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SHOULD CENTRAL BANKS DISCIPLINE GOVERNMENTS?

1. INTRODUCTION

Central banking needs to be rethought and
reimagined if it is to catch up with the realities
of collateralsed finance (Bini Smaghi 2010).
Scholars engaging inthe challenge of
rethinking central banking often reach back to
Walter Bagehot (1873), trying to recast his
original insights to address th&agilities of
current-day finance. The role of central banks
In a liquidity crisis is then discussed with
reference S} P Z}S[e Ehuo SZ S
should lend freely to illiquid but solvent banks,
at a penalty rate, against good collatetal.

0SZ}uPZ P Z}sS[s CEuo
resort (LLR) central banking is thus vkelbwn,
most studies focus on thdirst of the two
conditions that Bagehot stresséd.Central
banking is widely seen as first and foremost a
matter of using central bank lending rates to
achieve monetary policy goals. But central
banks do not merely lend at a cost, as defined
by the inteest they charge intheir credit
operations. Central banks lend against
collateral. Lending by central banks is secured
lending, in the sense that borrowers of central
bank money pledge assets to access funding.

The terms, rules and conditions by which
central banks accepvarious assets as collateral
against their lending is highly pertinent to

1 Key contributions to the literature addressing

how the rise of collateraded finance changes the

fundamental challenges confronting central

banking include Gab@k016);; Mehrling (2011,

2012, 2014)Mehrlinget al 012 and Gabor and

Vester@ard (2016). For broader studies engaging

in a rethinking of central banking, see Eichengreen

et al (2011)Goodhartand llling(2002 and

K[ €] }oo ~Tiio*X

2 The literature addressing postisis central

banking challenges ilghtof P Z}S[-

insights include Bindseil and Laeven (2017), BIS

(2014), de Grauwe (2011a, 2011b), Dooley (2014),

Oganesyan (2013), Snoddy (2012), Tucker (2009,

2014), and Winkler (2014).

3 P Z}S[e Epo €& ( E- S}
P Z}S[e ~ligndbiard Seet: A Description of

(}E& o

}E]P]v o

vSCE o
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Issues of financial stability. Yéte collateral
policies of central banks have been afforded
little attention, whether by policymakers or
scholars. The relative egled of collateral
policies by scholars of central bankiras
alwaysbeena peculiar omission, but with the
Increasing integration of money and capital
markets from the 1980s onwardsis noweven
more so. Today, the collateral practices of
financial nstitutions and central banks are

olutel crltlcal to issues of financial stabilit
v sasoltelys Y

EC JEP[e ~T11icCellatefdlframeworks
The open secret of central bankinigthe first
compcﬁeh nglve effort to articulate the role of
collatetal olicy n cont@porary central
banking, focusing particularly on the crisis
regponse of the European Central Bank (ECB).

dz S]sSo }( EC }EP[s }}I v
dual nature of the conodrum that collateral
frameworks constitute. Onthe one hand,
collateral frameworle & Z}pus sSZ € [U ]Jv S
open, for us to observe and analyse. On the
other hand, they are somewhat opaque. They

E Mup Z o]l "XeXv[eZ (%}
ivisible[ %o}*Su v_U <« Ce EC }EPV SZ |
largely unnoticed although thewre utilised
every single day of the year (Nyborg 2017: xiii).
Addressing this opacity heawmh, Nyborg sets
}us S} Z o]PZS }v SZ
functionality, role, reach and implications of

%0 LO ¢

NeS(E M

the Money MarketX /v P Z}3SferdsAw ~d Z
end is to stay the panic. And for this purpose, there
are two rules. First that these loans should be
made at a very high rate of interest. Secondly, that
at this rate, these advancesald be male on all

P}} VIJvP « nE&]s] «_ ~ 15 (E}u D ZEo
2011:18)./v u} Ev S]Ju U P Z}S[e Euo Z -
becomesZ ~u vSE }( oo VvSE o vl E-_

(Mehrling 2011: 1)

4 Some argue that most of the insightslafmbard
Streethad been first published by Henry Thornton
some70years earlier (Thornton 1802). In this
view, the role of Bagehot is seen as that of a
popularser more than an originator of ideas
(Laidler 2003; F&tr 1978). For a comparison of
e wdrk gf(Bagehot @d Thornton, see Laidler
(2003).
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}Joo 8§ E o0 (E u AYEI+_U -« %Z vpaotertialyZ pgrpléking implications for the
increasingly central to the wayhat our credibility of the euro.

monetary and financial system operates The EC lateral oolici aved a k o
(Nyborg 2017: xiv). His ambition is to render e ECB collateral policies played a key role in

"SZ Y% v+ € 5 }( vSE o viI]vETIPsARY Aoy unorunats outeomes
to a wider readership. yborg argues, buthey also hold the key to

rectification. If haircuts were designed to

Emprically, Nyborg focuses on the collateral Increase as fiscal deficits and public debt drift
framework of the European Central BaiECB). away from agreed thresholds, central banks
Europe is a particularly inguing case, he could accomplish a highly desired disciplining

EPpup U A ue }( 8Z vI]JvP v eNéa ofggvemments.
S % E} 0 ue Jv SZ nE} &
his empirical analysis pertainsxclusively to
Europe, Nyborg claims wider relevanioe his
(Jv JVP+X dZ u]vu s P }( EC }%05%34
that the terms on which central banks the un
exchange money for collateral are too
detached from market valuations of collateral
Y ]v St P v (E\yberg
acknowledges that collateral policy along these . _
lines mav serve the purpose of easing the countless billions of euros supplied to
y purp 9

constraintscaus C Z A]vP AelvPoO uEd]L:r_%Eea\‘/n t&?nks didot ameliorate the crisis as

0 X vaZnt|C|pat d. Nyborg settles for a more or less
(JE 1% E 3  Jvjul +_U op Z 82 50Tl tsté e g or e
can be channél §} NATZ E 18 ]s ules v IMpPIICIt NOUO alt 'a nigher degree or marke

(Nyborg 2017:30-35). However, for Nyborg input Th the ECB collateral framlework mght
ST . . somehow have helped, bute never explains
this liquidity expedience comes at too high a

. . . . how. This paradox relates to another, equally
price; it results in a systematic undermining of triki Despit ing i .
market discipline, to the detriment of fiscal SHIKING ONE. LJESPILE Presenting Impressive

prudence, resource allocation and economic SJo}tvsz [+ }oos &o (E u A}
growth the changes made to it over the course of the

crisis, Nyborg misrepresents it empirically in
EC }JEP[e }}IU ]Jv e« vof tivo }v ] qpbhtically misleading ways.

assertions about the EQBcrisis response,
followed by a policy proposal for the future
collateral policies of central banks. The first
assertion is that the E(Bcollateral policies
were too accommodative, effectively
disincentiveing banks and a@vernments in
distressed countries from restraining their
borrowing in a prudent manner. The second
assertion is that the E(QBcrisis response was
largely ineffective and that its protracted
liquidity expansion strategy had disconcerting
consequences fahe ECH balance sheet, with

~ VT/Ililcl v:/é(agtrze;: (%hat the EBcrisis response
was largely ineffetve (until the summer of
w§ Froggse a different interpretation of
derlying reasons. Indeed, we note a
parad} £ ]J]v EC }EP[s A}JEIX &}E o00 3§:
about the unfortunate consequences of the
ECB ineffective crisis response, it is striking
that he never attempts to explainvhy the

(s & E] ( %] s]tv }( EC }EP[:
narrative (section 2), we demonstrate
empirically that the ECB haircuts were not
"1A EoC P v Elue }E ~38}} luu} 8]
lower quality bank debts andyovernment
bonds, as Nyborg claims (section 3). Following
this, we demonstrate that it is also not true that
market inputs were absenfrom the ECB
collateral policies, another core claim by
Nyborg (section 4). We then providé&he
ujJee]vP o]vl_Jv EC }EP][- }uvsu

S/Iv WE}% U EC }EP v}S «U ~"SZ u}pRrECB with relatd@Cou]v}E& [v% pusS (E}u SZ u EI
vli u}v C vi v} 8§ ]vY P ]Jved RNyborg 2017: xx).
e« HME]SCU 8Z + pE]SC[* }o0 8§ E 0o A op Ul]e 38 C §Z
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why the ECB crisis response (up until summer
2012) did not and could not work (section 5).
We further argudhat had haircuts in fact been
more aggressively increased, as Nyborg
suggests would have beersirable, the crisis
would likely hare become deeper still, with
potentially dire ramifications for euro
resilience. What tackled the European
sovereign debt and bank crisis, eventually, was
that the ECB finally addressed it not as a
funding liquidity criss, but as a market liquidity
crisis,and committed to providing the needed
elasticity to the system. Last but not least, we
argue that the disciplinary haircut regime
proposed by Nyborg would be profoundly
procyclical t undermining rather than
enhancingihancial stabilityt and hence would
lead central banking in the opposite direction
from what is needed to stabge marketbased
credit systems (secti@® and 7).

/v pv
and the new mode of disciplinary central
banking that he proposes, wenobilise the
money view literature on markebasel
finance and its implications for central
banking® Apart from making a contribution to
key corwversations in the emerging field of
critical central banking studies, we hope that
this paper will help stimulate a wider
problematsation of a set of policies that are
potentially dangerous, both economically and
politically, not least in a political climate of
Increasing economic nationalism in Europe
(Rodrik 2017)

6 At the heart of this literature stands Perry

D ZEo]vP[e ~1ilhe NéwLdmbard Street
Other core contributions include Gab&(016),
Mehrling (2011, 2014), Mehrling et al (2012), and
Pozsar (2014

" Refinancing operations without quantitative
oJu]Se ] S Eu ~(poOoO
phrasing.In addition to full allotment and maturity
extension (from 3 months to 3 years), Nyborg
highlights thee further policies adopted by the
ECB over the course of the crisis to enhance
liquidity: initiation of outright purchases of

ES I]vP 8Z]« & A] A }( EC YEP[*sw 0Cpl* 3Z C ]

oobSu vs_ ]v
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2. Ez KZ'[" E Z£E d/s

Nyborg builds his narrative about the necessity

for v A Z ]e 1%0]v EC[ u} 0]3C }(
banking on a close reading of the EHCErisis

response and the changes thatetleCB made

to its collateral framework over the course of

the crisis.

