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EDITORIAL

At its meeting on 5 February 2004, the
Governing Council of the ECB decided to leave
the minimum bid rate on the main refinancing
operations of the Eurosystem unchanged at
2.0%. The interest rates on the marginal lending
facility and the deposit facility were also left
unchanged at 3.0% and 1.0% respectively.

The decision to keep the key ECB interest rates
at their low levels reflects the Governing
Council’s judgement that there are no
fundamental changes to the medium-term
outlook for price stability. Accordingly, the
monetary policy stance remains appropriate.
The Governing Council assessed that
inflationary risks should be contained by
somewhat more favourable import price
developments, while the economic recovery in
the euro area should proceed in line with
previous expectations. The Governing Council
will continue to monitor carefully all
developments that could affect its assessment of
risks to price stability over the medium term.
With regard to exchange rates, the Governing
Council again particularly stressed stability and
it remained concerned about excessive exchange
rate moves.

Starting with the economic analysis, the latest
data on euro area production as well as survey
evidence on business confidence remain
consistent with ongoing economic growth
around the turn of the year, both in the
manufacturing and the services sectors.

Looking ahead, the external environment of the
euro area should continue to develop
favourably. In particular, robust real GDP
growth in the economies of the euro area’s
major trading partners can be expected to
support foreign demand for euro area goods and
services, although export growth may be
dampened somewhat by the decline in price
competitiveness.

The conditions for an improvement in domestic
demand are also favourable. Investment activity
should not only benefit from global trends in
demand, but also from companies’ efforts to

enhance productivity and profitability, from the
low level of interest rates and from generally
favourable financing conditions. Growth in
private consumption, which has so far remained
rather subdued, can also be expected to recover
in line with an increase in real disposable
income. This overall picture of a gradual
economic recovery is reflected in all available
forecasts from official and private sources and
seems to be confirmed by developments in
financial markets.

Over the shorter term, risks to this main
scenario remain balanced. Over longer
horizons, uncertainties relate to the persistent
imbalances in some regions of the world and
their potential repercussions on the
sustainability of global economic growth.

Looking at price developments, the annual
HICP inflation rate fell in December 2003 to
2.0%. The same rate was estimated by Eurostat
for January 2004. In the course of this year,
inflation rates should fall below 2% and remain
in line with price stability thereafter. While US
dollar-denominated global commodity prices
have been on an upward trend over recent
months, the past appreciation of the euro is
dampening their effects on domestic prices.
Moreover, wage developments are expected to
remain moderate in the context of high rates of
unemployment and a gradual economic
recovery. Recent data on labour costs seem
broadly to confirm the assessment of a
levelling-off of wage increases. On the whole,
inflationary pressure remains limited — an
assessment that is shared by all available
forecasts. Given the conditional nature of any
forward-looking evaluation, it is of course
important to bear in mind all elements of risk to
the outlook for price stability. Furthermore, it is
necessary to monitor inflation expectations
closely.

Turning to the monetary analysis, annual M3
growth has continued to moderate only slowly
over recent months. This indicates a rather
gradual shift of portfolios away from monetary
assets towards longer-term financial assets
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outside M3. In addition, the low level of
interest rates is contributing to the continued
strong growth of very liquid assets. At the same
time, the growth of loans to the private sector
reflects the effects of both low interest rates and
an improvement in the economic environment.

The strong monetary growth over the past few
years means that there is significantly more
liquidity available in the euro area than needed
to finance non-inflationary growth. Whether the
accumulated excess liquidity will translate into
inflationary pressures over the medium term
depends on the extent to which past portfolio
shifts are reversed and on the future strength of
economic growth. Should excess liquidity
persist, it could lead to inflationary pressures
over the medium term.

In summary, the economic analysis continues to
indicate that the main scenario for price
developments in the medium term is in line with
price stability. Cross-checking with the
monetary analysis does not alter this picture.

With regard to fiscal policies, there are several
important issues that warrant close attention.
First, the implementation of fiscal policies
should be in line with the commitments made by
governments last year. In this connection, a
thorough assessment of the new Stability
Programmes of Member States is currently
under way. Sound public finances are needed to
support a stable macroeconomic framework,
which in turn enhances confidence and
promotes investment, growth and employment
in the euro area.

Second, as regards the institutional framework
for fiscal policy, the Governing Council shares
the concerns of the European Commission
regarding the conclusions of the ECOFIN
Council in November last year. The
Commission is the guardian of the Treaty and
the Stability and Growth Pact. The ECB
respects the Commission’s decision to seek
legal clarity on the implementation of the Pact.
Furthermore, the ECB does not see a need to
change the Treaty and it considers the Stability

ECB
Monthly Bulletin
February 2004

and Growth Pact appropriate in its current form.
The Governing Council is in agreement with the
Commission that the implementation of the
Stability and Growth Pact could be further
improved, in particular in terms of the analysis
of structural imbalances and the strengthening
of incentives for sound fiscal policies during
good economic times. Clarity and enforceability
of the fiscal framework should be enhanced.

