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Disclaimer

The views expressed in this presentation 
are the personal views of the author: they 
neither imply responsibility nor reflect 
necessarily the views of the Banque
centrale du Luxembourg or the Eurosystem
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One central banker jokes that if he was willing to lend 
against the overcoats of banks’ managers, you would 

soon expect to see a marked improvement in winter 
fashions among bankers.

Chris Giles and Gillian Tett,
“Lessons of the credit crunch”,

FT.com 11/02/2008
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The evolution of the Euro money market, 2001-2009

 

Source: ECB.
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The typical textbook approach to monetary policy
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The typical textbook approach to monetary policy

Main problems (inter alia):

1) Interest rate and money supply not directly linked

2) How do central banks control the whole set of market 
interest rates?

3) Until 2007, interest rate setting prioritized to money 
supply stock setting

4) Role of collateral?
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An alternative framework

Some assumptions:

� Indirect link between policy rate and central bank balances 
(Disyatat, 2008), due to:

� Possibility of an endogenous money supply (Postkeynesians
[� Kaldor 1970, Radcliffe Report 1959] and many others)

� Interbank (repo) market as a major bank funding source for 
day-to-day marginal adjustments (Adrian-Shin, 2008)

� Main function of central bank’s open market operations 
(Disyatat, 2008): satisfy the banks’ demand for liquidity, 
given a certain level of the policy rate, so to avoid any 
turbulence in the interbank market (smoothen rate volatility)
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The interbank (money) market
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Bank lending to non-banks

 

Subprime market
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La vue d’ensemble
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Central bank fund market Interbank market Bank lending market

• Banks refinance their short-term credit needs via two alternative channels:

1) central bank funds, and

2) interbank (money market) funds

• Banks are liable to a maturity mismatch between the average duration of their assets in the bank 
lending market and the average duration of their (more S-T) liabilities in the other 2 markets

• Deposits are not considered as a useful funding source in the very S-T, given a high level of 
deposits resiliency

• The main function of central bank OMOs is to ensure the effectiveness of the policy rate as a 
monetary policy tool: i.e., to ensure that the operational targets, � ' and � '', have relatively low 
size and volatility (=minimize first 2 moments of their distributions)



11

The Lehman shock

EUR: unsecured-secured spread > 180 bps

USD: unsecured-secured spread > 350 bps
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The impact of Lehman in the interbank market
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The impact of Lehman in the secured money market

 
ICMA survey  -  Outstanding repo volumes (in EUR bi llion)
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The Lehman shock: a paradigm shift
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Nearly flat interbank money/credit supply (SS''0):

� Endogenous supply� Postkeynesian paradigm

Steep interbank money/credit supply (SS''1):

� Exogenous supply� Neoclassical paradigm
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The reaction of the ECB post-subprime
(August 2007 - September 2008)

2 major measures taken by the ECB,

without fundamentally altering its operational framework:

1) Supplementary LTROs with maturities of 3 months, 
and later also 6 months

2) Provision of additional liquidity via the typical short-
term (usually, 1-week) MROs through a different 
allotment pattern during the course of the reserve 
maintenance period
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Typical scheme for ECB OMOs until October 2008
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• Horizontal segment in SS' is the minimum bid rate in MROs: i.e., the target rate that signals the 
Eurosystem’s monetary policy stance

• Vertical segment in SS' is the total amount of liquidity to be allotted, based on the estimated liquidity 
needs of the banking system for the period until the day before the settlement of the next MRO

Between June 2000 and September 2008 MROs were condu cted as variable rate 
tenders using a multiple rate procedure: different allotments of credit were granted 
by the CB along that portion of DD' to the left of E’
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The reaction of the ECB post-Lehman
(October 2008 - Today)

� Standard/conventional measures � Policy rate tool

� Non-standard/unconventional measures
� Enhanced credit support:

1. Unlimited provision of liquidity through fixed rate tenders 
with full allotment

2. Enlargement of collateral eligibility criteria for 
Eurosystem’s monetary policy operations

3. Lengthening of the maturities of Eurosystem’s refinancing 
operations (up to one year, starting on 23/06/’09)

4. Provision of liquidity in foreign currencies (particularly in 
US dollars) via foreign exchange swap operations

5. Outright purchases of covered bonds
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The reaction of the ECB post-Lehman
(October 2008 - Today)

� Standard/conventional measures � Policy rate tool

� Non-standard/unconventional measures
� Enhanced credit support:

1. Unlimited provision of liquidity through fixed rate tenders 
with full allotment

2. Enlargement of collateral eligibility criteria for 
Eurosystem’s monetary policy operations

3. Lengthening of the maturities of Eurosystem’s refinancing 
operations (up to one year, starting on 23/06/’09)

4. Provision of liquidity in foreign currencies (particularly in 
US dollars) via foreign exchange swap operations

5. Outright purchases of covered bonds
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The reaction of the ECB post-Lehman:
Lower rate + fixed rate tenders with full allotment
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Following the Lehman’s shock, the demand for 
central bank funding increases…
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…and the final volume of central bank credit to 
banks is much higher
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The measures taken by the ECB helped to avoid a 
complete gridlock of the interbank market
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• Overall, the measures taken by the ECB in Q4 2008 were successful

• By satisfying banks’ demand for liquidity, the Eurosystem has favored the resetting of more normal 
conditions and lower spreads in the money markets

• Even if this has probably come at the cost of a further contraction of private lending volumes, 
especially in the unsecured segment (crowding-out effect � Heider et al, 2009; Brunetti et al, 2009)