Followingthe collapseof LehmanBrothersin

September 2008, the ECB made such
NelPV](] VvS Z VP o S} ]S ulv S
}% @E 3]}ve U EC }JEP } « EA U 3§:
}veS]Spus AZ § Z 00" Ne %
Juu} S]JA _ u}v 8§ EC %}o] C ~EC

2017a: 4345). Theintroduction of unlimited

refinancing  operations  with  extended

maturities was particularly significant, he

00C "% E}A]
with almost unlimited funding from the central

banlU }veSE ]v }voC C Vie|
collateralhoo JvPe ~EC }EP T1iO0W 17X

o]l

But the collateral constraint was soon to be

relaxed too, Nigorg notes. In parallel with the

expansion of the supply of central bank

liquidity, the ECB eased the terms fhich

banks could access it. Thus, although the ECB
cloo 8§ E o o0]P] ]o]8C Epo « A E o
E o &£ U S3SZC A E ¢z E E o .
course of the crisis (Nyborg 2017: 60).

securities for monetary policy purposes

purchasing of assdiacked securities without
sterilisation; and decreasing the reserve
requirements for shorterm liabilities (from 2 to 1
per cent).

8 Even before the global financial crisis and
SILE} %o [* o ¢ <p vE «}A E |Pv S
Eurosystem accepted a broad range of asset
classes as collateral in its open market operations
(Wolff 2014). The ECB accepted not only a wide

E vP }(u &l S o }oo s & oU MNE}u P},
bonds to uncovered (unsecured) bank bonds and

E]+]eL
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For purposes of assessing collateral pledged to

accesxentral bank liquidity, the ECB classified
all assets in three sset quality categories, of
high, medium and low quality.Assets with a
credit rating between AAA and -Awere
considered high quality, whereas assets with a
rating from BBB+ to BBBwere deamed
medium quality. Assets with a credit rating
lower than BBBwere considered low quality

and not eligible as collateral In credit
operations with the ECB.
In this system, the shortest route to

broadening the collateral framework was by
lowering the minimum threshold for asset
eligibility. This is exactly what ¢hECB did. In
late October 2008, little more than a month
after Lenman Brothers collapsed, it lowered its
minimum credit rating threshold from -Ato
BBB!!

asset | o
u EI s o
that whereas the USdé accepts only two types of
marketable assets, namely debt instruments issued
by central governments and by public sector
institutions other than central governments, the
ECB also accepts debt instruments issued by
central banks, supranational institutisncredit
institutions and norfinancial corporations and
some nonamarketable assets (ECB 2013a:9).

9 Until 2007, the main distinction on credit quality
that the ECB deployed was that of Tier 1 assets vs
Tier 2 assets.

10 However, over the course of theisis, the ECB
made exceptional and timimited suspensionsf

the minimum credit rating threshold for countries
that saw the credit rating of their sovereign debt
drop below the BBBhreshold, so as to maintain
their access to central bank liquidity. TREB

made special provisions for Greek government
debt in May 2010, and again in July 2012. For
Cyprus, the exemption from the minimum credit
rating threshold was afforded from May to July
2013, when its credit rating dipped below BBB

11 At first, assetbacked securities (ABS) were
exempt from this lower credit rating threshold, but
over the next few years, the ECB gradually moved
from an AAA to a BBBredit rating threshold for

MHE]S] « U pus

o} « A E
ee & ~EC }EP fi$i6+XdZ
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A second major expansion of eligible collateral
occurred in the context of the lontgrm
refinancirg operation (LTRO) undertaken in
early 2012, Nyborg gues. The ECB now
admitted more than 1M00 new securities to
the public list of eligible collateral, thereby

]lv € <]vP ~SZ vyeach@nd}lital&n
eligible collateral by 198.5 and 70.8 percent,
E *% 3]A oC_ ~EC }@ER neWioW

securities admitted to the list of eligible
collateral were unsecured bank debdtsData

on which banks used this round of ECB liquidity
strongly suggsted that the inclusion of

HVe
package to support, or indirectly bail out,

Vie Jv "% JvU /S oC vn&ex v
(2017:177)13

By further easing up its already relaxed
collateral eligibility criteria, he ECB was
vs E]JVvP vP E}lpue
view.* Seen over the full period, from 2004 to

tbegevdssets too. In June 2012, the lower threshold
waSdnedqg applicable to ABbased on auto loans,
leasing, commercial mortgages or loans to SMEs,
and in July 2014, it was extended to ABS based on
credit card receivables (Wolff 2014: By mid
November, the ECB took a further step to augment
collateral eligibility, deciding to aept marketable
debt instruments issued and denominated in a
number of foreign currencies (USD, GBP, J@Y5.
was sibject to the condition that the issuer was
established in the European Economic Area (EEA)
and that the instruments were settled in the ewu
area.

12Nyborg noes that thesesecurities had first been
made eligible, as a temporary measure, from
October 2008 to December 2010. It then took a
year beforethe measurewas reintroduced, this

SJu ¢ % E&u v vs ( SUE }( sz
collateral framework.

BB From December 201 btMarch 2012, Spanish
banks increased their aggregate Eurosystem credit
from 85 to 315 billioreuros Italian banks from 161
to 268 billioneuros and French banks from 63 to
144 billion euros (Nyborg 2017: 176),
corresponding to a combined LTRO uptakd 18
billion euros

14 |n addition to thechangesalready mentioned,
Nyborg highlights three further changes that

uE v Se A o "PerdES }(

& EE]3}ECU

iTeX

\Y

U EC
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2013, the nominal value of eligible marketable
collateral nearly doubled from .3 to 142
trillion euros (Nyborg 2017: 54). Further, as a
consequence of & liquidity interventions, the
ECB balance sheet expandecbnsiderably,
from 1 trillion in 2006 to & trillion eurosin
2013, with a considerable, implied decline in
the overall quality of assets accepted as
collateral®

Nyborg invokes Klaas Knot, head of the Dutch
Central Bank, to make the point that as of
result of SZ [ kquidity injections
UE}*CeS u oV +Z S« A E
more and more exposed to economickriand
%o}O]é] 0O %0 & e°ep®& -~ ]é
A~ A vip ooC _U y& Qitih@e Rote this

tpo  ~E eposS v

v P §]1A %]3 0 v v3E o
Z S U %}S vS] o0oC pv

Vv Jv % v vid). ~]

The ECB strategy of abundantly

accommodating the liquidity needs of banks
was not only dangeroug both economically
and politicdly t but also largely unsuccessful,
Nyborg stresses. Even after having shifted to
liquidity provisioning without ratiod v P

00}Su vsS_ U v (S E Jv &
more than tenfold (from 3 monthgo 3 years),
stress in government bond marketentinued.
Given that even unlimitecamounts of long
maturity liquidity proved inadequate to calm
SZ u &I s-U §Z
strategy could hardly be said to have been
successful, Nyborg concludes.

It is difficult to disagree with Nyborg his
overall assessment of the relative
ineffectiveness of the ECHiquidity expansion

broadened collateral eligibility. First, unsecured
bank debt trading on ECB approved regulated
markets wvasmade eligible; second, subordireat

debt could be made eligible if it hadequate
guarantees; and third, fixeterm depositswere
included in the list of eligiblaon-marketable

assets without a haircut.

15The two LTROs undertaken in late 2011 and early
2012 alone amounted to 1 trillioauros provided

Alnd
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strategy. However, a core problem with
EC } @s&skssmenis that he fails to offer an
account of why the strategy wasot working.
Instead his readers must settfer an implied

%0 v §]}JvX EC }EP[s }JA E E Z]vP

the limited use of market inputs in the EEB

collateral framework created a host of
problems in the Eurozone, ranging from
Increasing fiscal imprudenceamong its

member states and distortionof resource

allocation toan underminingof the credibility

of the euro and an endangering of the

%Wq\_ﬂce of central banking from
democratic politics.

161 v E QAgMRSP allithésk dilimehts, Nybopgovidesa

simple but allegedly powerful remedy: to give

el S ofS] o hair¢ysyr & disciplinary role.His proposed
widaality af \collateral policy would create a
(E u]v]v Pclgse link Betwedro {leeCfiscal prudence of a

state and the price it would need to pay for
central bank money.

dZ % Eeol e ] A
relies mainly on the @ep resonance between
its implied, ultimate causd collateral policies
SZ S *]PvVv S}

N o u

problems thereby created.

%}A E }( EC }EP]e

B ]E puA vs u
~/~N(unodiscipline t and the discipliney haircuts
* | ifesaribeg @]t ebvious remedy to all the

However, as we shall now seeEC }EP][-

analysis is flawed at severahictures, and the
policies he prescribes are misguideadeven

[+ ol<u] 1S Cyanferbus! bbitY economically and politically.

To uncover these problems, we start with his
core empirical claim about the EERollateral

policies over the course of the crisis, namely
§Z 8§ $Z C A E
stateson the periphery of the Eurozone

to banks, corresponding in quantity roughly to the
entire consolidated balance sheet of the ECB prior
to the crisis, 1142 trillioneuros(Nyborg 2017: 43).
16 Measured relative to eur@area GDP, the
HE}eCeS u[fe o Vv <Z S ]J1B83%n -
2000 to 24%in 2013 (Nyborg 2017: 13). The
endpoint figure corresponds roughly to the
equivalent for the Fed and Bank of England (ibid.)

