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II. A monetary lifeline: central banks’ crisis response

Faced with an unprecedented global sudden stop, central banks were again at the 
forefront of the policy response. They moved swiftly and forcefully to prevent a 
potential financial collapse from exacerbating the damage to the economy. They 
stabilised the financial system, cushioned the adjustment for firms and households, 
and restored confidence to the extent possible. 

In contrast to the Great Financial Crisis (GFC) of 2007–09, the Covid-19 turmoil 
was fundamentally a real shock generated by measures to address a public health 
emergency. Banks and the financial sector more generally were not the source of 
the initial disturbance. Rather, they became embroiled in the turmoil triggered by 
the precipitous economic contraction. Central banks found themselves facing the 
Herculean challenge of reconciling a real economy where the clock had stopped 
with a financial sector where it kept ticking. With firms and households bearing the 
brunt of the shock, much of the response sought to ease the financial strains they 
faced while being tailored to countries’ specific circumstances.

This chapter examines central banks’ responses against the backdrop of an 
evolving financial and economic landscape. It first outlines their salient features and 
underlying objectives. It then highlights some key considerations that guided the 
interventions, with specific reference to the historical role of central banks as 
lenders of last resort. Finally, it looks ahead to the medium-term challenges central 
banks may face in the post-pandemic world.

Central banks’ crisis management: a shifting state of play

The Covid-19 crisis brought to the fore once again central banks’ core role in crisis 
management. As global economic and financial conditions deteriorated rapidly, 
central banks formed a critical line of defence. The policy response was broad-
based, tailored to the nature of the shock and to country-specific financial system 
features. Preventing market dysfunction was critical to preserving the effectiveness 
of the monetary transmission mechanism, maintaining financial stability and 
supporting the flow of credit to firms and households. In aiming to fulfil this 

Key takeaways

• In the face of an unprecedented crisis caused by the Covid-19 pandemic, central banks were again at 
the forefront of the policy response. In concert with fiscal authorities, they took swift and forceful 
action, tailored to the specific nature of the stress. 

• Central banks’ role as lenders of last resort has seen another important evolution. There has been a 
marked shift towards providing funds to the non-bank private sector and, in emerging market 
economies, towards interventions in domestic currency asset markets.  

• In the post-crisis period, much higher sovereign debt and heightened uncertainty about the overall 
economic environment – particularly the inflation process – could further complicate the trade-offs 
central banks face.
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objective, central banks deployed their full array of tools and acted in their capacity 
as lenders of last resort – a function that has historically been at the core of their 
remit. Importantly, the interventions were consistent with their mandates which, 
notwithstanding cross-country differences in emphasis, are ultimately to pursue 
lasting price and financial stability – necessary conditions for sustainable growth. 

Apart from cutting interest rates swiftly and forcefully, down to the effective 
lower bound in a number of countries, central banks deployed their balance sheets 
extensively and on a very large scale. They injected vast amounts of liquidity into 
the financial system and committed even larger sums through various facilities. For 
instance, the Federal Reserve purchased over $1 trillion of government bonds in 
the span of about four weeks. This was roughly equal to the total amount of 
government bonds purchased under the large-scale asset purchase (LSAP) 
programmes between November 2008 and June 2011 (Graph II.1, left-hand panel). 
Similarly, the ECB launched a facility to buy up to €1.35 trillion of securities, or 
around half of the total amount purchased under its Asset Purchase Programme 
between 2014 and 2018. In a matter of weeks, the balance sheets of the central 
banks of the major economies expanded substantially (centre panel), mostly 
exceeding their increase during the GFC (right-hand panel). 

Other central banks, in both advanced and emerging market economies 
(EMEs), also implemented a broad range of measures targeting various market 
segments. These actions went hand in hand with large-scale fiscal packages 
designed to cushion the blow to the real economy (Chapter I). They were also 
complemented by supervisory measures aimed at supporting banks’ ability and 
willingness to lend. In addition, as stress in the offshore dollar markets became 
particularly acute, the Federal Reserve extended its network of swap lines to as 
many as 14 central banks.

The various measures had different proximate objectives. Some of them, such 
as the initial interest rate cuts, had the more traditional aim of supporting demand 
and offsetting tighter financial conditions. At the time of the cuts, markets by and 

Swift and forceful response Graph II.1
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1  Difference in weekly holdings between the start and the end of the selected periods: LSAP1 = November 2008–March 2010; 
LSAP2 = November 2010–June 2011; Covid-19 = January 2020–latest available data. MBS = mortgage-backed securities.    2  Cumulative 
changes in total balance sheet size since December 2019 (centre panel, weekly) and since June 2008 (right-hand panel, monthly). As a 
percentage of four-quarter moving sum of quarterly GDP; for April 2020 onwards, sum of Q2 2019–Q1 2020 GDP. 

Sources: Bank of Canada; Bank of England; Board of Governors of the Federal Reserve System; Datastream; national data; BIS calculations. 
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large continued to function well. But as the crisis deepened, the evaporation of 
confidence caused major dislocations, forcing central banks to focus on stabilising 
the financial sector and supporting credit flows to the private sector. 

What does this task involve more precisely? And how has it evolved in the light 
of changes in the structure of the financial system and the nature of the stress? 
Answering these questions requires examining more closely central banks’ goals, 
tools, proximate objectives and strategies in crisis management.

Objectives and crisis toolkit

The overriding goal in crisis management is twofold. First, it seeks to prevent long-
lasting damage to the economy by ensuring that the financial system continues to 
function and that credit to households and firms continues to flow. Second, it aims 
to restore confidence and shore up private expenditures. These goals require the 
central bank to draw on its three main functions: as the authority responsible for 
monetary policy, as lender of last resort and, where charged with such duties, as 
bank regulator and supervisor. 

The relationship between the monetary policy and lender of last resort 
functions is complex and nuanced. The objectives of the two functions differ – the 
former is focused on steering aggregate demand, the latter on stabilising the 
financial system. At the same time, the instruments increasingly overlap. Pre-GFC, 
central banks relied largely on adjustments to short-term interest rates to steer 
aggregate demand, but since then they have relied much more on adjustments to 
their balance sheet – the typical lender of last resort tool. Operations that offer 
funding to banks at favourable rates conditional on their lending to firms and 
households, for example, supply central bank liquidity to influence aggregate 
demand. Moreover, the two objectives are intertwined. Central bank interventions 
to restore market functioning stabilise the financial system, thereby establishing the 
confidence needed to ensure the smooth transmission of monetary policy. Thus, it 
may be hard to draw a clear line between the two functions.

The tools at central banks’ disposal can be divided into four main categories. 
The broadest tool and typically the first line of defence is short-term interest 

rates. By influencing the cost of funds for the entire financial system, policy rates 
have a wide reach. They also send a powerful signal, which can help shore up 
confidence in times of stress. Notably, steering expectations of future interest rates 
through forward guidance has become an increasingly important part of monetary 
policy. While interest rate cuts in crises are common, they are far from universal, 
given that shocks and institutions vary. In EMEs, in particular, stabilising the 
exchange rate often requires raising interest rates to stem capital flight.

The second set of tools is lending to financial institutions. This includes 
repurchase operations, which are the bread and butter of liquidity management 
during normal times, as well as traditional standing facilities / discount windows, 
which can also act as liquidity backstops for institutions in need. Moreover, targeted 
lending operations can be tailored to support funding in specific market segments. 
They can also involve foreign currency – for example, through foreign exchange 
swaps – to alleviate currency-specific funding pressures.

The third set of tools is outright asset purchases (and sales). These operations 
alter relative asset supplies in markets and influence the liquidity of specific market 
segments. Thus, their impact on asset valuations can be more direct than that of 
other tools.1 They also convey signals about the future course of policy and help 
manage expectations, thereby reducing uncertainty. The assets involved range from 
government bonds to private sector securities, such as commercial paper, corporate 
bonds, equity and foreign exchange.
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Finally, as regulatory and supervisory agencies, central banks may adjust 
regulations that directly affect financial intermediaries and markets. These include 
what are typically regarded as monetary policy tools, such as reserve requirements. 
But, depending on central banks’ powers, they may also involve other tools, such as 
capital and liquidity requirements and even capital flow management measures. 
Whenever the central bank does not have control over these tools, they need to be 
deployed in coordination with the relevant authorities.

Lender of last resort and the evolving financial landscape

Given the magnitude of the shock that triggered the current crisis, central banks 
deployed their full arsenal of tools, sometimes in unprecedented ways. The specific 
type of intervention varied with the nature of the stress and countries’ characteristics, 
particularly the structure of the financial system and the conditions of its major 
players. Table I.1 in Chapter I illustrates examples of the key measures implemented 
in the major advanced economies (AEs) and a sample of EMEs. 

The importance of the financial structure merits special attention. The lender 
of last resort function has historically evolved in line with financial market 
development. Traditionally, central bank emergency lending was synonymous with 
credit provision to banks. As capital markets developed and the importance of 
market-based finance increased, the reach of emergency lending broadened. In 
modern financial systems, markets, like banks, may be subject to “runs” driven by 
similar underlying forces. A sudden increase in market participants’ uncertainty 
about asset valuations or counterparties’ financial strength can cause them to 
disengage from markets. This can trigger a self-reinforcing spiral involving declines 
in market and funding liquidity and heightened counterparty credit risk that can 
lead to the breakdown of key financial markets.2 

The GFC heralded a clear shift in the role of lender of last resort beyond banks. 
During the GFC, central banks broke new ground with the scale and breadth of 
their measures, particularly in terms of eligible counterparties and collateral. The 
current crisis has taken this evolution further. A striking feature this time has been 
the prevalence of interventions aimed at non-bank financial institutions, including 
entities such as mutual funds. This is in line with the growing role of market-based 
financing, particularly for the non-financial corporate sector (Graph II.2, left-hand 
panel). As a result, central banks, particularly in AEs, have increasingly been acting 
as market-makers or dealers of last resort.

