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Abstract

Government bond trading is typically over-the-counter, with dealers playing a key role as intermediaries. Pressure on
their intermediation capacity is set to increase as government debt continues to grow. We describe results from new
research, which illustrates the risks of dislocation in major segments of the most important fixed income market, US
Treasuries. We also provide a European perspective by highlighting key characteristics of EU government bond trading
and the relevance of US policy work launched after the Covid dislocation for these markets.

Disclaimer: The views expressed here are solely those of the authors and do not reflect the opinions of the Federal Reserve Bank of Boston,
the Federal Reserve System, or European Central Bank. We are grateful for comments by Armin Leistenschneider.
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Market Making in US Treasury Markets

The market for US Treasury securities is a crucial component of the global financial system, with more than $33 trillion
outstanding at the end of 2023. Not only are Treasuries the primary means of financing the US federal government,
but they are also a significant investment instrument and hedging vehicle for domestic and international investors and
serve as a risk-free benchmark for many other financial instruments such as corporate bonds and mortgages.
Treasuries are also essential for the Federal Reserve’s monetary policy implementation and transmission to the
broader economy.

However, despite its size and importance, the Treasury market is intermediated by a select group of market-making
financial firms—typically affiliated with large banking organizations. These so-called primary dealers participate
directly in the primary market for Treasuries, where the US government auctions new debt issuance, and then resell
the Treasuries to investors in the secondary markets.!

More generally, they act as intermediaries between sellers and buyers in the secondary market. Primary dealers are
also direct business counterparties to the Federal Reserve’s monetary policy operations.

Given their crucial role, policy makers and academics have pointed out for some time the potential vulnerability of this
dealer-centric market to changes in primary dealers’ constraints and their ability to efficiently intermediate the
Treasury market (see, for example, Duffie, 2018, 2020, 2025). More recently, this discussion gained ground in the
context of several recent disruptions in Treasury markets, significant accumulation of government debt in response to
the COVID crisis, and projections of further increasing federal deficits.2

1. Central clearing: All trades of Treasury securities and Treasury repos executed on electronic interdealer
trading platforms that offer anonymous trading by interposing an interdealer broker between buyers and
sellers should be centrally cleared.

2. Central bank liquidity support: Additional repo facilities for the Federal Reserve.

3. Post-trade transparency: The TRACE reporting system should be expanded to capture all transactions in US
Treasury securities and repos, including those of bank dealers and PTFs.

4. Banking regulation: A review on how market intermediation is treated in existing regulation, with a view to
identifying provisions that could be modified to avoid disincentivizing market intermediation, without
weakening overall resilience of the banking system.

Against this background, on 13 December 2023, the Securities & Exchange Commission (SEC) adopted a new
regulation promoting central clearing of the US Treasury securities transactions. The Rule is designed to improve risk
management practices and reinforce market resiliency, with eligible cash transactions as well as repo and reverse repo
transactions being subject to mandatory central clearing starting at the end of 2026 and mid-2027 respectively. The
Federal Reserve has also implemented measures that affect the Treasury market, such as modifying its reverse repo
facility and introducing the Standing Repo Facility on July 28, 2021, to ensure dealer access to liquidity.

The Role of Intermediary Constraints

While these steps help making the Treasury market more resilient, potential vulnerabilities remain as other
constraints may weigh on dealers’ intermediation capacity. First, due to their Bank-affiliation, dealers are constrained
by banking regulation, specifically, capital and liquidity regulation. Indeed, in recent research, we show that the US
implementation of the leverage ratio has significant effects on Treasury market liquidity (Brauning and Stein, 2024).
Second, dealers’ trading desks face internal risk management constraints, which could be influenced by regulation. In
our research, we also show that primary dealers’ internal Value-at-Risk constraints affect the Treasury market. Value-
at-Risk, or VaR, constraints limit the amount of losses tolerated from positions to certain maximum for a given

1 In secondary markets, Principal Trading firms (PTFs) are also active as intermediaries.
2 For example,
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probability, and they are the metric that banks use the most often to calculate and limit the risks that their trading
desks take.

