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Abstract

The Reserve Bank provides the Committed Liquidity Facility (CLF) as part of the global framework
to improve the resilience of the banking system to periods of liquidity stress. The CLF is required
due to the low level of government debt in Australia. This limits the amount of high-quality liquid
assets that financial institutions can reasonably hold as a buffer against periods of liquidity stress.
Under the CLF, the Reserve Bank commits to providing a set amount of liquidity to institutions,
subject to them satisfying several conditions. These include having paid a fee on the committed
amount. No financial institution has needed to draw upon the CLF in response to a period of

financial stress.

The Reserve Bank provides the Committed Liquidity
Facility (CLF) as part of Australia’s implementation of
the Basel lll liquidity standard.[" This framework has
been designed to improve the banking system'’s
resilience to periods of liquidity stress. In particular,
the liquidity coverage ratio (LCR) requires
authorised deposit-taking institutions (ADIs) to have
enough high-quality liquid assets (HQLA) to cover
their net cash outflows in a 30-day liquidity stress
scenario. Under the Basel liquidity standard,
jurisdictions with a clear shortage of domestic
currency HQLA can use alternative approaches to
enable financial institutions to satisfy the LCR. These
include the central bank offering a CLF. This is a

commitment by the central bank to provide funds
secured by high-quality collateral through the
period of liquidity stress. This commitment can then
be counted by the ADI towards meeting its LCR
requirement given the scarcity of HQLA. The
Australian Prudential Regulation Authority (APRA)
has implemented the LCR in Australia, incorporating
a CLF provided by the Reserve Bank.[Z

The CLF Is Required Due to the Low Level
of Government Debt in Australia

The Australian dollar securities that have been
assessed by APRA to be HQLA are Australian
Government Securities (AGS) and securities issued
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THE COMMITTED LIQUIDITY FACILITY

by the central borrowing authorities of the states
and territories (semis). All other forms of HQLA
available in Australian dollars are liabilities of the
Reserve Bank, namely banknotes and Exchange
Settlement Account (ESA) balances. For securities to
be considered HQLA, the Basel liquidity standard
requires that they have a low risk profile and be
traded in an active and sizeable market. AGS and
semis satisfy these requirements since they are
issued by governments in Australia and are actively
traded in financial markets. In contrast, there is
relatively little trading in other key types of
Australian dollar securities, such as those issued by
supranationals and foreign governments (supras),
covered bonds, ADl-issued paper and asset-backed
securities (Graph 1). Given this, these securities are
not classified as HOLA.

The supply of AGS and semis is not sufficient to
meet the liquidity needs of the Australian banking
system. This reflects the relatively low levels of
government debt in Australia (Graph 2). When the
CLF was first introduced in 2015, ADIs would have
needed to hold around two-thirds of the stock of
HQLA securities to be able to cover their LCR
requirements. Such a high share of ownership by
the ADIs would have reduced the liquidity of these
securities, defeating the purpose of them being
counted on as HQLA.

Jurisdictions with low government debt have used
a range of approaches to address the resulting
shortage of domestic currency HQLA. Australia is
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one of three countries that have put in place a CLF,
along with Russia and South Africa. Some other
jurisdictions have allowed financial institutions to
hold HQLA in foreign currencies to cover their
liquidity needs in domestic currency. The main
downsides of the latter approach is that it relies on
foreign exchange markets to be functioning
smoothly in a time of stress and increases the
foreign currency exposures in the banking system.
Some jurisdictions have classified a broader range
of domestic currency securities as HQLA. However,
this approach has not been taken in Australia due to
the low liquidity of Australian dollar securities other
than AGS and semis.

The Conditions for Accessing the CLF

APRA determines which ADIs can establish a CLF
with the Reserve Bank. Access is limited to those
ADIs domiciled in Australia that are subject to the
LCR requirement.3) Before establishing a CLF, these
ADIs must apply to APRA for approval. In these
applications, the ADIs have to demonstrate that
they are making every reasonable effort to manage
their liquidity risk independently rather than relying
on the CLF. APRA also sets the size of the CLF, both
in aggregate and for each ADI.