This was evident early in the Covid-19 crisis in response to acute strains on 
money market mutual funds. In a dynamic reminiscent of the GFC, a flight to safety 
resulted in large-scale redemptions from prime money market funds in the United 
States. Some $160 billion or approximately 15% of assets under management were 
withdrawn in March alone (Graph II.2, right-hand panel). This had large knock-on 
effects on crucial funding markets, particularly on that for commercial paper, where 
prime money market funds are key investors. As a result, funding costs in these 
markets soared and issuance dropped. The disruptions reverberated globally, given 
that non-US firms and banks rely heavily on these markets, contributing to a global 
shortage of US dollar liquidity (see below). The Federal Reserve reacted swiftly, 
establishing a facility to backstop money market funds. This stemmed redemptions 
and averted a wider market breakdown. In response to similar strains, the Bank of 
Thailand and the Reserve Bank of India also introduced facilities to provide liquidity 
to money market mutual funds through banks. Such backstops have proven 
effective in shoring up confidence and easing tensions. 

More broadly, central banks targeted a wide range of market segments through 
outright asset purchases. Most notably, they undertook large-scale purchases of 
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government bonds, either by ramping up existing programmes or by establishing 
new ones. The Federal Reserve was particularly forceful, committing to purchasing 
unlimited amounts of US Treasuries and agency mortgage-backed securities, and 
subsequently breaking new ground by buying municipal debt. The Bank of Japan 
also committed to unlimited government bond purchases. The central banks of 
several AEs and EMEs, including Australia, Canada, India and Korea, launched 
programmes for the first time. The purchases helped stabilise bond markets despite 
prospective sharp increases in issuance as governments fought the pandemic. In 
the euro area, the announcement of the Pandemic Emergency Purchase Programme 
(PEPP) helped narrow sovereign bond spreads, just as the announcement of 
Outright Monetary Transactions had back in 2012 (Graph II.3, left-hand panel). 

Many central banks also bought private sector assets. All major AE central 
banks established or expanded facilities to fund purchases of a wide range of 
securities, including commercial paper, corporate bonds, asset-backed securities 
and equity. The purchases were aimed at preserving market functioning in the face 
of fire sales and at supporting the issuance of new securities. They thus channelled 
funds directly to the non-bank private sector.  

Strains in corporate bond markets loomed large. Amid a global flight to safety, 
liquidity dried up and spreads spiked. Central bank interventions were a key 
stabilising force. Cases in point include the announcements of the ECB’s PEPP, which 
included purchases of corporate bonds, on 18 March and the Federal Reserve’s 
primary and secondary market bond purchase programmes on 23 March. Both 
immediately tightened spreads in the respective jurisdictions (Graph II.3, centre 
panel), including on high-yield bonds, which were initially excluded. High-yield 
spreads tightened further in the United States on 9 April, when some of those 
bonds became eligible. Similarly, the Bank of England’s announcement that it had 

Post-Great Financial Crisis changes in financial structure and tensions in money 
market funds Graph II.2

Share of bank loans to the corporate sector declines1  US prime money market fund assets3 
Per cent  USD bn 

 

 

 
The vertical line in the right-hand panel indicates the Federal Reserve’s announcement of the Money Market Mutual Fund Liquidity Facility
(MMLF) on 18 March 2020. 

1  Bank loans to non-financial corporations (NFCs) as a share of the sum of bank loans to NFCs and debt securities issued by NFCs. If bank 
loans are not available, bank credit to NFCs (BR, CO and MY) or bank claims on NFCs (CN) are used. Debt securities issued by NFCs measured 
as total debt securities; if not available, sum of domestic and international debt securities.    2  For CH, Q1 2009.    3  Not all funds report their 
assets under management on a daily basis, which may lead to some jumps in the series. 

Sources: Crane Data; Datastream; Dealogic; Euroclear; Thomson Reuters; Xtrakter Ltd; national data; BIS calculations. 
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significantly stepped up its purchases of corporate and government bonds on 
19 March was instrumental in alleviating market strains amidst signs of dysfunction 
(right-hand panel). Some EME central banks also stepped in to stabilise corporate 
bond markets, reflecting their greater importance in local financial systems (see 
below).

A striking example of how far a lender of last resort may need to go in more 
market-based systems is the dislocation in the US Treasury market in March 
(Box II.A). A confluence of two factors caused the turmoil: an abrupt de-risking by 
highly leveraged players, who needed to unwind their long Treasury positions in 
the face of large margin calls, and dealers’ limited capacity to absorb the securities, 
given their already crowded inventories. As a result, the US Treasury market suffered 
one of its most severe bouts of volatility ever. Avoiding serious dislocations in this 
key market was paramount, given the critical role that government bonds play in 
the financial system. The Federal Reserve responded with massive purchases of 
Treasuries. The episode highlights how the financial condition of key market players 
– in this case dealers with limited balance sheet capacity and highly leveraged 
hedge funds – can influence the scope and focus of emergency operations.

This was also evident in the interbank market. One important difference 
between this episode and the GFC is banks’ much stronger position, thanks to the 
large capital and liquidity buffers built since then (Chapter I, Graph I.13). As a result, 
counterparty credit risk among banks has not been a significant source of tension 
on this occasion (Graph II.4, left-hand panel). By contrast, during the GFC, doubts 
about banks’ creditworthiness generated severe strains in the interbank market and 
the resulting interest rate volatility compromised central banks’ ability to maintain 

Asset purchases alleviate strains Graph II.3

Euro area sovereign spreads1  Corporate bond spreads2  UK bond market 
Basis points Basis points  Basis points Basis points  Per cent Basis points 

 

  

 

The vertical lines in the centre panel indicate 18 March (ECB announced Pandemic Emergency Purchase Programme (PEPP)), 23 March (Fed
announced Primary Market Corporate Credit Facility (PMCCF) and Secondary Market Corporate Credit Facility (SMCCF)) and 9 April (Fed
announced extension of eligible securities under PMCCF and SMCCF to include recently downgraded bonds). The vertical line in the right-
hand panel indicates 19 March (BoE announced a programme to buy £200 billion of gilts and corporate bonds). 

1  Spread over 10-year German sovereign yields around announcements of OMT (Outright Monetary Transactions) and PEPP. Day 0 for OMT
is 26 July 2012, the date of the speech by Mario Draghi at the Global Investment Conference in London (“whatever it takes” speech). Day 0 
for PEPP is 18 March 2020, the date when the ECB announced the PEPP.    2  Option-adjusted spreads. 

Sources: Bloomberg; ICE BofAML indices; BIS calculations. 
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policy rates close to their targets (centre panel). A major thrust of the interventions 
during the GFC was thus to alleviate problems related to the distribution of reserves 
among banks. Given banks’ stronger positions, as well as the abundance of excess 
reserves, this was not an issue this time around (right-hand panel). 

Reaching the last mile domestically …

Given the unique nature of the Covid-19 crisis, firms and households directly bore 
the brunt of the fallout. Thus, an overarching objective of central banks’ response 
was to channel funding to them for the length of the lockdowns, thereby covering 
the “last mile”.3 Broadening the reach to encompass the non-financial private sector 
represents yet another step in the evolution of the lender of last resort function. 

Beyond the purchases of commercial paper and corporate bonds mentioned 
above, central banks relied heavily on targeted lending operations to banks at low 
funding costs. The operations required that banks onlend the funds to firms. Almost 
all the countries surveyed in Table I.1 in Chapter I took this step. China, Brazil, 
Japan, Singapore, Sweden, Switzerland and the United Kingdom all set up new 
facilities, mostly targeted at small and medium-sized enterprises (SMEs). The ECB 
and the Bank of Korea cut interest rates on pre-existing facilities. In addition, the 
Federal Reserve established programmes to purchase loans originated by banks to 
a broad spectrum of firms. The extent of this funding support for the non-bank 
private sector was unprecedented. 

Also prominent and unique to this episode were wide-ranging regulatory and 
supervisory measures to avoid bank deleveraging, many taken by central banks 
themselves. They took steps and made public statements that effectively eased 
capital and other regulatory constraints and/or implied a more flexible supervisory 

Little divergence between policy and reference rates amid funding tensions Graph II.4

Three-month Libor-OIS spreads1  Policy and reference rates: GFC  Policy and reference rates: Covid-19 

 Basis points  Per cent   Per cent 

 

  

 
€STR = euro short-term rate; DFR = deposit facility rate; EFFR = effective federal funds rate; EONIA = euro overnight index average;
MRO = main refinancing operations rate; SONIA = sterling overnight index average. 

1  For euro area, Euribor-OIS spread. 

Sources: Bloomberg; BIS calculations. 
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Box II.A
Dislocations in the US Treasury market

In March 2020, the US Treasury market suffered one of its most severe bouts of volatility. After an initial phase 
of investor de-risking that saw the 10-year yield fall to historical lows, the market experienced a snapback in 
yields and extreme turbulence.� Long-dated Treasuries were hit especially hard, with the spread between 
30-year yields and corresponding interest swap rates widening dramatically (Graph II.A, left-hand panel).� The 
spread between bond yields and interest rate swap rates can be an indicator of financial intermediaries’ 
balance sheet constraints, because holding bonds entails using up balance sheet space while swaps do not 
(off-balance sheet). Hence, the widening of the spread between 30-year yields and corresponding interest 
rate swap rates points to dealers’ limited balance sheet capacity and/or unwillingness to take on additional 
positions in bonds. At the same time, large differences in yields between on-the-run and off-the-run bonds 
signal a breakdown in arbitrage.

The severe dislocation in one of the world’s most liquid and important markets was startling. It reflected 
a confluence of factors. A key driver was the rapid unwinding of so-called relative value trades, which involve 
buying Treasury securities funded using leverage through repos while at the same time selling the 
corresponding futures contract. Investors, typically hedge funds, employ such strategies to profit from 
differences in the yield between cash Treasuries and the corresponding futures. Given that these price 
discrepancies are typically small, relative value funds amplify the return (and, by extension, losses) using 
leverage. One indication of the popularity of such trades was the growing short positions in futures held by 
leveraged funds (Graph II.A, centre panel). As volatility picked up and margin calls surged, liquidity in futures 
markets evaporated. Futures-implied yields dropped more rapidly than bond yields, causing mark-to-market 
losses for relative value investors who had sold futures and bought bonds. To meet the margin calls, positions 
were rapidly unwound, notably by selling bonds to cover their short positions in futures. This pushed the 
prices of Treasuries lower (their yields higher), resulting in a “margin spiral”.� The market turbulence then 
spread more widely, including to the large class of hedge funds that follow rules-based investment strategies 
(so-called systematic funds). 

