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Motivation

“...there is a risk that, under the current framework, some short-term market
rates would not respond fully to changes in our key interest rates or, even if
they would, that a continued dispersion of short-term rates would adversely
impact the transmission of our monetary policy stance."

—Benoît Cœuré in May 2018
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Paper in a nutshell

Two aspects of the central bank framework designed to support monetary policy can
disconnect the monetary policy transmission:

Banks’ access to central bank deposits.

Quantitative Easing (QE).

We show that....

Lending rates of banks with access to the deposit facility are less responsive to
the monetary policy rate.

Repo rates secured by assets eligible for QE programs are more disconnected
from the policy rate.

Both effects create rate dispersion and add to one another in weakening the
monetary policy transmission.
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Contribution

Literature on the effectiveness of monetary policy.

Duffie and Krishnamurthy, 2016, and Drechsler, Savov, and Schnabl, 2017,
analyze the interest-rate pass-through in the United States.

On a macro-wide level, Avouyi-Dovi, Horny, and Sevestre, 2017, find a slowdown
of the interest rates transmission mechanism, which Al-Eyd and Berkmen, 2013,
associate with segmentation along country lines.

Literature on short-term funding markets
Arrata et al., 2020, and Corradin and Maddaloni, 2020, investigate the effects of
QE purchases on special repo rates. Kraenzlin and Nellen, 2015, analyze
segmentation effects in the Swiss unsecured money market.

Cross-sectional dispersion in repo rates in Europe (e.g., Mancini, Ranaldo, and
Wrampelmeyer, 2016; Boissel et al., 2017; Ranaldo, Schaffner, and Vasios, 2020;
Ballensiefen and Ranaldo, 2020) and the United States (e.g., Bartolini et al., 2011;
Gorton and Metrick, 2012; Copeland, Martin, and Walker, 2014; Krishnamurthy,
Nagel, and Orlov, 2014; Infante, 2020).
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The monetary policy framework

Figure: Rate corridor
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The importance of the repo market

Figure: Different market turnovers (in euro million)
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ECB access

Only euro area banks can access the ECB deposit facility.

Deposit facility represents a safe and convenient way to store liquidity.

It is more convenient when the repo rate falls below the deposit facility rate.

Importance of the deposit rate and access to the central bank’s facilities is
stressed in the theoretical (Cúrdia and Woodford, 2011; Bech and Monnet, 2016;
Williamson, 2019) and empirical (Bech and Klee, 2011; Kraenzlin and Nellen,
2015) literature.

Hypothesis I

Banks with (without) access to the ECB deposit facility lend at repo rates less (more)
aligned to the monetary policy target rate.

Theoretical Framework: Link , Dispersion: Link , Volume and Spread: Link
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Access/nonaccess banks

Figure: Impulse response after changes in policy rate
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Regression results

Table: ECB access - German collateral

All regressions include basket-month-term fixed effects and heteroscedasticity-robust standard errors.

Robustness checks: Core European countries , All European countries , different fixed effects ,

different standard errors , other monetary policy target rates .
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Collateral eligibility

Assets that qualify for the QE asset purchase program.

Comparing repo lending rates of eligible and noneligible assets.

Employ the provisions of the Public Sector Purchase Program (PSPP) since the
start of QE and retrospectively to compare time trends between (hypothetically)
eligible and noneligible assets (difference-in-difference estimation setting).

Role of central bank purchases is highlighted in the theoretical (Gertler and
Karadi, 2013; Araújo, Schommer, and Woodford, 2015; Piquard and Salakhova,
2019) and empirical (Koijen et al., 2017; Avdjiev, Everett, and Shin, 2019;
Schlepper et al., 2017; Arrata et al., 2020; Corradin and Maddaloni, 2020)
literature.

Hypothesis II

Repos whose collateral is (not) eligible for QE programs is more (less) misaligned from
the monetary policy rate. Observing similar reactions of both types of collateral before
QE would imply common trends and allow us to interpret the results as causal.

Theoretical framework: Link , Dispersion measure: Link Volume and Spread: Link
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Regression results

Table: QE eligibility - German collateral

All regressions include ISIN-month-term fixed effects and heteroscedasticity-robust standard errors.