Interestingly, these two constraints are correlated in practice. Figure 1, Panel (a) shows the average supplementary
leverage ratio (SLR) and VaR-limit usage over time, indicating substantial variation in both series as well as periods of
co-movement.3 Using bank-quarter data, the binned scatterplot in Panel (b) shows a negative correlation between
changes in VaR-limit usage and changes in the SLR; that is, periods when trading desks’ limits are heavily utilized are
also periods when the SLR compresses. This could be because the Treasury holdings (positions) factor into both the
utilization of VaR limits as well as the SLR through its exposure measure. Or it could be that when more equity capital
is available at the bank level, VaR limits are eased.

Figure 1. Dealer Constraint Utilization: Leverage Ratio and Value-at-Risk
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Notes: Panel (a) shows the average SLR and the average percentage VaR-limit usages of dealers in our sample based
on a constant sample of dealers. A lower SLR means higher utilization of equity capital. For VaR-limit utilization, a
higher percentage represents higher usage of the set limit. In Panel (b), using variation at the dealer-quarter level,
we show a binned scatter plot and linear fit between quarterly SLR changes and quarterly VaR usage changes.
Sources: FR VV-1, FR Y-9C, authors’ calculations.

Our research uses detailed confidential microdata on banks’ risk limits, positions, and turnover, collected by the
Federal Reserve, to study the effect of intermediary risk constraints on the Treasury market. Specifically, our data on
VaR limits at the trading-desk level allows us to exploit changes to the VaR limits. While these VaR limits do not move
often, Figure 2 shows a high kurtosis in the VaR limit change distribution, with several large limit changes above 10%
in absolute value terms.

Our research shows that primary dealers decrease their net position in response to a tightening limit shock.
Specifically, primary dealers reduce their net position by about 2.1 percent in response to a one-standard-deviation
tightening limit shock. This can be rationalized by the dealer’s trade-off between the cost and benefit of holding a
Treasury security. As dealers become more constrained, balance sheet space becomes more costly, leading to a
reduction in the dealer’s position as some positions are not profitable anymore.

This reduction in dealer positions impacts overall Treasury market liquidity, as tighter limits also lead to lower
turnover in the Treasury market. Intuitively, given that the majority of the plumbing of the Treasury market goes
through a relatively small number of dealers and given that these dealers hold inventory in order to facilitate customer
transactions, a reduction in dealer inventory results in a decrease in customer transactions and turnover. We find a
one-standard-deviation limit shock leads to a decrease in turnover of about 2.1 percent. Given the average weekly
turnover of about $360 billion, this corresponds to a decline in turnover of about $7.5 billion.

3 Both SLR and VaR are constrained to exceed a certain threshold (imposed by regulation or management), but the optimal
target SLR and VaR may well diverge from the constraint in practice. Therefore, the SLR and VaR-utilization ratio is not
necessarily informative about how constrained a given bank is.
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Furthermore, tighter VaR limits lead to wider bid-ask spreads: bid-ask spreads increase by about 2.7 percent in
response to a one-standard-deviation limit shock. As VaR limits tighten and dealers become more constrained, they
need to be compensated more per position, translating to wider bid-ask spreads.

The companion paper additionally shows that the tightening of VaR limits amplifies yield movements by about one-
third and prompts less primary dealer bidding in Treasury auctions. It also causes the yield that clears the auction,
known as the high yield, to increase, thereby constituting an increase in the government’s cost of financing itself.

Overall, it seems that as part of the Treasury market’s reliance on a select group of primary dealers from the banking
sector, the changes in the risk limits of these dealers reverberate into the market, affecting turnover, bid-ask spreads,

yields, and treasury auction results.

