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Since 2015, the Eurosystem has been operating under a de facto supply-driven floor system. This was
the result of the monetary policy actions taken in the run-up to and during the pandemic to preserve
price stability in the euro area.

Faced with years of persistently low inflation and the greatest economic contraction on record in 2020,
we conducted large-scale asset purchases and targeted longer-term refinancing operations (TLTROs),
thereby injecting a significant amount of central bank reserves into the financial system. The resulting

easing of financing conditions supported economic activity in the pursuit of our mandate.

As reserves were well in excess of banks’ liquidity needs, short-term money market rates have been
trading in the vicinity of the rate at which the Eurosystem remunerates overnight deposits — the deposit

facility rate, or DFR.

More recently, the volume of reserves has started to visibly decline because of the sharp reversal in

the course of monetary policy that was necessary to fight the post-pandemic surge in inflation.

As banks have started repaying their outstanding TLTRO loans, and as some of the bonds held by the
Eurosystem have matured without being reinvested, excess liquidity has fallen by about €1.2 trillion
from a peak of nearly €4.7 trillion in mid-2022. By the end of 2025, it is expected to decline by another
€1.4 trillion to around €2.1 trillion (Slide 2).

While aggregate excess liquidity would still be abundant at that point, potential structural changes to
reserve demand, arising for instance from prudential regulation, imply that there is significant
uncertainty about when, and to what extent, the fall in reserves may put upward pressure on overnight
money market rates, which could potentially affect the monetary policy stance (Slide 3).

Against this background, over the past 15 months the Governing Council has taken stock of the
experience gained in implementing monetary policy in different liquidity regimes and has evaluated

options that would safeguard the smooth implementation of monetary policy as reserves become less
ample.m
In my remarks today, | would like to explain the outcome of our deliberations and describe the key

characteristics of the Eurosystem’s operational framework.[2! This framework has been tailored to the
distinctive features of the euro area economy and will help financial markets and banks adapt to the
ongoing changes in the liquidity environment.

Taking stock of 25 years of policy implementation



Monetary policy implementation has undergone significant shifts since the euro was introduced
25 years ago.

Until the global financial crisis in 2008, reserves in the euro area were scarce, meaning that banks had
to systematically use the regular refinancing operations to cover their liquidity needs arising from the
demand for banknotes, the minimum reserve requirements and idiosyncratic liquidity shocks (Slide 4).

(3]

By providing the reserves needed to plug the liquidity deficit, the Eurosystem was able to steer the
unsecured overnight interest rate to the middle of the corridor that is spanned by the ECB’s three key
policy rates: the DFR, the rate at which banks can borrow in the main refinancing operations (MROs)
and the rate applied at the marginal lending facility (MLF) (Slide 5).

Before 2008, such a corridor system was widespread among central banks. The main difference was
how reserves were supplied — either through collateralised lending operations or through asset
purchases — and the extent to which volatility in the overnight rate was tolerated.

The ECB, for example, accepted deviations of the overnight rate from the policy target that were, on
average, larger than those of the Federal Reserve System or the Bank of Japan but smaller than those

of the Bank of England or Sveriges Riksbank (Slide 6, left-hand chart).[‘—‘] This was partly a reflection of
the relatively large size of the corridor (Slide 6, right-hand chart).]

A certain tolerance for volatility — to the extent that it would not blur the signal about the intended
monetary policy stance — reflected the desire by policymakers to promote interbank market activity and

keep the central bank balance sheet as lean as possible.@] Empirical evidence suggests that this
volatility generally did not impede the transmission of monetary policy (Slide 7).[1
The global financial crisis, however, exposed vulnerabilities of the pre-2008 corridor framework.

In particular, a system of scarce liquidity requires a functioning money market to distribute liquidity
across the banking system. As the global financial crisis unfolded in August 2007 and banks hoarded
reserves, parts of the euro area money market froze and interbank funding costs soared (Slide 8, left-
hand chart).

