
FINANCIAL STABILITY CHALLENGES AND VULNERABILITIES

FINANCIAL STABILITY RISKS 
WITH HIGH INFLATION AND INDEBTEDNESS 

The risk outlook is changing in response to the normalisation of 
monetary policy and the Russian invasion of Ukraine.

Tensions are rising during this long-awaited summer. They are 
seen in the travel chaos as people rush to take holidays abroad 
despite the risk of those holidays being wasted in airports, and 
in the volatility in financial markets and the rising prices of real 
estate, food and energy.

The Russian invasion of Ukraine has put the global economy 
under severe stress. Despite the strong post-pandemic recovery 
and the corrections in financial markets in the first half of the 
year, financial stability has become increasingly vulnerable. The 
exuberant mood in the markets has dissipated quickly, but it is 
also important not to allow fears about the future to turn into 
a self-fulfilling prophecy. To prevent risks materialising, several 
key systemic vulnerabilities need to be monitored and policies 
adjusted accordingly.

The first of these vulnerabilities is the risk of further and more 
disorderly asset price adjustment, which according to the 
European Systemic Risk Board remains a severe systemic risk 
despite the sharp corrections in global bond and equity markets 
that have already been seen in 2022. Further turbulence could 
be triggered by an escalation of the war, stresses in emerging 
markets, or a pronounced slowdown in global growth combined 
with persistently high inflation.

Second, high inflation is reducing the purchasing power of 
households but may also put pressure on corporate profit 
margins and so reduce the capacity to borrow and to service 
debt. The cost of servicing debt will increase further with the 
inevitable tightening of monetary policy that goes hand in hand 
with persistently high inflation.

Third, higher interest rates will weaken the outlook for growth 
even as they provide some support for banks at the same time. 
The EU banking sector proved resilient during the pandemic and 
its direct exposures to Russia and Ukraine have been contained, 
but the need for vigilance remains. Credit risks are increasing, 
and the profitability of banks will be affected by the worsening 
economic outlook.

Fourth, climate risks and cyber risks are vulnerabilities that cut 
across everything and that must not be forgotten, especially 
at times like these. The climate transition also needs to be 

accelerated to reduce European dependence on energy from 
Russia. Cyber vulnerabilities require us to be unceasingly vigilant, 
as the threat of cyber-attacks is greater than ever.

How does monetary policy interact with those risks? After 
years of low interest rates, it is not easy to turn the cycle around 
without causing a certain amount of volatility. The exit from the 
loose monetary policy has been achieved much faster than was 
previously expected around the world. It is also happening in a 
very challenging environment in which various supply shocks are 
hampering the productive capacity of firms and the purchasing 
power of consumers, all on top of the uncertainty caused by 
geopolitical risks.

One of the legacies of the past crisis and the prolonged period 
of low interest rates is the high level of sovereign and corporate 
indebtedness. This is certainly not a uniquely European problem, 
but the institutional framework in a currency union poses its own 
challenges when this issue is addressed. For a currency union and 
common monetary policy to work smoothly, governments need to 
adjust their fiscal and structural policies to deal with idiosyncratic 
developments in the different countries of the union.

Central banks often have a clear price stability mandate, but there 
is not really a clear direct link between policy rates and prices. 
There is a complex transmission mechanism that works through 
the financial system and through companies, consumers and 
public entities. This means the central banks currently have to 
tread a fine balance between being forceful enough in tightening 
monetary policy to keep inflation expectations anchored and 
being mindful at the same time of financial sector risk and the 
ability of the economy to adapt to higher interest rates.

In conclusion, it is important to stay alert. It seemed in late 
2021 that the economy would have smoother sailing ahead after 
the recovery from the pandemic, but we clearly still have some 
difficult times before us.

MADIS MÜLLER
Governor - National Bank of Estonia (Eesti Pank)

New risks are emerging 
as policies shift

Risks are changing in response 
to the normalisation of monetary policy 

and the war in Ukraine.
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In the face of the significant shock of the Covid-19 pandemic, 
the financial system showed considerable resilience. This in 
the context of course of unprecedented levels of public support 
for local and regional economies.

The evolving risk context – including variable sectoral 
recovery, supply chain disruption, the potential for pandemic 
resurgence, and normalisation of monetary policy – has been 
further transformed by the Russian invasion of Ukraine and 
its consequences.

The exacerbation of pre-existing risks combines with the 
emergence of new risks to produce a context of significantly 
heightened risk – credit, market, and operational - to the 
financial system:

•  the potential for significant sectoral shocks in the context of 
a generalised economic downturn,

•  geopolitical disruption resulting in further fragmentation 
and increased disruption of supply chains,

•  further increase in underlying inflation with the need for 
more impactful response and the risk of disorderly risk-price 
resetting, and/or positive sovereign-bank feedback loops;

•  commodity market disruption impacting the financial system 
through (opaque) counterparty links giving rise to sudden 
stability risks,

•  the risk of major operational disruption due to state 
sponsored cyber assault.

This represents a stark risk context which – both in its 
component aspects and as a result of the potential tipping-
point dynamics inherent in it - requires close, immediate and 
ongoing focus.

However, there are also longer-term risks to the financial 
system which are equally problematic and which risk being 
materially exacerbated by the current situation. This is due to a 
combination of negative longer-term effects resulting directly 
from current events and the displacement or crowding-out of 
risk-attention to which they give rise. Two of these in particular 
are worth noting:

Climate

The Network for the Greening of the Financial System (NGFS) 
has identified three over-arching scenarios for the future 
path of climate change and transition as it relates to the 
financial system. (1) Orderly transition – we move to a net zero 
economy along a smooth path of well managed adaptation; (2) 
Disorderly transition – the bulk of the transition is left too late, 
and we face a forced adaptation over a very short timeframe 
which gives rise to very significant disruption; (3) Global 
hothouse – the transition fails and we face the major physical, 

political and economic crises which will accompany material 
global warming.