Dealer balance sheet constraints exacerbate tensions in the US Treasury market  Graph II.A 

Swap spread and spread between 
on- and off-the-run yields1 

 Leveraged funds futures positions2  Primary dealers net Treasury 
positions 

Basis points  Basis points   USD bn  USD bn 

 

  

 
The vertical line in the left-hand panel indicates 15 March 2020 (Federal Reserve announcement of Treasury and MBS purchases). 

1  On-/off-the-run spread calculated as the difference between the yield on the off-the-run 10-year government bond issued in 
November 2019 and the yield on the on-the-run 10-year government bond issued in February 2020. The latter ceased to be the on-the-
run benchmark on 15 May 2020, when the US Treasury issued a new 10-year bond.    2  Net positions (long minus short) in futures traded 
on the Chicago Board of Trade with deliverable maturities falling in one of the two buckets. 

Sources: Federal Reserve Bank of New York; US Commodity Futures Trading Commission; Bloomberg; BIS calculations. 
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stance and interpretation of accounting standards.4 Authorities softened capital and 
short-term liquidity regulations in most countries and encouraged banks to make 
full use of existing buffers above regulatory minima. For instance, where previously 
activated, they released the countercyclical capital buffers (Hong Kong SAR, 
Switzerland and the United Kingdom). In a major move, the Federal Reserve 
exempted bank holdings of Treasury securities and cash reserves from the 
supplementary leverage ratio capital charge. Reserve requirements were also cut or 
eliminated in many jurisdictions, particularly in EMEs. 

A number of authorities complemented these measures with dividend 
restrictions so as to bolster further banks’ capital resources. Banks have a natural 
incentive to continue paying dividends, especially when price-to-book ratios 
languish below one (Graph II.5, left-hand panel). This constellation signals that 
investors value dividends more than retained earnings. Indeed, the evidence 
indicates that lower price-to-book ratios go hand in hand with a higher probability 
of dividend payments (centre panel).

Under normal circumstances, dealers would be able to alleviate market stress by absorbing sales and 
building up an inventory of securities. But dealers’ Treasuries inventories were already stretched, especially 
from 2018 onwards, as dealers had to absorb a large amount of issuance as well as accommodate rundowns 
of Treasuries holdings by the Federal Reserve as part of its balance sheet normalisation (Graph II.A, right-hand 
panel). In addition, banks’ internal capital management practices – which tighten the leverage ratio constraint 
on balance sheet-intensive business units – may have also reduced dealers’ demand for Treasuries.

Policy response

As a precursor to this episode, dislocations in the US repo market in September 2019 involved much the same 
players, with dealer balance sheet constraints again being a contributing factor.� Back then, repo demand 
from hedge funds to maintain arbitrage trades between bonds and derivatives contributed to a repo funding 
squeeze. With dealer banks holding already large US Treasury positions, reluctance to accommodate the 
higher demand for repo funding compounded the shortage and led to a sharp spike in the secured overnight 
financing rate (SOFR). The Federal Reserve had to step in to provide ample repo funding and absorb Treasury 
collateral from the market. 

This time around, to alleviate the severe market impairment, the Fed rapidly scaled up purchases of US 
government bonds and agency mortgage-backed securities in mid-March. This was instrumental in freeing up 
dealers’ balance sheets, helping to restore market functioning. The spread between Treasury yields and swap 
rates narrowed substantially, as did the gap between on-the-run and off-the-run bonds, indicating more 
willingness to arbitrage bond mispricing. Interestingly, the spread compression did not immediately follow 
the announcement of stepped-up purchases on 15 March (shown as the vertical line in left-hand panel of 
Graph II.A), but emerged progressively when Treasuries were actually purchased. This suggests that buying 
Treasuries directly from dealers’ inventories was more effective in stabilising the market than seeking to induce 
other players to do so, such as by providing liquidity via repo operations, where take-up was relatively subdued.

Subsequent measures were aimed at further alleviating strains in the Treasury market. One was the 
temporary relaxation of the regulatory supplementary leverage ratio by excluding Treasuries and bank 
deposits at the central bank from calculation of the capital charge. The other was the establishment of a repo 
facility for foreign central banks (FIMA Repo Facility) by the Federal Reserve. The facility allows them to obtain 
US dollar liquidity by posting their holdings of US Treasuries as collateral. The former relaxes banks’ balance 
sheet constraints, while the latter reduces sales of Treasuries in the market, especially by EME central banks, 
whose currencies were under pressure.

 
� See A Schrimpf, H S Shin and V Sushko, “Leverage and margin spirals in fixed income markets during the Covid-19 
crisis”, BIS Bulletin, no 2, April 2020.    � An interest rate swap is a derivative contract that can be used to hedge or 
speculate on the future interest rate path. In a fixed-for-floating swap, one party agrees to make payments based on the 
preagreed fixed interest rate, and to receive payments on floating rates, typically Libor, from the other.    � See 
M Brunnermeier and L Pedersen, “Market liquidity and funding liquidity”, Review of Financial Studies, vol 22, no 6, 
2009.    � See F Avalos, T Ehlers and E Eren, “September stress in dollar repo markets: passing or structural“, BIS Quarterly 
Review, December 2019, pp 12–14. 
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However, these measures were not sufficient to sustain lending effectively. They 
provided banks with the means to lend, but not with the corresponding incentive: 
the darkening economic prospects naturally acted as a deterrent. That is why a 
number of governments issued guarantees, sometimes covering up to 100% of the 
loan (such as in Germany, Hong Kong and Switzerland).

Even in such conditions, lending may be hampered by low profitability, which 
limits the ability to take risk and constrains capital accumulation. This is especially 
so for European banks (Graph II.5, right-hand panel). Indeed, banks in general have 
come under pressure on dimming prospects. They have had to raise loan loss 
provisions sharply, and their long-term rating outlooks have deteriorated (Chapter I, 
Graph I.14). Thus, in encouraging credit extension and the use of capital buffers, 
authorities had to strike a balance between supporting bank lending in the short 
term and ensuring that banks remained sufficiently well capitalised and liquid to 
underpin the eventual economic rebound. 

The centrality of banks in this crisis, despite the larger role played by markets, 
reflects two financial system features. First, most financial systems are still bank-
centric. In this sense, banks remain the main final node connecting finance to firms 
and households (Graph II.2, left-hand panel). And they play this key role even in 
more market-based financial systems, such as that of the United States, where small 
businesses still rely on bank loans rather than corporate bonds. Second (and often 
underappreciated), banks and capital markets are not simply different forms of 
finance; they are joined at the hip. Banks rely on markets for their funding and as 
an income source. Markets rely on banks in their capacity as market-makers and 
arrangers of transactions, for funding and, above all, for backup credit facilities. As 
such, banks and capital markets complement each other, especially in times of stress.5 

Indeed, the current crisis has highlighted just how important recourse to bank 
credit lines is. While financing in the form of such lines varies across countries, they 

 

Low profitability and price-to-book ratios hinder banks’ willingness to lend Graph II.5

Bank price-to-book-ratios have 
declined 

 Low market value creates incentive 
to pay out equity3 

 Bank return-on-assets lower after 
Great Financial Crisis 

Ratio    Per cent 

 

  

 
1  Asset-weighted average of selected banks in AU, CA, CH, EA, GB, JP, SE and US.    2  Euro area aggregate constructed using banks from AT,
BE, DE, ES, FR, IT and NL.    3  Graph shows link between the probability of dividend distribution (vertical axis) and price-to-book ratio, 
controlling for other bank-specific characteristics (return-on-equity, size, asset growth) and macroeconomic conditions (horizontal axis). The
blue dots are for banks with price-to-book values in the first tercile (below or equal to 0.7); see Gambacorta et al (2020). 

Sources: L Gambacorta, T Oliviero and H S Shin, “Low price to book ratios and bank dividend payout policies”, mimeo, June 2020; Datastream; 
Datastream Worldscope; BIS calculations. 
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are ubiquitous. Based on a sample of 36,000 listed and large unlisted firms across 
16 advanced and emerging market economies, undrawn credit lines amounted to 
around 140% of debt service for the median firm at the end of 2019, with firms in 
AEs generally having higher credit lines relative to EMEs (Graph II.6, left-hand 
panel). As the commercial paper market froze, firms drew heavily on them, as 
evidenced by the spike in commercial and industrial loans on US commercial banks’ 
balance sheets. These increased by nearly $700 billion or 30% during March 
through May (right-hand panel). It is fair to say that banks are both the first and the 
last mile. And in this crisis, it was banks, not capital markets, that played the role of 
“spare tyre” in the financial system.6

… and extending the reach globally

For central banks with an international currency, the role of crisis manager cannot 
stop at its country’s borders. The clearest illustration is the Federal Reserve, given 
that the US dollar is the world’s dominant currency. 

Over the past two decades, the use of the US dollar in global financial 
transactions has ballooned. US dollar liabilities of non-US banks outside the United 
States grew from about $3.5 trillion in 2000 to around $10.3 trillion by the end of 
2019. For non-banks located outside the United States, they have grown even more 
rapidly and now stand at roughly $12 trillion, almost double what they were a mere 
decade ago (Graph II.7 left-hand panel). There is also a significant amount of off-
balance sheet dollar borrowing via FX derivatives, primarily through FX swaps. 
Funding pressures therefore tend to show up in these markets.

Against this backdrop, it is not uncommon for offshore US dollar markets to 
come under stress in times of market turbulence. Many non-US financial institutions 
and firms cannot draw on a US dollar deposit base or raise funds directly in US 
money markets, and so are reliant on FX swaps. During the Covid-19 crisis, just as 
during the GFC, global investors’ rapid de-risking led to a scramble for dollars, 

 

Bank credit line buffers Graph II.6 

Undrawn credit lines to debt service: by country1  US commercial bank loans2 
Ratio  Per cent 

 

 

 
1  Ratio of undrawn credit (excluding commercial paper programmes) to debt service (the sum of short-term debt, current portion of long-
term debt and interest expenses) for a sample of 36,470 firms that reported data for at least one quarter in 2019 (data last updated on 
4 June 2020).    2  Growth over the past four weeks. 