The ECB’s response to these tensions lastingly changed the way monetary policy was implemented in
the euro area. Since 2008, all lending operations have been conducted using a fixed-rate full allotment

tender procedure against a broad, albeit varying, set of collateral.

With full allotment, liquidity in the system was no longer determined by the ECB alone but also by
banks, which affected the ECB’s ability to steer money market rates.

For example, when the ECB launched the three-year longer-term refinancing operations in 2011 and
2012 in response to the euro area sovereign debt crisis, excess liquidity rose considerably, pushing

money market rates from levels close to the rate on the MROs down to the DFR (Slide 8, right-hand
chart).

At that point, the size of the corridor implied a decline in short-term money market rates of about

70 basis points, equivalent to almost three “standard” policy cuts.



In 2015, the ECB started purchasing bonds under the asset purchase programme (APP). As these
purchases created new central bank reserves, excess liquidity quickly rose to levels that were
sufficiently large to keep money market rates closely anchored around the DFR.

The experience of implementing monetary policy in an environment of abundant liquidity also revealed
some of the downsides of that system.

One was that the floor was “leaky”. As excess liquidity rose to unprecedented levels following the
launch of the pandemic emergency purchase programme (PEPP) in 2020, the spread between the
DFR and the euro short-term rate (€STR) steadily widened over the course of 2021 and 2022 (Slide 9,
left-hand side).

This episode highlighted that, without more fundamental changes to the counterparty framework, a
supply-driven floor system was not fully robust either to changes in the liquidity environment and did

not provide perfect rate controllability, even if the movements in €STR were gradual and orderly.@]

A second aspect was that the provision of ample reserves discouraged banks from seeking market-
based funding solutions. For example, many banks used the TLTROs to reduce their borrowing in the
market, causing a decline in the issuance of commercial paper, secured or unsecured bank bonds and

other liabilities (Slide 9, right-hand side).l]

While funding substitution was in part intended to stimulate loan growth, it implied that banks had
fewer occasions to “test” their credit quality in markets, which could run counter to supervisory

expectations.'%

A third concern is the impact of abundant liquidity on market functioning. The Eurosystem’s footprint in
financial markets increased considerably over the past decade before reaching a turning point in 2022
(Slide 10).

As providing reserves through asset purchases reduces the free float of safe assets, liquidity may dry

up in some segments of the financial market and collateral may become scarce.

These effects became particularly concerning in 2022, when a significant share of repo transactions
using German government bonds as collateral traded more than 40 basis points below €STR,
reflecting a shortage of safe assets (Slide 11).

Such asset scarcity can delay the transmission of monetary policy.m] For example, it took more than a

week for the policy decisions taken in July, September and October 2022 to be fully reflected in the

different segments of the repo market (Slide 12).[21

The operational framework: principles and characteristics

The changes to our operational framework build on the experiences we have gained with
implementing monetary policy over the past 25 years. This experience has culminated in six principles,
some of which are directly founded on Treaty provisions, that will guide monetary policy

implementation in the future:[']



1. Effectiveness ensures that the operational framework is able to implement the monetary policy

stance in line with the provisions of the EU Treaty;

2. robustness allows us to implement monetary policy in different financial and liquidity

environments;

3. flexibility implies an elastic supply of central bank reserves based on banks’ needs, effectively

channelling liquidity across the entire euro area banking system;

4. efficiency means that the operational framework implements the desired monetary policy
stance and does not interfere with it, while respecting the proportionality principle and taking

into account net side effects, including financial stability risks;

5. the design of the operational framework should also foster the smooth and orderly functioning

of markets, consistent with the open market economy principle;

6. finally, the operational framework shall facilitate the ECB’s pursuit of its secondary objective of
supporting the general economic policies in the European Union — in particular the transition

to a green economy — without prejudice to our primary objective of price stability.

Based on these principles, the framework is designed as a hybrid system that provides reserves
elastically and through a mix of instruments, including both short-term lending operations and
structural operations. It allows for an effective control of short-term money market rates, while leaving
room for learning in an uncertain environment and respecting the established principles and the

current starting point characterised by abundant liquidity.

