
Risks Still in the Medium Range,  
But Pushed Higher by UK 
Referendum Result
US Treasury’s Office of Financial Research, Financial 
Stability Monitor, July 2016

The US Treasury’s Office of Financial Research 
(OFR) publishes a biannual report on US financial 
stability focused on five areas of risk: market, 
macroeconomic, credit, funding and liquidity, and 
contagion. The July 2016 report concludes that 
financial risks in the United States remain moderate, 
but investors should be aware of potential threats 
from a prolonged period of low interest rates and 
the United Kingdom’s vote to leave the European 
Union (EU). 

OFR believes risks to the US financial system 
have generally not changed since third quarter 
2015, with the primary vulnerability remaining 
those risks connected to the market. Within the 
market category, asset valuations worsened and 
interest rates remained at the highest level of  risk. 
US interest rates have declined to ultra-low levels, 
and many key foreign interest rates are negative. 
These low interest rates support excess risk taking, 
high equity prices, and high commercial real estate 
prices, leaving the US financial system at risk. 

The Federal Reserve’s 25 basis point target 
interest rate increase and the United Kingdom’s 
vote to leave the EU have increased potential 
threats to financial stability in the United States. 
Although the UK referendum was too recent to 
be incorporated into OFR’s rating system, insta-
bility in the United Kingdom or EU could impact 
the United States through trade, a hit to investor 

confidence, or financial exposure. According 
to OFR, 11.3% of  US GDP is invested in the 
United Kingdom and 15.9% in the EU. Losses in 
either of  these regions could hurt US investors. 

While credit, funding and liquidity, and conta-
gion risks remain in the low-to-medium range, 
they should not be ignored. Debt continues to 
outpace GDP and earnings growth. Credit is 
a $15 trillion sector, and a severe default cycle 
could lead to declines across risk assets. Looking 
at liquidity, current risks reside primarily in 
the potential for fire sales in repo markets or a 
run on prime money market funds, where the 
net asset value may appear stable, but is not 
protected by the government. And because 
contagion risks are activated by financial stress, 
they are difficult to predict. 

Brexit and Euro-Area Banks:  
A Key Contagion Channel
Mark Wall, Focus Europe, Deutsche Bank Research,  
8 July 2016, pp 3–11

In the short term, “Brexit” could lead to a sharp 
tightening of credit in an already fragile Eurozone 
banking system, jeopardizing economic conditions 
and political stability. Although government offi-
cials could take a number of measures to prevent 
financial instability, political and regulatory 
constraints likely stand in the way.

Eurozone banks’ ability to accumulate capital 
and sustain lending growth has been hindered by 
depressed equity prices, both low and flat yield 
curves, and tight regulations. The uncertainty 
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surrounding the fallout from Brexit will likely 
exacerbate these issues, potentially leading to a 
tightening of  credit on par with the European 
sovereign debt crisis in 2012. In the short term, 
the focus should be on restoring confidence 
in the banking sector, especially in the more 
vulnerable Italian banking system, and restoring 
integrity in the EU.  

In an ideal world, Eurozone officials could 
implement a number of  measures to achieve 
these goals. For example, further capital tight-
ening can be offset by reversing planned 
increases in banks’ capital ratios, injecting Italian 
banks with cash by temporarily suspending 
state aid and bail-in regulations, or developing 
a Eurozone-wide deposit insurance plan. The 
implementation of  any of  these measures faces 
both political and legal constraints.

The proposition of  Italy circumventing EU 
state aid and bail-in regulations would likely 
be met with the most resistance. Opponents 
of  such action believe that making an excep-
tion for Italy will systematically weaken the 
rules. In addition, the perception that the rules 
are not being followed could boost support 
for populist parties in countries like Germany. 
Any credible plan must come to terms with the 
Eurozone’s unique set of  regulatory and polit-
ical constraints. If  a compromise is not reached 
quickly enough, Brexit could destabilize the 
Eurozone banking system, setting the European 
recovery back substantially and threatening the 
political sustainability of  the EU.

The Financial Stability Risks of 
Ultra-Loose Monetary Policy
Grégory Claeys and Zsolt Darvas, Bruegel Policy 
Contribution, Issue 2015/03, March 2015

Ultra-loose monetary policies are intended to 
promote inflation and economic output, but they 
also pose risks to financial systems. The authors 
examine such policies in the United States, 
United Kingdom, and Japan to determine risks to 
financial stability in the Eurozone. Four specific 
policies to reduce financial-stability risks are 
proposed.

