mortgage market activities
of the Enterprises and FHFA's implementation of
the regulatory framework to ensure potential risks
to financial stability are adequately addressed. If
the Council determines that such risks to financial
stability are not adequately addressed by FHFA's
capital and other regulatory requirements or other
risk mitigants, the Council may consider more formal
recommendations or other actions, consistent with
the December 2019 guidance.



5.2.3 Commercial Real Estate Market

The COVID-19 pandemic led to the closure of
many business establishments. While some of these
closures have been temporary (such as restaurants),
others have been more long-lasting (such as
entertainment parks and movie theaters). Although
the intensity and impact of closures depends on the
duration and strength of the pandemic, it raises
concerns about the viability of several types of
business establishments and their ability to pay rent
or generate income from commercial properties.

A prolonged downturn leaves the commercial real
estate (CRE) sector vulnerable to mortgage default
and decline in valuations, with spillovers to the
broader economy (see Section 3.4.6).

There are two reasons why CRE is important to
financial stability in the United States (see Box

E). First, asset sales from financially distressed
individual properties can lower valuations, spilling
over into adjoining property values, leading to more
distress and a general downward spiral on CRE
valuations. Second, a significant proportion of CRE
loans is currently held on balance sheets of banks,
with small and mid-size banks more likely to be
concentrated in CRE. Distress in CRE properties
makes these creditor banks vulnerable to losses and
write-downs, with the potential to tighten credit and
dampen the economic recovery. If these valuation
pressures and asset sales do not remain localized, a
widespread decline in the valuation of underlying
CRE properties could lead to sluggish economic
growth.

Recommendations

The Council recommends that regulators continue
to monitor volatility in CRE asset valuations, the
level of CRE concentration at banks, and the
performance of CRE loans. Regulators should also
monitor exposures, loss-absorbing capacity, and the
incentives of banks and other entities that hold CRE
loans, including REITs and insurance companies.
The Council recommends that regulators continue
to encourage banks and other entities to bolster,

as needed, their loss absorption capacity by
strengthening their capital and liquidity buffers
commensurate with the levels of CRE concentration
on their balance sheets.

Potential Emerging Threats, Vulnerabilities, and Council Recommendations

5.3  Financial Institutions

5.3.1 Large Bank Holding Companies

Large BHCs are critical to the U.S. financial
system, performing essential banking functions
such as the provision of credit to commercial and
retail borrowers. As the shock from the pandemic
has shown, bank credit lines provide a lifeline to
business, especially in times when nonbanks and
other market sources of finance tighten credit (see
Section 3.5.1.1).

The central role that large BHCs play in retail and
wholesale payment systems ensure that operational
failures do not disrupt commercial activity even

in times of market stress. Large BHCs also help
financial and nonfinancial firms to hedge their risk
exposures in the derivatives markets. Lastly, several
specialized financial services, such as tri-party

repo and custody services for asset managers, are
concentrated in the largest BHCs.

The onset of the pandemic dried up funding

from market and nonbank sources. Bank credit
lines became the principal source of funding for
corporations adversely affected by the pandemic.
The strengthened capital positions following

the 2008 financial crisis helped banks withstand
large emergency credit drawdowns. Liquidity
pressures were also eased when the Federal Reserve
lowered the discount rate by 150 basis points,
encouraged discount borrowing, and announced
facility programs to aid banks and markets. Most
corporations drew on their bank credit lines as a
precautionary measure and deposited the proceeds
with banks. Bank deposits grew sharply not just from
credit line withdrawals and payments from fiscal
programs, but also because investors fleeing risky
assets sought the safety of insured deposits. These
events underlined the critical role that the banking
system plays in the provision of credit during
episodes of financial distress.

The pandemic has significantly impaired the
ability of some households and businesses to repay
debt. However, mortgage forbearance, interagency
guidance on troubled debt restructurings, and
various liquidity support programs have helped
mitigate some of these pressures. As a result,
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delinquency rates on bank loans for the first half of
2020 remain low and have yet to reveal a significant
deterioration in loan performance. Meanwhile,
large BHCs have significantly increased loan

loss provisions in anticipation of the impending
deterioration in asset quality. Loan loss provisions
were also affected by the adoption of the CECL
framework, though regulators have allowed a
delayed capital phase-in to reduce the burden
during the pandemic.

The credit line withdrawals and the increase in loan
loss provisions have put downward pressure on both
leverage and risk-based capital ratios. As credit and
equity markets rebounded from their March lows,
broker-dealers and trust banks have also benefited
from significant increases in trading revenues and
underwriting income. However, for banks with
larger credit footprints, the impending declines in
credit quality have led to voluntary and involuntary
restrictions on their capital distributions.

In light of the financial fallout from the COVID-19
pandemic, regulatory authorities have provided
temporary capital relief as many large banks
voluntarily suspended share repurchases in mid-
March. Following the release of the 2020 stress test
results conducted by the Federal Reserve, large
banks are required to preserve capital by suspending
stock repurchases, capping dividend payments, and
limiting dividends according to a formula tied to
recent income. In spite of these policy measures,
the largest banks remain vulnerable to a protracted
downturn that is more severe than currently
envisaged. These outcomes have been discussed
under the 2020 Stress Test Results conducted by

the Federal Reserve in their Assessment of Bank
Capital during the Recent Coronavirus Event (see Chart

3.5.1.27).

Recommendations

Large and complex U.S. financial institutions were
more resilient prior to the pandemic than they were
prior to the 2008 financial crisis. This resilience

has been achieved, in part, by raising more capital;
holding higher levels of liquid assets to meet peak
demands for funding withdrawals; improving

loan portfolio quality for residential real estate;
implementing better risk management practices;
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and developing plans for recovery and orderly
resolution.

The Council recommends that financial regulators
ensure that the largest financial institutions
maintain sufficient capital and liquidity to ensure
their resiliency against economic and financial
shocks. The Council recommends that regulators
continue to monitor the capital adequacy for

these banks and, when appropriate, phase out the
temporary capital relief currently provided.

The Council also recommends that regulators
continue to monitor and assess the impact of rules
on financial institutions and financial markets—
including, for example, on market liquidity and
capital—and ensure that BHCs are appropriately
monitored based on their size, risk, concentration
of activities, and offerings of new products and
services.

The Council further recommends that the
appropriate regulatory agencies continue to review
resolution plans submitted by large financial
institutions; provide feedback and guidance to

such institutions; and ensure there is an effective
mechanism for resolving large, complex institutions.

5.3.2 Investment Funds

Investment funds play a critical intermediary

role in the U.S. economy, promoting economic
growth through efficient capital formation. While
recognizing these benefits, the Council has also
identified a potential vulnerability relating to
redemption risk in certain open-end funds. The
level of this risk is a function of, among other
things, the liquidity of the underlying assets, the
effectiveness of the fund’s management of its
liquidity, and the potential for an investor to enjoy
a first-mover advantage. For example, although
both equity and fixed income-oriented open-end
funds offer daily redemptions to investors, some
fixed-income markets are less liquid than equity
markets and thus funds holding mostly fixed-income
instruments may face greater vulnerability to run
risks than funds holding mostly equities. During
periods of significant financial stress, as investor
sentiment about overall economic and market
conditions changes, these funds — not unlike other



investors such as insurance companies, pension
funds, and individual investors — may be inclined

to directly sell these fixed-income instruments for
cash. The Council has focused in particular on the
guestion of whether the structure of open-end funds
results in greater selling pressure than if investors
held the fixed-income instruments directly. The
SEC has taken several steps to address this potential
vulnerability, including the adoption in October
2016 of rules intended to enhance liquidity risk
management by mutual funds and ETFs.

During the mid-March financial turmoil, credit
spreads increased to levels not seen since the 2008
financial crisis, and corporate bond issuance came
to a near halt. As discussed in Section 3.5.2.4,

bond funds experienced historically high levels

of outflows that some research has suggested
contributed to stress in corporate and municipal
bond markets. Interventions by the Federal Reserve
and Treasury, including a commitment to purchase
up to $250 billion of bonds, ultimately restored
orderly functioning in the primary and secondary
markets. Nonetheless, these events demonstrate the
need for additional analysis to assess broader market
structure dynamics that may have contributed to the
stress, including whether investors redeeming shares
from bond funds may have affected the extent of
selling pressure in the bond market differently than
if those investors had held and sold bonds directly.

In addition to the potential vulnerability associated
with redemption risk in mutual funds, the Council
has also previously highlighted the use of leverage
by investment funds. The use of leverage is

most widespread among hedge funds but varies
significantly among hedge funds of different sizes
and investment strategies (see Section 3.5.2.5).
Leverage can allow investment funds to hedge risk
or increase exposures, depending on the activities
and strategies of the fund. However, leverage
introduces counterparty risk, and in a period of
stress, if leveraged investment funds are forced to
sell assets on a significant scale, it could exacerbate
asset price movements. As discussed in Box B, hedge
funds may have also contributed to Treasury market
volatility.

Recommendations

The Council supports initiatives by the SEC and
other agencies to address risks in investment funds.
The Council also supports data collection and
analytical work by member agencies aimed at the
identification of potential emerging risks. The SEC
implemented several data collection efforts and
has established additional reporting requirements
for investment funds. As a result, there is now
significantly more data available to regulators to
monitor and analyze developments concerning fund
liquidity, leverage, and risk-taking. The Council
recommends that the SEC and other relevant
regulators consider whether there are additional
steps that should be taken to address these
vulnerabilities.

5.4 Financial Market Structure, Operational
Challenges, and Financial Innovation

5.4.1 Central Counterparties

The benefits of CCPs include improved
transparency, the application of centralized

risk management and standardized margin
methodologies, multilateral netting, and clear,
predetermined procedures for the orderly
management of counterparty credit losses. Central
clearing mandates have increased the volume of
cleared OTC derivatives trades, both in absolute
terms and relative to the size of the markets.

