Central banks step in over credit crisis

By FT Reporters

Published: December 12 2007 14:25 | Last updated: December 13 2007 00:46

European and North American central banks on Wednesday unleashed a co-ordinated attempt to end the credit squeeze in global financial markets, setting off a wild day of trading as investors tried to make sense of a barrage of measures to increase market liquidity.

The Federal Reserve, European Central Bank, Bank of England, Bank of Canada and the Swiss National Bank all announced steps to make cash more readily available to banks. The Bank of Japan and Reserve Bank of Australia voiced support. 

The actions – described by the Bank of England as an attempt to “demonstrate that central banks are working together to try to forestall any prospective sharp tightening of credit conditions” – helped ease pressure in money markets, a vital area of concern for policymakers. One-month Libor – the rate at which banks borrow from each other – was expected to set at 4.99 per cent on Thursday, down from 5.10 per cent on Wednesday. 

However, conditions in the money markets remained strained by normal standards. Stocks also gave back most of their gains after surging earlier in response to the announcements. 

The Fed said it was forming a new credit auction facility – first revealed by the Financial Times – that will offer cash to banks in return for a wide range of collateral, including housing-related securities. The Fed said it would hold two auctions of $20bn each in one-month loans this month.

The ECB and the Swiss National Bank said they had entered into so-called swap arrangements with the Fed to auction $24bn in dollar funds to banks in Europe. The two initiatives effectively form a new onshore and a new offshore dollar liquidity facility, and the Fed is willing to consider increasing both if required.

However, this is not all net new money, as the Fed is likely to pare back the amount of liquidity it would have provided through open market operations.

The Bank of England and the Bank of Canada, meanwhile, announced sweeping changes to their collateral rules to allow banks to pledge a much wider range of securities in exchange for funds.

Lucas Papademos, vice-president of the ECB, said the actions were “aimed at easing pressures and containing pressures in the term money market”. 

Analysts hailed the announcements as evidence of the world’s top central bankers working together, but some traders were angry at the Fed for failing to signal the decision after its Tuesday policy meeting. 

A senior Fed official said: “This was a global effort...We could not have announced yesterday as Europe was closed.” He said the announcements had “nothing to do” with the negative reaction to the Tuesday rate cut.

The S&P 500 opened more than 2 per cent higher, but dipped into negative territory as oil prices surged and ended up 0.6 per cent. Yields on two-year Treasuries rose 21 basis points to 3.13 per cent. However, interest rates for shorter-dated Treasuries barely moved – a sign of continued risk aversion.

Reporting by Krishna Guha in Washington, Chris Giles and Gillian Tett in London, Ralph Atkins and Ivar Simensen in Frankfurt and Michael Mackenzie in NewYork
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The charge of the central banks

Published: December 12 2007 19:37 | Last updated: December 12 2007 19:37

Wednesday marks a turning point in the story of the credit squeeze. The world’s major central banks have united – the Federal Reserve providing dollars to the European Central Bank; the Bank of England abandoning its hardline stance – to take unconventional action in the money markets. The battle may not yet be won, but the cavalry has arrived.

When financial markets break down completely a central bank has no choice but to take their place. The situation is not as extreme as that of Japan in 2001, when the central bank provided almost unlimited sums to the banking system in an effort to increase lending, but it is time to take a step in that direction. The credit squeeze has lasted for four months and shown signs of getting worse. That it will affect the real economy is no longer in doubt.

The Federal Reserve will therefore offer a series of one-month loans, starting with $20bn on Monday, to the bank willing to pay the highest interest rate. It will provide dollars to the ECB so that it can do the same. And the Bank of England will aggressively intervene in the three-month sterling money market.

Like the commanders of a disorderly retreat, central banks have to date staged a piecemeal response to the credit squeeze, to little effect. Their discount windows, which lend to solvent institutions at a penalty rate, have been idle. No bank wants to use them for fear of sending a signal to the market that it, like Northern Rock, is in distress.

The new Fed auctions are a promising attempt to solve that problem. A wide range of institutions will be able to borrow against a wide range of collateral, but more importantly, the minimum rate in the auctions will carry no penalty. The identity of successful bidders will not be disclosed and no one bank will be able to bid for more than 10 per cent of the amount on offer, so there should be no stigma attached to banks that borrow in this way.