"st} P v Ejpe_

S}

(E}u

u
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3. . /Z hd~t Z EKd ZdKK
" E ZKhA]

Nyborg argues that the ECB provided too much
liquidity, at too generous teri The haircut

changes made by the ECB call for considerable

gualification, however. The ECB did indeed
vigorously provide liquidity to European
banks!’ However, it did so while at the same
time sharply raising its haircuts for lower
guality assets, whetr government bonds or
unsecured bank debts with a low credit rating.

3.1 Haircut changes on government bonds

Before October 2008, the ECB applied identical
haircuts to all European government debt.
There was no distinction between higand
low-quality collderal in this asset class. After
the collapse of Lehman, the haircuts on highly
rated government debt remained at the same
level, while all of lower rated government debt
was assigned haircuts that were 5 percentage
points higher than the equivalent for dher
rated government debit.

Overall, three observations about changes
made by the ECB to its haircut schedule stand

17 An initial Zredit enhancement programe|[ A -
followed by five successive rounds of extraordinary
long-term refinancing operations (LTROS), between
May 2009 and February 2012, the last two of
which in and of themselves supplied a trillion euros
to European banks.

18|n the period discussed by Nybotdrom late

2004 to early 2014 the ECB made major changes
to its haircut schedule at three specific junctures.
New haircuts took effect on 25 October 2008, 1
January 2011, and 1 October 2013. The main
haircut changes at these junctures were as follows
(Nyborg2017 79-87): In October 2008, unsecured
bank debt was rade eligible, subject to an
additional haircut of 5 %; subordinated debt could
be eligible provided it had adequate guarantees,
subject to an additional haircut of 10 %; and
haircuts were increased fahe unsecured debt
instruments of credit institutionsdn January 2011,
haircuts were increased for marketable securities
in liquidity categories {Y/; and haircuts for non

Jakob Vestergaar® Daniela Gabor

out (see Table 1% First, haircuts for high
qguality collateral were kept at a low level
throughout the crisis? Second, for
government lmnds with a low credit rating the
opposite trend prevailed. Seen over the full
period, low rated assets faced a dramatic
Increase in haircuts, in the range of 550 to 850
basis points (depending on residual
maturities)?® Third, the haircut spreadt
between assets with a low (B to BBBand a
high credit rating (A to AAA t jumped 500
basis points in October 2008, was unaffected
by the January 2011 revision, but increased
again in October 2013, with 50 to 400 basis
points (depending on residual maturities).

Over the full period, haircuts on government
bonds with a low credit rating and residual
maturity of less than one year were increased
12-fold, from 0.5 % to 6 %, whereas the same
class of government bonds with a residual
maturity of 710 years was nearltripled, from
4.5 % to 13 %. These are hardly trivial increases.
On the contrary, haircut increases of this scale,
iIn and of themselves, put additional pressure
on the liquidity of the government bond
markets of the afflicted countries.

marketable securities were also increased. And
finally, in October 2013, some haircuts for
marketable securities were decreasedv " (} E
marketable collateral in liquidity categories I, Il and
[, with a rating of A} (E
v A E v o}A E }A E SFearou}es
% E]} Spu] Z E _
9n the case of higlquality government bonds
with residual méurities of more than three years,
there is even a declining trend, with haircuts
ending up 50 to 150 basis points lower in 2013
than they were prior to the crisis.

20 Note, however, that the January 2011 changes
gave a small decrease in haircuts for afleds with
a residual maturity of more than 3 years. For
government bonds with a residual maturity
between 3 and 10 years, the haircddcrease was
50 basis points; for government bonds with a
residual maturity above 10 years, the haircut
decrease was 300asis points.

§§ E U Z |E usde Z
o A v
~EC YEP 11i6W 68X
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Tablel - Haircuts on government bonds (in % of market value of t@lateralf!

Before Lehman After Lehman(Oct From Jan 2011 From Oc013
collapse {Sept 08) | 08-) High CR.ow CR High CR.ow CR
High CR.ow CR High CR.ow CR
RM: 01 0.5t0.5(0) 0.5t5.5(5) 0.5t5.5(5) 0.5t6 (5.5
RM: 13 1.511.5(0) 1.516.5 (5) 1.516.5 (5) 2 18 (6)
RM: 35 3t3(0) 318 (5) 25175 (5 2.5110 (7.5)
RM: 57 3.5t3.5(0) 3.5t8.5(b) 318 (5 3111.5(8.5)
RM: 710 4.514.5 (0) 4.519.5 (5) 419 (5) 4113 (9)
RM: > 10 8.518.5(0) 8.5 113.5(5) 5.5110.5 (5) 7116 (9)

Note: RM=residual maturity; CR=creuditing

3.2 Haircut changes to debt instruments of
banks (liquidity category V)

Nyborg objects to the far too favourable terms
on which banks in distressed countries could
access credit from the ECB by pledging
unsecured bank debts as collateral. The actual
changes made to haircuts applied to the debt
Instruments of credit institutios, including
unsecured bank debts (that is, for assets in
liquidity category four), do not lend themselves
to this interpretation, however.

Tables 2 and 3 present the haircuts for
securities in this asset class, for the shortest (0
1) and the longest (>10residual maturities
respectively. As a rule of thumb, the haircuts
listed for assets with high and low credit ratings
can be regarded as applying to the debt
instruments of German and Italian banks
respectively.

Again, three observations stand out. Eiren
the short maturity spectrum there was a
substantial raise of the haircut from 2 to 6.5 %
for highly rated assets in 2008, but after that no
changes. For short maturity assets with a low
credit rating, the haircuts increased from 2 to
11.5 % in 200&hen to 15 % in January 2011.

Haircuts increased thretold for highly rated
assets, in other words, but almost gold for
assets with a low rating.

Second, haircuts for longer maturities exhibit a
similar trend: a large increase at the beginning
of the period for highly rated assets (increasing
from 8 to 20 %), with no further changes later,
as opposed to a larger and more continuous
increase for lower quality assets (increasing
from 18 to 46 %).

Third, focusing on lower quality assets, haircuts
were ircreased more than seveiold, from 2

to 15 %, for securities with a residual maturity
of less than a year, and for low quality
securities with long residual maturities to
almost 50 %. We suggetbiat such haircuts do
not match their depiction by Nyborg as}A o C
Pv E}ue_ 38}} A ooX /v
Imagine that haircut increases at this scale did
not add substantially to the already severe
liquidity strains of troubled banks in distressed
countries.

2L All haircuts cited iTables 1, 2 and 3 are for zero coupon (as opposed to fixed coupon). Data aréhérom

ECB (2017b) and Nyborg (2017:764.
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Table2 - Haircuts on bank debts with short RM (in % of market value of the collateral)

Low CR High CR Difference
2004 t 2008 2 2 0
2008 t 2010 115 6.5 5
201112013 15 6.5 8.5

Table3 - Haircuts on bank debtsvith long RM (in % of market value of the collateral)

Low CR High CR Difference
2004 t2008 18 8 10
2008 12010 25 20 5
2011 t2013 46 22.5 235

4. TOO LITTLE MARKET INPUTINECB  Jv%opus (E}u sSZ u EIl s ]Se o( s} .

COLLATERAL POLICY? collateral value in Eurosysti }%. & S]}ve_U
_ _ _ EC }EP }v op U ]Je "SZ u EIl S % E
Ny.borg IS astonished by the mfrequency of ECB V(&2 100 § E 0 ~EC }EP 1iioW
haircut Changes. The average tlme between U%*Z}5U EC YEP EPp +U ]» 8Z § 7L
each new haircut table was effectively more ue _ lvoC 3} ANe 00 PE v &Z

than three years, he notes. For some securities
the haircuts even remained the same
NEZEIUPZIuS §Z 16081 Ch¥e E]} Whep thezamount of entral bank money that
focused (Nyborg 2017: 835). a bank can obtain from the ECB against

_ collateral is influenced only to a limited extent
Apart from these infrequent updates to the by market forces, market discipline is

Z ]E use + Z po U "8Z }voC A ¥iferificAly Frdi¥nined and, as a result,
about a harrcut change for an individual  poney and asset markets are systematically

* HEISGC_U EC }EP } - EA U Eiorted 4Nytorg 2% 3035)22 In fact,
E pSlviv E -] pousu@Edsc_ E’c; TP aliv EU "5 %% E- §2Z
& SJvPe Z vP 'Z}UO SZ “E]%Qturesc%fstl]méf RranéWdrk are designed to

below A or BBB _ ~] ] X ']JA v 8Z § ]}CEZpuA Vi U El & J* Pho]v _ ~] ] Xe
]l €S v Pv & ZvP e 8§} §8Z [ -

Z ]E pde E <} JV(E <p v3U §Z2dZvoESHVVEZ S SZ [+ }00 S E 0 %o}
market inputs is considerably off target,

collateral framework (Nyborg 2017: 178).

