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By December 2018, the Eurosystem will have bought more than EUR 2,500 billion of
securities as part of its Asset Purchase Programmes (APP). These purchases are
governed by a number of principles, one of which is "market neutrality". This is
intended to minimise the potentially distortive effects of purchases on the functioning
of the financial markets, while enabling the transmission of monetary policy stimulus
to the economy. We demonstrate this in this blog by comparing the Eurosystem's
purchasing techniques with those of other central banks.
Chart 1: Structure of French sovereign debt and APP purchases by maturity (March 2018)

Sources: Bloomberg, Arrata and Nguyen (2017).

When the Eurosystem launched its Asset Purchase Programme – a European version of
Quantitative Easing – it stressed a key principle: minimising unintended consequences on
the functioning of the market ("One key principle underlying the implementation of the PSPP
[Public Sector Purchase Programme] is the minimisation of unintended consequences, which
can be ensured by obeying the concept of market neutrality”, Benoît Coeuré, 10 March
2015). Applying this principle of neutrality involves several operational aspects.

A consistent, predefined breakdown of asset purchases
Purchases are predictable and follow a pre-disclosed breakdown:
- Monthly net purchases for the Eurosystem as a whole are made at a fixed pace
(EUR 30 billion per month under the APP as at July 2018) and broken down between
the different programmes, the largest of which is the PSPP for government bonds.
- Purchase volumes are divided between the euro area countries in proportion to each
national central bank's share in the ECB's capital key.
- Lastly, the purchases of each national central bank are distributed along the yield
curve, respecting the average maturity of the bonds bought. Notably, this means that
the maturity structure of PSPP purchases is similar to the maturity structure of the
eligible government debt, as Chart 1 shows in the case of France.
This purchase similarity along the entire yield curve means less dispersion in the volumes
acquired, which on average amount to 20% of the eligible amount outstanding for each
security. In this regard, a Banque de France study based on daily PSPP purchase transaction
data shows that during the first year of the programme, compliance with this operational
constraint meant that market distortions arising from the transactions themselves were
minimised.
The Eurosystem's approach to purchases differs from that of other major central banks.
Indeed, while the Eurosystem restricts its purchases to 33% of the outstanding issued for
each individual government bond, the Federal Reserve and the Bank of England have a 70%
limit as part of their respective purchase programmes (see Chart 2).

Chart 2: Comparison of the distribution of percentages of securities purchased as part of
the Fed's, Bank of England's and Eurosystem's purchase programmes

Note: The distributions provide the breakdown of the share of eligible securities held by the central
bank. For the Eurosystem, this distribution is concentrated around 20% and delimited to the right by
the 33% rule. PSPP purchases in France, Germany, Italy and Spain, end-March 2018.
Sources: New York Fed, Bank of England, Bloomberg and Arrata and Nguyen (2017).
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The negotiation and execution of transactions take into account liquidity and also ad hoc
demand from market participants for certain specific bonds (such as bonds delivered on
underlying futures contracts, securities subject to strong demand on the securities lending
market, etc.). Furthermore, the transactions are spread over the day and over the curve.
Lastly, monetary policy portfolio managers will not intervene in certain segments of the yield
curve around primary issues.

... complemented by a securities lending facility intended to support
market liquidity

When a central bank purchases securities, it withdraws them from the market, thereby
making them more scarce and – in the absence of perfect substitutes – more expensive to
buy and to borrow. In order to reduce potential distortions resulting from this scarcity, the
Federal Reserve and the Bank of England introduced the solution of lending back part of the
securities to market participants, which can thus make temporary use of them to deliver a
futures contract or cover a short-selling position.
The securities lending facility put in place by the Eurosystem therefore allows counterparties
to borrow securities held under the PSPP against another, less valuable security or, in certain
countries like France, against cash collateral. When tensions appear in the money markets,
as has become common at quarter or year-end, the Eurosystem's facilities have acted as a
tool to support market liquidity. For example, the Banque de France provides a daily
securities lending auction scheme, making the entirety of its PSPP portfolio available for
borrowing to the market.
A recent Banque de France working paper (Arrata, Nguyen, Rahmouni-Rousseau and Vari,
2018) shows that the introduction of the securities lending facility by the Eurosystem
coincided with improved repo market conditions since 2017, and was accompanied by a
normalisation of the sometimes very high cost of borrowing certain securities of the more
financially sound euro area countries. This facility also seems to have contributed to limiting
tensions at year-end on the securities lending market.

Market neutrality and the effectiveness of securities purchases
Although market neutrality is intended to minimise unintended price distortions that could
undermine the functioning of the markets, this does not mean that QE has no impact on
prices. The central bank's extraction of duration risk from the market is a major transmission
channel: in this mechanism, rates vary depending on the total amount of risk borne by
private investors and the compensation they demand to take on that risk.
At the end of 2017, the Eurosystem had absorbed 20% of the sovereign debt market
duration risk in the euro area and enabled almost all investors to reduce their exposure to
risk. This contributes to an accommodative monetary policy after the conclusion of the net
purchases, as a proportion of this duration risk is absorbed in the central bank's balance
sheet.
Finally, part of the effect of asset purchase programmes stems from the signal sent by the
central bank on its long-term commitment to maintaining its accommodative stance. This
signal also mobilises other instruments, such as communication on future interest rate
paths (forward guidance).