It still may not work. Even $20bn injections of liquidity will not finance much of the US banking system’s $10,800bn in assets. Nor will they persuade the markets to lend to banks where solvency or credit quality is in doubt. But once begun, and if they feel the risk to public funds is justified, central banks can expand their operations until they bring market interest rates down to normal levels.

Rather than the immediate effects, what matters about Wednesday’s action is that the world’s central banks have recognised the problem, united and taken action. They cannot magically erase a decade of excess from the credit markets. But their resolve alone will do much to restore confidence.
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ECB warns of danger of a wider squeeze

By Gerrit Wiesmann and Ivar Simensen in Frankfurt 

Published: December 12 2007 21:26 | Last updated: December 12 2007 21:26

The eurozone’s 21 largest banks hold €244bn (£175bn, $359bn) in off-balance sheet assets that may have to be brought back on to their balance sheets and could trigger a credit squeeze in the wider economy, the European Central Bank warned on Wednesday.

Fears that banks could be forced to take these assets on to their books have fuelled the liquidity squeeze. 

Liquidity in the inter-bank money markets has dried up as banks have shored up funds as a precaution to taking these assets on their books, the ECB said in its biannual report on financial stability in the eurozone. 

The ECB said the top 21 banking groups in the eurozone faced additional funding requirements of €244bn if they had to take their total exposure to asset-backed commercial paper and leverage loans – asset classes that have been the hardest hit by the credit crunch – back on their books. 

With an average exposure of €11.1bn or 6 per cent of loans, the ECB said all banks would remain adequately solvent even if all assets were downgraded from their current mostly high ratings of AAA and AA to below investment grade and transferred to balance sheets. But it warned that could raise the banks’ own funding costs, forcing them to cut payouts to shareholders and seek new capital. It could also erode banks’ ability to lend, which could foster “a credit crunch in the wider economy”.

Lucas Papademos, vice-president of the ECB, said on Wednesday the added liquidity provisions were needed in order to “mitigate the spill-over effect from the money markets into other markets, particularly the credit market”. Problems stemming from the US subprime mortgage market rippling into the global credit markets have left the eurozone more exposed to shocks in its own private and commercial loan markets, the ECB warned. It said banks and investors could face a “challenging” adjustment process that could leave the system “more vulnerable than before to the crystallisation of other risks”.

It said risks to financial stability had “materially increased” since its previous assessment mid-year, which was all the more startling given that the report was concluded at the start of November, when market distortions appeared to be easing. Mr Papademos said the pressure on market conditions had “elevated” in the month since the report was concluded.

The central bank for the 13-member currency area said a “substantial increase” in household debt coupled with signs of declining house prices in some markets added to the credit risk facing banks “in the short to medium term”. 

The economic outlook of the eurozone remained “broadly favourable” and the balance sheets of households, businesses and big banks were soundly creditworthy, said the ECB.
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BofA warns on fourth-quarter results

By Ben White in New York

Published: December 12 2007 19:13 | Last updated: December 12 2007 19:13

Bank of America, the largest US bank by market value, on Wednesday warned that fourth-quarter results would be “quite disappointing” because of loan losses and asset writedowns.

It added that it might seek to sell some of its stake in China Construction Bank, a move that would see the bank make a handsome profit on its investment. 

The comments from Ken Lewis, BofA chief executive, came as investment banks on Thursday begin reporting fourth-quarter results and investors brace for more damage from the credit squeeze. Lehman Brothers reports Thursday and Bear Stearns and Goldman Sachs next week. 

Speaking at a Goldman Sachs conference, Mr Lewis said BofA would make a profit in the quarter but would be hit by a $3.3bn provision expense for loan losses and writedowns. Mr Lewis said the exact nature of losses, especially on collateralised debt obligations, would not be known until the end of the quarter. Analysts expect BofA to earn 70 cents a share, down 41 per cent year-on-year. 

In addition, Mr Lewis said BofA next year would consider monetising some of its 8.5 per cent stake in CCB. Last month, Joe Price, chief financial officer, said BofA was sitting on a potential gain of $30bn on its investment in CCB and would record a gain of $16bn on its stake in the fourth quarter. The gain will not run through BofA’s profit and loss statement. 