The current risk context – both in its intensity and its nature 
– poses significant risks to the climate agenda and as a result 
to longer-term financial stability. Not only does it mean that 
policy makers and financial firms are distracted at a crucial 
moment from this priority challenge, but it is possible that the 
measures taken to address the current risks may significantly 
adversely affect the likelihood of success. This may result 
from both political reprioritisation of energy transformation 
commitments as well from decisions to avoid the risk capital 
allocations needed to advance the transition. The financial 
system has central role to play in the transition to a net zero 
economy. The current risk context could, unless properly 
managed, amount to a significant impediment to the fulfilment 
of this role thus exacerbating the medium-term climate risks 
including to financial stability.

Disorderly disruption

The financial system is undergoing swift and deep change due to 
technological innovation and disruption. This has the potential 
to bring significant benefits and opportunities to the users of 
financial services and the economy. It also carries material risks 
that need to be actively managed. Disruption, while a positive 
force in the economy, by definition brings potential stability 
challenges to be analysed and addressed. With Big Tech firms 
poised to play a deepening role in the financial system and 
its broader ecosystem, we are at a key phase in the ongoing 
transition to a technologically transformed financial system. 

Once again, the displacement of attention – in particular that 
of oversight and regulatory authorities – due to the significant 
risk concerns of the current moment risks undermining 
the consideration and interventions needed to support the 
realisation of the benefits and the management of the risks of 
rapid technological transformation. 

GERRY CROSS
Director Financial Regulation, Policy and Risk - 
Central Bank of Ireland

Reflecting on a stark risk environment: 
shorter- and longer-term aspects

A stark risk context requires close and 
immediate focus; longer term risks are 

also heightened.
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Europe weathered the recent turmoil on the bond markets 
well. Monetary policy, structural reforms taking root, and 
policy initiatives have all played a role in avoiding financial 
fragmentation. Completing structural and policy reforms can 
help build further resilience.

It is usual to have bond spreads widening in a bear market. 
The magnitude of the widening we have seen among 
European sovereign bonds in the first half of the year is 
within the statistical norm. The same resilience can be 
observed downstream of the financing chain. SMEs aren’t 
reporting any financing gap. They have access to bank loans 
at an average rate of 2.5%. This is less than the inflation that 
the ECB is expecting for next year, and the rates at which 
SMEs are getting funded are, depending on their country of 
origin, in a range that is two-and-a-half times narrower than 
in 2012.

This context is a major difference from the time of the 
Eurozone debt crisis ten years ago. That said, times are 
uncertain. – New developments have undermined the 
recovery from Covid-19 that is still incomplete. These include 
the war in Ukraine and a faster normalization of monetary 
policies than anticipated, even a few months ago.

Given that European companies in many sectors still face 
formidable challenges: how can Europe prevent financial 
fragmentation, and make sure that it does not face another 
“Minsky moment?”

First, we should acknowledge that Europe already has the 
tools at hand. On the monetary policy side, the flexibility 
given to reinvestment in the PEPP, TLTROs, the full allotment 
procedure, and OMTs, are all potential firewalls to the risk of 
fragmentation. On the fiscal policy side, although not a fiscal 
measure in itself, NextGen EU is acting as a redistributive 
mechanism that benefits the more fragile economies in the 
EU. Also, the suspension of EU budgetary rules has given 
member states room to absorb shocks which, it should be 
noted, are currently all external ones. None of the shocks 
buffeting the European economy today is inherent to the 
architecture of the monetary union, or to economic policies 
from member states. This is another major difference from 
the time of the Eurozone debt crisis.

Of course, more could be done. The ECB has a few options. 
An outright bond purchase program designed to cap spreads 
on the market for European government bonds would 
raise technical and legal questions. However, it should be 
possible to revisit the conditions attached to OMTs to create 
incentives for countries at risk of fragmentation to use them. 
Making these conditions align with the policy goals set by 
NextGen EU would go in that direction. A fourth round 

of TLTROs would also contribute to keeping bank lending 
conditions smooth. On the fiscal side, some proposals made 
by the European Fiscal Board to revamp the EU budget 
rules could help. These proposals suggest exempting capital 
expenditures that are proven to support growth from future 
spending or deficit rules.

Nonetheless, the role of structural policies should also 
be emphasized. Structural policies have helped the EU to 
weather the recent turmoil in the bond markets, alongside 
monetary and fiscal measures. Economic fundamentals are 
better today than they were ten years ago. For instance, in 
Spain or France, structural reforms, which have targeted 
the labor market and price markups, have helped to narrow 
the cost competitiveness gap to that of Germany. Second, 
reforms of the financial system have played their role, such as 
the introduction of the Single Supervisory Mechanism (SSM) 
and the development of banking regulation. Of course, the 
exposure of banks to domestic sovereign risk has not declined 
and companies are still as dependent on bank financing. Yet, 
bank balance sheets are stronger today, their capital ratios are 
higher, and their liquidity profiles are better. This strengthens 
the banking sector’s ability to absorb shocks.

It is therefore essential for Europe to complete the Banking 
Union and to move forward with the Capital Markets Union 
(CMU). By facilitating the circulation of ample savings, the 
Banking Union and the CMU would make Europe more 
resilient to market shocks. Once built, these structural 
policy pillars could relieve monetary and fiscal policies of the 
firefighting role they have been assigned since the pandemic.

SYLVAIN BROYER
Chief Economist EMEA, Fixed Income Analytics - 
S&P Global Ratings Europe Ltd.

Structural policies, Banking Union, and CMU 
can save Europe from a Minsky moment

Banking and Capital Markets Union 
would inherently make Europe more 

resilient to market shocks.
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The world has been riding a macro-economic rollercoaster 
over the past three years. Unprecedented monetary policies 
look like business as usual in retrospect. The Covid-19 
pandemic, next to being a human tragedy, was a macro-
economic shock. It caused international demand and 
supply chain disruptions and a concerted global surge in 
government spending. Additional monetary stimulus, while 
understandable, prolonged and intensified the search for 
yield, sending financial asset prices to unprecedented heights 
and compressing risk premia.