Robustness checks: Core European countries , All European countries , different fixed effects ,

different standard errors , other monetary policy target rates .
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Extensions

Our results do not rely on the choice of the EONIA as the monetary policy target rate.
We also employ:

EONIA-eSTR combination with eSTR rates beginning in March 2017.

Overnight euro LIBOR.

Overnight point of the OIS-implied zero curve and the EURIBOR-implied zero
curve.

One-week OIS rate.

Rate on the ECB GC Pooling Basket.

We consider the joint effects of the two features of the central bank framework:

GC baskets with a higher share of collateral assets that are eligible for asset
purchase are less sensitive to changes in the monetary policy rate. Results

Access banks also react less sensitively in the special market after controlling for
asset eligibility. Results
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Conclusion & Policy Implications

Although designed to support monetary policy, two crucial aspects of the central
bank framework have led to a disconnect of repo rates from the monetary policy
rate.

The idea that unconventional policies “safeguard the transmission of our monetary pol-
icy,” as pointed out by ECB President Christine Lagarde to justify the new Pandemic
Emergency Purchase Programme (PEPP), may be short-sighted.

At the heart of the CRR amendments “to facilitate bank lending in the Union amid
COVID-19”, there is the exclusion of central bank reserves from the calculation of the
leverage ratio. This policy could encourage additional amounts to be deposited creating
more segmentation and the opposite effect to its aim.
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Appendix: Interest rate co-movements

(a) Eurozone government bond rates (b) German real sector lending rates
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Appendix: Monetary policy pass-through to lending rates
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Appendix: Dispersion measure of GC repo rates

Figure: Dispersion of access and nonaccess rates

Back to presentation
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Appendix: Dispersion measure of special repo rates

Figure: Dispersion of eligible and noneligible rates

Back to presentation
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Appendix: Access/nonaccess model

Figure: Impact of supply shock in the GC market

Back to presentation

Monetary Policy Disconnect Monday 4th January, 2021 5 / 36



Appendix: Eligible/noneligible model

Figure: Impact of demand shock in the special repo market

Back to presentation
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Appendix: Access/nonaccess by term type

Back to presentation
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Back to presentation
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Appendix: Access/nonaccess by term type

Back to presentation
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Appendix: Access/nonaccess by fixed effect specification

Back to presentation
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Appendix: Access/nonaccess by fixed effect specification

Back to presentation
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Appendix: Access/nonaccess by fixed effect specification

Back to presentation
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Appendix: Access/nonaccess by clustered standard errors

Back to presentation
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Appendix: Access/nonaccess by clustered standard errors

Back to presentation
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Appendix: Access/nonaccess by clustered standard errors

Back to presentation
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Appendix: Alternative Rates and access/nonaccess banks

see results for core countries, all countries

Back to presentation
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Appendix: Alternative policy rates

Back to presentation
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Appendix: Alternative policy rates

Back to presentation
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Appendix: Eligible/noneligible by term type

Back to presentation
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Appendix: Eligible/noneligible by term type

Back to presentation
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Appendix: Eligible/noneligible by term type

Back to presentation
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Appendix: Eligible/noneligible by fixed effect specification

Back to presentation
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Appendix: Eligible/noneligible by fixed effect specification

Back to presentation
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Appendix: Eligible/noneligible by fixed effect specification
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Appendix: Eligible/noneligible by clustered standard errors

Back to presentation
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Appendix: Eligible/noneligible by clustered standard errors

Back to presentation
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Appendix: Eligible/noneligible by clustered standard errors

Back to presentation
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Appendix: Alternative Rates and eligible/noneligible collateral

see results for core countries, all countries,

Back to presentation
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Appendix: Alternative policy rates

Back to presentation
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Appendix: Alternative policy rates

Back to presentation
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Appendix: Market spillover
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Appendix: Regression results for Joint Effects - Eligible Share in GC
Baskets

All regressions include basket-month-term fixed effects and heteroscedasticity-robust standard errors.
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Repo market

Figure: Repo market
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Regression results

All regressions include ISIN-month-term fixed effects and heteroscedasticity-robust standard errors.
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ECB access

(a) General collateral trading volume (b) Spread between GC and deposit facility rate

Figure: General collateral repo market

Back to presentation
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Collateral eligibility

(a) Special collateral trading volume (b) Spread between (hypothetically) eligible and noneligible collat-
eral

Figure: Special collateral repo market

Back to presentation
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