Sources: R Banerjee, A Illes, E Kharroubi and J M Serena Garralda, “Covid-19 and corporate sector liquidity”, BIS Bulletin, no 10, April 2020; 
Board of Governors of the Federal Reserve System; Datastream; S&P Capital IQ; BIS calculations. 
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which appreciated substantially. With bank funding under heavy pressure, possibly 
compounded by tighter risk constraints from the dollar appreciation, the supply of 
dollar funding dried up in many parts of the world. As a result, cross-currency basis 
swaps – a barometer of the imbalance between demand and supply of dollar 
funding – widened significantly (Graph II.7, centre panel).

In response, the Federal Reserve acted swiftly (Box II.B). To ease dollar funding 
shortages in various jurisdictions, it utilised standing swap lines established during 
the GFC with five major AE central banks and reopened them for another nine. The 
amounts and maturities were also increased, and the pricing made more favourable. 
On announcement, the swap lines had an immediate impact on the cross-currency 
basis (Graph II.7, centre panel). The gap narrowed further as the swap lines were 
utilised, particularly by the Bank of Japan and the ECB (right-hand panel). 
Subsequently, in order to help a broader set of countries liquefy their FX reserves 
and relieve selling pressure on US Treasuries, the Fed opened a repo facility. This 
allowed central banks to borrow US dollars directly from the Federal Reserve using 
their holdings of US Treasuries as collateral rather than having to do so in the 
market, possibly in unfavourable market conditions, or to sell them. With the GFC 
as precursor, the role of the Federal Reserve as a global lender of last resort has 
been further cemented. 

Emerging market economies weather a perfect storm

For many EMEs, the pandemic crisis was akin to a perfect storm. On top of the steep 
drop in domestic activity from containment measures, many EMEs had to contend 

Global US dollar funding squeeze Graph II.7

USD-denominated liabilities outside 
the US, by counterparty sector 

 Three-month FX swap basis against 
the US dollar3 

 Fed swap line outstanding amounts 

USD trn  Basis points  USD bn 

 

 

 

 

 
The vertical line in the centre panel indicates 15 March 2020 (the announcement of the enhancement of swap lines between the Federal 
Reserve and five central banks). 

1  Non-US banks’ US dollar-denominated liabilities excluding those booked by offices located in the United States. Excludes inter-office 
positions but includes liabilities to other (unaffiliated) banks. Positions reported by banks located in China and Russia start to be included as 
of Q4 2015.    2  Sum across US dollar-denominated international debt securities, cross-border bank loans and local bank loans to non-banks 
located outside the US; this residency-based classification may include US non-banks outside the US. For details, see BIS, BIS global liquidity 
indicators: methodology, April 2019, Section 3.1.    3  Defined as the spread between three-month US dollar Libor and three-month FX swap-
implied US dollar rates.    4  Please refer to the table in Box II.B for a list of central banks with swap lines at the Fed. 

Sources: Federal Reserve Bank of New York; Bloomberg; BIS global liquidity indicators; BIS locational banking statistics (by nationality); BIS 
calculations. 
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Box II.B
Market stress in US dollar funding markets and central bank swap lines 

A significant portion of the international use of major reserve currencies, such as the US dollar, takes place 
offshore. Dollar liabilities (ie loans and debt securities) on the balance sheets of banks and non-banks outside 
the United States amounted to over $22 trillion at end-2019 (Graph II.7, left-hand panel). On top of this, off-
balance sheet US dollar obligations incurred via derivatives such as FX swaps were even larger, with estimates 
ranging up to $40 trillion.� An FX swap allows an agent to obtain US dollars on a hedged basis, which is 
functionally equivalent to collateralised borrowing.

A key barometer of US dollar funding conditions is the FX swap basis – the difference between the dollar 
interest rate in the money market and the implied rate from the FX swap market. With frictionless arbitrage, 
covered interest parity holds and the basis should be close to zero – otherwise almost riskless profits can be 
reaped from borrowing in one market and lending in the other. A negative basis means that borrowing dollars 
through FX swaps is more expensive than borrowing in the cash money market.

Since the Great Financial Crisis (GFC) of 2007–09, the basis for key currencies has widened, driven by both 
demand and supply factors.� On the demand side, institutional investors (eg portfolio managers, insurance 
companies and pension funds) outside the United States hold large dollar asset portfolios and use FX swaps 
to partially hedge the currency risk. Their portfolios have grown substantially over the past decade, boosting 
the demand for dollar borrowing via FX swaps. At the same time, the supply of hedging services from global 
banks has fluctuated with the risk capacity of these intermediaries. Tighter risk management and the 
associated balance sheet constraints have reduced banks’ ability to arbitrage the basis away. As a result, the 
basis has become more variable and sensitive to fluctuations in demand for US dollar funding and banks’ risk-
taking capacity. The tensions escalate in times of stress, when demand for US dollars via FX swaps typically 
increases and banks’ risk-taking capacity declines. As a result, obtaining US dollars through the FX swap 
market becomes more expensive and the basis becomes negative.
 

Federal Reserve swap lines 

In billions of US dollars Table II.B

 

Central bank 
Size of 

swap lines 
in 2008 

Maximum 
outstanding 

amount 
in 2008–09 

Current 
status1 

Size of 
swap lines 

as of 
11 June 2020 

Maximum 
outstanding 
amount as of 
11 June 20202 

1 ECB No limit 314 Standing No limit 145 

2 Bank of Japan No limit 128 Standing No limit 226 

3 Bank of England No limit 95 Standing No limit 38 

4 Swiss National Bank No limit 31 Standing No limit 11 

5 Bank of Canada 30 Unused Standing No limit Unused 

6 Reserve Bank of Australia 30 27 Reopened 60 1 

7 Central Bank of Brazil 30 Unused Reopened 60 Unused 

8 Danmarks Nationalbank 15 15 Reopened 30 5 

9 Bank of Korea 30 16 Reopened 60 19 

10 Bank of Mexico 30 3 Reopened 60 7 

11 Reserve Bank of New Zealand 15 Unused Reopened 30 Unused 

12 Central Bank of Norway 15 9 Reopened 30 5 

13 Monetary Authority of Singapore 30 Unused Reopened 60 10 

14 Sveriges Riksbank 30 25 Reopened 60 Unused 
1  As of 11 June 2020.    2  Figure indicates maximum outstanding amounts drawn at any point in time between 19 March and 11 June 2020. 

Sources: Board of Governors of the Federal Reserve System; Federal Reserve Bank of New York; BIS calculations. 
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with disruptions to global value chains and a collapse in export receipts, exacerbated 
by plummeting commodity prices. The retrenchment in capital inflows, which 
triggered large exchange rate depreciations and a sharp tightening of financial 
conditions, further strengthened the raging winds (Graph II.8, left-hand panel). 
Particularly affected were countries with high foreign currency debt, with substantial 
participation of foreign institutional investors in local government bond markets 
(see below) and exposed to large carry trades. Indeed, capital outflows dwarfed 
those during previous stress episodes (centre panel). Spreads on local currency 
bonds spiked alongside those on foreign currency bonds (right-hand panel). For 
some countries, declines in remittances, reductions in foreign direct investment 
inflows and reversals of carry trades compounded the problem (Chapter I). 

A number of factors further constrained the policy response in EMEs. The sharp 
fall in oil prices hit oil exporters especially hard and substantially reduced fiscal 
revenues. Where oil production is concentrated in state-owned enterprises, such as 
in Brazil, Colombia and Mexico, the firms’ weaker financial condition increased 
contingent government liabilities and raised the risk premium on government debt. 
This led to a major contraction in fiscal space, precisely at a time when more fiscal 
resources were needed to offset the pandemic’s damage. More generally, high 
population density, under-funded public health systems and a sizeable informal 
sector, mainly in the worst-hit parts of the economy such as small retail businesses, 
restaurants and tourism, strained many EMEs’ capacity to cope and exacerbated the 
economic hardship. 

In this context, the prerogative was to cushion the fallout for the economy. 
Central banks responded forcefully by promptly easing policy and taking a number 
of extraordinary measures. In many cases, the response went far beyond that in 
previous crises. This in part reflected the underlying nature of the shock, which 
required alleviating strains on firms and households directly. But it also reflected 
fundamental changes in economic and financial structures as well as in broader 
policy frameworks over the past decades.

Market dislocation and the policy response

As the Covid-19 pandemic intensified in March 2020, US dollar funding costs rose sharply, approaching levels 
last seen during the GFC.� In response, the Federal Reserve activated the standing swap lines established 
during the GFC with five major central banks (Table II.B). Besides having no prespecified amount limits, the 
interest rate charged was reduced to just 25 basis points over the US dollar overnight index swap (OIS) rate 
and the duration extended to 84 days. On 19 March, the Federal Reserve re-established temporary bilateral 
swap lines with nine additional central banks. These swap lines, also set up during the GFC, had expired. The 
amount available varied across jurisdictions. In addition, on 31 March the Federal Reserve put in place a 
temporary repo facility that allowed central banks, including those without established swap lines, to obtain 
dollar liquidity by pledging US Treasury and agency securities as collateral. 

These policy measures assuaged market fears, and the basis for most currencies narrowed. Utilisation of 
the swap lines was larger for the yen, the euro and sterling, though generally not smaller than during the GFC 
(Table II.B). Correspondingly, the basis for these currencies narrowed significantly. This suggests that, in 
addition to the announcements, the actual drawdowns helped ease market tensions. Indeed, countries that 
did not utilise the swap lines heavily, such as Korea, still saw significant basis spreads. 