The Reserve Bank makes a commitment under the
CLF to provide a set amount of liquidity against
eligible securities as collateral, subject to the ADI
having satisfied several conditions.! The ADI is
required to pay a CLF fee to the Reserve Bank that is
charged on the entire committed amount (not just
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Table 1: CLF ADIs' Reasonable Holdings of HQLA Securities and LCR Requirements

L RBA assessment of
RBA projection of CLF ADIs' reasonable

HQLA securities holdings of HQLA  CLF ADIs' projected Aggregate CLF

outstanding(a) Securities LCR requirements(b) amount

2015 700 175 449 274

2016 780 195 441 246

2017 880 220 437 217

2018 905 226 474 248

2019 898 225 468 243
2020 934 243

(@) Asaninputto APRA's assessment of the aggregate CLF amount for the following calendar year, the RBA publishes its projection of the market value
of HQLA securities that will be outstanding at the end of that year; this is based on information available from the Australian Government and state

government borrowing authorities.

(b) 'LCR requirements’ refers to APRA's assessment of the aggregate Australian dollar net cash outflows for the CLF ADIs at the end of the calendar year,
including an allowance for the ADIs to have buffers over the minimum LCR requirement of 100 per cent; it also takes into account ADIs' projected

holdings of banknotes and ESA balances.
Sources: APRA; RBA

the amount drawn). To access liquidity through the
CLF, an ADI must make a formal request to the
Reserve Bank that includes an attestation from its
CEO that the institution has positive net worth. The
ADI must also have positive net worth in the
opinion of the Reserve Bank.

Under the CLF, the Reserve Bank will provide an ADI
with liquidity via repurchase agreements (repos). In
a repo, funds are exchanged for high-quality
securities as collateral until the funds are repaid.
These securities must meet criteria set by the
Reserve Bank. The types of securities that the ADIs
can hold for the CLF include self-securitised
residential mortgage backed securities (RMBS), ADI-
issued securities, supras, and other asset-backed
securities. To protect against a decline in the value
of these securities should an ADI not meet its
obligation to repay, the Reserve Bank requires the
value of the securities to exceed the amount of
liquidity provided by a certain margin. These
margins are set by the Reserve Bank to manage the
risks associated with holding these securities.”! If
the CLF is drawn upon, the ADI must also pay
interest to the Reserve Bank for the term of the repo
at a rate set 25 basis points above the cash rate.

The First Five Years of the CLF

Since the CLF was introduced in 2015, the number
of ADIs that have applied to APRA to have a facility
has risen from 13 to 15.1% Each year, APRA sets the
total size of the CLF by taking the difference
between the Australian dollar liquidity requirements
of the ADIs and the amount of HQLA securities that
the Reserve Bank assesses can be reasonably held
by these ADIs (the CLF ADIs) without unduly
affecting market functioning.

For 2015-19, the Reserve Bank assessed that the CLF
ADlIs could reasonably hold 25 per cent of the stock
of HOLA securities. In determining this, the Reserve
Bank took into account the impact of the CLF ADIs'
holdings on the liquidity of HQLA securities in
secondary markets, along with the holdings of
other market participants. The volume of HQLA
securities that the CLF ADIs could reasonably hold
increased from $175 billion in 2015 to $225 billion in
2019, reflecting growth in the stock of HQLA
securities (Table 1). Over the period, the CLF ADIs
held a significantly higher share of the stock of
HQLA securities than in the years leading up to the
introduction of the LCR (Graph 3). The CLF ADIs
have been holding a larger share of the stock of
semis compared to AGS.