A stable macroeconomic framework is
necessary to enhance the growth potential of the
euro area, but it alone is not sufficient. Boosting
employment, fostering labour productivity and
making the best use of technological and
scientific progress in the context of an ageing
society all require structural reforms — in the
fiscal domain as well as in financial, product
and labour markets. The Lisbon Strategy
provides the appropriate blueprint for progress.
The responsibility for its implementation,
however, lies with governments, parliaments
and social partners. The Governing Council
strongly supports ongoing efforts in a number
of countries to proceed with structural reforms.
At the same time, it fully shares the view that
additional measures are required, as recently
reiterated by the Commission in its progress
report on the implementation of the Lisbon
Strategy and the priorities for 2004. All parties
involved must convince the public at large that
everybody would benefit — in terms of growth,
more and better jobs, and higher incomes — from
such structural reforms.

This issue of the Monthly Bulletin contains
three articles. The first takes stock of some
of the key macroeconomic and structural
characteristics of the economies of the acceding
countries on the threshold of the European
Union. The second compares the main
developments in saving, financing and
investment, as well as the resulting trends in
debt and financial wealth, of non-financial
corporations and households in the euro area
and in the United States since the mid-1990s.
The third provides an overview of the current
debate and impact on the banking industry from
a wider application of fair value accounting.
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ECONOMIC AND MONETARY DEVELOPMENTS
DEVELOPMENTS The external

environment
of the euro area

| THEEXTERNALENVIRONMENT
OF THE EURO AREA

Global economic activity and trade have continued to accelerate and the outlook for the external
environment should continue to develop favourably. The recovery in global demand and world
trade has both broadened and strengthened, supported by favourable financing conditions.
Commodity prices have continued to rise, in particular non-oil commodity prices.

DEVELOPMENTS IN THE WORLD ECONOMY Chart Il Main developments in major
Recent data releases show a further | LbUBEEITRELECG ] LTS
improvement in global economic conditions and
suggest that the recovery has broadened in most
regions.

In the United States, economic activity has 8::5;}tp§fc"egfa';:)changes;quaneﬂy data)

continued to be buoyant as real GDP growth — euro area - Japan

in the fourth quarter was 4.0% (annualised - United States

quarter on quarter), after 8.2% in the third 8 8

quarter of 2003. However, employment growth 6 .

has stalled in recent months, although this does

not seem to have affected the overall economic & /--"‘ R o

momentum so far. Consumer confidence has 2 et N ,.-"":3'--'“'. 2

remained high and available evidence suggests o St RJ'."‘\_ o

that the rebound in firms’ capital spending is . N

still strong. In particular, strong internal -2 “, S -2

liquidity positions of US firms, together with ’ 4

favourable financing conditions, continue to 1999 2000 2001 2002 2003

support private business investment. Inflation

has broadly stabilised. Annual CPI inflation

was 1.9% in December after standing at 1.8% in

November, while the deflator of personal

consumption expenditure (PCE) excluding food Inflation rates ?

and energy stood at around 1% for the last three (annual percentage changes; monthly data)

months of 2003. At its meeting on 28 January = euroarea == = Japan

2004, the Federal Open Market Committee United States

decided to maintain its target for the federal 4 3ot b 4

funds rate at 1%. 3 RS . o 3
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The Japanese economy is continuing to make a f /N Yo ”

gradual recovery. Despite a strengthening of the 1~ o l

yen, growth has been supported mainly by [ S .o

rising exports, reflecting the robust expansion . o "‘ %28 4l oo ,u,'" i .

of global demand. The strong foreign demand : ! R

has gradually been spilling over into the
domestic sector, with industrial production
increasing by 1.0% (month on month) in
November. However, consumption spending
has remained sluggish. As for pI‘iCC Sources: National data, BIS, Eurostat and ECB calculations.

. . . 1) Eurostat data are used for the euro area; for the United States
developments, mild deflation persisted as the and Japan national data are used. For all countries, GDP figures

have been seasonally adjusted.
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decreased by 0.1%. On 20 January, the Bank
of Japan raised the current account balance
target to JPY30-JPY3S5 trillion, up from

Chart 2 Main developments in commodity
markets

JPY27-JPY32 trillion.

=== Brent crude oil (USD/barrel; left-hand scale)

non-oil commodities (USD; index: 2000 = 100;
right-hand scale)

.....

In the United Kingdom, economic activity
continued to improve in the fourth quarter of
2003, with real GDP growth accelerating to a
quarterly rate of 0.9%, resulting in an annual |
growth rate of 2.5%. The services sector :

appears to have been the main driving force ¥ k.:.s‘. ! [
behind output growth, whereas industrial 28 | .
output has been flat. The strength of retail sales . . )
during the fourth quarter of 2003 suggests that YN T T

[ 130

34

ST

32 120

110

consumption spending remains high, reflecting 24 100
buoyant household borrowing and a strong 22

housing market. HICP inflation has been stable, o | | = | —Jo
at an annual rate of 1.3% in December, well e s 2003Q3 R 2004

below the 2% target' Sources: Datastream and Hamburg Institute of International
Economics.

In non-Japan Asia, the strong expansion in

economic activity in the region has continued.

Boosted by fixed asset investment, China’s annual GDP growth rate in 2003 was 9.1%, the highest
level in the past seven years, while CPI inflation increased sharply to 3.2% (year on year) in
December. Economic activity also continued to improve in acceding countries and in Latin

America, albeit at a slower pace than in non-Japan Asia.

