Cambridge University Press
978-1-107-15584-8 — Collateral Frameworks
Kjell G. Nyborg

Frontmatter

More Information

Collateral Frameworks

Central bank collateral frameworks are an often-overlooked feature
of monetary policy that play a key role in the monetary and finan-
cial system. Readers will discover how central banks conduct and
implement monetary policy beyond merely setting interest rates,
and develop their understanding as to how collateral policies may
affect financial markets, financial stability, and the real economy.
This book studies the collateral framework in the euro area in detail
and levers this analysis to provide an account of the euro crisis from
the perspective of collateral policy. Readers gain access to a wealth
of institutional and economic data and information with a level of
density and accessibility unavailable elsewhere. This book, the first
of its kind, is a valuable read for academic monetary and financial
economists, those working in banking and policy-making financial
institutions, and anyone who wishes to learn more about the role of
central banks in society.
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Preface

This book seeks to inform about a feature of monetary policy that
is largely overlooked yet occupies a central role in the monetary and
financial system, namely central bank collateral frameworks. They
are much like G.K. Chesterton’s famous “invisible” postman in that,
like him, collateral frameworks are out in the open and utilized every
single day of the year, but nevertheless go largely unnoticed.! Unlike
the postman, however, collateral frameworks are obscured by opacity.
Those that care can look up the nitty-gritty of how collateral frame-
works work by studying the relevant official documentation, but it is
not trivial reading. Furthermore, to understand how collateral frame-
works actually function, it is not sufficient to merely read the official
rules, it is also necessary to supplement these with empirical facts
that shed light on how those rules are implemented and what their
consequences are. This book does both. Its main objective is to bring
the importance of collateral frameworks more out into the open.

I do this through an in-depth study of the collateral frame-
work of the euro area. This is an especially interesting case because
of the banking and sovereign debt problems in the euro area and
the ongoing efforts of the European Central Bank (ECB) to, in Mario
Draghi’s words, preserve the euro. The Eurosystem’s collateral frame-
work provides a novel and useful frame of reference for looking at
the unfolding crisis. The book shows that the collateral framework is
integral to the unconventional monetary policies pursued by the ECB
in its bid to stave off the crisis. The book also lays out the general
pattern of the ECB’s unconventional policies to preserve the euro and
shows that these involve indirect bailouts of banks and sovereigns,

with some countries benefiting more than others.

1 Chesterton (1911).
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X1V PREFACE

As I thought I was nearing completion of this book in Jan-
uary 2015, several “euro events” occurred in rapid succession that
I felt compelled to incorporate into my analysis because they reduced
uncertainty with respect to future ECB actions to preserve the euro.
This has led to a chapter on the endgame of the euro crisis to go along
with a chapter on the euro’s fundamental credibility problem and
what to do about it. These chapters expand the scope of the book so
that it can also be read as an analysis of the euro crisis that branches
out from a detailed study of the Eurosystem’s collateral framework.

The discussion of the euro crisis also serves to deepen the
understanding of collateral frameworks provided by the book by illus-
trating, in part, their potential reach and, in part, how their design
may ultimately be influenced by political forces. I believe this is espe-
cially relevant with respect to understanding the Byzantine structure
of the Eurosystem’s collateral framework.

The general picture that emerges from my research is that a
collateral framework is a monetary policy tool that can be used, by
design or inadvertently, to impinge on the role of markets. It can
be used to nudge financial markets and the behavior of banks and
sovereigns this way or that and, by implication, the real economy as
well. A message of the book is that to gain a more complete under-
standing of the monetary and financial systems, it is essential to
understand the structure, functionality, role, reach, and implications
of collateral frameworks. The book shows that collateral frameworks
are central to the operations and activities of central banks and the
monetary and financial systems built up around their money. They
can be used as part of a package of unconventional monetary policies
to address crises or near-crises situations, but they can also cause
market distortions and contribute to a misallocation of resources and

to financial instability.
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