SUERF

The European Money .
and Finance Forum SUEREF Policy Note

Issue No 356, August 2024

By Joachim Nagel
President of the Deutsche Bundesbank

JEL codes: E42, E43, E52, E58.

Keywords: asset purchase programmes, central bank balance sheet, collateral transformation, Eurosystem,

euro area, operational framework, monetary policy, monetary policy implementation, money markets, money
market activity, money market rate volatility.

In spring 2024, the ECB Governing Council announced changes to its operational framework for implementing
monetary policy. Most importantly, the Eurosystem will reduce the spread between the MRO rate and the
deposit facility rate from fifty to fifteen basis points as of mid-September 2024. This lowering of the spread
will likely keep money market volatility in check, but provides incentives to shift from market to central bank
funding. The Eurosystem will monitor this trade-off carefully and will continue to show its capability and
flexibility to adapt to changing market conditions.

*This Policy Note is based on a speech made by the author at the Konstanz Seminar on Monetary Theory and
Monetary Policy, 16 May 2024.
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Introduction

In spring 2024, the ECB Governing Council announced changes to its operational framework for implementing
monetary policy.! [ want to discuss how these changes came about, and what they might mean for the future. The
note is structured in three parts. First, [ will briefly recount how we ended up with the operational framework as
it currently stands. Second, I will describe the most important changes that we have decided. And third, I would
like to identify a couple of factors that merit close scrutiny over the coming two years until our next scheduled
review.

The road to the current operational framework

The ECB Governing Council takes monetary policy decisions based on our monetary policy strategy. And this
strategy is centred around our primary objective of maintaining price stability. The purpose of our operational
frameworKk is to steer short-term money market rates closely in line with these monetary policy decisions. Or, put
differently: Our monetary policy strategy guides us in deciding the appropriate level of short-term interest rates.
And the operational framework then enables us to align short-term market rates with this appropriate level.

Before the global financial crisis, many central banks implemented monetary policy using a corridor system. In
the case of the Eurosystem, the ECB Governing Council set three interest rates, with specific spreads between
them.?

The Eurosystem provided a limited amount of liquidity at the interest rate on the main refinancing operations,
the MRO rate. Euro area banks with a remaining deficit of reserves were able to borrow additional amounts
overnight at the interest rate on the marginal lending facility, the MLF rate. And euro area banks with an excess of
reserves were able to deposit them with the Eurosystem at the interest rate on the deposit facility, the DFR.

However, euro area banks also had the possibility to lend at higher rates than the DFR or to borrow at lower rates
than the MLF rate in the interbank market. Banks thus faced an opportunity cost when accessing central bank
facilities. This way, the Eurosystem aimed at keeping short-term interest rates in line with the MRO rate.

To support this goal, the Eurosystem estimated the aggregate liquidity needs of the banking sector. The main
sources of liquidity needs are euro area banks’ reserve requirements and autonomous factors which are outside
the control of the ECB’s monetary policy operations. Somewhat simplified, the autonomous factors comprise
banknotes in circulation as well as deposits of euro area governments with the Eurosystem.

The Eurosystem would then provide reserves totalling the estimates of the liquidity needs as part of the weekly
main refinancing operations. Euro area banks would place their bids and the Eurosystem supplied the reserves
competitively through auctions. To sum up, we operated in a corridor system with scarce reserves and variable
rate tenders. The US Federal Reserve System, too, operated with scarce reserves, though they provided liquidity
via asset purchases instead of lending operations.3

1See Changes to the operational framework for implementing monetary policy (europa.eu).

2See Key ECB interest rates (europa.eu) for details.

3See Kahn, G. (2010), Monetary policy under a corridor operating framework, Economic Review, Federal Reserve
Bank of Kansas City, Vol. 95(Q V), pp. 5-34.

www.suerf.org/publications/ SUERF Policy Note No 356 2


https://www.ecb.europa.eu/press/pr/date/2024/html/ecb.pr240313~807e240020.en.html
https://www.ecb.europa.eu/stats/policy_and_exchange_rates/key_ecb_interest_rates/html/index.en.html

Things started to change with the global financial crisis.* Up until the crisis, euro area banks with a surplus of
reserves would usually lend them in the interbank market to banks with a deficit of reserves.> This lending took
place to a significant extent by means of unsecured over-the-counter transactions. As reserves were sufficient
only on an aggregate basis, the redistribution of reserves was a prerequisite for the scarce reserve regime to
function smoothly. This business depended largely on counterparty risks being contained and predictable.