COMMODITY MARKETS

Oil prices in January rose to their highest level since March 2003. The price of Brent crude oil
reached USD 29.6 (€23.7) on 4 February. Oil prices have been supported by strong demand in the
United States and Asia and by historically low levels of commercial stocks in the United States.
The Organisation of Petroleum Exporting Countries (OPEC) has allowed oil prices to exceed the
upper limit of the OPEC basket price of USD 28. Moreover, the relatively sharp increase (in dollar
terms) in other commodity prices observed in the second half of 2003 continued in January 2004,
mainly supported by stronger global demand (see Chart 2). Non-oil commodity prices have
increased by 22% since the beginning of July.

OUTLOOK FORTHE EXTERNAL ENVIRONMENT

The external environment of the euro area should continue to develop favourably. The recovery of
global economic activity and world trade has broadened and strengthened, supported inter alia by
favourable financing conditions and a revitalisation of domestic demand in most regions.

Risks to the world economic outlook appear to be broadly balanced. On the upside, global
economic activity may accelerate if productivity growth, in particular in the United States,
continues its strong performance of recent months. On the downside, the main risks relate to the
persistence of external imbalances in major regions of the world economy and their potential
implications for the sustainability of global growth.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONETARY DEVELOPMENTS

Evidence of a moderation in annual M3 growth since the summer of 2003 was confirmed by the
December 2003 data. With improvements in financial market conditions and reduced uncertainty
about the economic outlook, economic agents appear to have gradually shifted the structure of
their wealth portfolio away from monetary assets and towards longer-term financial assets
outside M3. At the same time, the moderation in M3 growth is proceeding relatively slowly, which
may be explained at least partly by the low level of interest rates. In this environment, the annual
growth of MFI loans to the private sector rose in the last quarter of 2003. This increase was
driven to a large extent by the growth of loans to households. Overall, despite the moderation in
M3 growth, there remains significantly more liquidity in the euro area than needed to finance non-
inflationary economic growth.

THE BROAD MONETARY AGGREGATE M3

The broad monetary aggregate M3 expanded at a slow pace from November to December 2003. Its
annual growth rate decreased to 7.1% in December, from 7.4% in November and a peak of 8.7% in
July (see Chart 3). The December figures therefore confirm the downward trend in M3 growth
which started in the summer of 2003. Rising equity prices, a steepening of the yield curve,
declining financial market uncertainty and the brightening economic outlook seem to have led
investors to cautiously restructure their portfolios in favour of longer-term financial assets. At the
same time, the low opportunity costs of holding money have continued to fuel monetary growth.
This may partly explain why the normalisation of M3 growth is proceeding relatively slowly.

In spite of the moderation in M3 dynamics since
the summer, there was in December still
significantly more liquidity in the euro area than
needed to finance non-inflationary economic

Chart 3 M3 growth and the reference value

(annual percentage changes; adjusted for seasonal and calendar effects)

growth. Whether or not the accumulated excess = M3 (three-month centred moving average of the
liquidity will translate into inflationary ... ﬁ;i:hﬁ;z}vgi(:\j}t?rate)
pressures in the medium term depends crucially = = = reference value (4!/2%)
on the extent to which past portfolio shifts are 10.0 10.0
reversed and on the future evolution of the
economy. Should excess liquidity persist, it o0 2o 90
could generate inflationary pressures in the 20 4 . 50
medium term, in particular if accompanied by N / X
sustained economic growth. 70 ™ B (P
MAIN COMPONENTS OF M3 6.0 [+t 1 6.0
The annual growth rate of the narrow monetary ’-‘z’w'a\'g
aggregate M1 remained strong in December s ) \é 3
2003 (see Table 1). This is partly related to T T TSI TETCT T
the ongoing and significant rebuilding of 0 N o
currency holdings inside and outside the euro 26 20
area. The growth of currency does not yet
show any clear signs of a slowdown, even 20! | | | | 20
though currency in circulation is now close 199920000 2000 2002 2003
to levels in line with trends existing before  Source:ECB.
the euro cash changeover. Moreover, the low
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Table | Summary table of monetary variables in the euro area

(annual percentage changes; quarterly figures are averages; adjusted for seasonal and calendar effects)

0 q Annual growth rates
utstanding amount
as a percentage 2003 2003 2003 2003 2003 2003
of M3V Q1 Q Q3 [0 Nov. Dec.
M1 43.1 10.1 11.4 11.5 11.3 10.7 10.6
Currency in circulation 6.3 39.1 35.7 29.6 26.2 26.3 25.0
Overnight deposits 36.8 6.6 8.2 9.0 9.1 8.4 8.4
M2 - M1 (= other short-term deposits) 42.0 43 5.4 5.7 4.7 4.7 4.6
Deposits with agreed maturity of up to
and including two years 17.0 0.4 0.0 -1.5 -3.2 -3.0 -2.5
Deposits redeemable at notice of up to and
including three months 25.0 7.5 9.8 11.4 10.8 10.7 10.1
M2 85.1 7.1 83 8.5 7.9 7.6 1.5
M3 - M2 (= marketable instruments) 14.9 10.5 9.8 74 6.1 6.1 4.8
M3 100.0 7.6 8.5 83 7.6 74 71
Credit to euro arearesidents 169.0 4.2 4.8 54 5.9 6.3 5.9
Credit to general government 36.4 2.1 35 4.8 6.6 7.1 6.6
Loans to general government 13.6 -1.2 -0.4 1.0 1.5 1.5 1.9
Credit to the private sector 132.7 4.8 5.1 5.5 5.7 6.0 5.7
Loans to the private sector 115.5 5.0 4.6 49 5.3 5.6 5.4
Longer-term financial liabilities
(excluding capital and reserves) 51.1 5.1 &) 5.6 6.4 6.7 6.7
Source: ECB.