In the EU, the pandemic’s demand shock was partly curtailed 
by government stimulus and social security cushions. 
Most EU countries increased their borrowing to finance 
spending, topped off by the economic policy highlight of 
pandemic times: the €800bn of common EU debt issuance 
for NextGenerationEU.

Enter the post-pandemic world. Global inflation has increased 
substantially, mostly driven by persistent supply chain 
challenges and energy prices – both exacerbated by Russia’s 
invasion of Ukraine –, labour shortages, and  simultaneously, 
consumer demand bouncing back after lockdowns.

Europe faces a scenario where the economy struggles whilst 
inflation is persistently high. This creates a conundrum for 
central banks especially as more than a decade of Quantitative 
Easing (QE) has led to artificial valuations of financial assets, 
which face the risk of disorderly re-pricing. Bonds, including 
government bonds, are most susceptible. As the ECB has 
stopped buying additional government bonds after seven 
years, government net debt issuance will have to be absorbed 
fully by private investors again. This transition should not 
be underestimated. Since the onset of the pandemic, the 
Eurosystem has on balance bought more government bonds 
than Eurozone governments have issued. But today, the goals 
of managing inflation and containing spreads can no longer 
be achieved simultaneously by the twin policies of negative 
rates and QE.

From a credit risk perspective, a scenario in which the costs 
of living and refinancing debt increase, while the economy 
slows down and private and public debt are high, can cause 
significant risks.

These challenges are clearly major. But the EU is better 
prepared than ten years ago.

Prudential policy: EU banks are well capitalised and major 
efforts have been made to reduce bad legacy debt. As a result, 
the banking system is well positioned to absorb shocks. Yet 
Europe’s banks would be in an even better place if Banking 
Union, including common deposit insurance, were finalised. 

This would help to weaken the dreaded sovereign-bank 
nexus and would promote an integrated banking market.

Fiscal Policy: The EU crossed a political Rubicon when 
it agreed on limited common debt issuance during the 
pandemic, but this is no permanent tool that can be 
automatically re-used to help fiscally weaker countries in the 
coming years. Yet the blueprint is now there to work from, 
if desired. Mutualising legacy debt does not seem politically 
feasible, but the EU could consider mutually financing 
economic stimulus that underpins EU strategic goals, most 
notably the drive towards net zero carbon emissions by 2050. 
Continued joint issuance would also bolster the international 
role of the Euro.

Monetary Policy: The Eurosystem finds itself in the 
challenging position of having to fight inflation while the 
economy is already weakening. Moreover, it wants to contain 
spreads within the Eurozone to safeguard transmission 
of monetary policy, but cannot and should not prevent 
markets from pricing different risks. The Eurosystem’s new 
“Transmission Protection Instrument” is an attempt to walk 
this fine line. In any case, a clear lesson from the Eurozone 
crisis is that the Eurosystem cannot be tasked with solving 
problems outside its remit. It is upon EU governments to 
prevent a crisis atmosphere when the waters get choppy.

Despite these hopeful points, it is undeniable that fiscal 
space is in short supply in the EU. Monetary policy is never 
the best answer to that problem, especially as inflation 
returns. In a weak economy possibly confronted with energy 
shortages, countries need to make hard choices in their fiscal 
policies, which can be alleviated by maximising coordination 
amongst the different layers of European fiscal firepower. To 
weather an economic storm, the EU must show its political 
unity upfront.

GEERT WIJNHOVEN
Group Treasurer - ING Group

A challenging macro-economic environment: 
how the EU can show resilience

To weather an economic storm, 
the EU must show its political 

unity upfront.
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FINANCIAL STABILITY CHALLENGES AND VULNERABILITIES

VULNERABILTIES FROM NON-BANK 
FINANCIAL INTERMEDIATION

MARTIN 
MOLONEY
Secretary General - 
International Organization of 
Securities Commissions (IOSCO)

Making open 
ended funds less 
vulnerable

Open-ended funds are vehicles for 
investors to join together to share 
the costs of investment management, 
administration and transactions costs. 
Once a number invest together, the 
mutual differences in the timing of their 
liquidity needs creates an odd, positive 
effect: the fund is more liquid than any 
one of them would be alone. This is good.

This fact has been the basis for one of the 
longest standing marketing devices for 
collective investment: daily redemption. 
This feature attracts additional investors 
so that a fund becomes a mixture not 
just of long-term investors with differing 
liquidity demands, but also mixed in with 
other more short term investors attracted 
by the daily liquidity.

It helps to manage all this if the 
instruments invested in are traded on 
liquid. The primary reason why daily 
redemption could be offered might 
originally have been the multitude of 

timing preferences for investment and 
withdrawal; but if that doesn’t prove 
enough to facilitate the promise of daily 
redemption, then assets that can be 
sold quickly on liquid markets are an 
additional defence to ensure that the 
redemption demand can still be met.

Some public markets are almost as liquid 
as the daily redemption promise, which 
means there is no liquidity mismatch. 
But some markets are not that liquid. 
Then there are some markets that seem 
robustly liquid but suddenly become 
significantly less liquid.

Daily redemption is not an absolute 
promise, but it is a widespread 
expectation. That expectation combined 
with variable liquidity in assets makes 
daily redemption a vulnerability built 
into the structure of markets. Regulation 
rightly requires fund managers to manage 
the situation so that they can expect to 
meet the redemption demand under 
reasonably foreseeable circumstances.

Trying to understand if the vulnerability 
is getting worse or better, the main 
problem is bond markets. Even the most 
liquid bond markets are significantly less 
robustly liquid than most equity markets. 
When markets get stressed-- especially 
when the leveraged traders withdraw-- 
we don’t want the open-ended funds 
also selling assets because of that daily 
redemption promise. That will make the 
stress even worse.

But they do; not only do they sell 
assets when redemption demand is 
high, but when stresses emerge, they 
also sell assets in the expectation that 
redemption demand (and other liquidity 
requirements) might get high. Like 
regulators, market participants never 
exactly know as to when a dash for cash 
is coming. They plan for it at the last 
minute and that makes it more likely.