Financial stability can be defined as “a situa-
tion where the financial system can fulfill its 
main functions (of  submitting payments, trans-
forming saving into financing, and providing 
risk management) with sufficient resilience 
to disruptions that threaten these functions.” 
Ultra-loose monetary policies—such as low or 
negative interest rates, quantitative easing, and 
forward guidance by central banks designed 
to increase inflation and boost output—may 
weaken financial stability. For example, in theory 
lower long-term real interest rates should lead 
to increased risk taking in the financial sector. 
These riskier corporate investments thus should 
increase financial-stability risk. In practice, the 
authors found the post-crisis low interest rates 
in the United Kingdom and United States did 
not lead to excessive risk taking by banks.

Other potential side effects of  ultra-loose 
monetary policies include: increased use of  
leverage, increased asset prices leading to 
bubbles, insurance company asset deteriora-
tion, and volatile capital flows to and from 
emerging markets. However, the authors argue 
the empirical data show these potential negative 
side effects have had little impact on financial 
stability in the post-crisis environment. Further, 



Copyright © 2016 by Cambridge Associates LLC. All rights reserved.

This report may not be displayed, reproduced, distributed, transmitted, or used to create derivative works in any form, in whole or in portion, by any means, without 
written permission from Cambridge Associates LLC (“CA”). Copying of this publication is a violation of US and global copyright laws (e.g., 17 U.S.C. 101 et seq.). 
Violators of this copyright may be subject to liability for substantial monetary damages. The information and material published in this report is nontransferable. 
Therefore, recipients may not disclose any information or material derived from this report to third parties, or use information or material from this report, without 
prior written authorization. This report is provided for informational purposes only. The information presented is not intended to be investment advice. Any refer-
ences to specific investments are for illustrative purposes only. The information herein does not constitute a personal recommendation or take into account the 
particular investment objectives, financial situations, or needs of individual clients. This research is not an offer to sell or the solicitation of an offer to buy any se-
curity in any jurisdiction. Some of the data contained herein or on which the research is based is current public information that CA considers reliable, but CA does 
not represent it as accurate or complete, and it should not be relied on as such. Nothing contained in this report should be construed as the provision of tax or legal 
advice. Past performance is not indicative of future performance. Broad-based securities indexes are unmanaged and are not subject to fees and expenses typi-
cally associated with managed accounts or investment funds. Investments cannot be made directly in an index. Any information or opinions provided in this report 
are as of the date of the report, and CA is under no obligation to update the information or communicate that any updates have been made. Information contained 
herein may have been provided by third parties, including investment firms providing information on returns and assets under management, and may not have 
been independently verified.
 
Cambridge Associates, LLC is a Massachusetts limited liability company with offices in Arlington, VA; Boston, MA; Dallas, TX; Menlo Park, CA; and San Francisco, 
CA. Cambridge Associates Fiduciary Trust, LLC is a New Hampshire limited liability company chartered to serve as a non-depository trust company, and is a 
wholly-owned subsidiary of Cambridge Associates, LLC. Cambridge Associates Limited is registered as a limited company in England and Wales No. 06135829 
and is authorised and regulated by the Financial Conduct Authority in the conduct of Investment Business. Cambridge Associates Limited, LLC is a Massachusetts 
limited liability company with a branch office in Sydney, Australia (ARBN 109 366 654). Cambridge Associates Asia Pte Ltd is a Singapore corporation (Registration 
No. 200101063G). Cambridge Associates Investment Consultancy (Beijing) Ltd is a wholly owned subsidiary of Cambridge Associates, LLC and is registered with 
the Beijing Administration for Industry and Commerce (Registration No. 110000450174972).

some potential side effects are positive, such 
as an improved economic outlook, increased 
profitability for non-financial corporations, 
reduced unemployment, and reduced likeli-
hood of  a sovereign debt crisis. This does not 
mean unnecessary risk to financial stability 
has been optimally reduced.

The authors propose four types of  policies 
to minimize financial-stability risks: (1) tight-
ening regulation of  financial institutions, 
(2) tightening regulation on system-wide 
borrowing and lending, (3) ensuring financial-
stability regulators work alongside fiscal 
policy authorities, and (4) regulation of  
bubble-prone industries such as construction. 
Financial-stability risks may not be able to 
be eliminated altogether, but taking action to 
reduce these risks with these additional policy 
tools should help. ■