� While FX swaps and forwards create debt-like obligations, they do not show up on the balance sheet, and are thus not 
counted as debt. For an estimate of this “hidden dollar debt”, see C Borio, R McCauley and P McGuire, ”Foreign exchange 
swaps: hidden debt, lurking vulnerability”, VoxEU, February 2020.    � See C Borio, R McCauley, P McGuire and V Sushko, 
“Covered interest parity lost: understanding the cross-currency basis”, BIS Quarterly Review, September 2016, pp 45–64; 
and B Erik, M Lombardi, D Mihaljek and H S Shin, “The dollar, bank leverage and real economic activity: an evolving 
relationship”, BIS Working Papers, no 847, March 2020.    � See S Avdjiev, E Eren and P McGuire, “Dollar funding costs 
during the Covid-19 crisis through the lens of the FX swap market”, BIS Bulletin, no 1, April 2020.
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EME central banks’ room for policy manoeuvre during crises has typically been 
narrower than that of AEs, due in large part to exchange rate effects. Cutting 
interest rates tends to compound the exchange rate depreciation, which can 
magnify currency mismatches, thereby reinforcing financial headwinds. Moreover, 
for those countries with less anchored inflation expectations, the depreciation risks 
raising inflation. Over the years, however, EMEs have implemented policies that 
have earned them greater degrees of freedom. They have adopted flexible policy 
frameworks combining inflation targeting with judicious exchange rate intervention, 
and hence larger FX reserve buffers (Graph II.9, left-hand panel), as well as active 
use of macroprudential tools.7 And they have developed local currency bond 
markets. This has better anchored inflation expectations and broadened the range 
of policy options. It has also bolstered policymakers’ ability to address threats to 
financial stability and made it more feasible to cut interest rates swiftly in a crisis.

And yet, new pressure points have also emerged. The development of local 
currency bond markets, in particular, went hand in hand with, and in some cases 
relied on, higher participation of foreign investors (Graph II.9, centre panel). Partly 
as a result, currency mismatches have shifted from the balance sheets of borrowers 
to those of investors, who often invest on an unhedged basis. As currencies 
depreciate, these investors typically incur exchange rate losses alongside those 
caused by rising domestic currency yields, which tend to move in tandem. Given 
the size of the exposures relative to domestic markets, stock adjustments in foreign 
investors’ portfolios greatly intensify the interplay between yields and exchange 
rates. This pattern was again visible during the latest turbulence.8 Countries with 
higher shares of foreign ownership in local currency bond markets experienced 
significantly larger increases in local currency bond spreads following the outbreak 
of Covid-19 (right-hand panel).

Perfect storm in emerging market economies Graph II.8

Exchange rate / US dollar1  Cumulated non-resident portfolio 
flows to EMEs2 

 Sovereign bond spreads for EMEs3 

16 Dec 2019 = 100  USD bn  Basis points 

 

  

 

1  Simple average of the individual local currencies vis-à-vis the US dollar. A decrease indicates an appreciation of the US dollar. Asian
EMEs = CN, HK, ID, IN, KR, MY, PH, SG, TH and TW; Latin America = AR, BR, CL, CO, MX and PE; other EMEs = CZ, HU, PL, RU, SA, TR and 
ZA.    2  Cumulated non-resident portfolio flows (debt and equity, when available) over days since the indicated date. Sum across BR, CN, HU,
ID, IN, KR, MX, MY, PH, PL, SA, TH, TR, TW and ZA.    3  Spread of JPMorgan GBI-EM (local currency) and EMBI Global (foreign currency) yields 
over 10-year US Treasury yield.    4  Since December 2001 (local currency) and January 2000 (foreign currency). 

Sources: Bloomberg; Institute of International Finance; JPMorgan Chase; national data; BIS calculations. 
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Against this backdrop, EME central banks broke new ground in terms of 
interventions in domestic currency bond markets in order to ensure their smooth 
functioning. Many, including the central banks of India, Korea, the Philippines, 
Poland, Turkey and South Africa, implemented government bond purchase 
programmes for the first time. Others, such as those of Mexico and Brazil, undertook 
Operation Twist-type transactions, absorbing duration from the market by buying 
long-term securities and selling short-term ones. Preliminary evidence suggests 
that the interventions were helpful: bond yields declined and exchange rates 
stabilised (Box II.C). Some central banks also introduced measures to support 
corporate bond markets. In Korea and Mexico, for example, they introduced 
facilities to lend to financial institutions against corporate bond collateral. Similarly, 
the Bank of Thailand established a corporate bond stabilisation fund to help firms 
roll over short-term debt. 

While this could herald a shift towards greater market-type interventions akin 
to those of advanced economies, important limitations exist. Shallower markets 
may constrain the scale of interventions. And weaker institutional settings and less 
well anchored inflation may give rise to greater concerns about fiscal dominance. 
This is all the more so given investors’ more limited tolerance for these economies’ 
underperformance. At the same time, the need for liquidity support in foreign 
currency is still as important as ever, given that foreign currency debt – mostly in 
US dollars – has continued to increase, and that the high participation of foreign 
investors in domestic securities markets may destabilise exchange rates. 

This again highlights the importance of an effective global safety net. There is 
a general consensus that self-insurance through the accumulation of foreign 
exchange reserves is sub-optimal. Similarly, there is only so much that individual 

 

Changing nature of foreign exposure Graph II.9
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1  Asian EMEs = HK, ID, IN, KR, MY, PH, SG and TH; Latin America = AR, BR, CL, CO, MX and PE; other EMEs = CZ, HU, PL, RU, TR and ZA. Data 
up to February 2020 for AR, PE and PH.    2  Simple averages of regional economies. Asian EMEs = ID, KR and TH; Latin America and other 
EMEs = BR, CO, HU, MX, PE, PL, TR and ZA; EMEs = Asian EMEs, Latin America and other EMEs.    3  Change in five-year generic local currency 
sovereign yield spread over the US Treasury of the same tenor. Maximum change relative to 3 January 2020 in the period up to 
12 June 2020.    4  Foreign holdings relative to total market size. For ID and MY, as of Q1 2020. 

Sources: IMF, International Financial Statistics and Sovereign Debt Investor Base for Emerging Markets; AsianBondsOnline; Bloomberg;
Datastream; Institute of International Finance; national data; BIS calculations. 
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Box II.C
Central bank bond purchases in emerging market economies

Financial markets in EMEs were hit hard by the Covid-19 turmoil, with large currency depreciation and sharp 
increases in local currency yields. In response, several EME central banks launched bond purchase programmes, 
signalling their willingness to act as a buyer of last resort. The overriding objective was to maintain market 
functioning and support liquidity in local currency bond markets. The design and size of the programmes 
differ across countries. Most central banks focused on local currency sovereign bond markets. The central 
banks of Hungary and Colombia also purchased mortgage bonds and bank bonds, respectively, while the 
Central Bank of Chile bought only bank bonds. Few central banks have explicitly announced the size of their 
programmes. Where they have done so, the scale is relatively modest, ranging from below 0.2% of GDP to 
2.8%.�  

Initial market reactions suggest that the measures have been successful in improving bond market 
conditions, pushing down yields and shoring up confidence, as reflected in stronger exchange rates. This is 
evident in South Africa and India, where high-frequency data are available and the announcements did not 
coincide with interest rate decisions (Graph II.C, first two panels). In South Africa, in the hour after the 
announcement, 10-year yields fell by more than 150 basis points and exchange rates appreciated 1%. In India, 
announcement effects on yields were smaller and exchange rates were largely unchanged. The differences in 
market reactions between countries seem to reflect differences in initial conditions as well as the scope, scale 
and communication of the bond purchase programmes.

The positive initial market reactions are confirmed by regression analysis using the full sample of 
announcements across 13 EMEs (Graph II.C, last two panels). Controlling for domestic central bank interest 
rate decisions and time period-specific effects (such as Federal Reserve and ECB policy actions), the analysis 
suggests that on the day of the announcement 10-year yields fell by 10 basis points. The effect persists and 
further builds in subsequent trading days, reaching a maximum of –25 basis points after six trading days. 
Bilateral exchange rates against the US dollar appreciated on impact by 0.3% on average, but the effects are 
not statistically significant at conventional levels and dissipate quickly.  

These positive initial market reactions suggest that the programmes were successful in restoring investor 
confidence and did not lead to higher inflation expectations. This was probably also due to the clearly defined 

Responses to announcements of bond purchases Graph II.C

South Africa1, 2  India1, 3  Ten-year yield impact4  Exchange rate impact4 
Index, event = 1 bp  Index, event = 1 bp  bp  % 

 

   

1  Exchange rates versus the US dollar are standardised to one, and 10-year government bond yields are standardised to zero at the time of
the announcement. Crosses indicate active quotes. A falling exchange rate denotes an appreciation of the local currency vis-à-vis the US 
dollar.    2  Announced on 25 March 2020.    3  Announced on 20 March 2020.    4  Estimated impact of bond purchase announcement based
on panel local linear projection regressions. The regressions control for country and time fixed effects as well as for changes in domestic
policy rates. Based on a sample of 13 EMEs over the period 1 January–29 April 2020. Confidence intervals are 90%. For details, see the online 
appendix of Arslan, Drehmann and Hofmann (2020). 

Sources: Y Arslan, M Drehmann and B Hofmann, “Central bank bond purchases in emerging market economies”, BIS Bulletin, no 20, June 2020; 
Refinitiv; BIS calculations. 
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countries can do to limit exposures through capital flow management safeguards 
without forgoing the benefits of participation in the global financial system. 

A more complete and lasting solution calls for some form of international 
coordination. One way is to pool reserves – for example, through regional or 
bilateral swap lines. Many countries in Asia have progressively implemented such 
schemes through the Chiang Mai Initiative. Regional pooling, however, is less 
effective in the face of a global shock, when all countries are hit simultaneously. 
Another, much discussed, avenue revolves around liquidity provision by 
supranational institutions such as the IMF. But apart from the fact that access is 
restricted to countries in good standing and potential problems of stigma, the 
resources readily available are limited. In this crisis, the IMF has offered $100 billion 
in emergency financing to a number of mostly developing countries, and could 
potentially mobilise up to $1 trillion in total lending.9 By comparison, IMF estimates 
suggest that financing needs of emerging market and developing countries could 
reach $2.5 trillion. 