Every period of stress provides additional 
evidence as to whether more needs to be 
done by regulators. We have seen two 

recent exogenous shocks to markets that 
help inform us as to how this vulnerability 
works out. March-April 2020 (COVID) 
saw significant OEF asset sales as part 
of a chain of effects that became part of 
a destabilising dash for cash. February-
March 2022 (Ukraine Invasion) saw some 
OEF asset sales, but no dash for cash. 
The difference in outcome seems easy 
to understand; the exogenous shocks 
were very different. But the detailed facts 
across multiple asset markets in different 
jurisdictions are hard to map. There is no 
global database. We do risk focusing policy 
excessively on the most transparent, 
regulated sector. But the alternatives are 
even more unpalatable given the damage 
financial instability can do. 

What more should regulators do to help? 
There are some assets whose liquidity 
is very hard to manage if combined 
with daily redemption. The most 
dangerous are those that seem liquid, but 
prove vulnerable.

It will also probably help if we impose the 
costs of redemption on the redeeming 
investors. This would create would be 
some additional incentive for them to 
remain invested a little longer. But if this 
is going to be required, there should be 
strong guidance as to how.

In addition, it’s worth asking what we can 
do with bond market structures to make 
them more robustly liquid. It doesn’t work 
to expect broker- dealers to act as shock 
absorbers. That is risky in itself. But can 
we ensure that everyone with the capital 
to trade in periods of high volatility or fall-
ing prices has the chance to do so?

We certainly need better information to 
analyse such periods of market stress. In 
this regard it is notable that European 
UCITS don’t have an informative common 
regulatory reporting mechanism. This is 
the biggest gap in IOSCO’s database for 
OEF leverage, for example. The ESRB 
recommended better UCITs reporting 
in 2018; it would be a great help to see 
it happen.

Reduce or better manage the liquidity 
mismatch, impose redemption costs on 
early redeemers, improve bond market 
structures and get better data on what 
is really happening. These are all things 
we can do at proportionate impacts that 
will help. In the struggle to deal with the 
liquidity risk in OEFs, there is no silver 
bullet. But there doesn’t need to be. This 
is about managing the liquidity risk in 
OEFs, not eliminating it. 

Better manage liquidity 
mismatch, allocate 
redemption costs, 

improve bond trading 
and better data.
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Tackling the 
vulnerabilities that 
stem from NBFI: 
one size does 
not fit all

The NBFI sector, in particular 
investment funds, plays an increasing 
role in financing economies while the 
banking sectors shrank relatively since 
the post-GFC reforms. The banking 
and NBFI sectors provide to some extent 
a similar economic function but with 
a key difference: banks systematically 
perform transformation, while NBFI 
balance sheets mainly involve investors 
who bear the economic risks of the 
assets. As a consequence, they do not 
raise the same risks: typically, the risks 
involved in the banking sector are 
related to the fact that potential losses 
have to be absorbed to fulfil the promise 
made to deposit holders or other 
creditors, while losses are simply passed 
on to investors the NBFI sector. For 
that reason, they are not equally subject 
to liquidity risks; provided that losses 
can be passed on to investors, illiquidity 
is only a problem in NBFI to the extent 
that it would not be physically possible 
to sell the assets. 

The main procyclical effect that stems 
from investment funds is an excessive 
use of leverage. In stressed market 
conditions, highly leveraged funds, as 
is the case for any leveraged entities, 
may be obliged to sell assets at a steep 
discount, e.g. for deleveraging purpose 
or to meet margin calls at last resort. 
The pressure on asset prices due to 
“fire sales” might, in turn, ignite fire 
sales from other leveraged funds. The 
contagion risk may be acute if the 
overall investors’ confidence is affected.

Liquidity mismatch in funds is some-
times (mis-)perceived as a systemic 
risk the same way as leverage because 
of the first mover advantage (“FMA”) it 
could create and ensuing preemptive 
runs that would accelerate the stress. 
Apart for MMFs that offer a stable NAV 
feature, the so-called “FMA” should not 
have a significant impact on investors’ 
redemptions in times of stress provided 
that the price of liquidity is adequate-
ly reflected in redemption terms. To 
recall, an FMA occurs when investors 
who redeem their shares first do so on 
more favorable terms than investors in 
the same fund who redeem late (which 
excludes the case where investors re-
deem in anticipation of further mar-
ket deterioration). Typically, there is 
an FMA if investors can redeem their 
shares at a NAV above the market value 
of the fund’s portfolio or if they do not 
bear the cost of liquidity when assets 
are disposed to meet their redemption. 
In times of high volatility, it is hardly 
plausible that investors can expect that 
the gains or avoidance of losses due to 
the FMA as defined above might sur-
pass the opportunity cost of remain-
ing invested. 
 
Contrary to depositors whose funds 
are guaranteed by banks’ balance 
sheets, all funds’ investors share 
indistinctively all the risks. Investors 
shall ensure they are in capacity to 
absorb losses when they occur so that 

they won’t need to redeem their shares 
in stressed market conditions; i.e. they 
should carefully invest depending on 
their risk appetite and time horizon. 
Fund managers have fiduciary duties 
toward their investors that include 
equity of treatment: no investor shall 
be able to redeem their shares at more 
favorable conditions than others, 
which implies that the NAV shall 
reflect the market value of the portfolio 
and that the cost of redemptions shall 
not be borne by investors who remain 
passively invested. To ensure equity of 
treatment, it is necessary that funds 
include (and use appropriately) liquidity 
management tools, such as swing 
pricing, that permit to pass on the cost 
of liquidity to redeeming investors.
 