The CLF ADIs' projected LCR requirements, which
were used in calculating the CLF, increased
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modestly in aggregate from $449 billion in 2015 to
$468 billion in 2019. This increase can be entirely
explained by the CLF ADlIs seeking to raise their
liquidity buffers over time to be well above the
minimum LCR requirement of 100. Reflecting this,
the aggregate LCR for these ADIs increased from
around 120 per cent in 2015 to around 130 per cent
in 2019; this was the case for their Australian dollar
liquidity requirements as well as for their
requirements across all currencies (Graph 4).7

The aggregate CLF amount is the CLF ADIs’
projected LCR requirements less the RBA's
assessment of their reasonable holdings of HQLA
securities. APRA reduced the aggregate size of the
CLF from $274 billion in 2015 to $243 billion in
2019. This reflected that the volume of HQLA
securities that the CLF ADIs could reasonably hold
increased by more than their projected liquidity
requirements over this period.

Graph 3
CLF ADIs’ Holdings of AUD HQLA Securities

As a share of total outstanding AGS and semis

%

40

30

20~

10

%

140

130

120

110

100

0
2009

%

40

30

20

10

L L
2011

L L
2013

Sources: ABS; AOFM; APRA; RBA

L L
2015

Graph 4
CLF ADIs’ Aggregate Liquidity Coverage Ratio

1 L
2017

L 0
2019

All currencies

A \
y \/ \_

/f\\/‘ /
N

N fﬂ AUD

2015

2016

Sources: APRA; RBA

2017

4 RESERVE BANK OF AUSTRALIA

2018

2019

%

140

130

120

110

100

From 2015 to 2019, the Reserve Bank charged a CLF
fee of 15 basis points per annum on the
commitment to each ADI. The fee is set so that ADls
face similar financial incentives to meet their
liquidity requirements through the CLF or by
holding HOLA. The amount of CLF fee paid by the
CLF ADlIs to the Reserve Bank declined from

$413 million in 2015 to $365 million in 2019, which
is in line with the reduction in the size of the CLF.
Since the CLF was established, no ADI has drawn on
the facility in response to a period of financial

stresslg]

Assessing ADIs’ Reasonable Holdings of
HQLA Securities

When assessing the volume of HOLA securities that
the CLF ADIs can reasonably hold, the Reserve Bank
seeks to ensure that these holdings are not so large
that they impair market functioning or liquidity. For
the period from 2015 to 2019, the Reserve Bank
assessed that the CLF ADIs could reasonably hold
25 per cent of HOLA securities without materially
reducing their liquidity. This was informed by the
fact that a large proportion of HQLA securities were
owned by ‘buy and hold’ investors. These investors
were price inelastic and generally did not lend these
securities back to the market, reducing the free float
of HQLA securities. Many of these investors were
non-residents (such as sovereign wealth funds),
which were holding nearly 60 per cent of the stock
of HQLA securities earlier in the decade (Graph 5).
So overall, the Reserve Bank concluded that these
bond holdings were not contributing significantly
to liquidity in the market.

Over recent years, the volume of HOLA securities
has risen and they have become more readily
available in bond and repo markets (Table 1). The
Australian repo market has grown considerably,
driven by more HQLA securities being sold under
repo. Since 2015, non-residents have emerged as
significant lenders of AGS and semis (and borrowers
of cash) in the domestic market (Graph 6). Over the
same period, repo rates at the Reserve Bank’s open
market operations have risen relative to unsecured
funding rates (Graph 7). This is consistent with
market participants financing a larger volume of
HQLA securities on a short-term basis through the



repo market. For this assessment, the increased
availability of HQLA securities in the market
suggests that the CLF ADIs should be able to hold a
higher share of these securities without impairing
market functioning.

Analysis of transactions in the bond and repo
markets using data from 2015-17 suggests that
most HQLA securities were being actively traded.”?!
Monthly turnover ratios for AGS bond lines were
well above zero, and much higher than turnover
ratios for other Australian dollar securities such as
asset-backed securities, covered bonds, ADI-issued
paper and supras (Graph 1). Although semis bond
lines were traded less frequently than AGS, relatively
few semis had low turnover ratios (Graph 8). As
such, some increase in ADIs' holdings of AGS and

Graph 5
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semis would appear unlikely to jeopardise liquidity
in these markets.

