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» The repo specialness of sovereign bonds can magnify the transmission of central bank The NOn-NEUtra“ty Of QE

guantitative easing into the real economy.

. . Departure from the Wallace (1981) neutrality result: a long-term bond gives non-
» Bonds that are special in the repo market are more expensive.

pecuniary benefit to its holders that central bank reserves cannot.

» Investors who cannot take advantage of the repo specialness of government bonds sub- Long-term Bonds are Useful to Hedge against Duration Risk

stitute for government bonds into corporate bonds. S
» ICPFs have very long-dated liabilities.

» Empirical estimation in the context of the Public Sector Purchase Program (PSPP).

» Regulations or internal risk management requires ICPFs to match the duration of their

assets and ||a bllltles (Domanski, Shin, and Sushko, 2015).

Motivation » Long-term bond prices reflect the shadow price of the constraint on duration mis-
The beginning of the Public Sector Purchase Program (PSPP) match.
120 | Data is from BrokerTec Government Bonds are Useful Collaterals in the Repo Market
100 e e » Collaterals (e.g., government bonds) circulate in the repo market to support a variety

of trading activities (e.g., futures contract, shorting).
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» Search friction limits the circulation velocity.
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» The repo specialness premium reflects the shadow price of the constraint on the col-
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lateral velocity.
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Repo Specialness Premium
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Theoretical Mechanism

Supply of Government Bonds in the Repo Market ‘

Search friction
(Arrata, Nguyen, Rahmouni-Rousseau and Vari, 2018; Jank and Mdnch, 2018; Corradin and Maddaloni, 2019)
Should the central bank repo the purchased bonds back to the market? Repo Specialness of Government Bonds t

Repo specialness is a source of extra revenue (pufe, Garlean, and

-20 '
Mar 2014 Mar 2015 Mar 2016 Mar 2017

The central bank buys government bonds

YES NO Pedersn, 2002; D’Amico, Fan, and Kitsul, 2018; D’Amico and Pancost, 2018).
: Long-term Government Bond Yields ‘
Reduced supply of bonds only Reduced supply of bonds in both the
in the cash market cash market and the repo market

The portfolio allocation decision of insurance compa-
nies and pension funds

Long-term Corporate Bond Yields ‘

Empirical Estimation: 2SLS Specification

Why Important

p Self-imposed rule: the Eurosystem cannot purchase under the PSPP more than 33% of

the outstanding debts of any individual government.

» Size limits are necessary due to the prohibition of monetary financing (versch, 2016).

» Useful to increase the stimulus of the program per unit amount of purchase of govern-

ment bonds. Simulate the counterfactual pur- Counterfactual daily time series of
chasing decisions of the PSPP had

the Eurosystem operated with only

guantity of bunds still left in the
private market (free float)

-

-«o>» Flow of bonds through repo and reverse repo . . Aggregate free floats of bunds with re-
The repo specialness premium of a bund maining maturity close to the corpo-

exogenous rules.

Overview of the Theory

—> Flow of bonds through direct purchases and sales

. with th me remaining maturi n :
’7 Bank dealers e, th the same rema 5 atu ty (bO dS rate bond I (Cahill, D’Amico, Li, and Sears, 2013).

with similar remaining maturities are

1‘ ~\ more substitutable). Main instrument .

a1; + V1 t+ P1o OISt + P1o * Qie + Pir * Lit + €1t

Cash investors First stage Sit
Second stage Y = Qi + V2t + Baot OISt + Bag * Qit + Bar * Sit + €2t

Insurers and

pension funds

Corporate bond market 1\
Yield-to-maturity of corporate bond i

» Insurers and pension funds (ICPFs) purchase long-term bonds so that the duration of
95% confidence intervel

Without repo specials effect (counterfactual)

their assets is as long as the duration of their liabilities.
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: : : : | - With repo specials effect (actual data)
» Relative to banks, ICPFs cannot easily monetize repo specialness Hil, 2015). c 250
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» Bank dealers intermediate the repo market. %
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» Cash investors demand government bonds for shorting, hedging, settling futures con- £ 200
2,
tracts, etc. %
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