The introduction of the CPMI-1I0OSCO Principles
for Financial Market Infrastructures (PFMI) sets
forth international principles for CCPs and other
types of financial market infrastructures. The
implementation of the PFMI worldwide, as well

as other risk-management-focused policies, has
improved the safety and efficiency of CCPs across a
broad set of jurisdictions.

There have also been advances in the development
of plans for CCP recovery. Regarding those CCPs
designated as systemically important FMUs by the
Council, the CFTC has regulations requiring such
CCPs it supervises to maintain recovery and orderly
wind-down plans, and the CFTC has reviewed and
provided guidance on these recovery plans. The SEC
has also approved recovery and orderly wind-down
plans for the CCPs it supervises.

Potential Emerging Threats, Vulnerabilities, and Council Recommendations
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Although CCPs provide significant benefits to
market functioning and financial stability, the
inability of a CCP to meet its obligations arising
from one or more clearing member defaults could
potentially introduce strains on the surviving
members of the CCP and, more broadly, the
financial system. The overall market impact of
these demands depends on the size of the CCP
and its interconnectedness with other systemically
important financial institutions.

CCPs’ risk management frameworks are designed

to ensure that they have sufficient pre-funded
resources to cover a member default and, in the

case of systemically important CCPs, multiple
member defaults. In order to mitigate their risk,
CCPs impose liquidity and resource requirements
on clearing members that can increase with market
volatility. The first line of defense of the CCP is often
through initial margin requirements which, in order
to achieve adequate risk coverage, are inherently
procyclical. Initial margin models, however, also
have features that mitigate procyclicality, including
the use of historical and theoretical stress scenarios
even during low volatility periods, to dampen the
sensitivity of initial margin to changes in market
volatility.

In response to the market volatility in March 2020,
aggregate margin levels increased significantly.
However, the markets served by the CCPs continued
to function in an orderly fashion (see Section
3.6.1.1). While the cleared derivatives markets
functioned as designed, there is continued concern
about the impact on clearing members and their
clients of liquidity demands related to margin
requirements. Similar concerns exist in the context
of uncleared swaps and the collateral flows between
swap dealers and their clients. Relevant authorities
are engaged in efforts to examine the performance
of CCPs’ and dealers’ margin frameworks and the
potential strains placed on intermediaries and
clients.

A number of regulatory efforts have focused on
monitoring and quantifying potential systemic risks.
Many authorities regularly monitor risk exposures
at CCPs and clearing members or broker-dealers
pursuant to their regulatory regime. Both the CFTC
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and SEC maintain active risk surveillance programs
of CCPs’ and intermediaries’ risk management and
receive daily or weekly reports of positions, risk
measures, margins, collateral, and default resources.

In addition to risk surveillance programs,
supervisory stress tests involving multiple CCPs can
be an important tool in this assessment. Supervisory
stress tests can, for example, help shed light on

the risks and vulnerabilities related to potential
failures of the largest clearing members. Because
these clearing members are often active across many
markets, such failures could create exposures across
multiple CCPs.

Recommendations

The Council recommends that the CFTC, Federal
Reserve, and SEC continue to coordinate in the
supervision of all CCPs designated by the Council
as systemically important FMUs. Relevant agencies
should continue to evaluate whether existing

risk management expectations for CCPs are
sufficiently robust to mitigate potential threats

to financial stability. Member agencies should
continue working with global counterparts and
international standard-setting bodies to identify
and address areas of common concern. During the
last year, EU authorities and the CFTC have taken
a number of steps to provide greater clarity to the
regulation and supervision of CCPs operating in
their markets. The Council encourages continued
engagement by Treasury, CFTC, Federal Reserve,
and SEC with foreign counterparts to address the
potential for inconsistent regulatory requirements
or supervision to pose risks to U.S. financial stability
and encourages cooperation in the oversight and
regulation of FMUs across jurisdictions.

The Council also encourages agencies to continue
to monitor and assess interconnections among
CCPs, their clearing members, and other financial
institutions. While margin requirements have
increased significantly in the aftermath of the
financial fallout from the COVID-19 pandemic,
agencies should continue to analyze and monitor the
impact of regulatory risk management frameworks
in cleared, uncleared, and related securities
markets and their impact on systemically important
intermediaries and clients.



Finally, the Council encourages regulators to
continue to advance recovery and resolution
planning for systemically important FMUs and to
coordinate in designing and executing supervisory
stress tests of multiple systemically important CCPs.

5.4.2 Alternative Reference Rates

The UK FCA continues to urge firms and regulators
to prepare for a transition away from LIBOR on a
global scale by year-end 2021. With more than $200
trillion of USD LIBOR-based contracts outstanding,
the transition from LIBOR, given its anticipated
cessation or degradation, will require significant
effort from market participants. The failure of
market participants to adequately analyze their
exposure to LIBOR and transition ahead of LIBOR’s
anticipated cessation or degradation could expose
market participants to significant legal, operational,
and economic risks that could adversely impact U.S.
financial markets.

In March, the FCA stated publicly that, despite the
COVID-19 pandemic, the assumption that firms
cannot rely on LIBOR being published after the
end of 2021 has not changed (see Section 3.6.1.2).
Currently, the FCA has voluntary agreements with
LIBOR panel banks to continue submissions for
publication of LIBOR through year-end 2021.

The FCA expects some banks to stop submissions
around that time. If a bank leaves the LIBOR
submission panel, the FCA must assess whether
LIBOR continues to be representative of the
underlying market. The FCA could deem LIBOR
“unrepresentative,” at which time EU-regulated
financial institutions would no longer be able to
rely on the rate for new transactions. Additionally,
if enough banks leave the LIBOR panel, LIBOR
may cease to be published. Even if LIBOR continues
for some period with diminished submissions,

its performance may become increasingly
unpredictable and unstable.

In the U.S., the ARRC has made significant progress
toward analyzing and adopting an alternative

rate (SOFR), creating robust contract fallback
language for a variety of products, and building

the infrastructure for the development of SOFR
markets. Broadly speaking, the pandemic has not
materially slowed the progress, but progress has
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been faster in derivatives cleared on CCP platforms
and floating-rate note (FRNs) markets, and relatively
slower in bilateral markets with bespoke contract
terms, such as bank loans to businesses (see Section
3.5.3.2). Despite this progress, market participants
with significant exposure to USD LIBOR remain
vulnerable if they do not sufficiently prepare prior
to the end of 2021.

Legacy cash products and new transactions without
robust fallback language present a particular
difficulty for transition. Contractual fallback
provisions may not contemplate the need for an
alternative rate or may include provisions that
probably cannot be operationalized in the event

of LIBOR’s cessation, like the polling of LIBOR
panel banks by the issuer. While many new FRN
issuances include more robust contract fallback
language, some new issuances still do not include
these provisions, putting issuers and investors at
risk. Securitized products are further complicated,
as legacy contracts may require the consent of all
parties to amend the transaction and new issuance
continues to use legacy language that may not

be feasible to implement. Re-documenting these
products will require significant effort and expense,
and in most cases, it may not be possible to contact
and obtain the required consent from all parties
involved; the slow adoption of more robust fallback
language in these instruments, therefore, presents a
particular vulnerability.

Consumer exposures to LIBOR, most commonly
through adjustable-rate mortgages, present a special
set of considerations in addition to those discussed.
Noteholders will need to take care in working to
ensure that consumers are treated fairly and that the
transition is explained clearly. The ARRC is working
with consumer groups, lenders, investors, and
regulators to achieve a smooth LIBOR transition.

Recommendations

The ARRC has released the Recommended Best
Practices for completing the transition from LIBOR.
Market participants should analyze their exposure to
USD LIBOR, assess the impact of LIBOR’s cessation
or degradation on existing contracts, and remediate
risk from existing contracts that do not have robust
fallback arrangements to transition the contract
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to an alternate rate. Market participants should
consider participation in ISDA’s protocol, which
takes effect in 2021, as it will be especially important
in remediating risks to existing derivatives contracts
referencing LIBOR. Market participants that

do not sufficiently prepare for this inevitable
transition could face significant legal, operational,
and economic risks. Market participants that have
determined that SOFR is an appropriate rate for
their LIBOR transition should not wait for the
possible introduction of the forward-looking SOFR
term rates to execute the transition. The Council
recommends that market participants formulate
and execute transition plans so that they are fully
prepared for the anticipated discontinuation or
degradation of LIBOR. Because of the uncertainty
around the exact timing of the cessation of LIBOR,

including the potential of LIBOR to be deemed non-

representative by the FCA under UK regulations,
market participants should formulate and execute
plans to transition prior to year-end 2021, taking
into account their business requirements. Market
participants must understand the exposure of their
firm to LIBOR in every business and function, assess
the impact of LIBOR’s cessation or degradation

on existing contracts, and remediate risks from
existing contracts that do not have robust fallback
provisions to transition the contract to an alternate
rate. It is also important that participants consider
potential LIBOR exposure in services provided by
third parties, such as contract servicing, systems,
and models. Market participants should evaluate
whether any new agreements contain sufficiently
robust fallback provisions, such as those endorsed
by the ARRC, to mitigate risk that the contract’s
interest rate benchmark becomes unavailable.

The Council commends the efforts of the ARRC and
recommends that it continue to facilitate an orderly
transition to alternative reference rates. Council
member agencies should determine whether
further guidance or regulatory relief is required to
encourage market participants to address legacy
LIBOR portfolios. Council member agencies should
also use their supervisory authority to understand
the status of regulated entities’ transition from
LIBOR, including their legacy LIBOR exposure and
plans to address that exposure.
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5.4.3 Financial Market Structure

The extreme volatility in financial markets early in
the pandemic further emphasized the importance
of ensuring that appropriate market structures
are in place so that financial markets can function
effectively during stress events. Advances in
information and communications technologies, as
well as regulatory developments, have altered the
structure of financial markets over the last decade.
The Council and member agencies are closely
monitoring how changes in market structure have
affected the robustness and efficiency of capital
markets and the stability of the financial system.