Markets regulators are conscious that 
their mandate includes the prevention 
of the build-up of systemic risks, but 
we shall keep in mind that crisis is 
inherent to financial markets and it 
is also up to economic agents to be 
resilient when they occur. A systemic 
crisis is a financial crisis that has 
triggered a self-amplifying mechanism 
that prevents the market to find a new 
equilibrium price. In our view, funds 
may raise systemic concerns primarily 
because of an excessive use of leverage 
rather than liquidity mismatch. Recent 
economic history shows us that the 
difficulties of one or a small number 
of entities using excessive leverage 
may have an outsized impact on the 
broader markets (e.g. LTCM, Archegos). 
To tackle this issue, European markets 
regulators already have a toolkit, 
derived from Article 25 of AIFMD, 
which (i) requires NCAs to identify 
funds that use excessive leverage 
and (ii) allows NCAs to remediate 
it by capping the leverage at fund 
level if deemed necessary. Liquidity 
mismatch may not be a major concern 
in this regard, but it remains our duty 
to tackle the issue from an investor 
protection perspective. 

The AIFMD review is an opportunity to 
encourage a range of tools in funds, but 
additional guidance could also prove 
helpful in order to harmonize their use 
at EU level.

The banking and NBFI 
sectors provide to 

some extent a similar 
economic function but 
with a key difference: 
banks systematically 

perform transformation, 
while NBFI balance 

sheets mainly involve 
investors who bear 

the economic risks of 
the assets.
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The main 
vulnerabilities of 
MMFs and the UK 
approach

In March 2020, the effect of the 
COVID pandemic and public health 
measures on economic activity 
exposed underlying vulnerabilities 
in the financial system. While the 
shock itself did not originate in the 
financial system, evidence suggests that 
certain structural features of Money 
Market Funds (MMFs) amplified and 
reinforced the initial liquidity shock. 
While central bank actions helped 
reduce the liquidity strains on MMFs, 
the underlying vulnerabilities in MMFs 
remain and could crystallise again 
in the future, including under less 
extreme circumstances than those in 
March 2020. 

The UK has sought to play an active role 
at the Financial Stability Board (FSB) 
and the International Organization of 
Securities Commissions (IOSCO) on 
strengthening the resilience of MMFs. 
The FCA has been working closely with 
the Bank of England (BoE) and HM 
Treasury (HMT). We are committed 
to assessing and addressing MMF 
vulnerabilities in the UK. In May, we 
published a joint Discussion Paper 
(DP) on MMF reform with the BoE, 

endorsed by HMT. This was based on 
the framework set out by the FSB MMF 
reports and discussed the various policy 
options. The DP’s ‘discussion period’ 
has recently closed. We are considering 
the responses, as well as the input 
from discussions with European and 
international counterparts.

MMFs are subject to two broad 
vulnerabilities. They can be susceptible 
to sudden and disruptive redemptions 
and they may face challenges in selling 
assets, particularly under stressed 
conditions. This is mainly because: 
a) liquidity transformation can 
contribute to a first-mover advantage 
for redeeming investors, especially in 
stress, whether the stress is driven by 
credit or liquidity concerns or both; 
b) MMF investors’ cash needs may be 
hard to predict, and c) for some MMFs 
regulatory thresholds may incentivise 
investors to pre-emptively redeem 
to avoid the consequences of a fund 
crossing those thresholds. These 
features can cause investor detriment 
and potentially financial stability risks 
if they drive escalating redemptions and 
exacerbate negative market moves in 
underlying money markets. Large scale 
outflows from a single MMF could raise 
fears that it and other MMFs might 
need to suspend dealing, triggering 
further large outflows from MMFs.

If multiple MMFs used by UK investors 
had suspended in March 2020, there 
could have been a significant threat 
to wider UK financial stability and 
ultimately to the real economy. MMFs 
are used as a cash management product 
by both financial and non-financial 
institutions such as corporates 
and local authorities, who readily 
need access to their cash for their 
own financial commitments. MMF 
suspension might impact users’ ability 
to access liquid assets to meet margin 
calls, pay creditors and wages.

The UK authorities are seeking to 
strengthen the resilience of MMFs and 
the financial system, by reducing the 
need for future extraordinary central 
bank interventions of the kind that 
occurred in March 2020. UK authorities 
support the provision of sustainable 
and robust cash management financial 

services that meet users’ needs 
including at times of financial stress.

Our DP discusses the full range of 
options at the disposal of regulators and 
policy makers and asks open questions 
on those options. While no policy 
decisions have yet been made, the DP 
indicates we are considering whether 
to consult on increasing minimum 
liquid asset requirements, removing 
ties between liquidity thresholds 
and decisions on gates and fees (and 
other changes to make MMFs’ liquid 
buffers more usable), rules related to 
MMF managers passing material costs 
of liquidity on redeeming investors, 
and removing stable NAV for LVNAV 
funds. It also states that while we are 
still considering liability side options, 
other options may be preferable, and 
we are unlikely to pursue policies ‘to 
absorb losses’ such as capital buffers 
and sponsor support. Together with 
the BoE and HMT we are considering 
the feedback received to determine 
whether to consult formally on one or 
more reform proposals.

The work on addressing risks from 
MMF vulnerabilities is an international 
priority. We believe continuous close 
collaboration between securities 
regulators and central banks is crucial 
and we strongly support continued 
international engagement given the 
nature of cross-border activity. In our 
approach, we are not only mindful of 
the specifics of sterling markets and UK 
investor needs but also of the approach 
being taken in other jurisdictions, 
particularly in the EU, where most 
sterling MMFs are domiciled. 

The UK will continue to welcome 
funds domiciled in other jurisdictions 
to market to UK investors, in line with 
the UK regulatory framework. HMT 
will assess whether the law and practice 
of the relevant country or territory for 
MMFs have equivalent effect to the 
requirements of UK regulations. This 
underscores the need to work closely 
with our international counterparts 
to ensure that our reform programmes 
achieve high common standards 
of resilience.

We are committed 
to addressing MMF 
vulnerabilities […] 

and strongly support 
international 
engagement.

72 | VIEWS | The EUROFI Magazine | Prague 2022 | eurofi.net



eurofi.net | Prague 2022 | The EUROFI Magazine | VIEWS | 73

VULNERABILTIES FROM NON-BANK FINANCIAL INTERMEDIATION

DERVILLE 
ROWLAND
Deputy Governor Consumer 
and Investor Protection - 
Central Bank of Ireland

Money Market 
Funds – The need 
for reform

Money Market Funds are an important 
part of the financial system acting as 
a source of short-term funding for 
issuers and a cash management tool 
for investors. Ireland is the largest 
European domicile for Money Market 
Funds, accounting for approximately 
40% of total European domiciled assets.