22 For a similar line of reasoning, s€éenzalez 23 Nyborg identifies no less thal aspects of the

Paramo, member of th&eCH €xecutiveBoard ECHe }o0 S E 0 E <U]E u vSe SZ S " u%o ]C
Au llvPh Al @& vP }( 0o]<pu] Vv ]OO]{(MIE e §e u EI § ] |%o0]v _~EC }EP Tiic
eligible for central bank refinancing mayf not highlight just a few; nomarketable assets are

adjusted for by the central bank via risk control included in the set of eligible collateral; a

measures and adequate pricing politiead to a substantial fraction of eligible collateral is based on

preferential treatment of illiquid assets relag to ZSZ }E S] 0 % E&] *[U ¢ }%%}e S} u EI
liquid ones, raise the relative price of illiquid assets and when market prices are finally used, they are

and lead to oversupply and a consequent impact (8 v Ze§3 0 [ ~]1X U p% 3} (]A Ce }o X

v & ]S oo Gorzhlearamo2009.
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however. At the he ES }( SZ [+ }oo ts Iéasenm the link between market valuations
policy are daily collateral valuation and of collateral assets and access to central bank
margining practices. These practices are liquidity. This makes it all the moparadoxical

operated to ensure that the amount and that Nyborg is so insistent on his identification
guality of collateral is continuously adapted to of there being too little market input as the
reflect changing market perceptions of credit, 1E (o A }( §Z [* }o0 S (E 0 %}0]
counterpaty and liquidity risk. the crisis. Paradoxical as it may be, it reflects a
% E }v %SH o0 <Z}ES }lu]vP }( EC

In the words of the ECB itself, its madk
market and margin call practices are adopted
S} "% E}S S SZ HE}eC*S u P JvhbougaoutERisl book, Nyborg fails to
financial loss if underlying assets have to be distinguish between what is required of central
realised owing to the default of a bank collateral policies in normal times and
luvs E %EABRQL7a). If the market value  times of crisis respectively.This is particularly
of an asset pledged by a bank to access central surprising given that the distinction is standard
bank liquidity falls, the ECB will demand that methodology in the terature on the collateral

work.

the bank pledges more collateral so as to % }o] ]« }( VvVSE o vle ~ [N TIIAW ieX
continuously ensure that the market value of SJu « U SZ vl }( /vs Ev S]}v o ™ SS
the collateral pledged to the ECB mag¢shthe ~ [Ne v}S eU N~ }0o0 S E O %0S V S
liquidity provided to the bank. becomes more conservative in private

_markets, CaEnd tr’&e olol of assets deemed
0 Ssuclllzrab?e a{s coh‘aterz}al shrinks as the perceived
EJel }( e Se v JuvsS E% ES] « E

§ 15« AEC }E U §Z [« }oO
IS concerned, in other words, with ensuring

that Ilq_wdlty 's provided to banks only in 2015: 5). Under circumstances of financial
proportion to the market value of the assets . :
distress, the very point of central bank

SZ C %0 P X E}S }v bopk dee&s }(EP}%0 E &]lve o &) luul § §Z APGE
he discuss the marto-market and margining . E]5C )} o0& E o U C JVEE)
practices of central bank$.His disregard of " . o ”
. . . e/ u%o U *"( ]Jo]S] « SZ S o00}A Vie
these daily practices of aligning the collateral .. . . .
: . . illiquid collateral assets in place of liquid
pledged by banks with market valuations is

. . h derabl th securities that, in turn, can be used to obtain
surpnsmgglven e considerable concern wi (uv VP Jv §Z %o(E]A $ u ElE  ~ /A
market inputs heexpresses.

emphasis added). If, on the other hand, central
While these practices are the backbone of the  banks replicate the comsvatism of markets, as
collateral policies of central banks in normal  Nyborg advocates, the effect will be profoundly
times, they are also at the core of any  procyclical.

readjustment strategy Iin times of crisis.
Ironically, most central banking scholar§om
Walter Bagehot to Girles Goodhart and Perry
Mehrling t would find little disagreement that

a key role of central banks in a liquidity crisis is

In money view terms, what the central bank
needs to do in a liquidity crisis is to stabilise the
system by enhancing the elasticity of its
liquidity provision. If the cemél bank instead

shrinks the pool of assets that are eligible in its

24 No entries are given for these two core practices group of people with IQs in three digits
lv sz Jv £ }( EC }EP[e }}IX (individually) and familiar with (almost) any
2AD |JvP u}v § EC %}0o] C pv & }v [¥3}®u}(] S u &} }viu]l « 8§ £S5 }}l_ }luo
JE E&oC u EI S+ ]« E owig Buftér SZ S déviGe mdetary policy for normal times, Buiter
and SiberU pus ~ o]vP A]3Z o]«pu] ]38 CandSjkérargue (ibid).
E ]S &E Y Buikerpnd Sibert 200X N vC

10
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credit operations t or greatly increases the
haircuts it chargeg it will reduce the elasticity
of the system. Such action, in the midst of a
market liquidity crisis, will only aggravate
matters.

Similarly, if the ECB had insisted on continuous
calibration of haircuts with changing market
perceptions of credit, liquidity and
counterparty risk t and hence on an even
higher degree of differentiation between
haircuts on higher and lower qliy assetst
the consequences would likely have been
detrimental, not just for market liquidity in the
government bond markets of distressed
member states, but for the sustainability of the
euro too.

5. EXPLAINING THE INEFFECTIVENESS
OF ECB LIQUIDITY INIEBIS

tZlJo EC }E&P &Py e SZ S SZ
response was ineffective, he fails to offer an
explanation as to why. Instead, the reader is
left to infer that Nyborg sees the
Jv (( 8]JA v ss }( 8Z [+ &E]°]°
rooted in the flaws of its calteral policies.
Nyborg identifies three major shortcomings in
SZ
adjusted too infrequently, with limited inputs
from market forces; second, differentiation in
haircuts, within and across asset classes, was
too small; and third, haircuts on government
bonds with a low credit rating were too low,
U Z SZ S sZ [* O v JVP S}
indebted countries was much too generous.

In preceding sections, we have seen that each
of these three claims is atdds with the

empirical evidence, as well as conceptually
misguided. If we are to identify the ways in
AZ]l Z §Z [

26 The notion of market liquidity refers to the ease
with which an asset can be traded (without

11
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to the ineffectiveness of its crisis response
(until summer 2012), we need to look in the
opposite directbn to where Nyborg points us.

In essence, there are two layers to an answer
- 8§} AZC §Z [+ &E]e]e & *%o}ve
Jv (( 8]JA X Kv Z e« 8} } A]8Z §Z

schizophrenic collateral policies, the other with

its flawed perception of the nature of the

liquidity crisis.

dZz [+ }o0 S (E 0 %}0] ] °

were schizophrenic in the sense that they
consisted of vastly expanding collateral
eligibility, while sharply raising haircuts on
lower quality assets. Although a dual strategy
of safeguardindinancial stability while at the

same time pursuing risk management of the

[« }Av 0V eZ § o yeo

sense, in fact one undermines the other, in a
period of financial distress. Such a strategy
amounts, essentially, to pushing in opposite
directions at the same time. In money view
terms (Mehrling 2011, 2012, 2014), enhancing
colldtéral Shidibility corresponds to increasing
SZ ™ o ¢S] ]sC_ }( sz E ]S eCe*S ul
higher haircuts for lower quality assets
correspondingly decrease elasticity.cAntral

Bank %ahU6t expand and contract liquidity at
the same time. If it tries to do both, it will
achieve little else than launching two effects

HE]VP

juulv

[+ }00 S & 0 %}0] | X &]Gyorkhfaddistbach O, at worst cancelling

each other out, with the predictable result that
the crisisingers on, unresolved.

The second major problem is that the ECB
addressed the crisis as a banking crisis to be

v | fesqlved by pepgding ample funding to banks,

iIn accordance with the standard crisis role of
central banks as lenders of last resqlR).

When financial distress haunts a financial
system in which money markets and capital
markets are closely intertwined, however,
central bank interventions that aim at restoring

}oo s & 0 %}o] ] findingSifibity 2re unlikely to be enoudhlf

affecting the market price of the asset), whereas
funding liquidity refers to the ease with which
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an asset class held abundance by a financial
institution is subject to a spiral of declining
market valuation and firesales, no amount of

additional funding, provided by the central
bank, will solve its liquidity problem.

As soon as the ECB changed its perspective,
approaching the crisis as a crisis of market
liquidity, the crisis abated. After four years of

repeated liquidity injections to European
vieU D ]} & PZ][* S S U VvS S
Alpo % E % E 3} } "AZ § A

preserve the euro (ECB 2012), cowred
financial markets that the ECB was now firmly
committed to backstopping the values of all
Eurozone government bonds, the core
collateral for European banking and finance.

As Draghi predicted, his commitment proved
sufficient to restore market confidere and
normalise government bond spreads. How
could a few sentences, spoken by the president
of ECB, achieve what 1.5 trillion euros had not
been able to accomplish? How could it make
such a big difference when the ECB signalled
that it no longer addressethe crisis as a bank
funding crisis, but as a crisis of market liquidity?

In financial systems where collateral values are
key to market liquidity, liquidity provision in
itself is unlikely to be enough. In such systems,
If central banks are to backstomuidity, they
are likely to have to engage in a markeaker

Jakob Vestergaar® Daniela Gabor

For this purpose, it ikelpful to think of the
dealer of last resort function as a kind of tail risk
insurance. For example, think of the Fed as
standing ready to buy some select group of AAA
private securities at eighty cents on the dollar;
this is a kind of limit order, an bwf-the-money
trading option, but it can also be viewed as a
kind of credit protection that insures the price
of the referenced security will never fall below

_eighgy. The twentycent haircut is there to serve

the Ssar%e unction that the high interest rate
S%eésln %Iass.icrLEF% Intervention: it ensures that
those who use the facility do so only as a last
resort (Mehrling 2011: 138)

ADu Z ¥ 83Z Ju% 38 }( op Z Jvs EA

comes not from the actual positions taken by

SZ VSE o vi_ U A% o0 Jve

rather from the price support provided by

trading options that may well remain

unexercised and so never show up on the
vSCE o viI[e ov <2 S ~D ZEo]v

111). This statement essentially predicted what

would happen if and when the ECB committed

to backstopping the collateral values of

European government bonds. And so without

ever actually activating the Outright Monetary

D Z&EOo

dE& ve S]}ve ~KDde % E}PE uu U
commitment to intervene almost instantly
stabilised European government bond
markets.

}( 0 S (E «}ES ~-DD>Z+ E}o U (} pe]vP }v ~e}lu

subset of the risky assets that are serving as

}oo S E 0o ~~D ZEo]vPiiil iiie] ] Xe dZ

of such interventions, Mehrling explains, is
A v } S muych to take risky assets off the market
but rather to prevent a liquidity spiral from
destabilising the price of those assets and so,
as a consequence, undermining their use as
collateral in the market - E ]S
(ibid.):

traders can obtain funding for their trading
(Brunnermeier and Pedersen 2009).
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6. ARE DISCIPLINARY HAIRCUTS THE
WAY FORWARD?