Earlier in the decade, a ‘scarcity premium’ had
emerged in the pricing of HOLA securities.
Australia’s relatively strong economic performance
and AAA sovereign rating have been of
considerable appeal to investors with a preference
for highly rated securities. Higher yields compared
to other AAA-rated sovereigns also contributed to
strong demand from foreign investors, particularly
for AGS. The scarcity premium was most prominent
before 2015, when the yield on 3-year AGS was well
below the expected cash rate over the equivalent
horizon (as measured by overnight indexed swaps
(O1S); Graph 9). However, the scarcity premium has
dissipated alongside an increase in the stock of AGS

Graph 7
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Table 2: Yields on CLF ADIs' Portfolios of CLF Collateral and HQLA Securities
March quarter 2019

Share@  Yield

Per cent of CLF collateral or HQLA securities respectively Per cent

CLF collateral held by CLF ADIs
Marketed securities
- Supras
— ADl-issued securities
— Bonds
— Bills
— Asset-backed securities
Self-securitised RMBS
HQLA securities held by CLF ADIs
AGS
Semis

Spread of CLF collateral to HQLA securities
(@) CLF ADIs holdings of collateral as at December 2018.
Sources: ABS; APRA; Bloomberg; ICE; RBA; Thomson Reuters

on issue. This suggests that there is scope for the
CLF ADIs to hold more HQLA securities without
impairing market functioning.

Given these developments, the Reserve Bank has
assessed that the CLF ADIs should be able to
increase their holdings to 30 per cent of the stock of
HQLA securities.!'% To ensure a smooth transition
and thereby minimise the effect on market
functioning, the increase in the CLF ADIs'
reasonable holdings of HQLA securities will occur at
a pace of 1 percentage point per year until 2024,
commencing with an increase to 26 per cent in
2020.

Graph 9
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The CLF Fee

The Reserve Bank sets the level of the CLF fee such
that ADIs face similar financial incentives when
holding additional HOLA securities or applying for a
higher CLF in order to satisfy their liquidity
requirements. A useful starting point to assess the
appropriate CLF fee is to compare the yields on the
CLF collateral and the HOLA securities held by the
relevant ADIs." I The Reserve Bank estimated that
the weighted average yield differential between the
CLF collateral and the HQLA securities was around
90 basis points in the March quarter 2019 (Table 2).
This includes the compensation required by ADIs to
account for the higher credit risk associated with
holding CLF collateral rather than HQLA securities,
which would be a sizeable share of the spread.
However, it is only the additional liquidity risk
associated with holding CLF collateral that should
be reflected in the CLF fee. In practice, adjusting the
spread between CLF collateral and HQLA securities
to remove the credit risk component is not
straightforward.

When the Reserve Bank set the CLF fee earlier this
decade, it looked at repo rates on some CLF-eligible
securities to gauge how much a one-month
liquidity premium might be worth. Before late 2013,
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Table 3: CLF ADIs' Net Cash Outflows in LCR Scenario and Holdings of HQLA Securities

CLF ADIs' Net Cash Outflows in LCR Scenario

CLF ADIs' Holdings of HQLA Securities

RBA's

assessment of

Projection reasonable
used for CLF Actual(@ Difference holdings Actual Difference
2015 410 360 =50 175 170 -5
2016 402 353 —-49 195 201 +6
2017 394 357 -37 220 202 -18
2018 387 355 —32 226 201 -25

(@) CLF ADIs' final estimates of net cash outflows under the LCR stress scenario using actual balance sheet data at the end of the relevant year.