Since its entry into force in 2018, the 
Money Market Funds Regulation, 
through the creation of a product-
specific regime, has helped to improve 
overall liquidity in the sector and led 
to greater transparency for supervisors 
and investors in Europe and beyond.

The onset of the Covid-19 pandemic 
in early 2020 marked a period of acute 
stress across global financial markets. 
For Money Market Funds, this took 
the form of large redemption flows 
from investors on the liability side 
and liquidity shortages on the asset 
side that combined to place particular 
fund types under pressure, namely 
private debt Money Market Funds 
across a number of currencies and both 
variable and constant NAV products, 
with LVNAV US Dollar and VNAV Euro 
funds experiencing significant stresses. 
Conversely, European and US public 

debt funds saw substantial inflows 
during the same period.

Since the pandemic, there has 
been a particular focus on liquidity 
mismatches across open-ended 
funds and implementing appropriate 
measures to ensure that funds have 
the necessary tools in place to manage 
their liquidity.

While acknowledging that Money 
Market Funds were able to meet 
redemption requests throughout the 
period, this was in large part down to 
the significant market interventions 
of central banks. The stressed market 
conditions did expose vulnerabilities 
in the sector resulting from the ‘dash 
for cash’ which have since formed 
the basis for a substantial body of 
work by the FSB, ESMA and ESRB 
to better understand the structural 
vulnerabilities evidenced during this 
period and to suggest enhancements to 
the regulatory framework.

For those reasons, the Central Bank 
of Ireland has actively supported the 
development of targeted amendments 
to the MMF Regulation that we 
believe will improve overall Money 
Market Fund resilience while ensuring 
the continued provision of the 
economic functions they provide, 
minimising the need for future central 
bank interventions.

We are particularly supportive of 
those measures aimed at reducing the 
likelihood of large redemptions having 
a destabilising effect, such as mandatory 
minimum public debt holdings and 
increased liquidity requirements, 
as well as moves to improve the 
availability and encourage the timely 
use of liquidity management tools that 
impose on redeeming (and subscribing) 
investors the cost of their redemptions. 

We further support the consensus 
view to decouple thresholds for daily 
and weekly liquidity from any rigid 
imposition of gates and fees, which may 
have acted, contrary to expectations, to 
exacerbate rather than mitigate stress.

We also believe that enhanced 
reporting requirements and disclosures 
will further improve funds’ crisis 

preparedness. Whilst we are open to 
assessing the role that the stable NAV 
may have played in exacerbating certain 
crisis dynamics, we do not think it was 
central to the events of March 2020 
and therefore should not be a priority 
area for action in any reform of the 
MMF Regulation.

At the same time, market conditions in 
early 2020 also highlighted potential 
issues with the functioning of short-
term funding markets under stress. 
This raises questions about the overall 
resilience of the market and its ability 
to withstand exogenous shocks. Whilst 
further research to better understand 
wider market dynamics under stressed 
conditions may be warranted, it is 
crucial given the important role played 
by Money Market Funds that the 
framework within which they operate 
remains robust and Money Market 
Funds are in a position to be as resilient 
as possible to future shocks.

We look forward to the Commission’s 
publication of the feedback statement 
to the consultation it carried out earlier 
this year and its proposed next steps 
with respect to the MMF Regulation, 
which we believe should happen as a 
matter of urgency. 

We believe this will be an important step 
in building upon the important work 
completed to date and ensuring the 
continued growth and future resilience 
of this important sector in supporting 
European capital markets. We are 
keen to see the funds sector fulfil its 
potential as a means of investment and 
funding in the European economy. This 
means ensuring that sector remains 
resilient; that it functions strongly in 
line with the principles of fairness and 
primacy of investors’ interests, and that 
overall it is in line with the effective 
and sustainable functioning of the 
European economy. 

The CBI has actively 
supported the 

development of targeted 
amendments to the MMF 

Regulation.
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Money market 
fund reform: 
a broader 
perspective is 
needed

Money market funds (MMFs) are first 
and foremost investment products 
that seek to provide investors with an 
income or return on principal, as well 
as preservation of principal, with many 
MMFs offering daily liquidity. They 
are highly transparent and provide 
investors with cost-effective, diversified 
and risk managed exposure to short-
term money markets by investing 
in high quality, short-maturity debt 
securities issued by governments, 
banks and non-financial institutions.

MMFs therefore play an important 
role in the functioning of the wider 
economy, representing a valuable 
source of non-bank funding to both 
public and private stakeholders. 
According to the ECB, at the end of 
Q1 2022, MMFs in the euro area were 
managing approximately €1.37 trillion 
on behalf of investors worldwide.

The utility of MMFs, both as an 
investment proposition and as a source 
of funding to the wider economy, is 
clear and it is important that MMFs, 
as well as short-term money markets 
more broadly, function effectively, in 

particular during periods of economic 
or underlying market stress.

It is therefore appropriate to consider 
the resilience of the sector in the 
context of COVID-related market 
events in early 2020.

It is our strong view that MMFs proved 
to be resilient despite deteriorating 
economic and underlying market 
conditions and continued to carry 
out their core economic functions. 
No MMFs had to suspend dealing, 
use redemption gates, apply liquidity 
fees nor utilise any other liquidity 
management tools that could 
impact investors’ ability to redeem. 
Moreover, we note that no stable 
NAV MMFs breached their respective 
regulatory thresholds.

The broad resilience of the MMF 
sector can be attributed in part to the 
prudent liquidity management of fund 
managers, as well as the broadly robust 
regulatory and supervisory framework 
governing MMFs in Europe which has 
been in application since 2018.