Mr Lewis said he was “talking to the Chinese to see what level they would be comfortable with us holding”. BofA paid $3bn two years ago for its 8.5 per cent stake with an option to increase to 19.9 per cent at a low price. 

BofA shares were down 2 per cent at $43.83 in early trade on a day when other banking shares were higher on efforts by central banks around the globe to inject liquidity into capital markets. 

Also Wednesday, Wachovia, the fifth-largest US bank by market value, said it expected its provisions for loan losses in the fourth quarter would be $1bn more than charge-offs for the quarter. The bank also said mortgage-related writedowns in October and November already equalled the $1.34bn valuation loss in the third quarter. 

Speaking at the Goldman conference, Ken Thompson, Wachovia chief executive, said of the credit crunch: “None of us knows what inning we are in.”
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December 13, 2007, 1:21 pm The Fed’s Legal Arbitrage 
Today, Federal Reserve Bank of New York President Timothy Geithner, discussing the credit crisis of recent months, declared that “The Federal Reserve Act gives us broad authority to act in response to these types of conditions.” 

	

	Geithner


But unhappily, it’s the constraints imposed by that act that served as a major motivation for the “term auction facility” announced yesterday to try and get more Fed cash into the banking system, and may still hamper its effectiveness.

Indeed, while the Fed is a much-admired central bank with an enviable track record on monetary policy strategy in recent decades, it isn’t at the frontier when it comes to monetary-policy tools, and the Act is one of the reasons. 

Some background: Much of the U.S. economy operates on credit provided not by banks but by capital markets, in which securities dealers are intermediaries. To do their job, dealers need to hold sizable inventories of those securities from time to time. But financing that inventory is costly, especially when the ease of selling the securities at a moment’s notice (“liquidity”) falls under question. That’s what happened after the crisis broke in August. Liquidity in many securities dried up, including those with no material increase in default risk. This happened most notably to “private label” mortgage-backed securities, i.e. those not guaranteed by a federal agency — Fannie Mae, Freddie Mac or Ginnie Mae (the “agencies”). That made it much costlier for dealers to borrow using private label MBS as collateral, if they could borrow at all. And their inability then to make markets in these securities hurt the ability of banks, who originate such loans, to get them off their balance sheets and make new loans. To ration the supply of jumbo mortgages, banks jacked up their interest rates. 

Dealers have one reliable source for financing securities inventory: the Fed. During its daily open market operations, the Fed typically lends money for one to 14 days and accepts Treasurys and agencies as collateral (this is called a repo operation). But nowadays, everyone wants Treasurys and agencies, since they’re the safest, most liquid collateral around. If you hold Treasurys, you can borrow at exceptionally cheap rates. What dealers wanted, as the crisis deepened, was for the Fed to accept private-label MBS and other paper as collateral for repos. The Fed said no. The issue wasn’t default risk: dealers could simply have provided extra collateral. The issue is that Fed lawyers have concluded, after lots of careful scrutiny, that the Federal Reserve Act doesn’t permit them to accept anything other than Treasurys and agencies. (Read the relevant section here) Dealers disagree but couldn’t convince the Fed otherwise. (Ironically, the Fed for a long time has been unhappy with the fact that it can even accept agencies, seeing it as an implicit subsidy to Fannie and Freddie.) 

While it’s true the Fed can accept a broad range of collateral including private label MBS for loans from its discount window, the usefulness is limited both by the fact investment dealers don’t have access to the window, and the stigma that banks experience when borrowing from what is traditionally seen as a last resort. 

Other central banks have far more freedom. The European Central Bank can accept bonds and asset-backed securities issued by “central banks, public sector entities, private sector entities, or international or supranational institutions.” The list of eligible collateral is huge (with some variances between member countries.) The Reserve Bank of Australia can accept federal, state and bank-issued debt, mortgage-backed securities and asset-backed commercial paper, and has “discretion to change eligibility criteria and conditions for various asset classes at any time.” The RBA can also transact with a wide range of counterparties: virtually any institution that is a member of its payments-settlement system. 