With the onset of the global financial crisis, reserves began to be redistributed less and less. In the market, the
supply of reserves declined, while demand spiked, especially from riskier banks. In response, the Eurosystem
moved from a system with competitive bidding for a limited supply of reserves in the main refinancing
operations to a system with fixed rates and full allotment.

When market funding was not available or too costly, banks with a deficit of reserves now borrowed additional
amounts from the Eurosystem. And banks with a surplus of reserves would place them in our deposit facility.
This created sizeable amounts of excess liquidity.¢ And because of the excess liquidity, short-term interest rates
declined well below the MRO rate.

Five years later, faced with a prolonged period of inflation below target, the Eurosystem launched a first series of
targeted longer-term refinancing operations (TLTROs) in 2014. These offered banks long-term funding at
attractive conditions. Financing volumes rose from up to 425 billion euro provided via TLTRO I to more than
2 trillion euro provided via TLTRO III - equal to about 15% of euro area GDP. Alongside the TLTROs, the
Eurosystem also started to buy significantly more debt securities with the launch of the asset purchase
programme (APP) in 2014. Securities holdings for monetary policy purposes rose from around 195 billion euro at
the end of September 2014 to almost 5 trillion euro, equivalent to almost 40% of euro area GDP, in summer 2022.

Both measures added substantially to the excess liquidity and caused short-term interest rates to decline towards
the level of the deposit facility rate. Over time, it was perceived that the Eurosystem had moved gradually from a
corridor system to a de facto floor system.”

The Eurosystem’s new operational framework

The Eurosystem discontinued reinvestments under the APP in July 2023. As of the second half of 2024, we have
started to run off the pandemic emergency purchase programme (PEPP). And euro area banks have repaid most
of the TLTRO volumes. Consequently, excess liquidity has finally started to decline and will continue to do so over
the coming years. Excess liquidity peaked at more than 4.6 trillion euro in November 2022. It has since come
down by roughly one-third, to about 3.2 trillion euro today.

4See Baker, N. and S. Rafter (2022), An International Perspective on Monetary Policy Implementation Systems,
Reserve Bank of Australia, Bulletin, June, for an international perspective on the changes in monetary policy
implementation after the global financial crisis.

5See Bech, M. and C. Monnet (2017), A search-based model of the interbank money market and monetary policy
implementation, Journal of Economic Theory, Vol. 164, pp. 32-67, for a theoretical model of the interbank market.

6 Excess liquidity equals the sum of excess reserves and deposits in the deposit facility. Excess reserves are deposits
by credit institutions on settlement accounts with the central bank that exceed the minimum reserve requirements.

7See Afonso, G. et al. (2023), Monetary Policy Implementation with an Ample Supply of Reserves, Federal Reserve
Bank of New York Staff Reports, No 910, for a theoretical discussion.

www.suerf.org/publications/ SUEREF Policy Note No 356 3



This shrinking of the balance sheet was long overdue and will free up policy space for the future. It is thus highly
welcome. However, it also sparked the question of how the Eurosystem will provide liquidity on a regular basis
going forward. And how it intends to steer short-term money market rates closely in line with the Governing
Council’s monetary policy decisions.

So what did we decide on in our framework review? I would like to focus on two things: First, we will continue to
provide liquidity in the weekly main refinancing operations and three-month longer-term refinancing operations
through fixed rate tender procedures, with full allotment, and against a broad set of collateral. Second, and in my
eyes most consequentially, we will reduce the spread between the MRO rate and the deposit facility rate from
fifty to fifteen basis points as of mid-September 2024. This narrower spread is supposed to incentivise bidding in
the weekly operations, so that short-term money market rates are likely to evolve in the vicinity of the deposit
facility rate.