1) As at the end of the last month available. Figures may not add up due to rounding.

opportunity costs of holding overnight deposits continued to fuel the demand for this type of
deposit.

The annual growth rate of total short-term deposits other than overnight deposits remained broadly
stable in December at 4.6%. Economic agents’ substitution of short-term time deposits (deposits
with an agreed maturity of up to and including two years) with short-term savings deposits
(deposits with a period of notice of up to and including three months), which has been observed
since mid-2002, seems to have slowed considerably. The slowdown in the substitution process,
which is visible in the shorter-term growth rates, is probably linked to a stabilisation since August
2003 in the spread between the retail interest rates paid by MFIs on these deposits.

The annual growth rate of marketable instruments included in M3 declined further in December, to
4.8% from 6.1% in November and a peak of 12.5% in April. This is in line with the picture of
economic agents cautiously reallocating their portfolios towards riskier assets outside M3, linked
to more favourable conditions in the financial markets.

MAIN COUNTERPARTS OF M3

Turning to the main counterparts of M3 in the consolidated balance sheet of the MFI sector, the
annual growth rate of MFI loans to the private sector decreased slightly in December 2003 (see
Table 1). However, the data for the whole of the last quarter of 2003 reveal a clear pick-up in loan
dynamics. The strengthened demand for loans on the part of the private sector towards the end of
the year was probably linked to the improved economic outlook and supported by the continuing
low level of bank lending rates in the euro area.

The breakdown of MFI loans by borrower sector (see Table 2) reveals that the pick-up in loan
dynamics was driven, to large extent, by loans to households. The annual growth rate of loans for
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Table 2 MFI loans to the private sector

(end of quarter; not adjusted for seasonal and calendar effects)

0 q Annual growth rates
utstanding amount

as a percentage 2002 2002 2003 2003 2003 2003
of total » Q3 o Q1 Q 3 o
Non-financial corporations 4.9 35 34 3.7 3.6 3.6 35
Up to one year 31.6 -2.6 -2.6 -1.0 0.5 -0.9 -1.0
Over one and up to five years 17.4 8.9 6.3 58 2.4 44 38
Over five years 51.1 6.2 6.8 6.4 6.2 6.4 6.3
Households ? 49.5 5.9 5.9 5.9 55 5.8 6.3
Consumer credit® 13.8 4.2 39 3.1 33 23 3.1
Lending for house purchase ¥ 67.0 7.4 7.7 7.5 7.3 7.5 7.8
Other lending 19.2 22 1.4 2.5 1.3 2.7 3.6
Insurance corporations and pension funds 0.5 5.9 -11.1 7.2 4.7 104 13.9
Other non-monetary financial intermediaries 71 114 5.9 1.9 3.8 6.0 10.9

Source: ECB money and banking statistics.

Note: For further details, see footnotes to Table 2.4 in the “Euro area statistics” section and the relevant technical notes.

1) As at the end of the last quarter available. Sector loans as a percentage of total MFI loans to the private sector; maturity breakdown
and breakdown by purpose as a percentage of MFI loans to the respective sector. Figures may not add up exactly due to rounding.

2) As defined in the ESA 95.

3) The definitions of consumer credit and lending for house purchase are not fully consistent across the euro area.

house purchase increased further in the fourth quarter, to 7.8% from 7.5% in the third quarter. The
sustained growth in this category of loans probably reflected both the continuing low level of
mortgage interest rates and the strong house price increases in some euro area countries. The
annual growth rate of consumer credit and other lending to households also increased in the fourth
quarter.

By contrast, the annual growth rate of MFI loans to non-financial corporations was broadly unchanged
in the last quarter of 2003 (at 3.5%, compared with 3.6% in the quarter before). It thus remained within
the range — 3%2% to 4% — in which it has mostly fluctuated for more than a year. When interpreting
these figures, it should be recognised that the significant increase in the annual growth rate of loans to
non-monetary financial intermediaries in December may partly reflect increased loans to non-financial
corporations via other financial intermediaries (e.g. special purpose vehicles).

The results of the Eurosystem’s January 2004 bank lending survey show a continued decrease in
the net percentage of banks indicating a tightening of credit standards for loans to enterprises over
the previous three months. Moreover, the net percentage of banks reporting a tightening of credit
standards for loans to households remained low (see Box 1).

The annual growth rate of the broader aggregate MFI credit to the private sector (including, in
addition to loans, MFI holdings of shares and other equity, as well as securities other than shares,
issued by the private sector) stood at 5.7% in December 2003, down from 6.0% in November. The
annual growth rate of MFI credit to general government remained relatively high at 6.6%.

Economic agents continued to invest strongly in longer-term deposits and longer-term bank bonds
in December. The annual rate of growth of MFI longer-term financial liabilities (excluding capital
and reserves) was unchanged at 6.7% in December. Looking at shorter-term developments, the
annualised six-month rate of growth in this item increased to 8.6% in December, its highest level
since March 1998 — the start of the data series. The relatively steep yield curve and the decline in
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bond market volatility might have contributed to  [a N TE T L
the strength of demand for longer-term deposits | 40l R
and bank bonds.