Interlinkages among dollar funding markets:

In the decade since the 2008 financial crisis,

new regulations on bank capital and liquidity,
structural reforms in MMFs, and a new operating
environment for bank-affiliated broker dealers have
fundamentally altered how market participants
interact and the various interlinkages among the
federal funds market, the repo market, and the
Eurodollar market.

Some market participants are active in both secured
and unsecured short-term funding markets.
Commercial banks, affiliated broker dealers, and
the FHLBs operate in the secured repo market as
well as the unsecured federal funds market. While
money funds lend in the repo and the Eurodollar
market, they cannot participate in the federal funds
market. Meanwhile, borrowing options in the dollar
funding market for some entities, such as hedge
funds, are limited to the repo market. Given the
myriad of participants and strong interlinkages
between them, disruptions in one market can
transmit to another (see, for example, Box D).

There are benefits from interdependencies among
markets, including enhanced price discovery and
more options for hedging risks. At the same time,
interdependencies create transmission risks from
volatile or inaccurate pricing that have the potential
to amplify market shocks across different markets.

Pressures on dealer intermediation: The financial
fallout from the pandemic was disruptive in the
markets for critical securities such as Treasuries (see
Box B), MBS (see Section 3.3.5), and corporate



bonds (see Box A). Market disruptions not only have
implications for financial stability but also affect the
implementation of monetary policy.

Traditionally, market-making and arbitrage
mechanisms involving securities dealers have helped
in the orderly functioning of the secondary market
for Treasury and MBS. Bank-affiliated broker-
dealers are also the principal participants in the
tri-party and GCF repo markets that use these
securities as collateral.

However, two developments in the post-crisis
financial landscape have imposed significant
pressures on dealer intermediation. First, issuance
volumes of these marketable securities, especially
Treasury securities, have increased significantly.
Second, the post-crisis regulatory framework has
also imposed balance sheet constraints at bank-
affiliated broker-dealers. With the implementation
of Basel 111 regulations on capital and leverage,
major bank-affiliated broker-dealers have reduced
the amount of their balance sheet that is allocated
to trading and repo transactions. Together, these
developments may have contributed to episodes of
illiquidity in Treasury, MBS, and corporate bond
markets in March 2020 (see Box B and Section
3.4.2.2).

Role of non-traditional market participants: Non-
traditional market participants, including principal
trading firms, play an increasingly important role
in securities and other markets. These firms may
improve liquidity and investor outcomes under
normal circumstances, but they may also introduce
new potential risks. For instance, the trading
strategies that non-traditional market participants
employ and the incentives and constraints that
they operate under may not be as well understood,
leading to uncertainty about how these firms might
behave during periods of market stress.

Recommendations

Episodes of volatility in wholesale funding
markets over the past two years have highlighted
the importance of interdependencies across the
different dollar funding markets. Policy measures
to address imbalances in one funding market can
potentially create imbalances in another funding
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market. For example, the volatility experienced

in September 2019 and March 2020 has renewed
attention on the dealers’ traditional role of direct
liquidity provision through market-making. To

the extent that dealers have reduced their market
footprint over time, this could contribute to
market volatility, particularly during stress events.
The significant role of non-traditional market
participants may have also amplified market
volatility. The temporary solution has been to
provide more balance sheet space to BHCs in the
form of relief on capital and liquidity regulation so
that affiliates of the BHCs are better positioned to
intermediate investors’ demands for liquidity. In
addition, the Federal Reserve has increased the size
of its balance sheet to absorb selling pressures on
Treasury and MBS to a significant degree.

In light of these developments, there should be
active collaboration among regulators across
jurisdictions to ensure coordination of efforts.

The Council recommends that member agencies
conduct an interagency operational review of
market structure issues that may contribute to
market volatility in key markets, including short-
term funding, Treasuries, MBS, and corporate bond
markets, and study the interlinkages between them.
Market participants should also regularly assess how
market developments affect the risk profile of their
institutions. The Council recommends that financial
regulators continue to monitor and evaluate
ongoing changes that might have adverse effects on
markets, including on market integrity and liquidity.

5.4.4 Cybersecurity

Financial institutions continue to invest in and
expand their reliance on information technology
and cloud-based computing to reduce costs and to
increase efficiency and resiliency. The COVID-19
pandemic may accelerate this trend as financial
institutions have implemented business continuity
plans through increased use of teleworking systems
and dual work locations, for example. However,
greater reliance on technology, particularly across a
broader array of interconnected platforms, increases
the risk that a cybersecurity incident may have
severe consequences for financial institutions. In
fact, a recent analysis by economists at the FRBNY
details how impairment of payment systems at any
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of the five most active U.S. banks would result in
significant spillovers to other banks.

The financial sector, like other critical sectors, is
vulnerable to malware attacks, ransomware attacks,
denial of service attacks, data breaches, and other
events. Such incidents have the potential to impact
tens or even hundreds of millions of Americans and
result in financial losses of billions of dollars due to
disruption of operations, theft, and recovery costs.

The implementation of teleworking strategies

using virtual private networks, virtual conferencing
services, and other technologies can increase
cybersecurity vulnerabilities, insider risks, and other
operational exposures (see Section 3.6.2). Market
participants have observed a spike in COVID-19
related phishing attacks, as attackers seek to exploit
less secure home networks. At the same time,
financial institutions have increased their reliance
on third-party service providers for teleworking tools
and services. The interdependency of these networks
and technologies supporting critical operations
magnifies cyber risks, threatening the operational
risk capabilities not just at individual institutions,
but also of the financial sector as a whole.

A destabilizing cybersecurity incident could
potentially threaten the stability of the U.S. financial
system through at least three channels:

The incident could disrupt a key financial service or
utility for which there is little or no substitute. This
could include attacks on central banks; exchanges;
sovereign and sub-sovereign creditors, including
U.S. state and local governments; custodian banks,
payment clearing and settlement systems; or other
firms or services that lack substitutes or are sole
service providers.

The incident could cause a loss of confidence among
a broad set of customers or market participants. If

it causes customers or participants to question the
safety of their assets or transactions and leads to
significant withdrawal of assets or activity, the effects
could be destabilizing to the broader financial
system.
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The incident could compromise the integrity of
critical data. Accurate and usable information

is critical to the stable functioning of financial
firms and the system; if such data is corrupted

on a sufficiently large scale, it could disrupt the
functioning of the system. The loss of such data also
has privacy implications for consumers and could
lead to identity theft and fraud.

Recommendations

Improving the cybersecurity and operational
resilience of the financial sector requires continuous
assessment of cyber vulnerabilities and critical
connections across firms. Sustained senior-level
commitment to mitigate cybersecurity risks and
their potential systemic implications is necessary at
both member agencies and private firms.

The Council recommends that federal and state
agencies continue to monitor cybersecurity risks
and conduct cybersecurity examinations of financial
institutions and financial infrastructures to ensure,
among other things, robust and comprehensive
cybersecurity monitoring, especially in light

of new risks posed by the pandemic. However,

the authority to supervise third-party service
providers varies across financial regulators. To
further enhance third-party service provider
information security, the Council recommends
that Congress pass legislation that ensures that
FHFA, NCUA, and other relevant agencies have
adequate examination and enforcement powers to
oversee third-party service providers. The Council
also recommends that federal banking regulators
continue to coordinate third-party service provider
examinations, work collaboratively with states,

and also work with the State Liaison Committee

to identify additional ways to support information
sharing among state and federal regulators.

The Council encourages continued cooperation
across government agencies and private firms
to improve cybersecurity through the adoption
of authenticable digital identities that offer
agencies and firms the ability to mitigate the
risk of cybersecurity incidents through digital
authentication of parties (e.g. trading partners,
vendors, customers) to enhance the financial
sector’s strong cybersecurity posture.



The Council supports the ongoing work of
partnerships between government agencies and
private firms, including the Financial and Banking
Information Infrastructure Committee (FBIIC),
the Financial Services Sector Coordinating Council,
and the Financial Services Information Sharing
and Analysis Center (FS-ISAC). These partnerships
focus on improving the financial sector’s ability

to rapidly respond to and recover from significant
cybersecurity incidents, thereby reducing the
potential for such incidents to threaten the stability
of the financial system and the broader economy.

The Council recommends that the FBIIC continue
to promote processes to strengthen response and
recovery efforts, including efforts to address the
systemic implications of significant cybersecurity
incidents. The FBIIC should continue to work
closely with the Department of Homeland Security,
law enforcement, and industry partners to carry
out regular cybersecurity exercises recognizing
interdependencies with other sectors, such as
telecommunications and energy.

The Council further recommends that agencies
work to improve information sharing among
private firms and government partners. Sharing
timely and actionable cybersecurity information
can reduce the risk that cybersecurity incidents
occur and can mitigate the impacts of those that
do occur. Treasury and relevant agencies should
carefully consider how to appropriately share
information and, where possible, continue efforts
to declassify (or downgrade classification) to the
extent practicable, consistent with national security
imperatives. The Council encourages efforts to
enhance information sharing with the FS-ISAC
and its growing community of financial sector
institutions.

Financial institutions are rapidly adopting new
technologies, including cloud computing and
artificial intelligence. The Council supports the
efforts of the FBIIC Technology Working Group,
which examines the extent to which financial
services firms using emerging technologies
introduce new cyber vulnerabilities into the
financial services critical infrastructure. The
Council recommends agencies consider how such
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emerging technologies change the sector’s risk
profile, and consider the need for any corresponding
change to supervision and regulation.

5.4.5 Data Gaps and Challenges

The 2008 financial crisis exposed several major
gaps and deficiencies in the range and quality of
data available to financial regulators to identify
emerging risks in the financial system. These gaps
and shortcomings include firm-level structure and
ownership information; transaction data in certain
important financial markets, including short-term
funding, securities lending arrangements, repo
contracts, and OTC derivatives; and limitations

in financial statement reporting for certain types
of institutions. The usefulness of data was often
limited by institutional or jurisdictional differences
in reporting requirements. These types of
inconsistencies created challenges for data sharing
and increased the reporting burden on market
participants.