Our operational framework has three key characteristics.

Refinancing operations are at the centre of liquidity provision

The first is its demand-driven nature. In such a system, the marginal unit of reserves is provided on
demand through our regular refinancing operations. To this end, we will continue to provide as much
liquidity as banks demand at a fixed rate in the MROs and in the three-month longer-term refinancing
operations against broad collateral.

Providing liquidity through fixed-rate tenders with full allotment marks a significant change from the
balanced liquidity regime operated until 2008. It reflects changes in banks’ liquidity preferences and in

the way they operate today.



Years of crises, new regulatory requirements and the advance of new technologies — some of which
increase the risk of “digital” bank runs — imply that banks may wish to hold larger liquidity buffers than

before 2008.114!

As central banks injected huge volumes of reserves through large-scale asset purchases, reserves
have become an important store of value in the economy, shielded from interest rate and liquidity risks.
[15]

Supplying central bank reserves elastically as balance sheet normalisation proceeds will go a long way
towards allowing banks to hold the level of reserves that they find optimal, and will help insure against
the risks of fragmentation and sudden liquidity imbalances as reserves become less ample.

A framework in which the marginal unit of reserves is provided through refinancing operations is best
suited for the euro area economy, which remains, despite the gradual rise in market-based finance, a
bank-based financial system. Given the effective pass-through of our monetary policy, the Governing

Council currently sees no need to grant non-banks access to the Eurosystem balance sheet.['€]

With banks at the core of monetary policy transmission, and with the euro area banking sector being
large and heterogeneous, reserves are most effectively supplied, at the margin, through our regular
refinancing operations and against a broad set of collateral.

Putting our refinancing operations at the centre of liquidity provision ensures that liquidity reaches all
corners of the euro area. By contrast, liquidity provided through asset purchases has tended to be
concentrated among a small number of larger financial institutions, which are predominantly located in

a few member countries.

Specifically, about 40% of banks, in terms of total assets, are holding the entire excess liquidity from
asset purchases, the highest share being held in Germany (Slide 13). Lending operations tend to lead

to a more even distribution of reserves across banks and countries. !

A system in which reserves are supplied elastically, if calibrated appropriately, is effective in
implementing the monetary policy stance, as it does not require the central bank to estimate the
uncertain volume of reserves necessary to steer short-term money market rates towards the key policy
rate.

In a supply-driven framework, where the system is forced into a liquidity surplus by supplying sufficient
reserves, this uncertainty requires a meaningful buffer of reserves to contain the risks of unwarranted

volatility.

While a structurally higher supply of liquidity may be stabilising in the short run, it could pose longer-
term risks to financial stability by distorting market prices and inducing excessive risk-taking. It would

also raise more fundamental concerns about monetary and fiscal interactions in a currency union with
sovereign member countries.8!

So, while a supply-driven system can be the outcome of monetary policy actions to preserve price
stability in the vicinity of the effective lower bound, as has been the case since 2015, it is less suitable

as a permanent operational framework in the euro area.



A demand-driven system, by contrast, can ensure effectiveness and efficiency by limiting net side
effects, reducing both the Eurosystem’s footprint in financial markets and the financial risks it faces.

A broad mix of instruments ensures operational robustness
The second key characteristic of our framework is the mix of instruments used to supply reserves.

A demand-driven system cannot entirely rely on short-term lending operations to satisfy banks’ reserve
demand. Banks having to roll over large structural liquidity needs on a weekly basis would increase
operational risks. Banknotes in circulation, for example, currently amount to more than €1.5 ftrillion,
nearly five times as much as at the start of monetary union.

Moreover, relying exclusively on lending operations would encumber a large share of banks’ assets as
collateral, raising bank fragility as fewer unencumbered assets are available to meet creditors’

demands in times of stress.['?!

As such, at a later stage, we will complement our short-term lending operations with new longer-term
lending operations and a new structural bond portfolio. Both of these will provide a more stable source
of liquidity.