(annual flows; end of period; EUR billions; adjusted for seasonal
and calendar effects)

The annual increase in the net external asset

= (22003

position of the euro area MFI sector declined s Q3 2003

further in December 2003 to €92 billion, which = Q42003
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was €155 billion below its peak in June.
Changes in MFI net external assets reflect, to a
large extent, transactions that take place
between euro area agents other than MFIs and 200
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non-euro area residents and are settled by the 00
euro area MFI sector. According to balance of 0 == —Ill—
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increase in MFI net external assets after June theprivate general assets (3)  financial - counterparts
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reserves) (4)

more foreign bonds and equity.

Source: ECB.
Summing up the information from the M3=le2si-d4%s
counterparts of M3, there are indications,
mainly from the developments in MFI net external assets and longer-term financial liabilities, that
money holders have shifted their wealth portfolio in favour of assets outside M3. At the same time,
the pick-up in the annual rate of growth of MFI credit to euro area residents in the fourth quarter

0f 2003 has continued to fuel M3 growth (see Chart 4).

THE RESULTS OF THE JANUARY 2004 BANK LENDING SURVEY FOR THE EURO AREA

The Eurosystem conducted its fifth bank lending survey at the beginning of January 2004. The
survey provides information on supply and demand conditions in the euro area credit markets
and is designed to complement existing statistics on bank interest rates and credit. This box
contains the main results for the fourth quarter of 2003 and expectations for the first quarter of
2004, and compares them with those of the October 2003 survey.! In this respect, it has to be
kept in mind that the questions are phrased in terms of changes over the past three months and
expectations of changes over the next three months. The answers to these questions are then
generally analysed by focusing on the difference (“net percentage”) between the share of banks
reporting, for instance, that credit standards have been tightened and the share of banks
reporting that these standards have been eased. Attention is thus paid both to the level of these
net percentages and to changes over time.

The results of the January 2004 bank lending survey, which are based on the responses of all
86 banks in the sample, indicate a continued fall in the net percentage of banks reporting a
tightening of corporate credit standards in the fourth quarter of 2003. At the same time, the net

1 A more extensive report is published on the ECB’s website.
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Table A Changes in credit standards applied to enterprises and in demand for loans or credit

lines to enterprises

(net percentages)
Overall Loans to small and Loans to large Short-term loans Long-term loans
medium-sized enterprises
enterprises
Credit Loan Credit Loan Credit Loan Credit Loan Credit Loan
standards demand standards demand standards demand standards demand standards demand
Past Next Past Past Next Past Past Next Past Past Next Past Past Next Past
three  three three | three three three | three three three | three three three | three three three
months months months | months months months | months months months | months months months | months months months
January 2003 65 46 -31 59 40 -29 67 48 -24 47 31 -19 59 50 -22
April 2003 46 39 -31 31 35 -19 51 36 -26 32 29 -4 43 39 -14
July 2003 27 19 -25 30 14 -17 25 24 -15 19 5 -6 28 21 -30
October 2003 23 13 -17 20 11 -9 17 16 -20 16 14 -13 25 19 -11
January 2004 17 22 3 20 12 12 15 26 -5 10 11 2 17 26 7

Notes: For credit standards the net percentage refers to the difference between the sum of the percentages for “tightened considerably”
and “tightened somewhat” and the sum of the percentages for “ecased somewhat” and “ecased considerably”. For loan demand it refers
to the difference between the sum of the percentages for “increased considerably” and “increased somewhat” and the sum of the
percentages for “decreased somewhat” and “decreased considerably”.

The euro area results are the aggregation of the national outcomes weighted by the share of the total amounts outstanding of national
lending in the total amount outstanding of euro area lending to euro area residents.

percentage of banks reporting a tightening of the credit standards applied to the approval of
loans to households remained low.

Enterprises

Looking at lending to enterprises in more detail, the net percentage of banks reporting a
tightening of corporate credit standards continued to decline, falling from 23% in October 2003
to 17% in January 2004 (see Table A). This was broadly in line with what banks expected in
October 2003 for the fourth quarter (see chart, left panel). The decline in the net percentage of
banks reporting in January 2004 a tightening of credit standards was observed for all loan
categories, except for loans to small and medium-sized enterprises.

The factors cited as contributing most to the continued decrease in the net tightening of
corporate credit standards in the fourth quarter of 2003 were significant falls in the risk
perceptions related to general economic activity and to the industry or firm-specific outlook.
The terms and conditions applying to the approval of loans or credit lines to enterprises that
showed the sharpest fall in January 2004 compared with October 2003 were interest rate
margins on both riskier as well as average loans and the size of the loan or credit line.

Turning to expectations about corporate credit standards for the first quarter of 2004, the net
percentage of banks expecting a tightening of credit standards increased (see Table A). This
result is somewhat surprising given the generally improving economic sentiment in the euro
area.

As regards demand for loans or credit lines to enterprises, a net 3% of banks indicated in
January 2004 that they had experienced stronger demand over the previous three months,
whereas in October 2003 a net 17% of respondents had indicated weaker demand (see Table A).
The main reasons given for the rise in corporate loan demand were financing needs related to
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Chart Credit standards applied to the approval of loans or credit lines
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“Realised” values refer to the period in which the survey was conducted. “Expected” values are the net percentages calculated from the
responses given by the banks in the previous survey. For instance, “expected” values for the first quarter of 2004 were reported by banks
in the January 2004 survey.