Sources: APRA; RBA

it was possible to separately identify repo rates on
government securities (AGS and semis) and private
securities (such as ADI-issued securities) in the
Reserve Bank’s market operations. Based on these
data, it was estimated that the one-month liquidity
premium for private securities was less than 10 basis
points in normal circumstances. However, given
that part of the purpose of the liquidity reforms was
to recognise that the market had under-priced
liquidity in the past, it was judged to have been
appropriate to set the fee at 15 basis points.

It has since become more difficult to gauge a
liquidity premium by using repo rates. In particular,
in late 2013 the Reserve Bank ceased to charge
different repo rates for government and private
securities. Instead, the Bank revised its margin
schedule to manage the credit risk on different
types of collateral accepted under repo. Moreover,
most of the collateral now being purchased by the
Reserve Bank under repo is HOLA securities. This
suggests that repo rates mostly reflect the price for
converting HOLA securities into ESA balances,
rather than CLF collateral into HOLA.

At the same time, it is now possible to take into
account how the CLF ADIs have responded to the
existing framework when setting the future CLF fee.
Since the CLF was introduced, the CLF ADIs (in
aggregate) have consistently overestimated their
liquidity requirements (Table 3). This has resulted in
the CLF ADIs being granted larger CLF amounts,
which they have mainly used to hold larger buffers
above the minimum required LCR of 100

(Graph 4)."2 In recent years, the CLF ADIs have also

been holding fewer HQLA securities than the
Reserve Bank had judged could be reasonably held
without impairing the market for HQLA securities.
Taken together, these two observations suggest
that the CLF fee should be set at a higher level in
future.

However, there is uncertainty about the exact level
of the fee that would make ADIs indifferent
between holding more HOLA or applying for a
larger CLF. If the CLF fee is set too high, this could
trigger a disruptive shift away from using the facility
and distort the markets that use HQLA. This has
potential implications for the implementation of
monetary policy, since the market that underpins
the cash rate involves the trading of ESA balances,
which are also HQLA.I"3I The remuneration on ESA
balances is purposefully set at a rate of 25 basis
points below the cash rate target in order to
encourage ADIs to recycle their surplus ESA
balances rather than holding them. There are
scenarios where holding ESA balances could be a
cheaper way to satisfy the LCR than holding HQLA
securities. For instance, earlier in the decade, the
yield on AGS was at or below the expected return
from holding ESA balances (Graph 9). In this
context, the CLF fee should be set such that ADIs
would not have an incentive to meet their LCR
requirements by holding excessive ESA balances.

As a result of these considerations, the RBA has
concluded that the CLF fee should be increased
moderately. This should ensure that ADIs have
strong incentives to manage their liquidity risk
appropriately, without generating unwarranted
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distortions in the markets that use HQLA. To ensure
a smooth transition by minimising the effect on
market functioning, the increase will occur in two
steps, with the CLF fee rising to 17 basis points on

1 January 2020 and to 20 basis points on 1 January
2021014

Conclusion

The CLF has been in operation for five years and
continues to be required given the still relatively
low level of government debt in Australia. However,
because the volume of HQLA securities has
increased over recent years and they appear to have

Footnotes

[*]  The authors completed this article while in Domestic
Markets Department. The authors would also like to thank
Julie Guo, Dmitry Titkov and Zhan Zhang for their
contribution to this work.

[11  See BCBS (2013); for more information about the
introduction of the CLF, see Debelle (2011).

[2]  See APRA (2018)

[3]  ADIs that are branches of foreign banks are required by
APRA to maintain an LCR of only 40 per cent, and
therefore do not need access to the CLF.

[4]  The legal documentation for the CLF is published on the
Reserve Bank’s website at https://www.rba.gov.au/mkt-
operations/resources/tech-notes/pdf/clf-terms-and-
conditions.pdf and https://www.rba.gov.au/mkt-
operations/resources/tech-notes/clf-operational-
notes.html.

[5]  For more information about the Reserve Bank's collateral
framework, see Naghiloo and Olivan (2017).

