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Motivation

Drastic evolutions in Treasury and repo markets in the last decade:

. Frequent market disruptions data

! repo (qt-ends 2014-2020, Sept. 2019) and Treasury (US: Mar. 2020, UK: Sept. 2022)

. Non-banks (hedge funds) became more active in Treasury markets data

! driven by the opening of cash-future basis (Barth and Kahn, 2021)

. Central banks interventions and act as \lender-of-last-resort" data

! new facilities to support funding markets and di�culties unwinding balance sheet
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This Paper

Goal: Propose a theory that jointly explains those facts with minimal assumptions

! learn about the mechanisms and policy implications (Lucas' Critique proof)

Method: Dynamic intermediary AP model matching observations on three shocks:

. intermediation shock (e.g., quarter-ends, change in regulation, �nancial crisis)

. net repo supply shock (e.g., tax deadlines, preference shock, relative risk, CBDC)

. net treasury supply shock (e.g., issuances, QT, FX reserves rebalancing)

Results:

. Central bank balance sheet is the key state variable (both sides matter)

. 9 a policy trade-o� between shock frequency and intensity

. shock duration determines if repo or Treasury market gets more a�ected

. facility e�ciency depends on speci�c design
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Full Framework
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Four frictions:

. Repo and deposits are imperfect substitutes for households

. Intraday liquidity requirements (from RLAP)
! Copeland, Du�e, Yang (2022); d'Avernas, Han, Vandeweyer (2022)

. Balance sheet cost (from leverage ratio)
! Du, Tepper, Verdelhan (2018); Anderson, Du�e, Song (2019); Du, H�ebert, Li (2022);

. Treasury transaction cost

Multiple Shocks
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Simpli�ed Framework
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Four frictions:

. Repo and deposits are imperfect substitutes for households

. Intraday liquidity requirements
! Copeland, Du�e, Yang (2022); d'Avernas, Han, Vandeweyer (2022)

. Balance sheet cost ! traditional banks cannot borrow in repo
traditional and shadow banks are pass-through

. Treasury transaction cost

Multiple shocks ! Single preference shock
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Outline
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Simpli�ed Model Description full problem

General:

three agents maximize lifetime utility from consumption

treasury bonds incur a transaction cost of �

Households:

utility derived from holding imperfect substitute repo and deposits:

ht = d� t
t p1� � t

t

Preference parameter� t subject to Poisson shock

! intensity � for shock from � s to � 0 � U[� s ; 1] and � 0 for shock from � 0 to � s

Traditional Bankers:

solve portfolio problem: treasuriesbt , reservesm t , repo pt and deposit dt

are subject to intraday liquidity stress test (LST): pt < �m t

cannot borrow in repo (relaxed below)

Shadow Bankers:

solve portfolio problem of holding Treasuries (bt ) and borrowing in repo (pt )

cannot issue deposits or hold reserves
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Perfectly In
exible Benchmark
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Banks as Lender-of-Next-to-Last-Resort
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Liquidity Stress Test Regulation
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Liquidity Stress Test Regulation
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Treasury Sales
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