Figure 2. Distribution of VaR-Limit Changes
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Notes: This figure shows the distribution of the log difference of VaR limits at the bank-day
level. Only nonzero changes are included, and they are trimmed at top and bottom 2.5
percent. Sources: FR VV-1, authors’ calculations.

The European Landscape

A brief comparison of trading conditions in US and German government bond markets over the last decade provides
some background for our discussion of the European dimension of bond market resilience. A price-based measure of
market liquidity indicates divergence in the trading conditions with a positive trend in the last two years (Figure 3a).
In particular, (Figure 3b), the Covid shock had a larger impact in the US Treasury market compared to Bunds.

For the interpretation of the evolution of market liquidity it is important to compare the trading infrastructure of the
US and European government bond markets. Similar to the US market, also EU trading is dealer-dependent, with a high
reliance on bank dealers. “Speed”, i.e., the extent of electronic trading of trading is quite heterogeneous and can be
categorized along the lines of the segmentation in the US Treasury. The recently issued, “on-the run” (benchmark)
Treasury bonds are traded among dealers using high-speed electronic trading protocols, which resemble the trading
structure on organized exchanges. In contrast, older “off the run” Treasury bonds rely on voice and bilateral trading,
In Europe, the bonds of Germany and many euro area countries are also traded similar to US off the run bonds on OTC
venues (Abbassi et al, 2024). The main exception is the Italian government bond market, where electronic platforms
are widespread and therefore resemble US benchmark bond trading. Two additional market segments are also vital
for government bond market liquidity. The repo market serves as a source of funding for bond trading and arbitrage
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and usually works via slower platforms, similar to the US. In contrast, bond futures are traded on organized exchanges
and therefore fully centrally cleared in both US and Europe (see Scheicher, 2023 for a survey).

Against this background we now discuss how the four main elements of the G-30 proposal outlined above map to the
European environment:

1. Central clearing: There is already widespread clearing of repo transactions in the EU. Major EU CCPs for repo
clearing are LCH SA (part of the London Stock Exchange Group) and Eurex Clearing (part of Deutsche Boerse
Group). Around 60% of repo trade notional passes through a EU CCP. As regards clearing of bond trades, Italian
bonds from the inter-dealer sector are often centrally cleared whereas this is much less common for Bunds
and instruments from smaller EU countries (Abassi et al, 2024). Furthermore, systemic benefits of reducing
leverage risks in the bilaterally cleared segment would need to be weighed against a potential increase in the
demand for liquidity from the NBFI sector in stress episodes.

2. Central bank liquidity support: Central bank operational frameworks also differ, partly for historical
reasons. Two major differences are the access to central bank operations and the collateral eligibility. The
Eurosystem'’s facilities are open to a very wide range of banking institutions. The Eurosystem has a very broad
range of eligible collateral, including securitizations, which allows banks to activate their loan books as ECB-
eligible collateral.*

3. Post-trade transparency: In the EU, measures to enhance transparency are currently being implemented. A
central database, which aggregates the various post-trade data sources into a “consolidated tape” is being
launched.> One major motivation for this new database is the current fragmentation of post-trade data across
different platforms without harmonized formatting, which reduces the benefits of transparency to market
participants. In particular, better availability of transaction data can further foster electronic trading, which
may reduce the cost of transactions.

4. Banking supervision: With the application of the CRR II package in June 2021, the minimum supervisory
leverage ratio was set at 3% of Tier 1 capital relative to total exposure (on-balance as well as off-balance sheet).
The leverage ratio buffer for global systemically important institutions is 50% of the G-SII buffer determined
by macroprudential authorities.®

In comparison to the granular analysis of US Dealer capacity work on EU fixed income markets is less extensive, partly
due to data availability. Breckenfelder and Ivanshina (2021) show that the introduction of the leverage ratio for
European banks affected corporate bond liquidity. For instance, they find that if a Dealer with existing underwriting
ties is one percentage point closer to capital requirement, the bid-ask spreads of the corresponding bond increases by
4 basis points. Another channel is the significant fall in balance sheet repo volumes around quarter- and year-ends,
which highlights “window-dressing” (Bassi et al.,, 2024). Repo market fragility is also affected by growing NBFI activity
(cf. O’'Donnell and Tamburini, 2025).