[6]  APRA publishes the list of ADIs domiciled in Australia that
are subject to the LCR at: <https://www.apra.gov.au/
frequently-asked-questions-fags-liquidity>. These banks
are AMP Bank Ltd, Australia and New Zealand Banking
Group Limited, Bank of China (Australia) Limited, Bank of
Queensland Limited, Bendigo and Adelaide Bank Limited,
Citigroup Pty Limited, Commonwealth Bank of Australia,
HSBC Bank Australia Limited, ING Bank (Australia) Limited,
Macquarie Bank Limited, Members Equity Bank Limited,
National Australia Bank Limited, Rabobank Australia
Limited, Suncorp-Metway Limited and Westpac Banking
Corporation.

[71  The CLF is only designed to address the shortage of
Australian dollar HQLA, so that the ADIs can meet their
Australian dollar liquidity needs as measured by an
Australian dollar LCR; the ADIs are also required to meet
their liquidity needs in other currencies as measured by an

RESERVE BANK OF AUSTRALIA

become more available for trading in secondary
and repo markets, the Reserve Bank has assessed
that the CLF ADIs should be able to raise their
holdings to 30 per cent of the stock of HQLA
securities. This increase will occur at a pace of

1 percentage point each year, commencing with an
increase to 26 per cent in 2020. Taking into account
how the CLF ADIs have responded to the
framework between 2015 and 2019, the Reserve
Bank has also concluded that the CLF fee should be
increased from 15 basis points to 20 basis points by
2021; this is to proceed in two steps, with the fee
rising to 17 basis points on 1 January 2020 and to
20 basis point on 1 January 2021.

‘all currencies’ LCR. For more information on how the ADIs
responded to the introduction of the LCR, see Debelle
(2015) and Atkin and Cheung (2017).

[8]  Some ADIs have technically been drawing upon the CLF,
since any usage of the Reserve Bank’s standing facilities by
a CLF ADlIis considered to be a drawing on their CLF. In
particular, some ADIs maintain ‘open repos’ with the
Reserve Bank to support the smooth functioning of the
payments system. The funds obtained via these open
repos are held in the ADIs' ESAs for use in meeting their
payment obligations after normal banking hours, such as
from transactions through the New Payments Platform.
These open repos have averaged around $25 billion over
the past five years, and account for virtually all of the
usage of the CLF over this period. The remaining usage of
the CLF has been for small test transactions.

[9]1  The data analysed were on a settlement basis. Trades
between counterparties with the same Austraclear
custodian account are not recorded. RBA repo
transactions have been excluded, while repo transactions
between non-RBA accounts are recorded twice (the initial
transaction and the unwinding of the repo).

[10] This was announced by the Reserve Bank in a media
release on 7 June 2019: https://www.rba.gov.au/media-
releases/2019/mr-19-16.html

[11]  Around 70 per cent of CLF collateral has been self-
securitised RMBS, with the remainder largely consisting of
ADl-issued securities and marketed asset-backed
securities. The CLF ADIs" holdings of HQLA Securities have
been around 60 per cent semis and 40 per cent AGS.

[12] Each year, as part of their CLF applications, the CLF ADls
provide APRA with projections of their net cash outflows
for the following year, which APRA uses (along with the
RBA's projection of reasonable holdings of
HQLA Securities) to set the aggregate size of the CLF.
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[13] For more information about monetary policy points. The South African Reserve Bank (SARB) put in place

implementation, see RBA (2019). a CLF in 2015, with a fee scale that increased depending
on the extent to which financial institutions used the
facility. The maximum weighted average fee for the facility
was 30 basis points in 2015. Since 2017, the SARB has
charged a flat fee of 58 basis points.

[14] Otherjurisdictions that have implemented a CLF have
also increased the fee on the facility. The Central Bank of
Russia introduced a CLF in 2016 with a fee of 15 basis
points, and has recently increased the fee to 50 basis
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