The euro area results are the aggregation of the national outcomes weighted by the share of the total amounts outstanding of national
lending in the total amount outstanding of euro area lending to euro area residents.

fixed investment, inventories and working capital, as well as to corporate restructuring and
mergers and acquisitions. The rise in demand appeared particularly pronounced for small and
medium-sized enterprises.

Households

With regard to households, a net 11% of banks reported a tightening of the credit standards
applied to the approval of loans for house purchase in the fourth quarter of 2003 (see Table B).
This is broadly unchanged from October 2003 and in line with expectations for the fourth
quarter of 2003 as reported in the October survey (see chart, middle panel). Concerning the
credit standards applied to consumer credit and other loans to households, on a net basis, 2% of
the responding banks reported in January 2004 a tightening during the fourth quarter of 2003
(down from 14% in October 2003). This is in line with what was expected for the fourth quarter
in the previous survey (see chart, right panel).

The broadly unchanged net tightening of credit standards on loans for house purchase in the
fourth quarter of 2003 reflected on the one hand a slightly higher risk perception related to
housing markets and on the other hand an improvement in expectations regarding general
economic activity. In addition to the latter factor, a reported fall in risk perception related to the
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Table B Changes in credit standards applied to households and in demand for loans to

households

(net percentages)
Loans for house purchase Consumer credit and other lending
Credit Loan Credit Loan
standards demand standards demand
Past three Next three Past three Past three Next three Past three
months months months months months months
January 2003 20 12 29 22 23 -8
April 2003 14 8 19 15 14 -2
July 2003 3 14 29 8 12 5
October 2003 9 13 31 14 -1 -7
January 2004 11 25 23 2 8 -14

Notes: For credit standards the net percentage refers to the difference between the sum of the percentages for “tightened considerably”
and “tightened somewhat” and the sum of the percentages for “ecased somewhat” and “ecased considerably”. For loan demand it refers
to the difference between the sum of the percentages for “increased considerably” and “increased somewhat” and the sum of the
percentages for “decreased somewhat” and “decreased considerably”.

The euro area results are the aggregation of the national outcomes weighted by the share of the total amounts outstanding of national
lending in the total amount outstanding of euro area lending to euro area residents.

creditworthiness of consumers contributed to the decrease in the net tightening of consumer
credit standards.

Looking at expectations for the first quarter of 2004, banks reported an anticipated slight
increase in the net tightening of credit standards applied to loans for house purchase and
consumer credit (see Table B).

As regards loan demand from households, the January 2004 survey showed that on a net basis
less banks reported a slightly lower increase in the demand for loans for house purchase (23%,
down from 31% in October 2003) (see Table B). The banks reported on a net basis a larger
decrease in the demand for consumer credit and other loans to households in January 2004 than
in October 2003.

2.2 SECURITIES ISSUANCE

In November 2003, the annual rate of growth in debt securities issued by euro area residents
declined slightly. The annual growth rate of quoted shares issued by euro area residents
remained relatively subdued at a level which has been broadly unchanged since July 2003.

DEBT SECURITIES

The annual rate of growth in debt securities issued by euro area residents declined slightly to 6.9%
in November 2003, from 7.2% in October (see Chart 5). This reflected a 3.0 percentage point
decrease in the annual growth rate of short-term debt securities issuance to 7.3% in November. For

long-term debt securities issuance, the annual growth rate was broadly unchanged in November
at 6.9%.

Turning to the sectoral breakdown, the annual growth rate of debt securities issued by MFIs was
5.3% in November 2003, slightly lower than in October (see Table 3). In the non-MFI corporate
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Chart 5 Sectoral breakdown of

Chart 6 Sectoral breakdown of quoted share
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from transactions.

sector, which includes both non-monetary financial corporations and non-financial corporations,
the annual growth rate of debt securities issuance decreased by 0.6 percentage point between
October and November 2003, to 18.4%. This decline was partly due to a decrease in the annual
growth rate of debt securities issued by non-monetary financial corporations to 27.8% in
November, from 29.0% in October. The continued high annual growth rates in this sector have
been concentrated in a few countries and partly reflect the use of dedicated financing subsidiaries
by non-financial corporations and MFIs to raise funds in the bond markets. The annual growth rate
of debt securities directly issued by non-financial corporations also fell slightly, to 9.3% in
November. Notwithstanding the decline in November, the annual growth rates of debt securities
issuance by the non-MFI corporate sector remained relatively high, reflecting among other things
the relatively low level of corporate bond yields.