In addition to key parameters and features, we agreed on a set of guiding principles for monetary policy
implementation, two of which I would like to highlight: First, the effectiveness principle. The main objective of
our operational framework is to implement our intended monetary policy stance. This is done by aligning short-
term interest rates with our monetary policy decisions. If short-term interest rates fluctuate too heavily, this
might blur the signal about the intended monetary policy stance and at some point reduce effectiveness.

Second, the open market economy principle. Our operational framework should be in line with the principle of an
open market economy with free competition. This applies, in principle, to all financial market segments affected
by monetary policy implementation, notably to bank funding markets. The open market economy principle
favours the efficient allocation of resources, an effective price discovery mechanism and the smooth transmission
of monetary policy.

Furthermore, we agreed that the framework should be robust, flexible, efficient and, without prejudice to the
ECB’s primary objective of price stability, that it should support the general economic policies in the European
Union.8

The trade-off between market activity and volatility

The main trade-off we face exists, in my view, between the effectiveness and open market economy principles.
Because, unfortunately, keeping fluctuations in money market rates at bay and encouraging money market
activity do not necessarily go hand in hand. Providing ample liquidity at a narrow spread between the main
refinancing and deposit facility rates may keep the volatility of short-term interest rates in check, but it
discourages market activity, especially among banks. And vice versa, providing liquidity at a wider spread
encourages market activity, but it might come at the cost of larger fluctuations in short-term interest rates.

We on the ECB Governing Council decided that a spread of fifteen basis points will limit the scope for volatility in
market rates, and leave room for banks to seek market-based funding solutions. What should we make of this
trade-off between the open market economy principle that intends to encourage market activity and the
effectiveness principle that aims at limiting money market volatility?

8See Changes to the operational framework for implementing monetary policy (europa.eu) for details on these four
other principles.
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Let me start with the effectiveness principle. Too much volatility in money market rates might blur the signal
about the intended policy stance. What do I mean by that? The ECB Governing Council decides on a specific
monetary policy stance because it considers that stance appropriate for achieving price stability in the medium
term. Short-term interest rates are an important starting point for monetary policy transmission into broader
price developments. They affect medium and long-term market rates, which in turn influence the cost of bank
borrowing. And the borrowing costs of households, firms and governments then ultimately have a bearing on
output growth and the inflation rate. By implication, rate volatility may become a problem (only) if it adversely
affects the transmission mechanism of monetary policy to a relevant extent.

Unfortunately, there is relatively little research on what would happen if short-term interest rates were to
fluctuate substantially around the key policy rates. In particular, the ultimate effect on inflation is unclear. Do
short-term rate fluctuations affect monetary transmission in a meaningful way? And if so, what degree of
fluctuations? Examining this in more detail could deliver valuable input for future policy discussions. And it
would help us understand how important it really is to keep rate volatility contained in the pursuit of the primary
objective of price stability.

What about the open market economy principle? In our current and future operational framework, all eligible
banks can borrow at the same rate, provided they pledge sufficient eligible collateral and fulfil certain minimum
criteria concerning their financial soundness. In bank funding markets, by contrast, banks have to pay different
interest rates depending on their financial soundness.

In principle, this rate differentiation steers the allocation of funds in the economy, provides incentives for banks
to strengthen their balance sheets, and contributes to making the banking system more efficient and stable
overall. At the same time, it reduces the burden on the central bank to decide who is a trustworthy counterparty -
and increases the responsibility of the market. These benefits of more market activity are rather intangible and
thus notoriously difficult to quantify. But I guess everyone can agree that more market-based funding favours an
efficient allocation of resources.

Currently, money market participants price most unsecured overnight transactions at a narrow spread of zero to
ten basis points. For this segment, the future spread of 15 basis points seems enough to provide economic
incentives for some market activity. Most of these transactions currently take place between banks and non-
banks. Interbank transactions might need higher spreads. But in the longer-term money market segments, a
spread of 15 basis points might risk pricing many transactions out of the market which can still take place at a
wider spread.