Official thresholds for fiscal deficits and public
debts are still not being met by many member
states two decades after the signing of the
Maastricht treaty, Nyborg notes. Indeed,
N %0 ]S -bailolt claug in the Maastricht
d@E sSC U Z }vS]jvpu U A
states have become an integral part of the
( &] }(sZ
end of the day, these perpetual bailouts have
been caused by sovereign states being allowed
to act inviolation of agreed rules and against
the spirit of the European Union, Nyborg
argues.

dZ [+ &E]e]s E *%o}vVve Y
policies cannot be held entirely accountable for
this phenomenon, but they have contributed

§1 18 ( % 0oCU ]v ,Bog maEmy[theA] A

cost of borrowing far too low for the banks and
governments of distressed countries. There is a
silver lining, however, Nyborg notes. If
collateral policies are designed so as to embed
and reinforce mechanisms of market discipline,
they cancontribute crucially to the prevention
of central bankfacilitated overborrowing in
the future.

Instances of oveborrowing could be
prevented, Nyborg argues, by using haircuts to
discipline countries to adhere to the debt and
deficit thresholds of theMaastricht treaty.
NdzZ o] ]* *Ju%o U EC }EP S
to-GDP ratio of no more than 60 percent is

«]E U o0 C}p Z A 38} }
haircuts progressively in the debd-GDP ratio
Clv §8Z]e ~EC }EP 1iioW

mechanism canbe established for fiscal
deficits, such that haircuts are Iincreased

27In fact, Nyborg reflects, one might consider
raising the haircuts even before threshold levels
E E& Z U ¢} S} (LESZ E Jv E
incentives for member states to adlre to the
u £Jupu o A oe_ ~] ] X
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progressively as fiscal deficits exceed the
agreed threshold?’

"DC % E}%}e O A}(E|’_U %0 JVe
reducing the liquidity and value of a highly

]lv. S JUWWVSEC[e }v 017 }EP 1
258). The effect is to increase the borrowing
}eseU SZ E C & p ]JvP sZ

E

N %o Y0

] o} uSkorlowing in exgess of the Maastricht treaty

thresholds. The disciplining effect is contingent

LHE} ~EC }1EP Tiiow thé seade ofsthé haircut discrimination, of

course. Only ithe increases in haircuts are
substantial, will the disciplinary effect be
significant, Nyborg notes. The uniqueness and
«SE VvPSZ H( SZ %0 (E } %0} 0U
stems from the fact that it will effectively rein
iIn the power of sovereigns by carefully

lv EC

IS Eleplz))(?n?g ﬁwecgu&anational status of the ECB.

(3 @ §Z 35U EC }EP «puEu]s *U ~u E|
§Z € +§ ~EC }YEP 11i6W 1fideX

Nyborg acknowledges the possibility that some
countries may still experience periods of
excessive deficits and debt, despite the
introduction of disciplinary haircuts. For
Nyborg, finding ways to secus®vereign debt
Is therefore one of the most important
challenges for central banking. The task is
*% | 00C Ju%e}ES vS ]v N tuulv
E U Z  SZ u&E} €& U e Sz
problems of one country may soon become
problems other member states have to tackle.

The solution Nyborg proposes is to make
golareral €ligibility Sof government bonds in
ECB credit operations contingent on member

| statebvagieeing to secure their debt issice,

C *]PV]VP p% (}E Vv N ee 3 « E}A

TR 6 {Nybarg 2047u 25261). This would make it

possible for creditors to confiscate assets
pledged to secure sovereign debt, with no legal
recourse for their previous owners.

28 States would still be able to issue unsecured
debt, but as tins would not be eligible as collateral
inerepd3rading with the ECR,would be more
costly, in terms of haircuts and potential margin
calls.
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A crucial feature of such a systewould be
that whatever assets used as collateral for
these purposest AZ $Z E ~3 £ E
JuvsSe }E "% Z Cerhenaberstates
should not be able to expropriate them back
after a default (ibid). While this would involve
rel]PV]VP A C «}eign sights@ander
Jvd Ev §]}vo v v 3]}vo oA
E % E VS AA L VIVP }( o}A
v % & S] SZ }voC ((
fiscal profligacy and Ilimit the ability for
E]Jviu veZ]% U EC }EP EPU

In the case of Greeg for instance, there is no
shortage of assets that could be sold off to
ne (EA] Vv

us sZ €& ] vy u Z v]eu sZ s 7
el Z » 0 ¢ v -dndideredplan as to
AZ & o0 8¢ 5} ¢ 00 ~EGCH@AR 1ii0

asset escrow scheme would rectify this
predicament, Nyborg argues. If the debt had
been explicitly secured, these arrangements
would have been in place long before the
situation spun out of control. It is the absence
of sound mechanisms and procedures for
securing sovereign debt that allowed Greece
NS} Z}o HU%o SZ E S }( SZ
implicit threat of a fulblown crisis, arising
from contagion to other eur@area member
e§ § e UEC }EP % Jue ~] ] X

EC }EP[e % @&} %o}e 'C'é u }(
haircuts and asset custody is a manifestation of
his conviction that access to liquidityboth in
terms of its ease and costshould be closely
tied to the forces of market discipline. The core
idea Is that central bank credit operations
should be devisedso as to function as a
disciplinary system of reward and punishment.

291n passing, fborg discusses using haircuts on
collateral as a disciplining device on private banks
too (Nyborg 2017: 261). When banks access central
bank funding, haircuts on the collateral they
%0 P Y S ]Jo}&E S} & (o
u uE& « U EC }@&ie). Ith&mnguts are
increased as the financial health of a bank declines,
§Z vl AlJoo ~ u}E ]v o]v
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Good quality collaterak government bonds of
fiscally prudent statest should give lowcost
ac¢éass to central bank money; poor quality
collateral t government bonds of fiscally
recklessstates t should cause access to central
bank money to be possible only at very high
cost

ntral bank credit provision
g , In other words. Yet
rhaps even more importantly for Nyborg,
\,\jl Jdlty)PrOVISIon organised algnthese lines
ld mobilise central banks to perform a
disciplining function over governments that
other European institutions have failed to

E % C Z E & U BQokEish. v} «U

H\()we\\//él}g%tifying such a system might be, Iin
wns 0f its moralising premiums, the main

%0 O u A]SZ EC }CEP[ %oCE}%o}' 0 ]
not serve the primary purpose of ensuring
financial and monetary stability. If haircuts

were proportional with fiscal defici@nd public

debt to GDP (by a ruleased, automatic
mechanism), collateral policies would exert a
profoundly procyclical and destabilising

ﬁanL@nce E& éLE'[ orkcollateral markets, but on

financial systems more generally.

/[E}v] ooCU EC }EHaireutgdwolbo]v EC
be detrimental not only to market liquidity, but
aI Q ti /cenfﬁoal 8? balance sheets, because

r liqurdity provision would be
msatlable iIn a collateral policy regime that is
systemically procyclical. Using haircuts on
sovereign ébts, pledged as collateral in order
to access central bank liquidity in a disciplinary
logic of reward and punishment would thus not
resolve but prolong a market liquidity crisis.

equity or seek resolution before the situation gets
Ius }(Zv _ ~]1] X /v SZ]e Juve]}vU EC ]
proposal mirrors that bMervyn Kingin which

] 1% 0]v EC Z JE pnSe %0 C Eunu] o E}

S ™| Cproposal, however, is launched in the context of a

particular type of narrow banking proposal, a type
of thinkingfrom whichNyborg explicitly distances

S} & ]himself]&GéeWNyborg 201263-73).
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1. zKE ZD Z< d [N [W>

In the absence of an explicit identificatior o
SZ ue }( sZ v ((
Initial crisis responsamarket disciplinesilently
becomes the alpervasive explanans in

EC JEP[s v EE 3]A X /8§ A« §Z

input in its collateral policies that steered the

[+ E]°] E&so-thokoughly off trackt
and the way forward is to take such inputs to
their logical extreme, by embedding them in a
rulesbased, automatic mechanism of
disciplinary haircuts, reinforced by an asset
custody scheme.

Given that it guides his negative assment of
SZ [¢ E]e]s & *%o}ve U
for a more appropriate modality of central
banking, it is not an exaggeration to say that
Zu EI S ] |%o0o]v [ ] }Vv
}( EC YEP]-
unfortunate that his use of it is normative
rather than analytical.

The notion of market discipline encapsulates
an ethic of letting markets reinforce what is
good and virtuous, while punishing the bad and
the vicious (Vestergaard 2009). With respect to
funding, market discipline expresses the idea
that market forces, if allowed, will ensure that
funding flows to those who deserve it, because
price differentials would then reflect the
relative riskreward profiles of competing
assets.

In a conceptualisation of oéral banking as a
system of disciplinary powet where credit
provision is used to reward high quality
collateral and punish low quality collaterdl
there is no conceptual space for concerns with
market liquidity. Embedding a logic of market
discipline n central bank credit operations only

Vhv €& §Z
two subreferences that have to do with liquidity.
Kv ]Je Zu EI S (}&E v (pv

}( SZ
131X /8§ ] §Z E (}Eliquidity, Nyborg} sees only an absence of

Jakob Vestergaar® Daniela Gabor

makes sense conceptually ifuandingliquidity
logic. Once the horizon of central bank crisis

/'E [nterventions shifts from Institutions to

markets, and therefore from funding to market

§]1A v <« }( ligudity, alogic of market disdipe has little to

offer, predicated as it is on an atomistic
conceptualisation of the financial system. The
languhgé (ofumaeKetsdiscipline simply cannot
articulate concerns with market liquidity, nor
guide central banks in addressing market
liquidity crises.