At present, the liquidity absorption through autonomous factors and minimum reserve requirements is
more than offset by the liquidity previously provided through the Eurosystem legacy bond holdings

from the APP and the PEPP, and through other financial assets held by national central banks.

But as the run-down of the APP and the PEPP portfolios proceeds, banks will increasingly need to
borrow reserves from the Eurosystem, which will show up in a rise in the liquidity demanded at our
regular operations (Slide 14). Once the Eurosystem balance sheet begins to grow durably again, we
will start supplying reserves through new longer-term refinancing operations and through the new
structural bond portfolio, taking into account legacy bond holdings.

Over time, these structural operations will make a substantial contribution to covering the banking

sector’s structural liquidity needs arising from autonomous factors and minimum reserve requirements.

In the period ahead, ECB staff will conduct an in-depth analysis of how to design these new
instruments in accordance with the established principles.

The size and composition of the new portfolio, as well as the pricing and duration of longer-term
refinancing operations will be chosen so as to minimise their impact on the monetary policy stance,
market functioning and moral hazard, and to facilitate the ECB’s pursuit of its secondary objective by

incorporating considerations related to climate change.

“Soft” floor with narrow spread limits volatility and incentivises market activity

The third key characteristic of the framework is that monetary policy is implemented through a “soft”

floor with a narrow spread.

The Governing Council will continue to steer the monetary policy stance through the DFR, which has
acted as the de facto anchor for money market rates in recent years.

Current large excess liquidity levels imply that short-term interest rates can be expected to continue to
trade in a narrow range around the DFR for some time. As reserves become less ample, however,



money market rates could rise relative to the DFR and potentially become more volatile.

In view of this, the rate on the MROs and the rate at the MLF will be adjusted such that the spread
between the rate on the MROs and the DFR will be reduced to 15 basis points from 50 basis points
currently, and the spread between the MLF rate and the rate on the MROs remains unchanged at
25 basis points. The corresponding adjustments of the MRO und MLF rates will come into effect with

the sixth maintenance period of 2024, which begins on 18 September.

The relatively narrow spread of 15 basis points between the rate on the MROs and the DFR will limit
the potential upward pressure on money market rates and set incentives for banks to borrow liquidity

in our operations as our balance sheet normalises.

Moreover, by leaving the spread between the MLF rate and the MRO rate unchanged at 25 basis
points, our framework imposes a higher cost on banks running into a reserve shortage between our
weekly refinancing operations, thereby generating conditions in which banks, on aggregate, may wish
to hold excess liquidity, especially in the presence of a broad collateral framework.

The parameterisation of our framework therefore implies that short-term money market rates are likely
to evolve in the vicinity of the DFR.

A “soft” floor means that the Governing Council will tolerate deviations from the DFR, provided such

movements do not blur the signal about the intended monetary policy stance. In other words, orderly
deviations in both directions are accepted. However, excessive volatility that would interfere with the
monetary policy stance, or a persistent drift of money market rates away from the DFR, could require

the framework parameters to be reviewed.

The chosen set of parameters reflects the trade-off central banks face between limiting volatility and
setting incentives for banks to insure themselves against liquidity shocks in financial markets. This
trade-off depends on the cost of carry, which is the spread between the rate banks pay for borrowing
reserves and the remuneration they receive when depositing these reserves back with the central
bank.

The lower this cost, the greater the incentive for banks to obtain liquidity primarily through the central

bank.l2Y But as we have observed in the past, discouraging banks from seeking market-based funding
solutions may be undesirable as it risks weakening the resilience of the banking system and may go
against the principle of an open market economy.

These risks are especially high when banks have access to longer-term refinancing operations and are

permitted to pledge non-marketable assets as collateral, as our framework foresees.

Since excess reserves count towards the fulfilment of prudential liquidity ratios, the combination of a
very low cost of carry and a broad collateral framework could encourage banks to engage in excessive
liquidity transformation, as they receive Level 1 high-quality liquid assets (HQLA) by pledging non-
HQLA as collateral.