Notwithstanding the above, it is 
important that, where shortcomings 
in the MMF framework are identified, 
action is taken to further enhance the 
resilience of the MMF structure. For 
example, regarding low volatility NAV 
MMFs, policymakers’ various analyses 
have concluded that regulatory 
provisions linking weekly maturing 
assets and net daily redemption 
thresholds to the potential application 
of liquidity fees or redemption gates 
should be removed.

We strongly support this conclusion as 
de-linking these provisions will reduce 
structural procyclicality by removing 
the incentive for investors to redeem 
their shares as MMFs’ weekly maturing 
assets trend towards the 30% threshold. 
Enhancing the resilience of the LVNAV 
MMF structure in this way should be 
the absolute priority of policymakers 
given approx. 46% of total euro area 
MMF assets are managed via LVNAV 
MMFs, according to ESMA.

We do not support some of the other 
reform options being considered 
in respect of LVNAV MMFs, such 

as removing the ability to provide a 
stable share price or introducing new 
minimum or maximum thresholds for 
public or private assets, respectively.

Pursuing reforms that would remove 
one of the key product features that 
investors value, or that would re-
introduce an incentive for investors 
to redeem their shares as a specific 
asset class trends towards a given 
threshold, is simply not justified by the 
evidence presented in policymakers’ 
various analyses.

Neither are reforms such as requiring 
all MMFs to implement a swing pricing 
mechanism, given MMFs can already 
apply targeted liquidity fees to reflect 
the cost of liquidity, or to establish 
minimum balance at risk policies which 
would effectively undermine the MMF 
investment proposition and serve only 
to push investors away from MMFs.

Indeed, in considering the resilience 
of the sector in the context of 
COVID-related market events in 
early 2020, policymakers must take a 
broader perspective. 

It is imperative to consider wider 
reforms that would enhance the 
transparency and functioning of 
underlying short-term money markets 
and that would accompany, not lag, 
targeted amendments to certain 
MMF structures. Such wider reforms 
could include:

•  enhancing transparency requirements 
applying to issuers of qualifying 
money market instruments

•  recalibrating prudential rules for 
credit institutions intermediating in 
short-term money markets in order 
to allow them to carry out that core 
function more effectively during 
periods of underlying market stress

•  permitting CCPs to invest in certain 
qualifying MMF shares

•  establishing a European sovereign 
reverse repo program, akin to the US 
Federal Reserve Overnight Reverse 
Repo Facility, with which a broad 
range of money market participants 
could engage

In considering such wider reforms, 
policymakers can more effectively 
ensure that short-term money markets 
and participants therein, including 
MMFs, are more resilient to and 
function more effectively during 
periods of economic or underlying 
market stress, and we stand ready to 
further contribute to policymakers’ 
work in this regard as such initiatives 
are taken forward.

Policymakers must 
enhance the transparency 

and functioning of 
underlying short-term 

money markets.
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The European 
money market 
funds regulatory 
framework is fit 
for purpose

EU money market funds (MMFs) are 
one of the most regulated investment 
products in existence. They are 
completely transparent and invest in 
high quality, short-term, liquid assets 
which are critical to funding the EU 
real economy and serve as a foundation 
for the CMU. EU MMFs provide a 
market-based yield for all investors, 
in a transparent, liquid, and highly 
diversified investment product, even 
more critical as we enter a period of 
rising interest rates. The EU MMF 
Regulation (MMFR) of 14 June 2017 
has proven to be highly successful and 
ensured that MMFs were in the best 
position possible entering the March 
2020 Liquidity Crisis.

It is imperative to remember that 
despite certain bank-centric creative 
narratives proffered, the Liquidity Crisis 
was neither caused nor exacerbated by 
MMFs. The Liquidity Crisis was the 
result of a global economic shock to the 
system, resulting from the decisions 
of governments around the world to 
shut down their economies to prevent 

the spread of Covid-19. These events 
were extraordinary, served as a real-life 
stress test, and highlighted key areas for 
improvements across the short-term 
funding markets (STFMs), and a few 
areas for enhancements to EU MMFs.

March 2020 illustrated that active 
portfolio management of MMFs, 
combined with minimum daily and 
weekly liquidity requirements with 
an overlying Know Your Customer 
obligation set forth in the EU MMFR, 
ensured that entering the Liquidity 
Crisis, MMFs were well positioned 
to manoeuvre through an incredibly 
stressful period of illiquidity. While 
each of VNAV, LVNAV and Public-Debt 
CNAV MMFs were subject to stress – 
something which should be expected 
when the entire financial market is 
frozen, each successfully operated 
throughout the Liquidity Crisis.

Notwithstanding the lack of any direct 
ECB support for EU MMFs and Bank 
of England support for UK MMFs, as 
IOSCO emphasises in its Thematic 
Note “Money Market Funds during 
the March-April Episode” published in 
November 2020, “Despite the strains 
faced by non-public debt MMFs in 
March and based on the responses 
to the IOSCO Financial Stability 
Engagement Group (FSEG) survey, it 
appears that all redemptions have been 
honoured, no MMFs have suspended 
redemptions, imposed fees and/or 
gates, or converted from LVNAV to 
VNAV.” In short, EU MMFs proved 
resilient and performed as intended 
throughout the Liquidity Crisis.

There is no evidence to suggest that 
any single form of EU MMF product 
performed better or worse than others.  
All performed admirably given the 
circumstances and met all of their 
obligations to investors. Certain of 
the recent regulatory papers have 
questioned whether LVNAV MMFs 
should continue to exist. We believe, 
and EU investors and issuers believe, 
that LVNAV MMFs are incredibly 
important investment products. 
LVNAV MMFs are a regulatory success 
story, a demonstrated compromise 
between the historical use of CNAV 
Prime products and VNAV Prime 
products. There is simply no evidence-
based analysis to support the removal 
of LVNAV MMFs in the EU.

While EU MMFs have benefitted from 
the adoption of the EU MMFR, there 
remain a few areas where improvements 
can be made to enhance the safety and 
stability of EU MMFs moving forward. 
Firstly, the current linking of potential 
liquidity fees and gate imposition to 
liquidity levels serves as an improper 
regulatory incentive to redeem in times 
of stress and should be removed. This 
delinking has been identified by EU 
policymakers as a top priority.  

