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a b s t r a c t

We show that new public debt issues cause an auction cycle for
Italian secondary-market debt, but not for German debt. The cycle
is mainly observed for the crisis period since mid-2007 and is lar-
ger when the crisis, as measured by yield volatility and CDS
spreads of primary dealers, is more intense. Volatility seems to
be the main driving factor. The cycle is also present in second-
ary-market series with maturities close to the auctioned series.
Our findings are consistent with the theory of primary dealers’
limited risk-bearing capacity. There is also weak evidence of
spill-overs from foreign auctions to domestic markets.

� 2014 Elsevier Inc. All rights reserved.

http://dx.doi.org/10.1016/j.jfi.2014.11.004
1042-9573/� 2014 Elsevier Inc. All rights reserved.

q We thank two anonymous referees for their helpful comments on an earlier version of this paper. We also thank for useful
comments Sander Onderstal, Bernd Schwaab, Bas van Geffen, Wolf Wagner and seminar participants at Cass Business School,
Tilburg University, the European Central Bank and Bicocca University and participants at the PEUK (Public Economics UK)
Workshop 2014 and the 18th International Conference on Macroeconomic Analysis and International Finance for comments on
previous versions. The usual disclaimer applies.
⇑ Corresponding author at: Department of Finance, Tilburg University, PO Box 90153, 5000 LE Tilburg, The Netherlands. Fax:

+31 13 4662875.
E-mail addresses: r.m.w.j.beetsma@uva.nl (R. Beetsma), m.giuliodori@uva.nl (M. Giuliodori), f.dejong@uvt.nl (F. de Jong),

widijanto@bngvb.nl (D. Widijanto).
1 Address: Department of Economics and Econometrics, University of Amsterdam, Valckenierstraat 65-67, 1018 XE Amsterdam,

The Netherlands. Fax: +31 20 5254254.
2 Address: BNG Vermogensbeheer, Koninginnegracht 2, 2514 AA The Hague, The Netherlands.

J. Finan. Intermediation 25 (2016) 30–53

Contents lists available at ScienceDirect

J. Finan. Intermediation

journal homepage: www.elsevier .com/locate/ jfi

http://crossmark.crossref.org/dialog/?doi=10.1016/j.jfi.2014.11.004&domain=pdf
http://dx.doi.org/10.1016/j.jfi.2014.11.004
mailto:r.m.w.j.beetsma@uva.nl
mailto:m.giuliodori@uva.nl
mailto:f.dejong@uvt.nl
mailto:widijanto@bngvb.nl
http://dx.doi.org/10.1016/j.jfi.2014.11.004
http://www.sciencedirect.com/science/journal/10429573
http://www.elsevier.com/locate/jfi


1. Introduction

Auctions are important events in the treasury bond market. As their timing and size are typically
known several days in advance, in an efficient market one would expect no predictable bond price or
yield movements around auctions.3 Nevertheless, recent empirical research documents the existence of
an ‘auction cycle’ in the U.S. treasury bond market, in which bond yields show an inverted V-shaped pat-
tern around the auction dates.4 That is, bond yields rise in the run-up to the auction and fall back to their
original level after the auction.

In this paper, we offer new evidence on the existence of an auction cycle in secondary markets for
public debt and explore specifically the impact of the economic and financial crisis on the magnitude
of the auction cycle. We focus on two countries, Germany and Italy, with large economies and sub-
stantial amounts of public debt outstanding.5 Hence, these countries have public debt markets that
are among the most liquid and active of the euro-zone. However, they have been affected in substantially
different ways by the crisis, with German yields falling to unprecedentedly low levels and Italian yields
rising to dangerously high levels. Moreover, the two countries generally feature different auctioning
mechanisms and auctioning policies. We compare the auction cycle for the two countries during periods
of different intensity of the crisis and find that the crisis has a strong effect on the Italian auction cycle,
but essentially no effect on the German auction cycle.6

We focus on a particular theoretical explanation for the existence of the auction cycle, namely the
inventory management operations of the primary dealers. This theory has a number of testable pre-
dictions specifically related to the crisis. A first prediction is that if the crisis intensifies as evidenced
by higher market volatility, primary dealers will charge higher markups and we expect the auction
cycle to be larger. A second prediction is that the auction cycle also becomes larger if, as a result of
the crisis becoming more intense, the risk-bearing capacity of the primary dealers shrinks. Since pri-
mary dealers make the market in bonds of various maturities, a third prediction of the theory is that an
auction also puts pressure on the yields of bonds with maturities close to the auctioned maturity.

Our results are strongly in line with these predictions. Secondary-market yields on Italian public
debt increase in anticipation of a new debt auction and decrease after the auction, while there is little
evidence of such an auction cycle for German public debt. Importantly, this difference in the behaviour
of Italian and German secondary-market yields is only present between in the period of the crisis since
mid-2007, which is in line with the strong adverse tensions in the Italian debt markets during the cri-
sis, while no such tensions were observed for the German debt markets. We provide further testing of
the crisis-related predictions of the theory by linking the size of the auction cycle to the yield volatility
and the risk-bearing capacity of the primary dealers, as captured by an index of CDS spreads, in the
relevant market. While for Germany we are unable to detect any link between an auction cycle and
any of the two measures, for Italy we do find that an increase in market volatility or a reduction in
risk-bearing capacity has a strong positive effect on the size of the auction cycle. While the Italian auc-
tion cycle ranges over an average of 13–17 basis points since mid-2007, depending on the maturity of
the issued debt, there are moments when the auction cycle is far larger with estimated peaks of up to
80–130 basis points around the end of 2011.

Alternative explanations of predictable price patterns around auctions have been put forward, such
as the on/off-the-run effect, price effects of repo specialness and supply effects (see Section 2). All
these theories predict price effects in anticipation of the auction, but little or no effect after the auc-
tion. Instead, we do find predictable patterns after auctions. We also find that the secondary-market
behaviour of series for which there is no auction, but with a maturity close to that of the auctioned
series, is very similar to the secondary-market behaviour of the auctioned series. This particular

3 Of course, the announcement of the auction outcome may move the market in so far as it is unexpected, see Fleming and
Remolona (1997).

4 See Fleming and Rosenberg (2007) and Lou et al. (2013).
5 At the end of December 2012 the total Italian public debt was €1990 billion (of which €1640 billion of outstanding bonds),

while the German public debt was €1139 billion.
6 However, German public debt markets are affected by the crisis in other ways, in particular by flight-to-safety effects (e.g., see

De Santis, 2014).
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