Progress has been made on these fronts. Reporting
of centrally cleared repurchase rate agreements
initiated by the OFR in 2019 incorporates the use

of the LEI. Trade Information Warehouse data on
credit derivatives provided to OFR is currently being
revised to also include the LELI.

Council member agencies have been actively
engaged with each other, regulators in other
jurisdictions, and firms in the financial sector to
develop standards and protocols and to execute on
data collection initiatives. Staff of the OFR, CFTC,
SEC, and Federal Reserve meet regularly with their
international regulatory counterparts from the
FSB to implement UTlIs, UPIs, and CDE standards
for OTC derivatives and have recently developed

a governance structure for oversight. Member
agencies have also been working to facilitate the
adoption of LEIs and Universal Loan Identifiers
(ULIs) for mortgage loans.

Recommendations

High-quality financial data is an essential input
into the financial regulatory process. The Council
and member agencies rely on data collected from
market participants to monitor developments in the
financial system, identify potential risks to financial
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stability, and prioritize and execute supervisory
and examination work. The Council encourages
member agencies to collaborate and expand their
data resources and analytical capabilities to assess
interconnectedness and concentration risks in their
respective areas of responsibility.

The establishment of uniform standards for
reporting and collection enhances the usefulness
of market data and reduces the reporting

burdens on market participants. The failure to
adopt broadly shared granular data standards

for financial products, transactions, and entities
can lead to unnecessary costs and inefficiencies,
such as duplicate reporting, and may impede the
ability to aggregate data for risk-management and
reporting purposes. The Council recommends
that regulators and market participants continue
to partner to improve the scope, quality, and
accessibility of financial data, as well as data sharing
among relevant agencies. These partnership efforts
include implementing new identifiers such as the
UTI, Unique Product Identifier (UPI), and CDE;
developing and linking data inventories; and
implementing industry standards, protocols, and
security for secure data sharing.

Broader adoption of the LEI by financial market
participants continues to be a Council priority. The
LEI enables unique and transparent identification of
legal entities participating in financial transactions.
ULIs will make it possible to track loan records
through a loan’s life cycle. The Council recommends
that member agencies update their regulatory
mortgage data collections to include LEI and ULI
fields. The Council also recommends that member
agencies support adoption and use of standards

in mortgage data, including consistent terms,
definitions, and data quality controls, which will
make transfers of loans or servicing rights less
disruptive to borrowers and investors.

Important initiatives are underway at member
agencies that will improve the functioning of
financial markets. Among these is the collection of
repo transaction data, which is used to create SOFR
benchmark rates for use by market participants.
The Council recommends that member agencies
continue to work to harmonize domestic and global
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derivatives data for aggregation and reporting and
ensure that appropriate authorities have access

to trade repository data needed to fulfill their
mandates.

The Council encourages pension regulators and
FASB to improve the quality, timeliness, and depth
of disclosures of pension financial statements.

5.4.6 Financial Innovation

Financial innovation offers considerable benefits

to consumers and providers of financial services

by reducing the cost of certain financial services,
increasing the convenience of payments, and
potentially increasing the availability of credit. But
innovation can also create new risks that need to be
understood.

Digital assets, which are still a new and relatively
small sector of the financial market, are a
particularly good example of both the benefits and
potential risks associated with innovation. Digital
assets may present a new means of conducting real-
time payment activities. Some nations have begun
exploring or, in some cases, using central bank
digital currencies to enhance the global standing
of their own currencies and enable faster payments.
Likewise, several nations have begun assessing
whether and how privately-issued stablecoins may
serve a role in facilitating faster and more efficient
payments, provided that such activities are subject to
appropriate regulation and oversight.

However, if a stablecoin became widely adopted as
a means of payment or store of value, disruptions
to the stablecoin system, as with any payment or
value system, could affect the financial system and
the wider economy, warranting greater regulatory
scrutiny. A decline in the value of assets involved in
a traditional or new payment or value system can
result in the transmission of risk to the financial
sector through financial institution exposures, risks
to the payment system involved, wealth effects and
confidence effects. Risks to payment systems, if not
properly managed, can present financial stability
risks, given the importance of a well-functioning
payments system in facilitating commercial activities.



The benefits and potential risks associated with
digital assets underscore the importance of U.S.
regulators adopting an approach to digital assets that
will provide for responsible innovation in a manner
that is safe, fair, and complies with all applicable laws.
Clear guidance will support the development of a
payment system that is consistent with the changing
needs of institutions and consumers within the U.S.
and that is competitive with payment systems abroad.
This is particularly important given the European
Commission’s recently revealed draft framework for
cryptoassets and stablecoins.

The continued evolution of the market for digital
assets highlights the importance of coordinated
engagement and leadership by relevant U.S.
regulators. Digital asset arrangements vary widely
(see Section 3.6.3.1). The risk each digital asset
poses depends, among other things, on its overall
usage in the market, the structure of the asset and
its consensus mechanism, and the risk management
practices of participants. The potential risks
presented by different stablecoin systems may vary
according to the mechanism by which they are
made stable and the governance policies of the
administrator.

As discussed in Section 3.6.3.4, large technology

and e-commerce companies providing financial
services may increasingly seek to compete directly
with incumbent financial service providers, and their
market presence could grow significantly. These
firms currently may not be subject to the same type
of financial services regulation with which incumbent
financial service providers are required to comply.

Financial firms’ rapid adoption of fintech innovations
in recent years may increase operational risks
associated with financial institutions’ use of third-
party service providers. Third-party service providers
may create financial stability risks if financial
institutions outsource critical services because
operational failures or faults at a key service provider
could disrupt the activities of multiple financial
institutions or financial markets.

Recommendations
The Council encourages financial regulators to
continue to be proactive in identifying new products
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and services; in evaluating how innovation is used;
and in monitoring how responsible innovation can
benefit investors and consumers, regulated entities,
and financial markets. The Council also encourages
relevant authorities to evaluate the potential effects
of new financial products and services on financial
stability, including operational risk. Agencies should
ensure that their monitoring and data collection
systems identify risks associated with financial
innovations. To ensure comprehensive visibility into
innovation across the financial system and avoid
regulatory fragmentation, regulators should share
relevant information on financial innovation as
appropriate with the Council and other agencies.

The Council recommends that federal and state
regulators continue to support responsible innovation
by examining the benefits of, and potential risks to
the financial system posed by, new and emerging uses
of digital assets and distributed ledger technologies.
Financial regulators should review existing and
planned digital asset arrangements and their risks as
appropriate.

The Council encourages continued coordination
among federal and state regulators to support
responsible financial innovation and competitiveness,
promote consistent regulatory approaches, as well as
to identify and address potential risks that arise from
such innovation.
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5.5 Global Economic and Financial
Developments

Downside risks to global economic growth have
increased significantly since the outbreak of

the COVID-19 pandemic. In response to the
collapse of global economic activity in the first

half of 2020, national authorities in advanced and
many emerging economies implemented rapid

and decisive fiscal and monetary policy actions.
Although these measures helped support incomes
and employment and eased global financial
conditions in the initial phase of the pandemic, the

path of the economic recovery will be dependent on

continued fiscal and monetary support along with

health policy responses, including authorities’ ability
to limit the spread of COVID-19 without re-imposing

lockdown measures along with the development of
therapeutics and a vaccine.

At the onset of the pandemic, many European
countries introduced lockdowns to reduce the
spread of the disease. These lockdowns led to a
sharp contraction in real activity and employment
that could lead to significant losses in the banking
system. As part of their response to the crisis,
European governments undertook fiscal policy
actions that increased government spending and
tax relief and likely reduced financial stability risks
(see Section 3.7.2). Over the longer run, however,

additional expansionary policies may result in sizable

increases in government debt and a further increase

in sovereign risk. If debt sustainability were to worsen

in the highly indebted countries, it could stress
European financial institutions and lead to political
tensions within the euro area. This distress has the
potential to spill over to the U.S. financial system
through direct exposures and counterparty risks.

Although somewhat overshadowed by the COVID-19

crisis, the prospect of a no-trade-deal Brexit
represents an ongoing risk to both the European

and U.S. financial systems. On January 31, 2020, the

United Kingdom left the EU but remains under EU
trade rules through the transition period, which

is set to expire at the end of 2020 (see Section
3.7.2). Regulators in Europe and the United States
have taken steps to lessen potential disruptions

to the financial system of a disorderly Brexit. On
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September 28, 2020, the European Securities and
Markets Authority granted time-limited equivalence
to three UK CCPs, which allows them to continue
providing their services in the EU until mid-2022.
While this development has reduced financial
stability risks, risks remain elevated as other UK
financial services will lose passporting rights under
MIFD Il at the end of the transition period absent
any agreement. Additionally, the failure of the two
parties to reach a trade agreement at the end of the
transition period poses significant downside risks to
both the UK and the EU because of the disruptions
it would cause to cross-border supply chains. A
no-trade-deal Brexit could lead to financial market
stress through several channels — disruptions in
cross-border trade, reductions in investor confidence
in the UK economy, increased FX volatility, and a
decline in UK asset values.

The size of the Chinese economy and its centrality
to global supply chains also makes it a potential
source of risk. After a rapid increase in debt and
leverage following the 2008 financial crisis, Chinese
authorities began taking steps to encourage
financial deleveraging in 2016. In 2020, Chinese
regulators paused the deleveraging campaign as
authorities try to balance COVID-19 related credit
support with longer-term financial stability goals
(see Section 3.7.3). More significantly, the PBOC
provided guidance to banks that they should
sacrifice profits to help stabilize growth. Although
this guidance is likely to stabilize the Chinese
economy in the short run, it comes at the expense
of leaving the banking sector weaker and less likely
to rebuild capital margins over the medium run.
At present, U.S. exposures to the Chinese financial
sector are limited, and financial stability risks
associated with a potential decline in Chinese asset
valuations or stress in the Chinese banking sector
appear manageable. Indirect effects on global
economic and market confidence, however, could
adversely impact U.S. economic performance.