Absent such comprehensive arrangements, liquidity backstops under the aegis 
of the central bank issuing the international currency will continue to be the prime 
safeguard. The Federal Reserve’s FX swap lines are not only critical but also 
consistent with domestic interests. As issuer of the global currency, the United 
States benefits from lower financing costs. And extending US dollar liquidity helps 
forestall spillbacks from distress in foreign markets. That said, the swap lines are 
limited in coverage. Until a lasting political and practical solution is found, EMEs 
will have to continue to draw on a fragmented combination of mechanisms to meet 
their liquidity needs.

The evolving crisis playbook

Central banks’ current crisis management response represents a further stage in the 
evolution of a function that was born with the institution itself. The GFC considerably 
advanced central banks’ ability to deal with systemic events both domestically and 
globally.10 The present crisis has required central banks to go even further. This has 
been due in large part to the nature of the shock, which has put the focus squarely 
on alleviating strains for firms and households. The extension of the crisis playbook 
points to a number of considerations regarding the interventions’ forcefulness, 
boundaries and relationship with fiscal policy. 

Vigorous, prompt and mandate-consistent interventions

The sheer scale and ferocity of the Covid-19 crisis meant that central banks were 
fire-fighting on multiple fronts simultaneously. Experience has shown that in a 
systemic crisis one cannot afford to fall behind the curve. Building on the long-
standing principle laid down by Walter Bagehot of advancing liquidity “freely and 
vigorously”, central banks did so especially forcefully.11 

scope of the programmes, which explicitly aimed at restoring confidence in markets rather than at providing 
monetary stimulus. And by serving to contain the rise in bond yields, the measures also provided useful 
support to EME economies during the pandemic shock.

� See Y Arslan, M Drehmann and B Hofmann, “Central bank bond purchases in emerging market economies”, BIS Bulletin, 
no 20, June 2020.
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As this episode has amply confirmed, there is a premium on being prompt. 
Early recognition of the nature and size of the problems combined with swift 
intervention are critical to short-circuit adverse feedback dynamics and forestall 
economic damage. In a highly interconnected financial system, strains in one 
market segment can spill over into others, rapidly escalating into system-wide 
stress. Moreover, the scale and forcefulness of the measures have an important 
bearing on confidence. Gradualism cannot succeed. Central banks have learned 
from the GFC that uncertainty about how central banks will respond to market 
stress can increase volatility. For example, ambiguity about access to facilities or the 
associated problem of stigma can hinder the take-up of liquidity and exacerbate 
tensions. Both words and actions need to speak loudly. 

A striking feature of this episode was indeed how quickly central banks sprang 
into action. Many cut policy rates in emergency meetings and launched numerous 
facilities in the space of days (Graph II.10). This was partly due to experience. In 
many AEs, facilities set up during the GFC were still operational, so that central 
banks could ramp them up quickly. In some cases, previously closed facilities were 
reactivated. The premium on speed means that central banks will always be at the 
core of crisis management in financial markets. 

At the same time, given the financial system’s evolution, the forms of 
intervention have evolved. As the system has become more complex, the pipes 
through which the needed liquidity has to flow to reach all key market segments 
have proliferated. Central banks must stand ready to adjust their operational 
frameworks, extending liquidity to non-banks as well as banks, depending on 
circumstances. Moreover, beyond acting as lender of last resort, central banks are 
increasingly called upon to perform the role of dealer of last resort. They can do so 
directly, by standing ready to buy securities to support market liquidity; and they 
can do it indirectly, by freeing up financial institutions’ balance sheet capacity 
through outright securities purchases, which facilitate re-engagement in the 
market. In addition, they may have to supply foreign currency liquidity.

 

Central banks’ rapid crisis response 

Number of new measures introduced since the start of the crisis1 Graph II.10

Federal Reserve  Bank of Canada  Bank of England 

 

  

 

Start of the crises defined as December 2007 for the Great Financial Crisis and March 2020 for the Covid-19 crisis. 

1  Number of new measures as announced by central banks. These cover liquidity, lending, foreign exchange operations and asset purchases 
but exclude changes in policy interest rates. Only new programmes or measures are included; extension of existing programmes is not. 

Source: National data. 
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Importantly, maintaining longer-term credibility and legitimacy requires that 
central banks take actions that are consistent with their mandates. All the 
interventions need to be justifiable under the broad monetary policy or lender of 
last resort remit. Staying within the remit also means limiting as far as possible 
decisions that may appear to have unjustified distributional consequences, such as 
when choosing to grant credit to specific firms or sectors. This was evident in the 
broad-based nature of programmes with simple and objective eligibility criteria 
based primarily on financial soundness. 

Extending boundaries

Confronted with a crisis of unprecedented magnitude, central banks had to reassess 
where to draw the boundaries of their assistance and what safeguards to adopt. 
Central banks found themselves pushing hard against traditional demarcations of 
their remit. In doing so, an important conditioning factor was the political economy 
context shaped by the crisis. 

The nature of the shock is key. In contrast to the GFC, in the Covid-19 episode 
the financial sector was not the source of the problem as the shock was completely 
exogenous and generalised. The former meant less recrimination about supporting 
financial markets and institutions; the latter created political backing for direct 
assistance to a broad range of participants. Backing was important, particularly in 
encouraging the fiscal support that enabled central banks to take the necessary 
actions. In the process, some previous red lines were crossed. 

For many central banks, for example, a key boundary had been direct 
interventions in corporate bond markets, which could be perceived as engaging in 
credit allocation. Yet many did so in this crisis as part of a concerted policy effort to 
cushion the blow to firms which, through no fault of their own, had experienced a 
sudden liquidity squeeze. The rationale extended also to SMEs, where credit risk is 
higher, as these were hit especially hard. More generally, supporting businesses, 
and SMEs in particular, rather than large banks was politically less controversial, if 
not positively encouraged. The Federal Reserve’s aptly named Main Street Lending 
Program illustrates the importance of placing the interventions in the proper 
context. 

That said, extending reach entails reputational risks. To mitigate potential 
criticisms of overreach and ensure accountability, the interventions went hand in 
hand with a high degree of oversight and transparency. The amounts, terms and 
governance of the operations were published promptly, and the link between 
actions and goals was clearly articulated. Fees and haircuts on higher-risk securities 
helped provide a degree of protection against potential losses. And through simple 
eligibility criteria, judgmental selection of potential beneficiaries was minimised, 
though at the expense of less targeted assistance.12

Once the immediate crisis passes and the dust settles, the balance of 
considerations will shift. At that point, exit strategies and reconsideration of 
potential moral hazard issues will become more prominent. 

A key element of exit is to decouple the unwinding of emergency measures 
from the monetary policy stance. This can be challenging given that the tools for 
both functions overlap. Clear communication is required. The timeliness of exit is 
also important. Liquidity support to markets, in particular, should aim to pass the 
baton of system functioning back to market participants as soon as possible. Thus, 
central banks have articulated exit strategies to the extent possible and emphasised 
the temporary nature of the assistance. Some of the facilities involving short-term 
lending or purchases of commercial paper will expire quickly. Many of the liquidity 
facilities were also priced in such a way that they would no longer be attractive 
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once normal market functioning resumed. Nevertheless, exiting from the large-
scale asset purchases will be harder. Indeed, historically, reductions through sales 
are rare.13  Economic, rather than purely technical, design considerations are key.

Although moral hazard has been less of an issue in this crisis given its 
exogenous character, the current experience will inevitably shape expectations of 
how policy will respond to future financial stress. The broad and forceful provision 
of liquidity has stemmed market dysfunction, but it has also shored up asset prices 
across a wide risk spectrum. This could affect the future market pricing of risk – 
hence a premium on complementary policies. A key initiative would be an effective 
extension of the regulatory perimeter to the non-bank, capital market segment, 
such as asset management.14 Strains in this sector, notably runs on money market 
funds, have played a first-order role in this crisis, as they already had during the GFC.

Well coordinated with fiscal authorities

The greater credit risk central banks took as they reached further in this crisis put 
the spotlight on the quasi-fiscal nature of emergency liquidity assistance. At the 
heart of the matter is the elusive distinction between illiquidity and insolvency 
when judged in real time. The quality of the underlying collateral that central banks 
acquire in their extension of liquidity can vary significantly and be hard to evaluate. 
And sometimes it is precisely the acceptance of lower-quality collateral that enables 
central banks to liquefy specific market segments and stem a panic. As collateral 
transformation has become an integral part of the lender of last resort function, 
exposure to credit risk has increased. Indeed, this is by construction if central banks 
directly purchase private securities. Moreover, the longer the duration of the 
liquidity support, the greater the risk, not least as illiquidity tends to morph into 
insolvency as the crisis persists. 

Mitigating credit risk for the central bank helps retain a demarcation between 
monetary and fiscal measures. This is so even when the monetary measures are 
taken in consultation with, and possibly with the direct support of, the fiscal 
authorities.

In this crisis, fiscal backing took two forms. The first was through full or partial 
indemnities, which provide central banks with an equity cushion to absorb losses. 
For example, the Bank of England’s purchases of commercial paper through its 
Covid Corporate Financing Facility benefit from full indemnity. The second 
mechanism was through loan guarantees to borrowers. On that basis, for instance, 
the Swiss National Bank was able to promptly supply funds to banks that pledged 
the corresponding loans. 