• Indeed, the primary objective of the ECB’s intervent ion in October 2008 was not 
to replenish liquidity directly in the interbank ma rket; rather, to preserve the 
integrity of the monetary transmission mechanism an d, by doing this, the supply 
of credit to the real sector “at accessible rates” ( Trichet, July 2009)
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Central banks’ liquidity provision favored the 
resetting of lower spreads in the money market…
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…and the Eurosystem became a major funding 
source for euro area credit institutions in Q4 2008
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The reaction of the ECB post-Lehman
(October 2008 - Today)

� Standard/conventional measures � Policy rate tool

� Non-standard/unconventional measures
� Enhanced credit support:

1. Unlimited provision of liquidity through fixed rate tenders 
with full allotment

2. Enlargement of collateral eligibility criteria for 
Eurosystem’s monetary policy operations

3. Lengthening of the maturities of Eurosystem’s refinancing 
operations (up to one year, starting on 23/06/’09)

4. Provision of liquidity in foreign currencies (particularly in 
US dollars) via foreign exchange swap operations

5. Outright purchases of covered bonds
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To ensure that collateral was not a bottleneck, the  
ECB expanded its list of eligible assets

� The rating threshold for marketable and non-marketable assets was lowered from “A-”
to “BBB-” (except for ABS � “A-”) 

� Debt issued by credit institutions not listed on a regulated market, but traded on 
certain non-regulated markets recognised by the ECB, was accepted

� Subordinated marketable debt instruments may also be used as collateral, if protected 
by an acceptable guarantee and fulfilling all other eligibility criteria 

� Marketable debt instruments issued in the euro area and denominated in USD, GBP 
and JPY are also accepted, provided that the issuer is established in the European 
Economic Area

As a consequence:

� The marketable assets added at the end of 2008 amounted to a volume of around 
€870 billion, or about 7% of the tot. amount of eligible marketable assets

� They accounted for around 3% of the total marketable collateral posted by 
counterparties

� A significant amount of non-marketable assets, mainly credit claims (i.e. bank loans), 
became eligible when the rating threshold was lowered to “BBB-”

� Overall, the total value of all the Eurosystem-eligible assets as of July 2009 was €12.2 
trillion, equivalent to 130% of the GDP of the euro area
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Collateral requirements as a tool of monetary policy

Central bank fund market Interbank market Bank lending market

The collateral gridlock

• The benign impact of central bank’s unlimited provision of liquidity might be completely 
impaired by too binding access conditions (due to the collateral constraint) for certain banks

• Note: in the unsecured money market, collateral requirements are zero; replacing this 
funding source with central bank refinancing might be not viable for banks, even after 
enlarging the collateral requirements
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The reaction of the ECB post-Lehman
(October 2008 - Today)

� Standard/conventional measures � Policy rate tool

� Non-standard/unconventional measures
� Enhanced credit support:

1. Unlimited provision of liquidity through fixed rate tenders 
with full allotment

2. Enlargement of collateral eligibility criteria for 
Eurosystem’s monetary policy operations

3. Lengthening of the maturities of Eurosystem’s refinancing 
operations (up to one year, starting on 23/06/’09)

4. Provision of liquidity in foreign currencies (particularly in 
US dollars) via foreign exchange swap operations

5. Outright purchases of covered bonds
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Covered bonds seem to be a good type of collateral

 

Jumbo and traditional covered bank bonds are the class of 
private-sector securities collateral for which the smallest number 
of banks, among those interviewed by the ECB’s BSC, have 
signaled an increase in haircuts since the beginning of the crisis
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Most banks prefer using their best collateral –
covered bonds included – for money market

 



31

So, why covered bonds?

� Covered bonds have enjoyed a privileged role as collateral assets in money 
market transactions: in particular, starting from 2008, their use as collateral 
has significantly excelled the use of all the other classes of structured 
products, as well as of debt securities in general

� Indeed, one of the primary reasons for the central bank’s choice of 
purchasing covered bonds was probably to support banks’ endowment of 
collateral for interbank lending

� By reviving – in terms of liquidity, issuance and spreads – a market of bank-
issued, high-quality assets especially used as collateral for secured 
interbank lending, the ECB has optimized its direct intervention, with the final 
goal of re-setting the interbank activity at pre-crisis levels as soon as 
possible

� Notice that the Eurosystem’s outright purchases of covered bonds underlie a 
twofold financial support to the banking sector: on one hand, covered bonds 
liabilities are a major source of long-term funding for banks; on the other, 
banks use covered bonds assets as collateral, mainly for (cheaper) 
interbank lending
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Main conclusions (other than policy prescriptions)

� Collateral requirements had a prominent role in mon etary policy 
during the crisis, as their enlargement helped to p reserve the 
monetary policy transmission mechanism in the prese nce of a 
steep money/credit supply curve in the interbank ma rket

� Ultimately, they were a pre-condition for the effic acy of a lower 
policy rate

� From a financial stability point of view, broader c ollateral 
eligibility criteria certainly contributed to facil itate the access to 
short-term credit and to alleviate the liquidity ne eds of those 
banks that were most struck by the turmoil, therefo re lessening 
the risk of possible bank defaults with a potential  impact also in 
terms of systemic risk

� It was a fortunate occurrence that, in the harsh co ntingency of 
October 2008, both monetary policy and financial st ability 
required to maneuver the collateral requirements to ol into the 
same direction