In the government sector, the annual growth rate of debt securities issued by the central
government sector declined to 4.4% in November, from 4.6% in the previous month. The other
general government sector, mainly consisting of state and local governments, continued to issue
debt securities at a high rate in November. The ongoing strong expansion in issuance activity in
this sector reflects the high financing needs of local authorities in a few euro area countries.
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Table 3 Securities issuance by euro area residents

Amount outstanding, Annual growth rates (annual percentage changes ")
(EUR billions)
2003 2002 2003 2003 2003 2003 2003
Issuing sector Q3 (0] Q1 Q2 Q3 Oct. Nov.
Debt securities issuance: 8,662 6.9 6.7 6.8 6.9 72 6.9
MFIs 3,264 6.1 5.4 4.7 48 5.5 53
Non-monetary financial corporations 646 25.7 26.1 26.6 28.5 29.0 27.8
Non-financial corporations 577 4.0 6.3 10.2 10.0 9.5 9.3
General government 4,173 5.7 54 5.7 54 54 52
of which:
Central government 3,964 4.8 4.4 4.7 4.7 4.6 4.4
Other general government 209 28.4 31.4 28.8 22.0 21.3 22.8
Quoted share issuance: 3,286 1.0 0.7 1.1 1.1 1.1 1.1
MFIs 494 0.8 0.6 0.7 1.0 1.0 1.6
Non-monetary financial corporations 307 0.5 0.3 2.0 2.1 1.9 29
Non-financial corporations 2,484 1.1 0.8 1.1 1.0 1.0 0.7
Source: ECB.

1) Quarterly average of monthly annual growth rates for quoted shares and debt securities.

QUOTED SHARES
The annual growth rate of quoted shares issued by euro area residents stood at 1.1% in November.
It has remained at this relatively low level since July 2003 (see Chart 6 and Table 3).

In terms of the sectoral breakdown, the annual growth rate of quoted shares issued by
non-financial corporations, which broadly account for three-quarters of total amounts outstanding
of quoted shares, declined to 0.7% in November, from 1.0% in the previous month. In particular,
the volume of initial public offerings on euro area stock markets remained low in 2003, while
secondary offerings were used more actively by euro area non-financial corporations. Looking
ahead, more non-financial corporations stated their intentions to issue shares in 2004, indicating a
probable pick-up in issuance activity on euro area stock markets. The annual growth rate of quoted
shares issued by MFIs went up to 1.6% in November, from 1.0% in the previous month, probably
reflecting MFIs’ efforts to strengthen their balance sheets. For non-monetary financial
corporations, the annual growth rate also increased, rising to 2.9% in November from 1.9% in the
previous month.

2.3 MONEY MARKET INTEREST RATES

Money market interest rates declined slightly in the course of January 2004, most notably at
longer maturities. As a consequence, the slope of the money market yield curve became flatter.

For most of the period between end-December 2003 and 4 February 2004, the overnight interest
rate, as measured by the EONIA, hovered slightly above the 2% minimum bid rate in the
Eurosystem’s main refinancing operations. There were some fluctuations in the overnight rate
towards the end of the reserve maintenance period on 23 January 2004, reflecting changes in
perceptions of liquidity conditions (see Chart 7 and Box 2).
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LIQUIDITY CONDITIONS AND MONETARY POLICY OPERATIONS FROM 24 NOVEMBER 2003 TO
23 JANUARY 2004

This box reviews the ECB’s liquidity management during the reserve maintenance periods
ending on 23 December 2003 and 23 January 2004. Chart A summarises the development of
liquidity factors over the period considered.

Liquidity needs of the banking system

Banks’ liquidity needs increased substantially over the period as a result of a seasonal increase
in banknotes in circulation. Banknotes, which are the largest “autonomous factor” (i.e. a factor
which normally does not stem from the use of monetary policy instruments), reached an historic
high of €439.2 billion on 26 December 2003. On a daily average, autonomous factors absorbed
€146.3 billion of liquidity in the period under review, which is more than in any other period
since the introduction of the euro. By contrast, reserve requirements, which are the other major
source of banks’ liquidity needs, remained stable at around €132.3 billion. Excess reserves (i.e.
current account holdings with the Eurosystem in excess of reserve requirements) were higher
than normal (€0.79 billion in the first reserve maintenance period and €0.88 billion in the
second). This was probably related to the low level of the key ECB interest rates (implying low
opportunity costs of holding excess reserves) and a higher demand for liquidity buffers around
the Christmas holiday period to cope with unexpected payment shocks.

Chart B The EONIA and the recourse to the

Chart A Liquidity needs of the banking

system and liquidity supply
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Liquidity supply and interest rates

In the first main refinancing operation (MRO) of the review period, settled on 26 November
2003, there was a minor episode of underbidding, i.e. participating banks asked for slightly less
liquidity than the banking system as a whole needed for a smooth fulfilment of reserve
requirements. The EONIA (euro overnight index average) temporarily increased after the
underbidding episode but returned quickly to a level slightly above the minimum bid rate (see
Chart B). In the next three MROs, bidding remained subdued and the marginal rate was equal to
the minimum bid rate on all three occasions.

In mid-December, the EONIA fell below the minimum bid rate as market participants appeared
to anticipate loose liquidity conditions at the end of the maintenance period despite the fact that
one MRO was still to be settled on 23 December 2003. However, the ECB aimed in this
operation to ensure neutral liquidity conditions at the end of the maintenance period. In fact, as
a result of unexpected developments in the autonomous factors and demand for excess reserves
in the last two days of the maintenance period, there was a net recourse to the marginal lending
facility of EUR 11.1 billion on 23 December and the EONIA increased to 2.46% on that day.