Similarly, EMEs represent another indirect source
of risk to the U.S. financial system. The COVID-19
shock affected EMEs initially through a reduction
in Chinese demand and later through the spread of
the virus globally. In response, many EME central
banks broke with their usual policy of raising rates



in the face of currency depreciation and massive
portfolio outflows. Instead, they addressed the
market stress by easing monetary policy, with many
implementing bond purchase programs. Since the
initial period of volatility and massive portfolio
outflows in March and April, flows to EMEs have
broadly stabilized, with risks to the external sector
remaining moderate because many EMEs have
relatively large foreign reserves. The current risks
EMEs pose to the U.S. financial system are related
to the build-up of sovereign and nonfinancial debt.
The accumulation of sovereign debt creates the
risk that it is not sustainable over the long run and
that the necessary fiscal space will be unavailable
to deal with additional contingencies, such as a
renewed wave of COVID-19 infections. The rise

in nonfinancial debt levels creates vulnerabilities
because of a reduced repayment capacity during
the recession. Although the direct exposures of the
U.S. financial system to EMEs are limited, spillovers
to the U.S. economy could manifest themselves in
the form of shifts in market confidence or increases
in market stress that lead to a tightening of U.S.
financial conditions.

Potential Emerging Threats, Vulnerabilities, and Council Recommendations




Box G: “Low-For-Long” Interest Rates and Implications for Financial Stability

The Federal Reserve’s initial policy response to

the COVID-19 pandemic and later shift to average-
inflation targeting both imply that monetary policy
will be accommodative for the foreseeable future.
Although a looser monetary policy stance is
warranted by the need for immediate support to the
real economy and the achievement of the Federal
Reserve’s maximum employment mandate, it also
raises questions about the medium-term financial
stability implications of long periods of low short-
term rates and a potentially flatter yield curve. For
example, there is an inherent tradeoff between the
evident need for low rates to stimulate economic
activity now and the possibility that persistently

low rates may distort risk-taking over a longer time
horizon. Understanding how such a “low-for-long”
environment reshapes market participants’ and
financial institutions’ incentives to borrow, lend, and
take excessive risk is critical for understanding its
financial stability implications.

To that end, recent historical experience provides
some guidance on the possible effects of a low-
for-long interest-rate environment. After the 2008
financial crisis, a combination of forces created
conditions under which interest rates were also
expected to remain low for an extended period,
reducing yields on many assets and providing market
participants with the incentive to assume more
financial risk — the so-called “reach for yield.” This
reach-for-yield behavior led to increases in asset
prices in a range of markets, a portfolio reallocation to
riskier and less liquid asset classes, and an increase
in corporate leverage. In today’s environment, it is
possible that we will observe similar types of changes
in market participants’ behavior.

Key Implications of Low-for-Long and Potential
Vulnerabilities

Low rates for an extended period will have broad
implications for several key market participants. At the
same time, the types of behavior low interest rates
will induce, and therefore the extent to which that
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behavior may lead to the build-up of risks, are likely to
vary across market participants.

Retail investors

One of the main effects on retail investors of
persistently low rates is a decrease in their interest
income. As a result, retirees and other fixed-income
dependent investors may face a decline in their
primary source of income, which, in principle,
incentivizes them to reallocate their portfolio to riskier
assets, as it does for other market participants. But
predicting the precise effect of how retail investors
respond is difficult because their balance sheets

are smaller and their portfolios less diversified than
institutions, and hence their behavior is more sensitive
to risk. Empirical studies show that household
savings are positively related to interest rates, though
the size of the effect varies widely. In addition, there
is little systematic evidence on how low rates for

a prolonged period affect the portfolio allocation
decisions of individual investors. Thus, while it is
prudent to monitor possible reach-for-yield behavior
by retail investors, it is not clear that it has the same
broad financial stability implications that the decisions
of larger financial institutions do.

Banks

Low interest rates are generally expected to reduce
banks’ profitability: Both low short-term rates and a
flatter yield curve reduce banks’ interest income and
compress their net interest margin. How damaging
this deterioration in profitability will be remains an
open question. Banks are well capitalized today

as a result of the post-crisis financial reforms and
can draw on this capital buffer to absorb losses.
Nevertheless, the resulting decline in banks’
profitability, in principle, gives them an incentive to
increase fees and other charges, make riskier loans,
and shift the composition of their balance sheets to
generate other sources of income.

The evidence that banks’ behavior in a low-for-long
environment leads to an increase in systemic risk
is more mixed, however. A retrospective analysis of



the post-financial crisis period conducted by
the Committee on the Global Financial System
(CGFS) suggests that while low interest rates
and flatter yield curves reduce net interest
margins, as expected, banks in the United
States and elsewhere adjusted in ways that
mitigated the effects on their overall return

on assets. What is more, the study found no
systematic correlation between the level of
interest rates, on the one hand, and measures
of bank soundness and excessive risk-taking,
on the other. In terms of evidence for the United
States specifically, research shows that while

a low interest rate environment is generally
associated with narrower net interest margins
and reduced profitability, especially for small
banks, these negative effects may be offset

by the positive effects of low rates on profits
through increased economic activity. Thus, while
net interest margins do narrow when interest
rates are lower, the overall effects on profitability
and excessive risk-taking seem to be more
muted than might be expected, and the broader
effects on systemic risk in the banking sector
modest.

Corporations

For corporations, low rates affect both their
borrowing behavior and the willingness of
investors to supply credit to them. Even before
we entered the current low-for-long environment,
the level of corporate indebtedness was high

by historical standards, driven, in part, by

the growth in the leveraged loan market to
lower-rated borrowers. This growth was itself

a consequence of a prolonged period of low
rates after the 2008 financial crisis. Today, low
yields are encouraging borrowers to lock in rates
with fixed-rate corporate bonds, as opposed

to leveraged loans, which are floating-rate
instruments. As a result, high-yield corporate
bond issuance is at a record level in 2020.
Moreover, firms that successfully weather the
current COVID crisis will have easier access to

financing because of lower credit spreads in the future.
These easier financing conditions are likely to fuel the
same trend in debt accumulation that pre-dated the
current period of low interest rates, creating a potential
vulnerability in the form of excessive corporate debt levels.

Pension funds

Low interest rates also affect the demand for risky assets
through their effect on pension funds and insurance
companies, which face similar issues because of the
structure of their balance sheets. Both types of institutions
have long-lived liabilities that make them vulnerable to
declining or low interest rates. For pension funds, low
rates increase the present value of their assets and
liabilities, but the duration of their liabilities is higher

than that of their assets. As a result, the duration effect
implies that low interest rates have a net negative effect
on their balance sheets. To meet their expected return
targets, pension funds can respond in several ways -- by
increasing contribution requirements, by switching to
alternative investments such as private equity, by issuing
pension obligation bonds to increase leverage, or by
increasing the duration of their assets. These adjustments
are likely to happen gradually because pension funds
have long liability maturities and are hence unlikely to
pose an immediate risk to financial stability.

The combined effect of low expected returns and state
and local budget shortfalls also creates a set of risks

for public pensions. These two factors may force state
and local governments to make tradeoffs between
meeting their public pension liabilities, which have strong
legal protections, and current spending demands that
will stress public finances. Because most states have
balanced-budget requirements, these tradeoffs could be
especially stark. The reconciliation of these underlying
tensions may manifest themselves in the municipal bond
market if investors begin to question the long-term ability
of states and localities to meet their existing obligations.

Insurance companies

Insurance companies could face greater challenges
with their balance sheets. Low interest rates compress
insurers’ investment margins, reduce their ability to meet
their product guarantees, and weaken their earnings

Box G: “Low-For-Long” Interest Rates and Implications for Financial Stability
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and capital. For example, life insurance product in-the-future cash flow may have a disproportionate
reserves are generally determined using a long-run effect on current valuations when interest rates are
interest rate assumption in order to match assets and low. As a result, such rate changes can lead to sharp
liabilities. However, life insurers’ net investment portfolio  adjustments in valuations. The potential negative effects
yields have been declining due to the reinvestment that an unexpected increase in rates would have across
of maturing assets at lower rates. The industry’s net a variety of market participants make this longer-term
investment portfolio yield has fallen from 6.0 percent risk worth monitoring. Adequate guidance on the timing
in 2007 to 4.6 percent in 2019, and this trend can and pace of any such policy-related increase will likely
be expected to continue. It provides an incentive to reduce this risk.

increase allocations to riskier debt and less liquid
assets to achieve the guaranteed returns on in force
insurance policies. As in the case of pension funds, the
challenges related to a protracted period of low interest
rates confronting insurance companies manifest
themselves over time, giving insurance companies
some latitude in how they adapt to the low-rate
environment. This flexibility reduces the likelihood of a
broader financial disruption.

Longer-Term Risks Related to Future Rate
Increases

The discussion thus far has focused on current or
medium-term implications of low-for-long. A longer-
term risk is how the market participants’ exposures to
greater levels of duration risk affect financial stability
when rates eventually increase. The 2013 Taper
Tantrum is an example of this potential dynamic,
although the wider financial stability implications of
that episode were limited. The potential risk here is
that unexpected increases in rates negatively affect
the balance sheets of financial institutions in such a
way that leads to financial instability. Banks without
adequate capital buffers could face solvency issues,
while pension funds and insurance companies could
experience liquidity problems related to losses on
derivatives positions or increases in early liquidations.

