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Summary
Basis (YTM of the USD-denominated and EUR-denominated
bonds) is high and persistent.
U SD−>EU R
EU R
Basisi,j,t = AskY T Mm,j,t
− BidY T Mn,j,t
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What is the role of ECB’s non-conventional monetary policy in
affecting bond yields during the financial and euro area sovereign
debt crises?
– Fixed-rate full allotment (USD-bonds eligible as collateral).
– Haircut policy.
– Long-term refinancing operations (LTRO).
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What is the role of ECB’s non-conventional monetary policy in
affecting bond yields during the financial and euro area sovereign
debt crises?
– Fixed-rate full allotment (USD-bonds eligible as collateral).
– Haircut policy.
– Long-term refinancing operations (LTRO).

Non-conventional MP affected the basis through the haircut
channel
– Basis is sensitive to changes in the ECB haircuts applied on
USD-bonds.
– Haircut difference by CCPs and ECB affect the basis.
– Basis widens when funding conditions are tight.
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Market frictions for basis
• Liquidity and fungability – collateral value, liquidity, fungability
• Funding risk – Each arbitrageur has contemporaneous access to

both USD and EUR.
• Market segmentation – Both bond markets are accessible by the

arbitrageur at the same time.
• Default risk – Variation in bankruptcy laws.
• This paper – Monetary funding premium due to ECB

haircut policy.

Summary

Comments

Appendix

Market frictions for basis
• Liquidity and fungability – collateral value, liquidity, fungability
• Funding risk – Each arbitrageur has contemporaneous access to

both USD and EUR.
• Market segmentation – Both bond markets are accessible by the

arbitrageur at the same time.
• Default risk – Variation in bankruptcy laws.
• This paper – Monetary funding premium due to ECB

haircut policy.
• MAIN MESSAGE.
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CIRP with margin
• Covered interest rate parity (CIRP)
X(t)
(1 + Ra (t, T )) − (1 + Rb (t, T )) = 0
F (t, T )
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CIRP with margin
• Covered interest rate parity (CIRP)
X(t)
(1 + Ra (t, T )) − (1 + Rb (t, T )) = 0
F (t, T )

• CIRP with default risk – Buraschi, Menguturk, and Sener (2014)
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• CIRP with margin – This paper
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What happened?
Pre-crisis
– Banks had large USD positions and relied heavily on wholesale
funding (U.S. financial institutions, e.g. money market mutual
funds).
“Between 2000 and mid-2007 European banks net long US
dollar positions grew to around USD 800 billion, being funded
in euro. This created significant exchange rate risk and
considerable dependence on the foreign exchange swap market”
(ECB, 2009).
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“Between 2000 and mid-2007 European banks net long US
dollar positions grew to around USD 800 billion, being funded
in euro. This created significant exchange rate risk and
considerable dependence on the foreign exchange swap market”
(ECB, 2009).
Financial Crisis – post-Lehman
– General increase in counterparty risk and the capital repatriation
by the U.S. financial institutions reduced the supply of USD in the
interbank market.
– ECB provided liquidity in foreign currencies, particularly USD,
through swap lines with the Federal Reserve.
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What happened?
Euro area sovereign debt crisis

US MMF reduced funding owing to concerns about the creditworthiness of
the banks, leading to USD shortages.
Joint role played by rising funding costs and higher margins deterred
arbitrageurs from exploiting mispricing.
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Bonds included in the first implementation
(14 November 2008 [Sept 2008 - Jan 2009])
– Eligible: 1 Belgium, 1 Spain, 2 Austria
– Non-Eligible: 1 Spain, 6 Italy
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Haircut spread
Basisi,j,t = α + δj + β1 × Bond Factors + β2 × Market Factors + β3 ×
Monetary Policy Factors + εi,j,t

Increase in CCP haircuts of the EUR-denominated bonds is associated with
an increase in the basis?

Summary

Comments

Appendix

Policy Implications

Policy implications for preventing security mispricing during crisis periods?
“Our results are consistent with a weakening of market discipline of
short-term debt during the sovereign debt crisis...repeatedly lowering its
collateral standard, the ECB was effectively providing assistance to banks that
likely had solvency issues. In other words, the interventions by the ECB
facilitated forbearance by national regulators rather than curtailing these
incentives.” Acharya, Pierret, Steffen (2015)
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