If Fed officials had the same freedom these central banks did, they may not have created the new “term auction facility.” As it is, the facility is a form of legal arbitrage — a way for the Fed to get around the artificial constraints imposed by the Federal Reserve Act. It “gives us a tool that lies somewhere between our open market operations” and the discount window, Mr. Geithner said. “It provides a mechanism for expanding the range of collateral against which we provide funds to the market — in effect to change the composition of our balance sheet — in ways we cannot do through traditional open market operations.” However, the facility, like the discount window, still isn’t available to investment banks, a fact that may have taken some of the shine off the stock market’s initial rally as market participants read the details.

The experience of other countries which have greater freedom in their repo operations offers clues to the results the Fed can expect. Despite the ECB’s greater latitude in open market operations, the spread between the euro Libor, or London interbank offered rate, and the ECB’s target rate is just as high as the equivalent spread in the U.S. That suggests the limits to how much central banks can do to alleviate funding pressures in those markets. On the other hand, Australia’s Libor spread is one of the narrowest. That might be due to the RBA’s greater flexibility in open-market operations — or to the relatively smaller exposure of its banks to the subprime mortgages at the heart of the crisis. 

The Fed, nonetheless, is hopeful (confident would be too strong) its facility will do some good. The 3-month Libor, a key gauge of stress in the bank funding market, was fixed at 4.99% today, down from 5.06% Wednesday. The New York Fed announced today it would redeem all $15.2 billion of the Treasury bills it holds that mature on Thursday. That will cause its balance sheet to shrink, contracting the money supply. To offset the effect, it expects to lend up to $20 billion through the new facility on Monday. –Greg Ip
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More related content
December 12, 2007, 3:46 pm

Everything You Want to Know About Today’s Fed Move But Didn’t Know Who to Ask 
The Wall Street Journal’s Greg Ip presents answers to pressing questions about today’s Fed move following a Fed briefing.
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Greg Ip

Q: Banks say they don’t borrow at the discount window because as long as it’s costlier than borrowing at the federal fund rate, it would be seen as an act of desperation. So why not simply lower the discount rate, so that it was close to or equal to the federal funds rate, if you wanted to expand lending from the discount window without a stigma?
A: Officials said reducing or eliminating the spread between the discount and federal funds rate could have drawn an unlimited and unpredictable amount of borrowing, and caused banks to completely abandon the Federal funds market. That would cause the funds rate to plummet and make it hard for the New York Fed to get it close to the target rate chosen for monetary policy purposes. The auction mechanism gives the Fed more control over how much is lent out. Officials also couldn’t be sure that narrowing or eliminating the discount rate penalty would have eliminated the stigma.

Q: Why was this announced today instead of after yesterday’s Federal Open Market Committee meeting?
A: “This was a global effort among a number of central banks,” a senior Fed official said. “We wanted to announce that together. We couldn’t have announced that yesterday as Europe was closed. We were finalizing details, both our own and with other central banks, we and the other central banks wanted to make this announcement when the affected markets were open.” The announcement couldn’t be made prior to yesterday’s FOMC meeting because certain aspects of the plan required FOMC approval, the official said.

Q: Did the market selloff that followed yesterday’s FOMC announcement influence the decision to make today’s announcement:
A: “Market reaction yesterday had nothing to do with today’s announcement,” the official said. “This has been in the works for a while. The market response was not a factor.”

Q: Is this designed to help troubled banks get money?
A: “This is not about particular financial institutions with particular problems,” the official said. “It is about market functioning.”

Q: Will this facility still carry the stigma of the discount window?
A: “There is no reason to believe there would be stigma associated with the use of this facility,” the official said. Because the auction process is more discreet and because the funds will likely be cheaper, the Fed hopes this will not carry the traditional stigma. However, the Fed will still report how much it lent under this facility each week. Individual borrowing banks will not be identified, but the total borrowed by banks in each of the 12 districts will be reported, under a new category separate from the traditional discount window borrowing category.

Q: Will the facility accept CDOs as collateral?
A: “This facility will take a wide range of collateral, the same range as is available at the discount window,” the official said. 