UK gilt market functioning also provides evidence for dealer constraints and fragile intermediation in Europe. A fiscal
policy shock due to surprises in a “mini-budget” in September 2022 led to a major dislocation in UK fixed income
markets (cf. Pinter, 2023). Selling pressure in gilts driven by liability-driven investors (LDI) strongly affected market
liquidity, especially in long-maturity gilts and inflation-linked bonds. Dealer constraints are also highlighted by
Baranova et al (2023) who show that expanding central clearing of cash gilt and gilt repos could foster intermediation
capacity, by increasing the netting of buy and sell trades, which would reduce the burden on Dealer balance sheets and
capital ratios. For instance, wider netting in the gilt repo market could cut Dealers’ gilt repo exposures by 40%. Finally,
Bicu-Lieb et al (2020) find a decline in gilt repo liquidity around the announcement of the UK leverage ratio regulation.
Gilt liquidity worsened conditional on factors such as funding costs and inventory risk. There is evidence that gilt repo
liquidity has become less resilient, although heterogeneity among Dealer firms is material.

4 See Arseneau et al (2025) for a concise international comparison of central bank liquidity facilities.
5 The first selection procedure for the tape was launched by ESMA on 3 January 2025.
6 Under the EU framework, EU GSIB Dealers currently typically achieve a leverage ratio around 4.5%.
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At the time of writing, EU market participants have highlighted in a survey that the leverage ratio may be constraining
for their repo business.” Nevertheless, most dealers do not report any major constraints in their bond and repo market
making business at the current juncture.

Figure 3. A price-based measure of trading conditions in US and German government bond markets

Figure 3a. Evolution over last ten years
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Figure 3b. Evolution during Covid dislocation

3.5

3.0
—— BUND LIQ

—— usTLIQ
2.5

3 10 17 24 2 9 16 23 30 6 13 20 27 4
M2 M3 M4 M5

Notes: This figure shows the time series of bond liquidity estimates for German and US markets;
Source: Bloomberg; Last observation as of March 27, 2025.

7 https://www.ecb.europa.eu/paym/groups/pdf/mmcg/20240313/20250313_MMCG_Item_3a_Intermediation_capacity_survey_results.pdf

SUEREF Policy Brief, No 1173 6


https://www.ecb.europa.eu/paym/groups/pdf/mmcg/20240313/20250313_MMCG_Item_3a_Intermediation_capacity_survey_results.pdf

Dealer Constraints and government bond markets: A transatlantic perspective

Conclusion

As discussed in FSB (2020) and BIS (2021), international workstreams have been launched to tackle some of the
broader lessons from the March 2020 turmoil.

One key area is focusing on NBFIs, e.g., enhancing their liquidity preparedness. The NBFI sector is quite heterogeneous
and comprises asset managers, hedge funds, insurers and trading firms. In this context, the Bank of England has
recently launched a Contingent Non-Bank Financial Institution Repo Facility (CNRF).8 The new facility, which will only
be activated during episodes of severe gilt market dysfunction, will lend to participating insurance companies, pension
schemes and liability driven investment funds to help maintain financial stability.

Another topic is the design of central bank policy in periods of market stress. In this context, Kashyap et al. (2025)
provide a new proposal for “hedged-purchase approaches” which would focus on off-setting positions in bonds and
the corresponding futures thereby directly targeting basis arbitrage.

In April 2025, tariff announcements by the US administration led to very high volatility in the Treasury market. Due to
rising selling pressure in the cash segment some dealers reportedly reached their intermediation limits (cf. IMF 2025).
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