Against this background, it is hardly surprising
that Nyborg makes no reference to the concept
of market liquidity at alf® While there are
}l ve }( VvSE] »« (JE Zu EI 8
Zu EI1 $ (}J& <[U ]Jv sZ

distinguish between funding and market
liquidity. And hence,where money view
Jaolars} see %hé ofragile dynamics of market

market discipline on governments and banks.
Although the particules are specific to Nyborg,
his analysis may be said to reflect a wider
tendency of much central banking scholarship
S} (]Jo S} » %% E ] S SZ o0]<u]
SZ +Ce*sS U

§ PYEC }( Zu EIl § (ME o W]SEEH ~EC WEete aoaMbia few
e 3o ~EC }EP

E (E v S} Zu EI § o

u vsS o @0led) BASSC1A9162).

~EC YEP 1ii6W ii6sU §Z }3Z E ]» Zu EIl § (JE + v
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8. ABAGEHOT RULE FOR
COLLATERAED FINANCE?

Jakob Vestergaar® Daniela Gabor

while at the same time ensuring that it did not
make any financial losses (Bindseil and Laeven

_ JJIOW_ T¢eX ~dZ]e ]JooueSE S « SZ f
'The.pre.ceder V 0OCe]e }.( EC }EP]- A}ﬁ/&lﬁ °0}P] UV EOC]VP §Z >>Z U &
Implications beyond the particulars of the (ibid.%.

[¢ E]*]s & *%o}ve X d} S ¢ }us S P v (E]
lessons for central banking going forward, a tZ]o Jv » ]o Y > A v][e E]S]<«u
brief reflection on an early assessment of EC JEP[+ A}EIl ] ]Jve]PZ3(poU §Z
EC JEP[+ A}EI C 3A} | C (]P wpeEsoriptlgqn i$ groblematic. Ifact, what they
European monetary establishment is expedient propose overlooks the specifics of what is
(Bindseil and Laeven 201%). required of central banks to safeguard financial

stability in liquidity crises of collateralised

As we have seen, Nyborg argues that th terms financial systems.
on which the ECB provided Iliquidity to
struggling banks were too generous. Implicit in Jve]Jo v > A v u} ]Jo]e P Z}S[e Jve

this criticism, note Bindseil and Laeven, is the
ide SZ S P Z}S[e (EUO esUPP *So
banks should be offering liquidity freely on
terms that arelessfavourable than the terms
offered in private markets? This, in their view,

IS a serious misunderstanding (but one that is
nevertheless not uncomon):

(The Bagehot) principle is often misunderstood
as implying that the central bank should lend at
terms that are less favorable than the market,
even in a crisis. In fact, the opposite is true.
Loan terms should be less favorable compared
to normal times, but precisely because of
market malfunction during a crisis they should
be offered at belownarket rates during a crisis
(Bindseil and Laeven, 2017:32)

Iv Jve]Jo v > A v[e
engaging in lender of last resort (LLR)
operations t on terms that were favourable
compared to market ratest that the ECB
prevented a financial meltdown in Europe,

31 Ulrich Bindseil is the chief economist of the ECB
and a formercolleagueof Nyborg, and Luc Laeven
Isthe directorgeneral of research at the ECB.
2dz S }v P Z}S[e Jve]PZS-
of last resort role of central banks has a long
history in central bankingcholarship. Key
contributions include Bordo (1990), Fetter (1978),
Freixas et al (2000), Goodhart (1999, 2000),
Goodhartand Illindg (2002, Hawthrey (1932),
Humphrey (1989), and Laidler (2003).
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as if they translate into contaporary central
b&iakidg chdllenges in a straightforward,
uncomplicated manner. We argue that this is
not the case. The realities of banking and
finance today are such that, to address
financial stability concerns, two things are
required of central bankdyoth of which go far
beyond the strategy advocated by Bindseil and
Laeven: that central bankadopt a market
maker of last resort (MMLR) role, and do so in
a decidedly countercyclical (nen
schizophrenic) manner.

Lender of last resort funding for finantia
institutions may buy time, but ultimately the
only way a central bank can address a market
liquidity crisis is by committing to put a floor
under the value of the securities subject to
ﬁqui’éit)/' spir%ls. The best way to do so is by
Intervening in the mé&kets where banks fund
themselves, backstopping the values of core
assets used by banks to obtain funding in
money markets. If the market values of core

3 P Jved EC JEP[* E % & Yu%o0 vis §Z

haircuts are modifiedar too infrequently, Bindseil

and Laeven stress that when collateral frameworks

Vie % % 0C Z J]E usSe SZ S
stable through the financial cycle than those

} e« EA Jv 8Z u EI 3§ 8Z]* 8}} ]* ]v (poO
accordance with the Bagehot principler{Bseil

and Laeven 2017: 2).
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collateral assets can be stabilised through
central bank interventions in repo markets,
then the marketiquidity of those assets will be
restored, to the benefit of funding liquidity too.
However, to achieve this, the central bank
must adopt the role of marketmaker of last
resort (MMLR) in the securities markets that
suffer a market liquidity crisi¥".

Th % E}SE S v SUHE }(
compared with the sharper but shorter US
crisis, was a result, first and foremost, of the

[+ E Oopu S Vv
guaranteeing a floor to the collateral values of
the core assets Iin Europea credit
intermediation, that is, the government bonds
of Eurozone member states.

Al C o0 ee}v Y( 8Z E]e]e U

Jakob Vestergaar® Daniela Gabor

does not elaborte on the issue of what might

}veS]Sus ~*P}} o upE&E]S] - U
short of addressing the crucial issue of what
might constitute appropriate collateral policy
iIn @ market liquidity crisis.

We argue that if central banks adopt a market
maker of I&t resort (MMLR) role, its
effectiveness will hinge on the extent to which

U E } %its[appréidrr is ¢buntercyclical or not. Effective

MMLR requires that a central bank lends
against all eligible collateral on equal ternts

S} *U% % }ES u E th&s syspehdjrsgGhe (hk to market valuats t

and that it abandons a nominal approach to the
risk management of its own balance sheet (by
lowering its haircuts to enhance market

liquidity).

 C in PrapdkittopaPform),ethe main points with

SZ S *U%0%0C]VP "(uv JVP o]<«u] ]e€pdet to} she \cpliderdl policies of central

since in a crisis funding liquidity does not get
translated into market liquidity, no matter how
hard (the central bank) works to push funds out
SZ }} & hlind20E1: 137). The role of
"SE veo S]JvP_ (pv JvP
liquidity is normally a function performed by
profit-+ 1]vP % E]A § o E-U
suggestion is that when the private dealers
stop performing this functiort as is the casin

a market liquidity crisist the central bank is
well-advised to step in and become the market
maker of last resort.

Z %oZE ]JvP P Z}S[e (Epo ]v
for an era of collateralised finance, Mehrling
suggests that the appropriate role foemtral
banks in crisis times is best encapsulated by the
% E}A]*} 8} 3CE "(E ofsk S
spread, against good security in the money
market and in the class of good securities in the
%]S ou EI' s ~D ZE&o]vP

34 Perry Mehrlingsuggested similansights in
reflections on the response of the F&#serve
Bankto the US financial crisis of 20@D09
(Mehrling 2012)Theapplication of hisprinciples
of marketbased creditr P po $]}the Eifopean
case should not be too controversial, however
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THHTOW 111X D(FCEOV . L
valuation and margining, in crisis times these

banks pursuingagn MMLR role are as follows.
First, the key to successful liquidity provision in
crisis times is not so much whether or how
favourable the terms are, but whether liquidity

o]<u] ]S Qs pfonsded in &Enlarser that convinces markets

that collateral values are backstopger not.

U SSéxoddElm|relrd «|are an integral element of

money hierarchies; without them, securities
would not be convertible into bank money
through repos. In normal times, central banks
rightly use them to manage credit and liquidity
risks on their own balace sheet, but in crisis
times the ?hould be used as a signalling
device; b.)}“l Ics)weﬁng them, central banks

communicate to markets that the collateral

values of core assets are solid, which is a crucial

prerequisite for restoring market liquidity.
Thair]d, whle the convertibility of assets with
different degrees of moneyness depends on
Ingrjcate mechanisr'ns of daily collateral

35 For a brief exposition of the three channels
through which the ECB liquidity injections were
meant to alleviate liquidity strains and stimulate
credit, see Gabaof2014).
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very practices should be temporarily
suspended to ensure the preservation of their
moneyness beyond the crisis, thereby
contributing crucially to the stabilisation of
market liquidity.

By the proposed definitions (see table below),

we can talk of MMLR as soon as a central bank

Jakob Vestergaar® Daniela Gabor

lends against collateral to restore market
liquidity, but only ofeffective MMLR if the
central bank has adjusted its collateral policies
to be explicitly countercyclical.