Insulating central banks from credit risk in a transparent and effective way 
supports their operational independence. For one, it mitigates the risk to their 
financial independence. In addition, it helps avoid the perception that central banks 
are overstepping their mandate while also limiting political influence. In particular, 
the arrangements typically specify the eligible assets, the parameters over which 
consultation with the government is necessary, and reporting requirements. Even 
so, given the enormous scale of the support, central banks are inevitably drawn 
closer to credit and fiscal policy. A case in point is the $4 trillion or more in direct 
lending to firms that may potentially be channelled through the Federal Reserve 
should all the indemnity in the US stimulus package be utilised.15 

Just as fiscal backing supports the lender of last resort function, so central bank 
interventions can support fiscal policy during crises. In particular, measures to 
restore orderly market functioning also facilitate government debt issuance. 
Importantly, these measures are also consistent with the overarching monetary 
policy objective of maintaining accommodative financial conditions.
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Finally, once the acute illiquidity phase of the crisis passes, if more overt 
solvency problems emerge, the onus of crisis management necessarily shifts from 
central banks to fiscal authorities. Only the fiscal authorities can transfer real 
resources outright, as opposed to just providing funding. And only they can, 
ultimately, support or implement efficient debt restructuring programmes. This 
crisis has already generated huge income losses for firms, while prospective losses 
may mount. A surge in corporate defaults is on the cards. This would call for prompt 
and orderly debt restructuring. Balance sheet clean-ups are critical in re-establishing 
the conditions for a sustainable recovery. Indeed, history indicates that the way 
financial crises are managed and resolved can deeply influence the length of the 
slump as well as the speed and strength of the subsequent recovery.16 

Looking ahead

The Covid-19 pandemic is a generation-defining event. Much like the GFC over a 
decade ago, the legacy of this crisis will linger for a long time to come. It is difficult 
to look ahead in the midst of a storm, but once the winds subside the task will be 
to navigate in waters that are familiar in some respects, but potentially more 
treacherous in others. For central banks, as the economy transits from the illiquidity 
phase, possibly through the insolvency phase and finally to the recovery phase, the 
overarching challenge will be to once again help re-establish the basis for 
sustainable growth in the context of price and financial stability. This will be 
particularly challenging given the pervasive uncertainty surrounding the path of 
economic adjustment to the post-Covid world. 

With the containment measures lifted in some locations, economic activity has 
gradually resumed. But the climb back from the depths of the recession could be 
protracted. Even if contagion waves do not re-emerge, lingering uncertainty may 
well hold back expenditures and companies may continue to operate at less than 
full capacity under social distancing rules. For many firms, the losses will never be 
recouped and pre-existing business models will no longer be viable. To the extent 
that liquidity problems morph into solvency ones, debt restructuring will absorb 
precious fiscal space. Banks will incur losses. Depending on how large these turn 
out to be, banks’ ability to support the recovery could be badly affected (Box II.D). 
At some point, the supervisory stance would need to switch from encouraging the 
use of buffers to replenishing them. 

Against this backdrop, near-term inflation risks are skewed to the downside. In 
the short run, deflationary pressures due to the sharp contraction in aggregate 
demand will most likely prevail. This is already visible in inflation readings (Graph II.11, 
left-hand panel). Given that containment and precautionary measures have affected 
sectors unevenly, the dispersion of sectoral inflation has increased (centre panel). 
Prices of sectors most severely hit by the lockdown – such as the automotive, 
clothing and transportation sectors – have dropped, while those for goods whose 
demand has risen – above all, food and beverages – have increased. At the same 
time, the near-term inflation outlook has become markedly more uncertain, as 
reflected in the much wider dispersion of inflation forecasts for 2021 (right-hand 
panel). This probably largely reflects lingering uncertainty regarding the severity and 
persistence of the economic contraction, including the risk of further infection waves.

Looking further out, uncertainty over the inflation process is likely to persist 
due to both demand and supply factors. On the demand side, higher precautionary 
saving to build buffers and repay debt could continue to dampen expenditures. On 
the supply side, adjustments to production and work practices under social 
distancing rules would push up costs. The impact could be particularly pronounced 



59BIS Annual Economic Report 2020

Box II.D
How much additional lending could the release of bank capital buffers support?

Banks’ ability and willingness to lend to the real economy has taken centre stage during the Covid-19 crisis. 
Whether banks can meet the demand for credit prudently hinges upon the size and usability of their capital 
buffers. Before Covid-19, banks globally had around $5 trillion above their Pillar 1 requirements (about 45% 
of their total capital).� How much of this capital will be available to support new lending depends on the 
extent to which banks’ capital is depleted by the crisis, as well as banks’ willingness to use the buffers. Both 
are influenced by the degree of policy support. 

To estimate the amount of remaining usable buffers, two scenarios are constructed based on historical 
episodes of stress: one based on the savings and loan crisis in the United States (“adverse scenario”) and a 
graver one similar to the GFC (“severely adverse scenario”). Banks’ average regulatory capital ratio (Common 
Equity Tier 1 to risk-weighted assets) would fall from the current 14% to 10.9% and 6.5% in the adverse and 
severely adverse scenario, respectively, over three years (Graph II.D, left-hand panel). 

Bank loans would fall commensurately (Graph II.D, centre panel). The starting point is loans outstanding 
at end-2019 (brown bar) and projected loan growth over three years (green bar) based on pre-crisis trend 
growth in loans. Compared with this starting point, the amount of total loans would be $9.6 trillion (equivalent 
to 11% of total loans at end-2019) lower for the adverse scenario (red bar) and $18.3 trillion (22%) lower for 
the severely adverse scenario (purple bar).

Macroeconomic scenarios and additional lending supported by usable buffers1 Graph II.D

Capital buffers are depleted in a 
severe stress scenario2 

 Total loans decline relative to their 
projected baseline3 

 Potential additional lending varies by 
country4 

Per cent  USD trn  % of total loans 

 

  

 

1  Based on a sample of 5,600 banks at end-2019.    2  The horizontal line represents a CET1 capital ratio of 7% (Basel III minimum requirement 
and CCoB).    3  The panel depicts the amount of total loans for three scenarios: the starting point (left-hand bar) is equal to the pre-crisis 
level of loans (ie at end-2019) to which the projected increase in loans over three years is added (the stress horizon). This projection is based 
on the pre-crisis trend growth in loans. The centre and right-hand bars represent the level of total loans that result from the adverse and 
severely adverse stress scenario, respectively. In each scenario, credit grows more slowly than in the baseline scenario and banks write off 
loans based on the trajectories in Hardy and Schmieder (2013).    4  The graph shows the amount of additional loans under the severely 
adverse scenario  that banks could issue as a percentage of total loans; results are aggregated at the country level. The graph compares three 
cases: banks run down their CET1 ratios to 10% + SIB buffers (case 1); banks use all the capital released under case 1 for lending (case 2); 
banks, in addition, receive a public guarantee on 20% of all additional loans (case 3). 

Sources: D Hardy and C Schmieder, “Rules of thumb for bank solvency stress testing”, IMF Working Papers, no WP/13/232, 2013; U Lewrick, 
C Schmieder, J Sobrun and E Takáts, “Releasing bank buffers to cushion the crisis – a quantitative assessment”, BIS Bulletin, no 11, May 2020. 
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in service sectors characterised by dense gatherings of customers, such as air travel, 
restaurants and recreation activities. More fundamentally, the pandemic’s legacy 
may partially reverse the structural influences that have acted to keep inflation low 
over the last few decades. Prominent among these were globalisation and 
technology, whose end result was to weaken the bargaining power of labour and 
the pricing power of firms. A trend towards deglobalisation and reshoring of supply 
chains, possibly reinforced by political developments, would boost prices by 
increasing costs and lowering productivity. Above all, it would help restore bargaining 
and pricing power, thereby facilitating inflation. 

With downward pressures on inflation in all likelihood prevailing in the near 
term, monetary policy will need to remain accommodative. And with fiscal space 
more limited, pressure may grow for central banks to do more. Echoing the post-
GFC experience, some of the crisis measures enacted may be hard to reverse even 
when the immediate emergency has passed. Central bank balance sheets, already 
set to reach record levels in many countries, may expand further (Graph II.12, left-
hand panel). For EME central banks, their foray into bond market interventions has 
already given rise to discussions of possible implementation of quantitative easing 
programmes.

A distinct feature of the new economic landscape will be much higher debt, 
especially public sector debt (Chapter I). Apart from the large spike incurred to 
fight the pandemic, debt may also rise further during the recovery, extending its 
long-term trend. At the same time, central bank holdings of government debt, 
already very large in major economies, would quite probably increase and remain 
on central bank balance sheets for a long time (Graph II.12, right-hand panel). 

To what extent could a release of remaining usable bank buffers counterbalance the decline in loans? 
Three cases are considered for the severely adverse scenario, which appears more similar to the Covid-19 
impact (Graph II.D, right-hand panel). Case 1 assumes that banks employ any remaining usable buffers to 
expand their balance sheet until their capital ratio declines to 10%.� It also assumes that systemically 
important banks (SIBs), on top of that, maintain their SIB buffers. This case also assumes that each bank keeps 
the ratio of customer loans to total assets constant, preserving the general structure of its balance sheet. Due 
to the lack of usable buffers, additional lending amounts to a mere $1.1 trillion (1.3% of total outstanding 
loans at end-2019).

Case 2 considers the same drawdown of usable buffers, but features a more targeted use of funds. 
Specifically, all remaining usable buffers are deployed to fund loans rather than to expand other assets. This 
case thus implies a stronger expansion in lending than case 1, with additional loans of roughly $2.1 trillion 
(2.5% of total outstanding loans at end-2019). 

Case 3 assesses the potential for additional lending that public support could initiate. The analysis 
assumes that 20% of all additional loans benefit from a public guarantee (a conservative assumption given 
that guarantees implemented so far have tended to be much higher), reducing the risk weight on this share of 
the loan portfolio to zero. This increases the amount of lending that a given amount of capital can support. 
Additional loans rise to $2.6 trillion (3.1% of total outstanding loans at end-2019).