Additionally, with valuations in both equity and credit
markets relatively high by historical standards and
likely to become further stretched in a low-for-long
environment, the risk of a sharp correction becomes
more likely, especially in conjunction with high levels of
leverage or excessive reliance on short-term wholesale
funding. Even small changes to expectations of far-
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ABS
ACL

Advisers
Act

AML
ANPR
APP
ARM
ARRC
AUM
BCBS
BDC
BHC
BIS
BOE
BOJ
BTP
Bund
Cé&l
CARES

CCAR
Ccp
CDh
CDB
CDE
Cbo
CDS
CECL
CEM
CET1
CFPB
CFT
CFTC
CIF
CLO
CMBS
CME

Abbreviations

Average Aggregate Notional Amount
Asset-Backed Security
Allowances for Credit Losses

Investment Advisers Act of 1940

Anti-Money Laundering

Advance Notice of Proposed Rulemaking
Asset Purchase Programme

Adjustable Rate Mortgage

Alternative Reference Rates Committee
Assets Under Management

Basel Committee on Banking Supervision
Business Development Company

Bank Holding Company

Bank for International Settlements

Bank of England

Bank of Japan

[talian Government Bond

German Government Bond

Commercial and Industrial

Coronavirus Aid, Relief, and Economic
Security

Comprehensive Capital Analysis and Review
Central Counterparty

Certificate of Deposit

China Development Bank

Critical Data Elements

Collateralized Debt Obligation

Credit Default Swap

Current Expected Credit Losses

Current Exposure Method

Common Equity Tier 1

Consumer Financial Protection Bureau
Countering the Financing of Terrorism
Commodity Futures Trading Commission
Collective Investment Funds
Collateralized Loan Obligation
Commercial Mortgage-Backed Security

Chicago Mercantile Exchange Inc.

CMG
Council
cP
CPFF
CPI
CPMI

CRA
CRE
CSBS
Desk
DFAST
DIP

Dodd-
Frank Act

DSB
DSSI
DTCC
DTI
EBITDA

ECB
EGRRCPA

EME

ENN
Enterprises
ETF

ETN

ETP

EU

Euro Stoxx

Exchange
Act

Fannie Mae
FASB
FATF
FBIIC

FBO
FCA

Crisis Management Group

Financial Stability Oversight Council
Commercial Paper

Commercial Paper Funding Facility
Consumer Price Index

Committee on Payments and Market
Infrastructures

Community Reinvestment Act
Commercial Real Estate

Conference of State Bank Supervisors
Open Market Trading Desk
Dodd-Frank Act Stress Tests
Debtor-in-Possession

Dodd-Frank Wall Street Reform and
Consumer Protection Act

Derivatives Service Bureau

Debt Service Suspension Initiative
Depository Trust & Clearing Corporation
Total Monthly Debt to Total Monthly Income

Earnings Before Interest, Taxes,
Depreciation, and Amortization

European Central Bank

Economic Growth, Regulatory Relief, and
Consumer Protection Act

Emerging Market Economy
Entity-Netted Notional

Fannie Mae and Freddie Mac
Exchange-Traded Fund
Exchange-Traded Note
Exchange-Traded Product
European Union

50 Euro Area Stock Index
Securities Exchange Act of 1934

Federal National Mortgage Association
Financial Accounting Standards Board
Financial Action Task Force

Financial and Banking Information
Infrastructure Committee

Foreign Banking Organization

Financial Conduct Authority

Abbreviations
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FCM
FCU
FDI
FDIC

Federal
Reserve

FHA
FHFA
FHLB
FICC
FICO
FICU
FIMA

FinCEN
FIO
FMI
FMU
FOMB
FOMC
FNAV
FRBNY

Freddie
Mac

FRN
FSB
FS-ISAC

FSOC
FX
G-SIB
GAAP
GAV
GCC
GDP
GLEIF
GNMA

GSE
GSD
GUUG

HFT
HQLA
HMDA

Futures Commission Merchant
Federal Credit Union

Foreign direct investment

Federal Deposit Insurance Corporation

Board of Governors of the Federal Reserve
System

Federal Housing Administration
Federal Housing Finance Agency
Federal Home Loan Bank

Fixed Income Clearing Corporation
Fair Isaac Corporation

Federally Insured Credit Union

Foreign and International Monetary
Authority

Financial Crimes Enforcement Network
Federal Insurance Office

Financial Market Infrastructure

Financial Market Utility

Financial Oversight and Management Board
Federal Open Market Committee

Floating Net Asset

Federal Reserve Bank of New York

Federal Home Loan Mortgage Corporation

Floating Rate Notes
Financial Stability Board

Financial Services Information Sharing and
Analysis Center

Financial Stability Oversight Council
Foreign Exchange

Global Systemically Important Bank
Generally Accepted Accounting Principles
Gross Asset Value

Group Capital Calculation

Gross Domestic Product

Global LEI Foundation

Government National Mortgage Association
(Ginnie Mae)

Government-Sponsored Enterprise
Government Securities Division

FSB’s Working Group on UTI and UPI
Governance

High-Frequency Trader
High-Quality Liquid Asset

Home Mortgage Disclosure Act
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IAIS

ICS
[HC
IMF

Investment
Company
Act

IPO
I0SCO
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JGB
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MBSD
MiFID I
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MMF
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MSLP
MSP
MSR
NAIC
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NCD
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NIM
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Supervisors
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International Monetary Fund

Investment Company Act of 1940
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International Organization of Securities
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Legal Entity Identifier
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Mortgage-Backed Security
Mortgage-Backed Securities Division
Markets in Financial Instruments Directive
Municipal Liquidity Facility

Money Market Fund Liquidity Facility
Money Market Mutual Fund
Mortgage REITs

Main Street Lending Program

Major Swap Participant

Mortgage Servicing Right

National Association of Insurance
Commissioners

No-Action Letter

Net Asset Value

Negotiable Certificates of Deposit
National Credit Union Administration

Net Interest Margin

National Mortgage Database

National Market System

Non-Performing Loan

Notice of Proposed Rulemaking

National Securities Clearing Corporation
New York Department of Financial Services
Office of the Comptroller of the Currency

Office of Financial Research
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PMCCF
PPP
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PREPA
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RMBS
ROAA
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SA-CCR
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SEC
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Pandemic Emergency Purchase Programme
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Paycheck Protection Program

Paycheck Protection Program Lending
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Puerto Rico Oversight, Management, and
Economic Stability Act

Preferred Stock Purchase Agreement
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Qualified Mortgage
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Real Estate Investment Trust
Repurchase Agreement
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Residential Mortgage-Backed Security
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Regulation and Resolution Committee
Risk-Weighted Asset

Standard & Poor’s
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Glossary

Additional Tier 1 Capital

A regulatory capital measure that may include items
such as noncumulative perpetual preferred stock
and mandatory convertible preferred securities
that satisfy the eligibility criteria in the Revised
Capital Rule, as well as related surplus and minority
interests.

Advanced Approaches Capital Framework

The Advanced Approaches capital framework
requires certain banking organizations to use

an internal ratings-based approach and other
methodologies to calculate risk-based capital
requirements for credit risk and advanced
measurement approaches to calculate risk-based
capital requirements for operational risk. The
framework applies to large, internationally active
banking organizations—generally those that

are G-SIBs or with at least $700 billion in total
consolidated assets or at least $75 billion in cross-
jurisdictional activity with at least $250 billion

in total consolidated assets or at least $10 billion
in total on-balance sheet foreign exposure—and
includes the depository institution subsidiaries of
those firms.

Af liate

In general, a company is an affiliate of another
company if: (1) either company consolidates

the other on financial statements prepared

in accordance with U.S. Generally Accepted
Accounting Principles, the International Financial
Reporting Standards, or other similar standards;
(2) both companies are consolidated with a third
company on financial statements prepared in
accordance with such principles or standards; (3)
for a company that is not subject to such principles
or standards, consolidation as described above
would have occurred if such principles or standards
had applied; or (4) a primary regulator determines
that either company provides significant support to,
or is materially subject to the risks or losses of, the
other company.

Asset-Backed Commercial Paper (ABCP)

Short-term debt which has a fixed maturity of up
to 270 days and is backed by some financial asset,
such as trade receivables, consumer debt receivables,
securities, or auto and equipment loans or leases.

Asset-Backed Security (ABS)

A fixed-income or other type of security which is
collateralized by self-liquidating financial assets that
allows the holder of the security to receive payments
that depend primarily on cash flows from the assets.

Bilateral Repo

A repo between two institutions in which
negotiations are conducted directly between the
participants or through a broker, and in which the
participants must agree on the specific securities

to be used as collateral. The bilateral repo market
includes both non-cleared trades and trades cleared
through Fixed Income Clearing Corporation’s
delivery versus payment repo service.

Central Counterparty (CCP)

An entity which interposes itself between
counterparties to contracts traded in one or more
financial markets, becoming the buyer to every seller|
and the seller to every buyer, thereby ensuring the
performance of open contracts.

Clearing Bank

A BHC subsidiary that facilitates payment and
settlement of financial transactions, such as check
clearing, or facilitates trades between the sellers and
buyers of securities or other financial instruments or,
contracts.

Collateral
Any asset pledged by a borrower to guarantee
payment of a debt.

Collateralized Loan Obligation (CLO)

A securitization vehicle backed predominantly by
commercial loans.
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Commercial Mortgage-Backed Security (CMBS)

A security which is collateralized by a pool of
commercial mortgage loans and makes payments
derived from the interest and principal payments on
the underlying mortgage loans.

Commercial Paper (CP)
Short-term (maturity of up to 270 days), unsecured
corporate debt.

Commercial Paper Funding Facility (CPFF)

A funding backstop established by the Federal
Reserve under section 13(3) of the Federal Reserve
Act to facilitate the issuance of term commercial
paper by eligible issuers. The CPFF is structured as a
credit facility to a special purpose vehicle.

Common Equity Tier 1 Capital (CET1)

A regulatory capital measure which includes capital
with the highest loss-absorbing capacity, such as
common stock and retained earnings.

Common Equity Tier 1 Capital Ratio

A ratio which divides common equity tier 1 capital
by total risk-weighted assets. The ratio applies to all
banking organizations subject to the Revised Capital
Rule.

Comprehensive Capital Analysis and Review
(CCAR)

An annual exercise by the Federal Reserve to ensure
that institutions have robust, forward-looking capital
planning processes that account for their unique
risks and sufficient capital to continue operations
throughout times of economic and financial stress.

Consumer Price Index (CPI)
A monthly index containing data on changes in the
prices paid by urban consumers for a representative
basket of goods and services.