Such liquidity transformation remains economically attractive even after haircuts are taken into

account.211 In the first half of 2023, before banks began repaying their TLTRO loans, non-HQLA

accounted for about 80% of mobilised collateral with the Eurosystem.



A higher cost of carry reduces incentives for excessive liquidity transformation and thereby promotes
both a leaner central bank balance sheet and the objectives of prudential regulation of banks having a
diversified funding structure.

At the same time, a high cost of carry increases the potential for rate volatility in money markets. A
system with fixed-rate full allotment means that, as the balance sheet normalises, aggregate liquidity
conditions, and hence money market rates, may fluctuate to a degree that could affect the

transmission of monetary policy.

In the view of the Governing Council, a spread of 15 basis points between the rate on the MROs and
the DFR manages this trade-off well. It is small enough to contain volatility but large enough to
preserve incentives for money market activity by encouraging banks to manage their liquidity

prudently, thereby avoiding the risk of excessive liquidity transformation.22]

Recent evidence indeed suggests that money market activity may be revived as excess liquidity is
withdrawn. With interest rates moving back into positive territory and banks having started repaying
their outstanding TLTRO loans, we have observed incipient signs of a moderate recovery in money
market activity, including in interbank trading and across borders (Slide 15).

Similarly, while cash-motivated transactions accounted for just 14% of repo transactions in 2022, the

volume of these transactions increased visibly as excess liquidity started to decline (Slide 16).@] It
remains to be seen whether the chosen spread is sufficient to meaningfully revive money market
activity.

A spread of 15 basis points is also likely to be conducive to supporting both a financially sound
Eurosystem balance sheet and financial stability.

If the cost of carry were too high, banks might shy away and unduly economise on their holdings of
reserves, leaving them more vulnerable to liquidity shocks. As our regular refinancing operations are
intended to play a central role in meeting banks’ liquidity needs, the pricing should ensure that

counterparties use them as an integral part of a smooth monetary policy implementation.

If, however, the spread were too narrow, there would be a risk that banks might hoard reserves,
turning the central bank into a lender of first resort, thereby reducing banks’ incentives to insure
themselves against short-term liquidity risks in financial markets.

Overall, therefore, the configuration of our framework supports financial stability by allowing banks to
replace reserves that will be absorbed through the run-down of our monetary policy assets in our
refinancing operations at a cost that neither encourages banks to overly hoard nor to shun central
bank reserves.

That said, the transition from a situation of abundant excess liquidity to one of less ample liquidity has
few precedents and there is a lot of uncertainty about how market participants are going to adjust their
behaviour.

Therefore, in the period ahead, we will carefully monitor the evolution and distribution of excess
liquidity, the formation of money market rates, the evolution of banks’ demand for reserves, and the

functioning of money markets and financial markets more broadly.



Based on the experience we gain, the Governing Council will review the key parameters of the
operational framework in 2026 and stands ready to adjust the design and parameters of the framework
at an earlier stage, if necessary, to ensure that the implementation of monetary policy remains in line

with the established principles.

Conclusion
Let me conclude.

The Governing Council yesterday set out how we intend to steer short-term interest rates in the future,
based on six principles, some of which are directly founded on the EU Treaty. The changes to the
operational framework balance the benefits of providing central bank reserves elastically upon demand
with the costs associated with a balance sheet that is larger than is strictly necessary to effectively
implement the monetary policy stance.

The changes to our operational framework do not have any implications for our monetary policy
stance, neither for our interest rate policy nor for our monetary policy bond portfolios, which we expect
to continue to be run off.

With excess liquidity declining, clarity on the framework will help banks prepare for a period where
holding central bank reserves will no longer be costless. At the same time, our decision to reduce the
rate banks pay on the MROs and the MLF from 18 September 2024 onwards will ensure that interest
rate volatility will be contained as balance sheet normalisation proceeds, and that counterparties use
MROs as an integral part of a smooth implementation of monetary policy.

Taken together, the key characteristics of our operational framework will ensure that it remains
effective and efficient, flexible and robust, and that it supports our secondary objective, while
respecting the open market economy principle.

Thank you.
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