Additionally, while we support the 
use of liquidity management tools, 
the determination to apply such tools 
must be made subject to election by a 
MMF’s board, in exercising its fiduciary 
duty. We believe the most appropriate 
liquidity management tool is the use 
of a targeted liquidity fee, guided by 
enhanced policies and appropriate 
escalation procedures, ensuring timely 
MMF board’s consideration of the 
potential imposition in times of stress.

While certain enhancements to EU 
MMFs are appropriate, our focus, if 
we want to prevent a repeat of the 
Liquidity Crisis, must be on improving 
the functioning of the short-term 
funding markets. In March 2020, as 
investors worldwide searched for 
liquidity to avoid the unknown, STFMs 
froze when they were most needed. 
This must be addressed, and should 
be addressed alongside, not after, any 
reform of MMFs.

The existing regulatory framework 
of MMFR, including the use of 
LVNAV, Public Debt constant NAV 
(CNAV), and variable NAV (VNAV) 
remains appropriate and critical for 
the continued development of CMU 
and the funding of the real economy 
in a post-Covid environment. Having 
a successful MMF market is the first 
steps in CMU as MMFs put short-term 
capital to work to benefit EU investors 
and issuers.

There is simply no 
evidence-based analysis 

to support the removal of 
LVNAV MMFs in the EU.
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Lessons from the 
2020 market turmoil 
for MMF reform

The March/April 2020 market turmoil 
was a real test for the financial 
ecosystem including Money Market 
Funds. The near-total shutdown of 
global economic activity in response 
to the COVID pandemic resulted in 
an exceptional and unprecedented 
demand for liquidity, with particularly 
acute pressure being felt in short-
term funding markets. In that context, 
MMF flows were driven by investors’ 
prioritization of access to liquidity 
rather than as a result of concerns 
regarding the underlying credit quality 
of investments in MMFs. 

Since then, MMFs have (again) been 
under regulatory scrutiny. While the 
regulatory framework introduced by 
the EU Money Market Fund Regulation 
has been effective and has enhanced 
the overall resilience of MMFs, the 
market events of March/April 2020 
have highlighted some areas where 
the regulation had not operated as 
intended. Targeted and proportionate 
reforms are hence justified. 

However, when considering possible 
reforms, MMFs’ role and importance 
for the overall financial ecosystem 
need to be taken into account. It is 

also relevant against the background 
of progressing the EU Capital Markets 
Union. MMFs play an important role 
in the financial services system and 
the wider economic ecosystem. They 
are a low cost, efficient, scalable, 
and transparent cash management 
investment tool for investors and an 
important source of funding for both 
public and private sector issuers.

Therefore, reforms to the MMF 
frameworks should be guided by the 
following principles:

•  The outcome of the reform process 
should ensure the ongoing viability 
of MMFs and not deprive investors 
of a valuable investment vehicle nor 
issuers of a crucial source of funding.

•  Given that the March/April 2020 
turmoil was a market-wide liquidity 
event, reforms should be focused 
on addressing liquidity risk. This 
includes ensuring the usability of the 
inherent liquidity within an MMF.

•  To be truly effective, reforms should 
not be targeted at MMFs alone but 
also consider underlying structural 
issues, in both the short-term funding 
market and fixed-income markets 
more broadly.

There are several policy options that 
follow these principles while achieving 
the objective of enhancing the MMF 
regulatory framework.

Most importantly, the link between 
MMF minimum liquidity requirements, 
namely the 30% Weekly Liquid Asset 
(WLA) threshold, and the potential 
imposition of liquidity fees and 
redemption gates needs to be removed. 
By doing so, MMFs would be able to 
make use of their available liquidity 
during times of market stress and 
most directly address the challenges 
faced by MMFs during the period of 
market volatility.

Furthermore, based on the experience 
in 2020, MMFs should have a broad 
range of Liquidity Management 
Tools (LMTs) at their disposal as well 
as flexibility regarding the use of 
LMTs. The choice, calibration and 
activation of such tools should be left 
to the discretion of the fund manager. 
However, swing pricing for operational 
and structural reasons is not a suitable 
LMT for MMFs.

In contrast, international and European 
policymakers are considering other 
policy options that would undermine 
or remove the viability of the MMFs, 
esp. of Low Volatility NAV (LVNAV) 
MMFs. In particular, not allowing 
LVNAV MMFs to use amortized cost 
accounting would lead to creating a 
different type of Variable NAV MMF 
with higher liquidity requirements 
but with little to no additional 
benefit to investors. As a result, this 
would lead to a significant number 
of investors leaving the product and 
possibly MMFs overall which would be 
particularly concerning given the lack 
of MMF alternatives.

Similarly, the introduction of prescrip-
tive private or public debt quotas for 
MMFs would only introduce additional 
challenges and risks instead of making 
MMFs more resilient. 

Importantly, MMF reform should be 
complemented by improvements to 
the underlying markets, esp. increased 
transparency and use of technology and 
automation. Also, short-term funding 
markets remain highly intermediated 
and dependent on banks for secondary 
market liquidity. As seen in early 
2020, MMF managers were unable to 
utilize secondary market liquidity as 
broker-dealers were either unable or 
unwilling to engage in discretionary 
market-making to preserve balance 
sheet capacity. This may have been 
an unintended consequence of post-
GFC prudential reforms and should 
be further considered. Other measures 
to consider include harmonizing 
practices and conventions in CP/CD 
markets as well as making eligibility 
criteria for asset purchase programs 
more consistent.

This combination of targeted MMFs 
reform and enhancements to the 
underlying markets will achieve the 
combined goals of strengthening 
MMF resilience and ensuring their 
viability and availability. As Europe 
is rightly focused on deepening its 
Capital Markets Union, it is important 
that MMFs continue to play their 
important role both as vehicle for cash 
and liquidity management as well as a 
source of funding for the economy.

The outcome of the 
reform process should 

ensure the ongoing 
viability of MMFs.
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