Q: How will you know this is working?
A: The official said there were no numerical targets in terms of money market interest rates or volume of lending that would determine whether the facility is successful. The purpose, he said, is to provide a backup source of funds to banks potentially worried about the availability of funding. 
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Economists React: ‘Solid First Step’ 
Economists and others weigh in on the the Fed’s announcement of a new plan, coordinated with other central banks to boost liquidity in the markets.
  A solid first step, but no silver bullet. The rationale behind the policy shift appears to be a desire at the Fed to jump-start the price discovery process regarding the true liquidity needs of financial institutions. Second, this move will circumvent the hoarding of cash by the large money center banks that is illustrative of the displeasure at the Fed with the use of the discount window and the ineffective impact of open market operations. Third, plan should provide a mechanism where by European central banks can put into play action to bring down interbank dollar rates, with LIBOR appearing to be the specific target… This plan was clearly not put together in overnight hours. The only question that we have is why was this not announced as a companion piece to yesterday’s very disappointing FOMC monetary communiqué. –Joseph Brusuelas, IDEAglobal
  The Fed is feeling its way in the dark here; current conditions are unprecedented in modern times. We think these measures are a step in the right direction, but there is simply no way to know for sure how effective they will be. The big question, though, is why the Fed did not make this announcement yesterday, instead of allowing the markets to be hugely disappointed by their actions. Much of the pain yesterday could have been avoided if the Fed had simply said that it would make an announcement about market conditions today. A hint would not have hurt. The bottom line, we think, is that these actions are sensible, but they will not stop the economy slowing in the near-term. –Ian Shepherdson, High Frequency Economics
  The Term Auction Facility is an evolutionary step on the part of the Fed to deal with this crisis. However, what is revolutionary is the level of coordination among the central banks to address the liquidity issues facing the financial markets… The auction minimum bid rate will be the expected Fed funds rate over the term of the operation, effectively eliminating the discount window “penalty.” Given this, it seems odd that the Fed did not simply match market expectations for a [half percentage point] discount rate cut yesterday. –Drew Matus, Lehman Brothers
  The initiatives represent a major step forward in central bank’s approach to dealing with the stresses building in the money market. New open market operations deal with year end funding issues and the opening of swap lines — for a minimum of six months — is a move that will help relieve more general pressure in the interbank market. As always with central banking, the most important message is in the signal that central banks are sending. They are telling us they are now prepared to take an aggressive and coordinated approach to dealing with this issue. Statements delivered by the Riksbank and the Bank of Japan did not announce new measures but were designed to signal that they have been part of the process and stand willing to move in a similar fashion. –Bruce Kasman, J.P.Morgan
  The main problem in credit markets has not been that rates are too high, but that financial institutions have been unwilling to lend. This added liquidity should relieve some of that pressure. –Alan Skrainka, Edward Jones
  Today’s announcement has had the instant effect of reassuring investors that “the Fed gets it.” … There is no guarantee that the Fed’s moves today will work for U.S. Libor spreads. But the Eurozone spreads may have remained stressed, not because the ECB was not doing enough, but because of ongoing U.S. Libor issues spilling over into the rest of the world. Therefore, there is also a chance that the Fed’s moves today, coupled with the global coordination, acts to ease all Libor spreads across the world, and not just in the U.S. –Ian Morris, HSBC
  [This is] what the market needed to hear… What we can say is that the Fed has taken a stand. It’s done something now. So that will ease the disappointment felt following Tuesday’s statement. The weakness that may or may not show up in the data will nevertheless be something that will appear in months rather than days. –John Davies, WestLB
Greenspan and the Housing Bubble: Bloggers React 
Alan Greenspan writes on “The Roots of the Mortgage Crisis” in the opinion pages of today’s Wall Street Journal. Below, economics bloggers react.