Table4 - From lender of last resort to marketaker of last resort

LLR Generaked LLR Schzagphrenic Effective MMLR
MMLR
Objective Restore funding | Restore funding Restore market Restore market liquidity
liquidity liquidity liquidity
Counterparty| One institution | Many institutions One or several One or severdinancial
financial markets markets
Strategy Discount Lending against Lending against an | 1/ Lending against all
window good collateral expanded range of | eligible collateral on equal
collateral, but with | terms
higher haircuts for | 2/ Inverse use oRM tools:
low quality lower haircuts to enhance
collateral market liquidity
tZ v pl]s E v ~] ES v}sS SZ S theulest risk @Gamagementtrategy, because

bankers should earn their keep by acting as

u EEl sul &« }( 0o s &E
«3E +eJ]VP 87 § ~ }A E]VvP §Z
%}eS E]J}IE ] }ve] E 0C 0 -

preventing avoidable finv ] o ]Jves
(Buiter and Sibert 2007). While we greatly
agree with the importance of this reversion of
the policy goalst preserving market liquidity
first, worrying about losses latet a crucial
point to appreciate is that it can only be
achievedf the use of risk management tools is
Inversed. For central banks to pursue an MMLR
crisis role effectively, they must decrease
haircuts, not increase them. This is essential to
market liquidity. Incidentally, it is also by far

36The ECB ambivalers %0 % E} Z §}
market liquidity crisis has deep political roots. To
legitimise sovereign bondbeinggiven equal
treatment across the Eurozone in terms of haircuts
applied, the ECB stressed that it would follow
market prices in its collateral valtian practices,
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the need for liquidity injections will be much

«}ES U 3 ofe sfeedily dafidfeed with this policy mix.

vS E o vI[

Ag% 0 vS t&f@EosidPh@

raising halrcutst did not

ufuvsuU Jv vC u pE& U S} "o v ]JVvP
against any ad all collateral, that is good in
VIEU o S]Ju X C % v JVP }o
eligibility but raising haircuts (especially on
government bonds and bank debts with low

E ]S & SJvPeeU SZ [« «SE § PC A
mixed signals to the markets, undermining the
liquidity it was trying to restoré® To stop

collateral valuation spirals, central banks
should suspend rather than follow the
collateral valuation practices of financial

netably in the form of daily marto-market and
margin call practices. While these practices may
have been politically imperative, as well as
expedient in wrmal times, their suspension
nevertheless remainsssential in periods of
market stess.
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markets.What Nyborg views as an erosion of
market discipline t the nonmarketbasel
provision of liquidity against collateralfrom

an MMLR perspective is an indispensable
financial stability tool.

9. CONCLUDING REMARKS

Jakob Vestergaar® Daniela Gabor

states is at odds with the fact that the ECB
raised haircuts sharplgeveral times over the

course of the crisis for lower quality assets.
Third, the mode of disciplinary collateral policy
that Nyborg advocates as the future for central
banking would be profoundly procyclical and
destabilising, economically as well as
politically. Fourth, his policy prescription does
not flow convincingly from his analysis, but is

E}}S lv $Z vi}sS]}iv }( Zu EI § ]* ]%
EC JEP[s }E o0 Ju]s 8z & §z copcep} tyeuitgdder garket liquidity concerns.
poI|C|e§ undermned market discipline and These problems are inextricably intertwined
allocational efficiency ah that the Al5Z EC }YEP[-to(adtiqude and
combination of vastly expanded collateral distinguish between funding and market
eligibility and infrequent and insufficient hikes liquidity. If the objective of preserving market
!n haircuts encouraged the fiscal |mpru.dence of liquidity in crisis times drops below the radar, it
|rv1debtedv memberv states, \ult\lmately _is hardly _surprising that issues of market
SZC!E S Vv]vP sZ - “(EA]'_A‘ o} S&scipliHeCEéiﬁ%I (/:\en ral bank independence
allowlng centrgl bank moneyo be Issued become the alpervasive concerns. However,
eigamst soverevlgn debt at overly generous the point remains that there is no conceivable
s Eu-_U sZ "Z 0%  0}A & Rbhsurbof mMdket discipline that can restore
pese (J& sZ2 - ul® Jv 3 Vv gddVteserve market liquidity in a collateral
effectively encouraging them to keep lending valuation spiral, much less prevent such
rather than put their houses in order (Nyborg dynamics being set in motion in the first péac
2017: 25?\)3:7 Greei:e and dly, mo partlculvar, We stress_that the European sovereign debt
He PE S 2 VCE "Zl%e }v 52 & and })gnﬁ %risis‘wgs} only overcome when the
E U v v S_Z Po} _0 }_\/}UCE&B %(%Irés?eﬁ it not as a funding liquidity
argues,v because  their 5 cver 5 mcreasvlng crisis, but as a market liquidity crisis,
Iv. 5 vee u "SZ SZE S} conbnitfhgy to providing the needed elasticity
& Jo_~]]XX to the system.
tz]o EG }EP[- A}EI -2 - ]L!%°}CET°heV Ssugéigi&s I}nvge that the various
an often overlooked aspect of central banking IV %3u 0 *Z}ES }ulvPe }( EC }JEP]

tthe collateral eligibility and haircut rules that
constitute the foundation for open market
operatonst A Z A
work is problematic in four significant ways:

First, it incorrectly claimssZ S SZ

collateral framework has almost no market
V%o uSeX A~
Z ]E pd (E u AYEI A »
banks and governments in distressed member

«Z}Av 3Z § EC e

ultimately reflect a failure to take into account
the_structural changes in European finance
IDth’e past few decades. There is little
reflection in his book on the evolution of the

[ - funding paterns of European banking and the

concomitant shift towards a credit system

}v U ]88 suPP «§]}v 3vhege gmoney @nd capital markets are
£1} P vinextfigably (igtertwined,  and

where

37/5 ]1» v}3 A}JESZCU « C+ EC }EPU 3 FountrtesAvithodak@jereigns and banking

of the minimum ratings threshold was especially
important for nonmarketable collateral in
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government bonds are the core collateral
assets for credit creation.

The neglect of these phenomena is
unfortunate, given that they fundamentally
alter the challenges of modern central banking.
In an era of collateralised finance, central banks
simply cannot refuse to take upon themselves
the role of marketmakers of last resort,
backstopping the market value obre assets,

if they are to be successful in containing market
liquidity crises.

20
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The US Fed was quick to adopt a role of market
maker of last resort (MMLR) and the Bank of
England soon followed suit, formalising such a
role in its 2015 Red Book. The EC&yéver,
only took this path with hesitation, delay and
reluctance, at crospurposes with itself. The
continentatEuropean central banking
community remains divided and torn even
today talmost eight years after the peak of the
European crisis in 2012.



SHOULD CENTRAL BANKS DISCIPLINE GOVERNMENTS?
Jakob Vestergaar® Daniela Gabor

10. BIBLIOGRAPHY
Bagehot, W. (1873),ombard Street: A description of the money markendon: John Murray.

vl }( v ~TiiieU A>]<u] 18C % E}A]*]}v v }oo S E BarkdfE pSe J]v %o
Canada ReviewAutumn 2011.

Beck, T. and Kotz;H. (2017)Ordoliberalism: A German oddityWoxeu.org book
(https://voxeu.org/content/ordoliberalisrrgermanoddity)

] JAU X ~TiiieU ~ § 8Z (@E}eeE} W $Z uE} v ]85« Vv3E o Vvl Pu E
Cambridge Journal of Economi8g (3): 60%526.

] JAU X ~Tiifd*U "dB EME}fee AP §Z [+ EJ]*]* uv P uvsd % E(}EuU
%}S vS] o (}E E]4MK Workjy I Papéwo. W2, Macroeconomic Policy Institute.

] AU :X +Fidrd sktigtowth bias to quantitative easindd t}E&I]vP W % E E} 606U > AC
Economics Institute.

]v] ~u PZ]U >Mondtary pblicy transmission in a changing financial system: lessons from the

recent past, thoughts about the future®peech given at Barclays Global Inflation Conferenee, N

York, 14 June.
Jv » JoU hX v > A vU >X ~Tii6sU » }v(pe]lv VYp§l8Zanwmry. E }( o 3§ E
BIS (2013 entral bank collateral frameworks and practicBank for International Settlements.

[N ~T110U N"Z SZ]vI]vP S¥ (o -\BlE@apdrédo ¥9, Bank for International
Settlements, September.

[N ~TiifdeU » VEE o Vvl }% E S]vP (E u A}EIe v }oo0 8 E o u EI S«
Committee of the Global Financial System, Markets Committee, Bank for Internatiorahtesits.

uH]js EU tX,X ~71i6sU » vSE o vle v (Jvv]o EJ]ese UW % E % E -
vl }( < ve ¢ ]SC[*e CU%}*]pu }v D Jvs Jv]JvP S ]Jo]sC ]v Z VP]VP &'
Hole, Wyoming, 2P3 August.

U]E EU tX,X ZIIUW(YBEHUYV § e 0 oov oo }( U}ed Zo8 & Y( 3Z ES] u
lviu] « U D A E Fimancia} Firdes3 March.

uH]js EU tX,X ~TiiteU ~dZ &}o }( VvSE o vle ]Jv (]Jv vDiscassién Jo]SCW -
PaperNo. 8780, Centreof Economic Policy Research, London.

u]s EU tX, X v Z Z EdbkinXintoithieildedb pockets of the ECBlobal Economics
View, Citi Group, 17 February.

ujs EU tX,X v Z Z EJU X ~11i1 U ~dZ e 0V E }(0 8 E }E:?
U E } 1} Jourdal of Common Market Studj&®: 635.

]38 EU tX, X v ~] ESU X ~1iioU ~, Jharkel opaatBrie \Geeken finahéal v
u El § J]e ]%o0o]v ~ v AZ § Ziscal Poliysaridthe Raad to the ElNational Bank
of Poland, Warsaw.

21



SHOULD CENTRAL BANKS DISCIPLINE GOVERNMENTS?
Jakob Vestergaar® Daniela Gabor

u]js EU tX,X v "] EBEdELenkakbainkoes Market maker of last resd&nancial
Times 12 August.

JE }U DX ~i6di*U ~dZ ov E }( 0 8 E «}JESW 03 ERcapAicA] As v Z
Review 76 (1): 1829.

Brunnermeier, M. and Pedersemr, X, X ~1110U "&uv JvP 0]<u] ]SCReviewwofEl S o]<u] ]S
Financial Studie2 (6): 22042238.

Z %u vU : XU Z]JpuU X v D}o] }U DX ~TiiisUArnals sftEinancev(B)Z J|E HUS %o}
319-348.

Cheun, S., von Képpévlertes, Land Well EU X ~7ii6eU ~dZ }oo 8§ E o (E u A}EIe« }(

HLE}sCeS uU §Z & €E o Z » EA ~Ce3 u v §Z vl }( vPov v (]v v
Federal Reserve Occasional Paper 107.