Credit Default Swap (CDS)

A financial contract in which one party agrees to
make a payment to the other party in the event of a
specified credit event, in exchange for one or more
fixed payments.
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De ned Bene tPlan

A retirement plan in which the cost to the employer
is based on a predetermined formula to calculate
the amount of a participant’s future benefit. In
defined benefit plans, the investment risk is borne
by the plan sponsor.

De ned Contribution Plan

A retirement plan in which the cost to the employer
is limited to the specified annual contribution. In
defined contribution plans, the investment risk is
borne by the plan participant.

Digital Asset

Digital asset is an asset that is issued/transferred
using distributed ledger or blockchain technology.
A cryptocurrency is a digital asset designed to work
as a medium of exchange. Digital assets include
instruments that may qualify under applicable U.S.
laws as securities, commodities, and security- or
commodity-based instruments such as futures or
swaps. Other industry terms used for these assets
include cryptocurrencies, crypto assets, virtual
currencies, digital currencies, stablecoins, and
crypto tokens.

Dodd-Frank Act Stress Tests (DFAST)

Annual stress tests required by the Dodd-Frank Act
for national banks and federal savings associations
with total consolidated assets of more than $10
billion.

Duration

The sensitivity of the prices of bonds and other
fixed-income securities to changes in the level of
interest rates.

Emerging Market Economy (EME)

Although there is no single definition, emerging
market economies are generally classified according
to their state of economic development, liquidity,
and market accessibility. This report has grouped
economies based on the classifications used by
significant data sources such as the MSCI and
Standard & Poor’s, which include, for example,
Brazil, China, India, and Russia.



Entity-Netted Notional (ENN)

A risk-based measure of size for the interest rate
swap market. To describe ENNSs intuitively, imagine
that each pair of swap counterparties established

its net interest rate risk position with bonds instead
of swaps. More precisely, within each pair of
counterparties, the counterparty that is net long has
purchased a 5 year equivalent risk position in bonds
from the counterparty that is net short. Then, the
sum of those hypothetical bond positions across all
pairs of counterparties is a measure of the size of the
market and is equal to ENNSs.

Exchange-Traded Product (ETP)

An investment fund or note that is traded on an
exchange. ETPs offer continuous pricing—unlike
mutual funds, which offer only end-of-day pricing.
ETPs are often designed to track an index or a
portfolio of assets. ETPs include: (1) exchange-
traded funds (ETFs), which are registered as
investment companies under the Investment
Company Act of 1940 (*40 Act); (2) non-"40 Act
pooled investment vehicles, which are generally
trust or partnership vehicles that do not invest in
securities; and (3) exchange-traded notes (ETNS),
which are senior debt instruments issued by
financial institutions that pay a return based on the
performance of a “reference asset”.

Federal Funds Rate

The interest rate at which depository institutions
lend reserve balances to other depository
institutions overnight. The FOMC sets a target range
for the level of the overnight federal funds rate. The
Federal Reserve Bank of New York then uses open
market operations to influence the rate so that it
trades within the target range.

FICO Score

A measure of a borrower’s creditworthiness based
on the borrower’s credit data; developed by the Fair
Isaac Corporation.

Financial and Banking Information Infrastructure
Committee (FBIIC)

The FBIIC consists of 18 member organizations
from across the financial regulatory community,
both federal and state. It was chartered under

the President’s Working Group on Financial

Markets following September 11, 2001 to improve
coordination and communication among financial
regulators, enhance the resiliency of the financial
sector, and promote public-private partnership.

Financial Market Infrastructure (FMI)

A multilateral system among participating financial
institutions, including the operator of the system,
used for the purposes of recording, clearing, or
settling payments, securities, derivatives, or other
financial transactions. Under the Dodd-Frank Act,
certain FMIs are recognized as FMUEs.

Financial Market Utility (FMU)

An entity, as defined in the Dodd-Frank Act, that,
subject to certain exclusions, “manages or operates a
multilateral system for the purpose of transferring,
clearing, or settling payments, securities, or other
financial transactions among financial institutions
or between financial institutions and the person.”

Fire Sale

The disorderly liquidation of assets to meet margin
requirements or other urgent cash needs. Such

a sudden sell-off drives down prices, potentially
below their intrinsic value, when the quantities to
be sold are large relative to the typical volume of
transactions. Fire sales can be self-reinforcing and
lead to additional forced selling by some market
participants which, subsequent to an initial fire sale
and consequent decline in asset prices, may also
need to meet margin or other urgent cash needs.

Fiscal Year

Any 12-month accounting period. The fiscal year for
the federal government begins on October 1 and
ends on September 30 of the following year; it is
named after the calendar year in which it ends.

Futures Contract

An agreement to purchase or sell a commodity
for delivery in the future: (1) at a price that is
determined at initiation of the contract; (2) that
obligates each party to the contract to fulfill the
contract at the specified price; (3) that is used
to assume or shift price risk; and (4) that may be
satisfied by delivery or offset.
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General Collateral Finance (GCF)

An interdealer repo market in which the Fixed
Income Clearing Corporation plays the role of CCP.
Trades are netted at the end of each day and settled
at the tri-party clearing bank. See Tri-party Repo.

Government-Sponsored Enterprise (GSE)

A corporate entity with a federal charter authorized
by law, but which is a privately owned financial
institution. Examples include the Federal National
Mortgage Association (Fannie Mae) and the Federal
Home Loan Mortgage Corporation (Freddie Mac).

Gross Domestic Product (GDP)

The broadest measure of aggregate economic
activity, measuring the total value of all final goods
and services produced within a country’s borders
during a specific period.

Gross Notional Exposure (GNE)

The sum of the absolute values of long and short
notional amounts. The “notional” amount of a
derivative contract is the amount used to calculate
payments due on that contract, just as the face
amount of a bond is used to calculate coupon
payments.

Haircut

The discount, represented as a percentage of par or
market value, at which an asset can be pledged as
collateral. For example, a $1,000,000 bond with a 5
percent haircut would collateralize a $950,000 loan.
The purpose of a haircut is to provide a collateral
margin for a secured lender.

High-Quality Liquid Asset (HQLA)

An asset—such as a government bond—which is
considered eligible as a liquidity buffer in the U.S.
banking agencies’ liquidity coverage ratio. High-
quality liquid assets should be liquid in markets
during times of stress and, ideally, be central bank-
eligible.

Initial Margin

Collateral that is collected to cover potential
changes in the value of each participant’s position
(that is, potential future exposure) over the
appropriate closeout period in the event the
participant defaults.
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Initial Public Offering (IPO)

The first time a company offers its shares of capital
stock to the general public.

Institutional Leveraged Loan
The term portion of a leveraged loan that is sold to
institutional investors.

Interest Rate Swap

A derivative contract in which two parties swap
interest rate cash flows on a periodic basis,
referencing a specified notional amount for a fixed
term. Typically, one party will pay a predetermined
fixed rate while the other party will pay a short-term
variable reference rate which resets at specified
intervals.

Index Tranche Credit Default Swap (CDS)

A synthetic collateralized debt obligation (CDO)
based on a CDS index where each tranche (equity,
mezzanine, senior, and super senior) references

a different segment of the loss distribution of the
underlying CDS index.

Intermediate Holding Company (IHC)

A company established or designated by an FBO
under the Federal Reserve Board’s Regulation YY.
Regulation YY requires that an FBO with U.S. non-
branch assets of $50 billion or more must hold its
entire ownership interest in its U.S. subsidiaries,
with certain exclusions, through a U.S. IHC.

Legal Entity Identi er (LEI)

A 20-character alpha-numeric code that connects to
key reference information which enables clear and
unique identification of legal entities participating
in global financial markets. The LEI system is
designed to facilitate many financial stability
objectives, including improved risk management

in firms; better assessment of microprudential

and macroprudential risks; expedition of orderly
resolution; containment of market abuse and
financial fraud; and provision of higher-quality and
more accurate financial data.

Leveraged Buyout (LBO)
An acquisition of a company financed by a private
equity contribution combined with borrowed funds,



with debt constituting a significant portion of the
purchase price.

Leveraged Loan

While numerous definitions of leveraged lending
exist throughout the financial services industry,
generally a leveraged loan is understood to be a type
of loan that is extended to companies that already
have considerable amounts of debt and/or have a
non-investment grade credit rating or are unrated
and/or whose post-financing leverage significantly
exceeds industry norms or historical levels.

LIBOR

A rate based on submissions from a panel of banks.
LIBOR is intended to reflect the rate at which large,
globally-active banks can borrow on an unsecured
basis in wholesale markets.

Limit (Up or Down)

The maximum price advance or decline from the
previous day’s settlement price permitted during one
trading session, as fixed by the rules of an exchange.
Effective October 12, 2020, S&P 500 e-mini futures
are subject to a hard upside and downside limit of

7 percent during non-U.S. trading hours. Prior to
that, S&P 500 e-mini futures were subject to a hard
upside and downside limit of 5 percent during non-
U.S. trading hours.

Liquidity Coverage Ratio (LCR)

A standard to ensure that covered companies
maintain adequate unencumbered, high-quality
liquid assets to meet anticipated liquidity needs for a
30-day horizon under a standardized liquidity stress
scenario.

Loan-to-Value Ratio

The ratio of the amount of a loan to the value of
the asset that the loan funds, typically expressed as
a percentage. This is a key metric when considering
the level of collateralization of a mortgage.

Major Swap Participant

A person that is not a swap dealer and maintains

a substantial position in swaps, creates substantial
counterparty exposure, or is a financial entity that is
highly leveraged and not subject to federal banking
capital rules.

Margin

In the context of clearing activity, collateral that
is collected to protect against current or potential
future exposures resulting from market price
changes or in the event of a counterparty default.

Money Market Fund Liquidity Facility (MMLF)

A facility established by the Federal Reserve under
section 13(3) of the Federal Reserve Act that
provides funding to U.S. depository institutions and
bank holding companies to finance their purchases
of certain types of assets from MMFs under certain
conditions. The MMLF is intended to assist MMFs in
meeting demands for redemptions by investors and
to foster liquidity in the markets for the assets held
by MMFs.