The narrower spread might have a direct impact on liquidity regulation as well.® Banking regulation requires
euro area banks to fulfil certain liquidity requirements.1® Most importantly, they have to hold a minimum stock of
high-quality liquid assets (HQLA) against their net liquidity outflows over the next 30 days. One way to meet
these requirements is to borrow reserves from the Eurosystem, which are defined as HQLA, against non-HQLA
collateral. In that way, banks transform illiquid and lower-quality assets into high-quality liquid assets in a
process known as collateral transformation.

9See Bech, M. and T. Keister (2017), Liquidity regulation and the implementation of monetary policy, Journal of
Monetary Economics, Vol. 92, pp. 64-77, for a theoretical discussion of the impact of the Basel 11l liquidity coverage
ratio (LCR) on interbank interest rates in an otherwise-standard model of monetary policy implementation.

10 Quantitative provisions for liquidity were introduced into European law for the first time by the Capital
Requirements Regulation (CRR, Regulation (EU) No 575/2013), in keeping with the Basel liquidity framework.
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The opportunity cost of this trade is currently 50 basis points: the spread between the main refinancing rate and
the deposit facility rate. Banks thus have a solid financial incentive to self-insure against liquidity risk in the
market. Lowering the spread to 15 basis points has the potential to reduce the opportunity cost and provide
incentives to shift from market to central bank funding.

The good thing is: We have enough time to observe how market activity evolves over the coming years. In
particular, we have to evaluate the trade-off between the potential reduction of volatility and less market activity
with possibly higher collateral transformation.

Conclusions

While the Eurosystem’s balance sheet will gradually shrink, excess liquidity will remain significant over the
coming years. Accordingly, while some volatility cannot be ruled out, short-term money market interest rates are
expected to continue evolving in the vicinity of the deposit facility rate.

Over the next two years, we will closely monitor three key aspects until our next scheduled review: First, we will
assess the development of money market activity, including in the medium-term segment. Second, we will
analyse possible fluctuations of short-term interest rates and their influence on the transmission of monetary
policy. And third, we will scrutinise the degree of collateral transformation. In light of the findings, the
Eurosystem will continue to show its capability and flexibility to adapt to changing market conditions.

www.suerf.org/publications/ SUEREF Policy Note No 356 6



About the author

Joachim Nagel has been President of the Deutsche Bundesbank since January 2022. Prior to this, he had already
served in management positions at the Bundesbank between 1999 and 2016, including as an Executive Board
member from 2010 with responsibility for the Directorates General Markets, Controlling and IT. From 2016 to
2020, he worked for the KfW Group, including as an Executive Board member. In 2020, he moved to the Bank for
International Settlements (BIS) where he became Deputy Head of the Banking Department. Dr Nagel studied
economics at the University of Karlsruhe and received a doctoral degree in 1997. He also serves as a member of

the Governing Council of the ECB, a Governor at the IMF and a member of the BIS Board of Directors.

Find more SUERF Policy Notes and Briefs at www.suerf.or

SUERF Publications

ublications/suerf-policy-notes-and-briefs

SUERF

The European Money
and Finance Forum

SUERF is a network association of
central bankers and regulators,
academics, and practitioners in the
financial sector. The focus of the
association is on the analysis,
discussion and understanding of
financial markets and institutions, the
monetary economy, the conduct of
regulation, supervision and monetary
policy. SUERF’s events and publica-
tions provide a unique European
network for the analysis and
discussion of these and related issues.

SUERF Policy Notes focus on current
financial, monetary or economic
issues, designed for policy makers and
financial practitioners, authored by
renowned experts.

The views expressed are those of the
author(s) and not necessarily those of
the institution(s) the author(s) is/are
affiliated with.

All rights reserved.

Editorial Board:
Ernest Gnan

David T. Llewellyn
Donato Masciandaro
Natacha Valla

SUEREF Secretariat

c/o OeNB

Otto-Wagner-Platz 3

A-1090 Vienna, Austria

Phone: +43-1-40420-7206
www.suerf.org e suerf@oenb.at

www.suerf.org/publications/

SUERF Policy Note No 356



https://www.suerf.org/publications/suerf-policy-notes-and-briefs/