0 CeU 'X ~TiideU ~dZ ~v}$ e}e pv }VA v3]}v apean Cettr@EBan¥%sjce C }( $Z

THido6_ U pE}% v W Eo] uvsU /WI I }viIiiiolitu :pv X

Jved v JJU sX ~TiideU » v A %Z « }( 38Z [« u}v 8 EC %}0] C_U %o
' pPA U WX ~Tiii U "dZ pPE}% Vv VSE o vherdbond®E }( 0 «3 E -}

u &I s Q#ESItd Working Paper Serids. 3569:11.

' pA U W X|RikiEurepdan Central Bank as lender of last r¢s@ax 18 August.

}}o CU DX ~TiidsU N v vSCE o VAK u EI $ u | ERejl{inkingdh€E <} ESMU
lender of last resortBank for International Settlements.

ECB (2000), Guideline of the ECB of 31 August 2000 on monetary policy instruments and psocedure
of the Eurosystem (ECB/2000/7)

ECB (2008), Guideline of the ECB of 21 November 2008 on temporary changes to the rules relating to
the eligibility of collateral (ECB/2008/18)

ECB (2010), Guideline of the ECB of 16 September 2010 amending guideline &ZBf200
monetary policy instruments and procedures of the Eurosystem (ECB/2010/13)

ECB (2011), Guideline of the ECB of 20 September 2011 on monetary policy instruments and
procedures of the Eurosystem (recast) (ECB/2011/4)

ECB (2012), Verbatim of the remankade by Mario Draghi. Speech by Mario Draghi, President of
the European Central Bank, at the Global Investment Conference in London, 26 July
(https://www.ecb.europa.eu /press/key/date/2012/html/spl120726.en.html

ECB (2013a{;ollateral elighility requirements: a comparative study across specific framewadtkg.

~1ii71 U ~dZ pE}*Ce3 u }oo 8§ E o &E u AEGCB M&HENE BulRih} us 32 E]
July.

ECB (2013c), Decision of the ECB of 26 September 2013 on additional meslatiresto
Eurosystem refinancing operations and eligibility of collateral (ECB/2013/35).

~1110 [Wdathare haircuts U pE}% v VvSE o VviIX

22



SHOULD CENTRAL BANKS DISCIPLINE GOVERNMENTS?
Jakob Vestergaar® Daniela Gabor

~1110 |EOBMtroduces a new haircut schedule for marketable gsddts py@E}% v VvSE o VvlI.

Eichengreen, B.,Hrian, M., Fraga, A., Ito, T., PisBerry, J., Prasad, E., Rajan, R., Ramos, M.,
Reinhart, C., Rey, H., Rodrik, D., Rogoff, K., Shin, H.S., Velasco, A., Weder di Mauro, B. and Yu, Y.
(2011),Rethinking central bankinddrookings Report.

& o U >XWXU <,Zo EU X X @rddibevatigm,ptagmatism, and the Eurozone crisis:
YA 8Z " Eu v SE 18]}V *Z %o }viu] %}o] C ]Jv HWE}% U &E | nEP
Constitutional Economics, 15/04, Walter Eucken Institute.

Fetter, F.W. (1978) hE development of British MonetaOrthodoxy 17924875,Cambridge MA:
Cambridge University Press.

&E 1A U yXU '] vv]v]U XU }PP ESZU 'XU v "luee U &X ~Ti11eU > v
o Ev e]v RlodrhalNFin&hcial Services Reseat@&h(64).

Gabor, D. (2014) he ECB and the political economy of collateral, in Goodhart et al (eds), Central
banking at a crossroads, Anthem Press.

JEU X ~1ii0+U AdZ ~]u% }eRéview ofnt&nhtidid Rojiical Bdonoray (6):
967/-1000.
Gabor, D. and VestergdB U : X ~fiiosU ~d}A €& « §Z }OANETMWorkihg pabeu}v C U

Institute for New Economic Thinking, New York.

Gonzalez”Paramo, J.M. (2009). Central banking in and out of the crisis: froatmiawventional to new
conventional. Speech at the Challesge monetary policy Workshop, Frankfurt am Main, 1
December.

'1} Z ESU X X X ~iodd6U "DCSZe }uSs Isté&rnational Klbahfed(FHS3IE <} ES U
360.

Goodhart, C.A.E. (2000)hich lender of last resort for Europ&?entral Banking Pubditon, London.

‘1Y Z ESU X X X ~Tii1*U *"D}v s EC Bahglede Rranée ginafcial Stabiliy
Review No. 16, April, 12330.

Goodhart, C.A.E. and llling, G. (2062)ancial crises, contagion and the lender of last resort: A
reader Oxbrd: Oxford University Press.

Hawthrey, R.G. (1932)he art of central bankindg.ondon: Longman Group.
,MHU% ZE CU dX ~id606°U "> v E }( 0 S Ecoh@xc\WRegidWS Y. %S Jv Z]*S}E

Irwin, N. (2013)The alchemists: three central bankarsd a world on fireNew York: Penguin.

lv eU X ~TI0AIY £]v 0 ¢« Ce 57 § 57 vEE o vleuC zZ Al 3} lu Zu
Reuters 18 June.

Laidler, D.~TiiTeU dA} A] A« }( 8Z ov E }( 0o 3 (E -)Hagar id2dliiEe=iS}v v P
Economy?2 (45).

Mehrling, P. (2011)I'he New Lombard Stred®rinceton University Press.

23



SHOULD CENTRAL BANKS DISCIPLINE GOVERNMENTS?
Jakob Vestergaar® Daniela Gabor

Mehrling, P. (2012). Three principles for markeised credit regulatiomMmerican Economic Review:
Papers and Proceedings 20122 (3): 107112.

D ZEo]JvPU WX ~T1id*U *MZC vSEuoP]wl]vB }VY}iRethinki@Ey the
lender of lasresort Bank for International Settlements.

D ZEo]vPU WXU Wlel EU XU A v CU :X v E Joe}vU X ~TfiifeU ~ P
viJlvPU VvsE& o vVviI]JvP v sZ Wokm@gEagdrNgw York Uklversity.

EC JEPU <X v¥Bi@®oU VI }oo § E oR¢sEaroh R3p&ErISerids 1510, Swiss
Finance Institute.

Nyborg, K. (2017 ollateral frameworks: The open secret of central banklambridge University
Press.

K[ €]* }ooU 'XW :EX ~iiiésU ~Z EAthWIdurial37 (X:@87802. vI]vP U
KP v «C vU 'X ~fiiieU ~dZ Z vP @&}o }(&8Z ov & }( 0 +& E +}EEX

HE}% Vv VvSE o vl v sSZ Wolkihg Papebloi9, ldstitute for International
Political Economy, Benli

Pozsar, Z. (2014). Shadow banking: the money \i#¥#R Working PapeDffice of Financial Research.

Z} E]JIU X ~Tii6U "W}%opo]eu v SZ Woykig P3derBahh F &¢hnédyv U
School of Government, Harvard University, August.

SnoddCU /X ~T1iiteU "&E}u dZ}EvS}vU 8§} P Z}sS 8§} SZ uYE}% Vv VvSE o
o v &E }( o «3MdBetafyHBought

Thornton, H. (1802)An enquiry into the nature and the effects of the paper credit of Great Britain
London: George Allemd Unwin, 1939.

dp | EU WX ~7ii6eU ~"dZ E % ESIJE }(}((] ] o< S}E Jvd EA vi]lve ]
lending, marketu |J]vP U v %]S o U vl }(: % v 1110 /vsS -BBWMay]}v o }v( & v

dpu I EU WX ~T11i0d-Ulastdrésom amd niBdérf central banking: principles and
E }veSCEM SJ}v_U /"W % Ee+ E}X 60U N %S u EX

Vestergaard, J., (200Djscipline in the global economy? International Finance and the End of
Liberalism London: Routledge.

tjlvio EU X ~7iideU "dZv E }( 0 *3 E «}ESW vI-LBE@EngneiadP}A Evu vse
Markets Group Special Papdo. 228, February.

tlo((U 'X ~T7iiieU ~> 1 }( }oo & E didahoial Fi$eBJupeE} (0} A U

t}o((U 'X ~7iideU » pE}*Ce3 u (GO AE®I W}d]* ¢S ywuv poC Z vP M_U (

Policy Contribution 2014/14, November.

24



SHOULD CENTRAL BANKS DISCIPLINE GOVERNMENTS?
Jakob Vestergaar® Daniela Gabor

11.ABOUT THE AUTIRO

Jakob VestergaardAssociate Professor at Roskilde University and Rese
Associate athe London School of Economics

Jakob does research that cuts across the disciplines of economics, politibe ghiosophy
of science. Empirically, he has focused on financial crises and financial regu
emphasising how and to what extent competing narratives shape subsequent f
E *%o}ve X I} [+ % o] DSgipline jrv tloguGlobal Economy? Intronal
Finance and the End of LiberaligRoutledge, 2009) an@entral Banking at a Crossroal
(Anthem Press, 2014, @dited with Goodhart, Gabor and Ertirk).

Daniela Gaboy Professor of Economics and Madétimance atJniversity of
the West of England Bristol

Daniela is Professor of Economics and Mdg@irance at the University of the West of Engla
t Bristol (UWE Bristol). She is the lesaentist for research projects supported by ti
Institute for New Economic Thinking and FEPS. She is expéntegularly publishes or
shadow banking, transnational banking models, capital controls, central banking ant
conditionality.

12. ACKNOWLEDGEMENTS

Ths paper draws upon research funded by the Foundation for European Progressive Studies (FEPS)
and the Institute for New Economic Thinking (INET). Comnmani&s previous version of thpaper
from Perry Mehrling are gratefully acknowledged.

This paperithas v A 0}% v 8Z (@& u A}E!| hisking thisFmyie of Exrope
Reforming the European Mact&]v v ] o & Z]Ss SUE | E E ] tus C & W™ v %o
University of the West of EnglanBristol (UK) and Roskilde University (DK).

25



	1. INTRODUCTION
	2. NYBORG’S NARRATIVE