Now, we all know what Greenspan is up to here, don’t we? Greenspan—the most revered Fed Chairman of all time, except by the gold-bugs, economic Cassandras and short-sellers who fruitlessly fought his easy money policy for nearly 20 years—wants desperately not to be blamed for the housing bubble that his easy money policy caused. – Jeff Matthews
The Fed did what it needed to do in 2003 to keep the economy moving forward, but that doesn’t mean the policy could not have been improved. In any case, the policy, however necessary, had subsequent consequences that Greenspan seems unwilling to take responsibility for. In addition, the role that his laissez faire attitude may have had in blocking regulatory interventions that might have prevented or attenuated the crisis is conveniently omitted from the story Greenspan tells. Was the crisis his fault? I wouldn’t go that far. Could he have done more to prevent it or reduce its severity? Here I think the answer is yes. – Mark Thoma
I once described Alan Greenspan as being “like a man who suggests leaving the barn door ajar, and then - after the horse is gone - delivers a lecture on the importance of keeping your animals properly locked up.” I was talking about Greenspan’s support for the Bush tax cuts, followed by his lectures on fiscal responsibility. But it also applies to what he’s saying now about the subprime crisis. – Paul Krugman
The boom in U.S. housing prices was pretty much par for the global course, and it’s not obvious that a higher Fed funds rate would have prevented it or even slowed it down noticeably. That said, however, the main reason why the housing bust seems to be much worse in the U.S. than elsewhere is surely those ARMs – which, as Greenspan concedes, were a function of low short-term interest rates. They allowed many people to buy houses they couldn’t afford, which in turn created a massive solvency crisis. … The housing bust (if not the housing boom) is Greenspan’s legacy, and it would be nice if he were a little more honest about it. - Felix Salmon 
It makes for a nice story. Capitalism triumphed all over the world, and then proceeded to eat itself. And the U.S. is no longer the supreme arbiter of its own fate — it is now just another pawn moved about by far greater forces. And thus, Fed policy can’t be blamed for inciting the current turmoil. There’s a part that Greenspan is leaving out, however: his own role as a cheerleader for ARMs. In a speech to the Credit Union National Conference in February 2004, he lavished praise on adjustable rate mortgages, and in effect told American consumers that they were being financially imprudent by not signing on the ARM dotted line. – Andrew Leonard
Fed Official Discusses Policy Tool

By MICHAEL S. DERBY
December 13, 2007 1:27 p.m.
NEW YORK -- Federal Reserve Bank of New York President Timothy Geithner said Thursday a central bank plan announced the day before will give the Fed a more targeted tool to tackle troubled financial market conditions.

On Wednesday, the Fed announced in conjunction with several other major central banks a program to auction off funds to eligible banks at terms close to those seen in the fed funds market, among other measures. The program was aimed to help further free up still problematic conditions in credit markets.

"These actions provide a more flexible and potentially more effective set of instruments, alongside our conventional monetary policy instruments, to help mitigate the risks that liquidity pressures in markets going forward could pose to the broader economy," Mr. Geithner said. "With this framework of tools, we have the capacity to calibrate our response as market conditions change," the policy maker said.

More changes may be in store, too. "We will continue to examine ways to adapt our instruments as market conditions evolve" in a "tradition of pragmatism and flexibility," Mr. Geithner said. He added the Fed would work closely with other central banks in this effort.

Mr. Geithner is the vice-chairman of the interest rate setting Federal Open Market Committee, the central bank's rate setting arm. His comments came from a text prepared for delivery at a conference held by his bank.

On Tuesday, the FOMC cut its overnight target rate to 4.25% from 4.50%, marking a full percentage points' easing since the central bank began cutting rates in September.

The Fed also lowered the rate on its emergency funding mechanism, the discount window. But that action disappointed markets because most had expected policy makers to narrow the difference between the discount and fed funds rate, which would presumably make borrowing at that facility more attractive. Some had argued the Fed's failure to be more aggressive on that front suggested central bankers were underestimating the threat posed by troubled markets to the broader economy. Wednesday's announcement turned those frowns upside down and earned broad-based praise.

Mr. Geithner said the new initiative "may be more effective" in part because the "perceived stigma" surrounding the discount window proved a real sticking point with market participants.

In his speech, the official explained the root of the market's current distress emanates from the subprime lending sector. Mr. Geithner said "as market participants have adjusted to what has been a very acute change in expectations about economic and credit risk, they have become more cautious in how they use their liquidity and capital." That's had "the effect of tightening overall financial conditions, offsetting some of the impact of reductions in the target federal funds rate," he said.

For policy makers, "the risk is a greater contraction in the availability of credit beyond what might have otherwise occurred, with attendant risks to growth," Mr. Geithner said.

While the official highlighted the importance of the Fed's new measures, he added "monetary policy has an important role to play in addressing these dynamics in markets."

Mr. Geithner said "by adjusting policy proactively as the risk to the outlook changes, central banks can help reduce the probability of the extreme adverse outcome," which can in turn bring other positive developments
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