Overall, the analysis suggests that – despite the build-up of capital over the past few years – usable 
buffers alone might not be enough to sufficiently support lending in a crisis similar to the GFC; additional 
policy support would be needed. In providing support, policy needs to strike a balance: on the one hand, it 
needs to maintain the banking sector’s lending capacity; on the other, it needs to preserve the sector’s long-
term strength, which often implies accelerating consolidation and balance sheet repair.�

� For more details, see U Lewrick, C Schmieder, J Sobrun and E Takáts, “Releasing bank buffers to cushion the crisis – a 
quantitative assessment”, BIS Bulletin, no 11, May 2020.    � Note that even though the weighted average of banks’ capital 
ratio is 6.5% in the severely adverse scenario, for many banks the ratio is still above 10%. For those banks, there is room to 
use capital buffers further.    � See M Drehmann, M Farag, N Tarashev and K Tsatsaronis, “Buffering Covid-19 losses – the 
role of prudential policy“, BIS Bulletin, no 9, April 2020; and C Borio and F Restoy, “Reflections on regulatory responses to 
the Covid-19 pandemic”, FSI Briefs, no 1, April 2020. 
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In such an environment, central banks would be under pressure and face difficult 
trade-offs. They would do well to adhere to the key principles that have guided them 
through this crisis so far. Policies need to remain credibly focused on maintaining 
macroeconomic stability. Actions should remain in line with policy mandates. The 
goals and reasons for policy actions should be clearly articulated, linking all decisions 
to the pursuit of the mandates within a coherent framework. Policy flexibility should 
be retained, including through clear exit strategies consistent with the economic 
environment. Finally, direct and overt deficit financing should be avoided. 

Dealing with high public debt, in particular, requires a two-pronged approach. 
First and foremost, governments need to safeguard fiscal sustainability. Even as low 
interest rates relative to growth presently imply favourable debt dynamics, this 
cannot be taken for granted, not least given that market perception of debt 
sustainability can change abruptly. Governments must stand ready to take corrective 
actions to ensure a path of primary fiscal balances consistent with fiscal 
sustainability. Second, lifting and sustaining higher economic growth is paramount. 
This puts the onus on growth-friendly fiscal policies as well as structural reforms. 
Well chosen and implemented expenditures to facilitate the shift to renewable 
energies would be particularly timely. And just as important, the growth-enhancing 
effects of globalisation should be preserved. 

Absent effective fiscal consolidation and growth-oriented structural reforms, 
high debt burdens may generate pressure on monetary policy to keep interest rates 
low. After all, higher inflation combined with financial repression has historically 
served to reduce debt burdens.17 If so, normalising monetary policy would become 
harder even if inflation rose.

A key risk is fiscal dominance. This pertains to situations where the stance of 
monetary policy is subordinated to the government’s financing needs. The 
underlying tension arises because monetary policy has fiscal consequences. 
Monetary policy works by controlling the cost of borrowing in the economy, 
invariably also affecting government financing costs. And that impact has grown as 
central banks have deployed their balance sheets more extensively and moved 

Near-term inflation risks tilted downwards and outlook more uncertain Graph II.11

Headline inflation  Dispersion of inflation across sectors1  Dispersion of 2021 headline inflation 
forecasts2 

mom changes, %; saar  Std dev Std dev  Std dev 

 

  

 
1  Standard deviation of year-on-year inflation across 19 (US), 12 (EA and GB) and 10 (JP) sectors.    2  Standard deviation of 2021 consumer
price inflation forecasts based on monthly surveys across professional forecasters. 

Sources: Consensus Economics; Datastream; Eurostat; national data; BIS calculations. 
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further out the maturity spectrum to control interest rates. As a result, the fine line 
between monetary policy and government debt management has become blurred. 
Discussions of monetary financing further erode the distinction between monetary 
and fiscal policy (Box II.E). 

One safeguard against fiscal dominance is strong governance. Over the years, 
institutional frameworks have been geared towards keeping fiscal and monetary 
policy separate, with central bank operational independence as a key pillar. This has 
underpinned central banks’ credibility, allowing them to ease aggressively and de 
facto lowering government financing costs without de-anchoring inflation 
expectations. To be sure, in most jurisdictions, operational independence does not 
imply goal independence. The government or legislature’s preferred balance 
between price stability and other macroeconomic objectives may shift over time: 
tolerance or even preference for higher inflation cannot be ruled out. But central 
bank independence does provide an important safeguard within existing 
arrangements, by raising the bar for any given change. 

In this context, it will be important to recognise once again the limitations of 
central banks’ actions. Monetary policy alone cannot be the engine of sustainable 
growth.18 Pushing too hard and too long on the monetary pedal can generate 
financial vulnerabilities and imbalances that eventually bite back. Likewise, large-
scale intervention in government debt markets can be sustained only if it promotes 
central banks’ macroeconomic stabilisation objectives and if complemented by a 
clear exit strategy. There are limits to how far the boundaries between fiscal and 
monetary policies can be pushed without running the risk of undermining the 
central bank’s credibility. Trust and confidence in central banks are arguably their 
most important assets. It is precisely because of this hard-won trust and confidence 
that central banks have been able to cross a number of previous red lines to restore 
stability during this crisis. Preserving that confidence is essential.

 

Growing central bank presence Graph II.12

Central bank balance sheets expand further1  Central bank holdings of government bonds as a share 
of total outstanding amounts2 

% of GDP % of GDP  Per cent 

 

 

 

1  Projections are until end-2020. Scenarios are based on all announcements up to 4 June 2020. Balance sheet projections are expressed in 
percentage of annualised and seasonally adjusted Q4 2019 GDP. For assumption details, see Cavallino and De Fiore (2020).    2  Latest available 
data: for EA, April 2020; for GB, Q3 2019; for JP and US, May 2020. For the euro area, securities held under the Public Sector Purchase 
Programme and the Securities Market Programme. 

Sources: P Cavallino and F De Fiore, “Central banks’ response to Covid-19 in advanced economies”, BIS Bulletin, no 21, June 2020; ECB; Bank 
of Japan; Board of Governors of the Federal Reserve System; United Kingdom Debt Management Office; Datastream; BIS; BIS calculations. 

 
  

60

50

40

30

20

10

120

100

80

60

40

20
202020192018201720162015

Fed (lhs)
ECB (lhs)
BoJ (rhs)

Actual: Range
Min scenario
Max scenario

Projection: 

50

40

30

20

10

0
GBJPEAUS



63BIS Annual Economic Report 2020

Box II.E
Monetary financing: What is it (not)? And is it a step too far? 

As central banks have undertaken extraordinary steps in response to the pandemic, and greatly expanded 
their balance sheets as a result, discussions of monetary financing (MF) have regained prominence. Despite 
the vivid imagery sometimes used to depict it – “helicopter money” – MF is an ambiguous concept. Its typical 
characterisation involves a fiscal stimulus financed with central bank money. But what would this entail in 
practice? 

Powerful imagery aside, one can think of helicopter money or MF as consisting of two simple steps. The 
first is crediting individual accounts with funds, just like the government does when paying out unemployment 
benefits or tax rebates. The second, less well understood, step is allowing the additional money to swell banks’ 
deposits with the central bank (technically, boost “excess reserves”), which is where the money ends up. 

The two steps are, in fact, quite familiar. Transfers are one of the largest components of government 
spending. And many major central banks have operated with excess reserves for quite some time now. The 
counterpart of the increase in excess reserves is typically the purchase of government debt, ie a quantitative 
easing (QE) operation. Thus, MF can be thought of as the combination of a government transfer (the deficit) 
and a QE operation of the same size.� Correspondingly, the impact on government yields and economic 
activity is similar to it. With respect to the QE component, it is well accepted that such operations can have a 
significant impact on yields and financial conditions more generally through a number of channels, including 
portfolio balance effects and signalling. 

What, then, is special about MF? Relative to the way many central banks have been operating at least 
since the Great Financial Crisis, the distinguishing element of MF is the explicit link to fiscal deficits and 
governance.� In other words, it regards communication, control (ie who decides the size, time and duration 
of the operation) and, related to that, the objectives pursued.

On this basis, central banks have certainly not engaged in MF.� In this crisis, central banks have 
undertaken very large QE-type operations in the context of a huge and rapid ramping-up of government 
borrowing needs. These actions have helped to keep sovereign bond markets liquid and functional, and have 
supported the smooth financing of emergency fiscal spending. But importantly, the operations have been 
fully in line with central banks’ primary objectives of safeguarding economic and financial stability, and have 
not been taken with the purpose of financing fiscal deficits as such. It is just that, given the extreme 
circumstances, the actions are naturally complementary to those of fiscal authorities. Moreover, central banks 
retain full control, so that they can unwind the operations as economic circumstances require. 

Through these aggressive measures, central banks have eased financial conditions and contained the 
financial turmoil. That said, the measures do blur the traditional boundaries between monetary and fiscal 
policies. As such, they need to be supported by strong institutional frameworks and are more feasible for 
central banks in advanced economies with their high credibility stemming from a long track record of stability-
oriented policies. MF would push the boundaries between monetary and fiscal policies further, with greater 
risks. While some proposals include safeguards in the form of strict activation clauses, clear specification of 
operational control and well defined exit points, it is an open question whether these mechanisms, however 
carefully designed, would survive the test of time. The underlying risk is that the monetary policy function 
could become subordinated to short-term fiscal needs – so-called fiscal dominance. If so, the hard-won 
credibility of monetary institutions would be undermined and, with it, central banks’ ability to deliver on their 
macroeconomic stabilisation objectives.

� Some MF proposals envision that the financing of government spending takes place through a direct transfer of central 
bank capital to the government – for example, by crediting the government’s account with money in return for nothing, or 
by purchasing government bonds and immediately writing them off. In this case, the corresponding QE operation shows 
up on central banks’ balance sheets as a reduction in capital rather than an increase in holdings of government 
bonds.    � From a legal perspective, MF is often associated with the manner in which the financing is done. For example, 
in many jurisdictions central banks are prohibited from purchasing government bonds on the primary (as opposed to 
secondary) market or from direct lending to the government. The reason is that such forms of financing potentially 
subordinate central banks to fiscal authorities in specifying the terms and conditions of lending. Academic discussions of 
MF have also emphasised the permanence of money creation, although this is unrealistic in practice; see C Borio, P Disyatat 
and A Zabai, “Helicopter money: the illusion of a free lunch”, VoxEU, 24 May 2016.    � See eg A Bailey, “Bank of England is 
not doing ‘monetary financing’”, Financial Times, 5 April 2020; G Vlieghe, “Monetary policy and the Bank of England’s 
balance sheet”, Bank of England, 23 April 2020; and C Wilkins, “Bridge to recovery: the Bank’s COVID-19 pandemic 
response”, C D Howe Institute, Toronto, 4 May 2020, in relation to the Bank of Canada.  
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