Money Market Mutual Fund (MMF)

A type of mutual fund which invests in short-term,
high-quality, liquid securities such as government
bills, CDs, CP, or repos.

Mortgage-Backed Security (MBS)

An ABS backed by a pool of mortgages. Investors
in the security receive payments derived from the
interest and principal payments on the underlying
mortgages.

Mortgage Servicing Company

A company which acts as an agent for mortgage
holders by collecting and distributing mortgage
cash flows. Mortgage servicers also manage defaults,
modifications, settlements, foreclosure proceedings,
and various notifications to borrowers and investors.

Mortgage Servicing Right (MSR)
The right to service a mortgage loan or a portfolio
of mortgage loans.

Municipal Bond

A bond issued by states, cities, counties, local
governmental agencies, or certain nongovernment
issuers to finance certain general or project-related
activities.

Net Asset Value (NAV)

An investment company’s total assets minus its total
liabilities.
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Net Interest Margin (NIM)

Net interest income as a percent of interest-earning
assets.

Net Stable Funding Ratio (NSFR)

A liquidity standard to promote the funding
stability of internationally active banks, through the
maintenance of stable funding resources relative to
assets and off-balance sheet exposures.

Open Market Operations
The purchase and sale of securities in the open
market by a central bank to implement monetary

policy.

Operational Resilience

The ability of an entity’s personnel, systems,
telecommunications networks, activities or processes
to resist, absorb, and recover from or adapt to an
incident that may cause harm, destruction, or loss of
ability to perform mission-related functions.

Option

A financial contract granting the holder the

right but not the obligation to engage in a future
transaction on an underlying security or real asset.
The most basic examples are an equity call option,
which provides the right but not the obligation to
buy a block of shares at a fixed price for a fixed
period, and an equity put option, which similarly
grants the right to sell a block of shares.

Overnight Reverse Repurchase Agreement Facility
(ON RRPF)

A supplementary policy tool that the Federal Reserve
uses to set the floor on rates to keep the federal
funds rate in the target range set by the FOMC.

Over-the-Counter (OTC)

A method of trading which does not involve a
registered exchange. An OTC trade could occur on
purely a bilateral basis or could involve some degree
of intermediation by a platform that is not required
to register as an exchange. An OTC trade could,
depending on the market and other circumstances,
be centrally cleared or bilaterally cleared. The
degree of standardization or customization of
documentation of an OTC trade will depend on
the whether it is cleared and whether it is traded
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on a non-exchange platform (and, if so, the type of
platform).

Paris Club

An informal group of official creditors whose role is
to find coordinated and sustainable solutions to the
payment difficulties experienced by debtor countries

Primary Dealer

A financial institution that is a trading counterparty
of the Federal Reserve Bank of New York. Primary
dealers are expected to make markets for the
Federal Reserve Bank of New York on behalf of its
official accountholders as needed, and to bid on a
pro-rata basis in all Treasury auctions at reasonably
competitive prices.

Prudential Regulation

Regulation aimed at ensuring the safe and sound
operation of financial institutions, set by both state
and federal authorities.

Public Debt

All debt issued by Treasury and the Federal
Financing Bank, including both debt held by

the public and debt held in intergovernmental
accounts, such as the Social Security Trust Funds.
Not included is debt issued by government agencies
other than Treasury.

Qualifying Hedge Fund

A hedge fund advised by a Large Hedge Fund
Adviser that has a net asset value (individually or in
combination with any feeder funds, parallel funds,
and/or dependent parallel managed accounts) of

at least $500 million as of the last day of any month
in the fiscal quarter immediately preceding the
adviser’s most recently completed fiscal quarter.
Large Hedge Fund Advisers are advisers that have at
least $1.5 billion in hedge fund AUM.

Real Estate Investment Trust (REIT)

An operating company which manages income-
producing real estate or real estate-related assets.
Certain REITs also operate real estate properties in
which they invest. To qualify as a REIT, a company
must have three-fourths of its assets and gross
income connected to real estate investment and
must distribute at least 90 percent of its taxable



income to shareholders annually in the form of
dividends.

Repurchase Agreement (Repo)

The sale of a security combined with an agreement
to repurchase the security, or a similar security, on a
specified future date at a prearranged price. A repo
is a secured lending arrangement.

Residential Mortgage-Backed Security (RMBS)

A security which is collateralized by a pool of
residential mortgage loans and makes payments
derived from the interest and principal payments on
the underlying mortgage loans.

Risk-Weighted Assets (RWAS)

A risk-based concept used as the denominator of
risk-based capital ratios (common equity tier 1, tier
1, and total). The total RWAs for an institution are a
weighted total asset value calculated from assigned
risk categories or modeled analysis. Broadly, total
RWAs are determined by calculating RWAs for
market risk and operational risk, as applicable, and
adding the sum of RWAs for on-balance sheet, off-
balance sheet, counterparty, and other credit risks.

Rollover Risk

The risk that as an institution’s debt nears maturity,
the institution may not be able to refinance the
existing debt or may have to refinance at less
favorable terms.

Run Risk

The risk that investors lose confidence in an
institution—stemming from concerns about
counterparties, collateral, solvency, or related
issues—and respond by pulling back their funding.

Secured Overnight Financing Rate (SOFR)

A broad measure of the cost of borrowing cash
overnight collateralized by Treasury securities. The
rate is calculated as a volume-weighted median

of transaction-level tri-party repo data as well as
GCF Repo transaction data and data on bilateral
Treasury repo transactions.

Securities Lending/Borrowing

The temporary transfer of securities from one party
to another for a specified fee and term, in exchange
for collateral in the form of cash or securities.

Securitization

A financial transaction in which assets such as
mortgage loans are pooled, securities representing
interests in the pool are issued, and proceeds from
the underlying pooled assets are used to service and
repay the securities.

Security-Based Swap Dealer

A person that holds itself out as a dealer in security-
based swaps, makes a market in security-based
swaps, regularly enters into security-based swaps
with counterparties, or engages in any activity
causing it to be known as a dealer or market maker
in security-based swaps; does not include a person
entering into security-based swaps for such person’s
own account.

Short-Term Wholesale Funding

Short-term funding instruments not covered by
deposit insurance which are typically issued to
institutional investors. Examples include large
checkable and time deposits, brokered CDs, CP,
Federal Home Loan Bank borrowings, and repos.

Special Purpose Acquisition Company (SPAC)
Companies formed through an IPO to raise funds
to purchase businesses or assets to be acquired after
the IPO.

Supplementary Leverage Ratio (SLR)

Tier 1 capital of an advanced approaches banking
organization divided by total leverage exposure. All
advanced approaches banking organizations must
maintain an SLR of at least 3 percent. The SLR is
effective January 1, 2018, and organizations must
calculate and publicly disclose their SLRs beginning
March 31, 2015.

Swap

An exchange of cash flows with defined terms and
over a fixed period, agreed upon by two parties. A
swap contract may reference underlying financial
products across various asset classes including
interest rates, credit, equities, commodities, and FX.

Glossary




200

Swap Data Repository (SDR)

A person that collects and maintains information
or records with respect to transactions or positions
in, or the terms and conditions of, swaps entered
into by third parties for the purpose of providing

a centralized recordkeeping facility for swaps. In
certain jurisdictions, SDRs are referred to as trade
repositories. The Committee on Payments and
Settlement Systems and I0SCO describe a trade
repository as “an entity that maintains a centralized
electronic record (database) of transaction data.”

Swap Dealer

Section 1a(49) of the Commodity Exchange Act
defines the term “swap dealer” (SD) to include any
person who: (1) holds itself out as a dealer in swaps;
(2) makes a market in swaps; (3) regularly enters
into swaps with counterparties as an ordinary course
of business for its own account; or (4) engages in any
activity causing the person to be commonly known
in the trade as a dealer or market maker in swaps.

Swap Execution Facility (SEF)

A term defined in the Dodd-Frank Act as a trading
system or platform which market participants use to
execute and trade swaps by accepting bids and offers
made by other participants, through any means of
interstate commerce.

Swap Future

A futures contract which mimics the economic
substance of a swap.

Swaption
An option granting the right to enter into a swap.
See Option and Swap.

Syndicated Loan

A loan to a commercial borrower in which financing
provided by a group of lenders. The loan package
may have a revolving portion, a term portion, or
both

Tier 1 Capital

A regulatory capital measure comprised of common
equity tier 1 capital and additional tier 1 capital. See
Common Equity Tier 1 Capital and Additional Tier
1 Capital.
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Tier 2 Capital

A regulatory capital measure which includes
subordinated debt with a minimum maturity of
five years and satisfies the eligibility criteria in the
Revised Capital Rule.

Time Deposits

Deposits that the depositor generally does not have
the right to withdraw before a designated maturity
date without paying an early withdrawal penalty. A
CD is a time deposit.

Total Capital

A regulatory capital measure comprised of tier 1
capital and tier 2 capital. See Tier 1 Capital and Tier
2 Capital.

Tri-Party Repo

A repo in which a clearing bank acts as third-party
agent to provide collateral management services and
to facilitate the exchange of cash against collateral
between the two counterparties.

Underwriting Standards

Terms, conditions, and criteria used to determine
the extension of credit in the form of a loan or
bond.

Variation Margin

Funds that are collected and paid out to reflect
current exposures resulting from actual changes in
market prices.

VIX (Chicago Board Options Exchange Market
Volatility Index)

A standard measure of market expectations of short-
term volatility based on S&P equity index option
prices.

Weighted Average Life (WAL)
A weighted average of the maturities of all securities
held in a MMF’s portfolio.

Weighted-Average Maturity (WAM)
A weighted average of the time to maturity on all
loans in an asset-backed security.



Window-Dressing

Period-ending transactions that are reflected on a
statement or report.

Yield Curve
A graphical representation of the relationship

between bond yields and their respective maturities.
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