As in past years, bidding was relatively high in the two MROs spanning the turn of the year as
a result of the higher demand for liquidity. In the MRO settled on 23 December, the ratio
between submitted bids and satisfied bids (the bid-cover ratio) increased substantially to 1.43.
The dispersion of bids also increased, with the marginal rate rising to 2.05% and the weighted
average rate to 2.08%. Bids were even more widely dispersed in the first MRO of the following
maintenance period, settled on 30 December 2003, resulting in a marginal rate of 2.02% and a
weighted average rate of 2.09%. As usual, the EONIA was also relatively high in late
December, reflecting banks’ desire for additional liquidity for their year-end balance sheets.

In the remaining part of the maintenance period ending on 23 January 2004, the dispersion of
bid rates decreased again and the marginal rates returned to 2.00% and 2.01%. After the New
Year, the EONIA returned to levels around 2.04%. In the last week of the maintenance period,
it was generally slightly below the minimum bid rate as market participants again appeared to
expect loose liquidity conditions at the end of the period. However, the ECB aimed at neutral
liquidity conditions in the last MRO allotment of the maintenance period, which was settled on
21 January 2004. The fact that the period ended with a net recourse to the marginal lending
facility of EUR 5.2 billion was almost exclusively owing to unexpected developments in the
autonomous factors after the last MRO. As liquidity conditions were not perceived by market
participants as tight until late in the afternoon of 23 January, the EONIA (which is a daily
average) was no more than 1.92% on that day.

After declining significantly in December 2003, the EURIBOR interest rates fell slightly between

end-December 2003 and 4 February 2004. The twelve-month EURIBOR declined by 11 basi

S

points to stand at 2.20% on 4 February. Interest rates at shorter maturities declined by a smaller
amount and remained at levels relatively close to 2%. As a result, the slope of the money market
yield curve flattened marginally. The difference between the twelve-month and the one-month
EURIBOR was only 13 basis points on 4 February 2004, down from 21 basis points at the end of

December 2003 (see Chart 8).
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Chart 7 ECB interest rates and the

overnight interest rate

Chart 8 Short-term interest rates and the
slope of the money market yield curve
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In the course of January 2004 market participants lowered their expectations for future short-term
interest rates somewhat, as indicated by the decline in implied three-month EURIBOR futures
rates. For instance, the implied futures rate for September 2004 dropped by 20 basis points
between the end of December 2003 and 4 February 2004, standing at 2.24% on the latter date.

The allotment rates in the Eurosystem’s main refinancing operations in January 2004 were
relatively close to the minimum bid rate. Between end-December 2003 and 4 February 2004 the
marginal and average rates were, on average, 1 and 2 basis points respectively above the minimum
bid rate. In the longer-term refinancing operation settled on 28 January 2004, the average rate was
2.03%, which was slightly below the then prevailing three-month EURIBOR and the average rate
in the previous longer-term refinancing operation, settled on 18 December 2003.
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Chart 9 Long-term government bond yields

Chart 10 Implied bond market volatility

(percentages per annum; daily data) (percentages per annum; ten-day moving average of daily data)
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Note: Long-term government bond yields refer to ten-year bonds
or to the closest available bond maturity.

Source: Bloomberg.

Note: The implied volatility series represents the nearby implied
volatility on the near-contract generic future, rolled over
20 days prior to expiry, as defined by Bloomberg. This means that
20 days prior to expiry of the contracts, a change in the choice
of contracts used to obtain the implied volatility is made, from
the contract closest to maturity to the next contract.

2.4 BOND MARKETS

Within a rather volatile environment, long-term government bond yields in the euro area and the
United States declined slightly in January 2004. Implied bond market volatility, an indicator of
market participants’ uncertainty about future bond yield developments, was relatively stable in the
major bond markets over recent weeks.

UNITED STATES

In the United States, ten-year government bond yields declined by around 15 basis points between
the end of December 2003 and 4 February 2004 to a level of 4.2% (see Chart 9). There were some
significant fluctuations in bond yields during this period. Several factors played a role in shaping
these bond market developments. In the first weeks of January, market participants initially
revised downwards their expectations about the future path of monetary policy rates, which drove
down bond yields across the entire maturity spectrum. These developments were at least partially
reversed after the Federal Open Market Committee issued a statement following its meeting on
28 January 2004 which market participants interpreted as a sign that the Federal Reserve might
raise monetary policy rates earlier and more quickly than previously anticipated. Macroeconomic
data releases during January generally supported a more optimistic outlook for economic growth.
However, the corresponding upward pressure on bond yields was counteracted by technical
factors, most notably large foreign purchases of US Treasury bonds, in particular by foreign
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central banks. Implied bond market volatility
decreased slightly overall in the United States
in January and early February and stood by the
end of that period at a level somewhat higher
than the average since 1999 (see Chart 10).

Chart 11 Implied forward euro area

overnight interest rates

(percentages per annum; daily data)
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In the euro area, long-term government bond
yields fluctuated significantly in January and
early February in tandem with US government
bond yields. Overall, ten-year government bond
yields in the euro area decreased slightly, by 5
basis points between end-December 2003 and 4 February 2004, and ended this period at 4.3%.
This broad stability of long-term government bond yields seemed to reflect the offsetting impact of
various factors. On the one hand, downward pressures emanated from expectations among market
participants that short-term interest rates in the euro area would remain at the present low levels for
longer than previously anticipated (see Chart 11). On the other hand, macroeconomic data releases
broadly supporting the scenario of an ongoing recovery of the euro area economy exerted upward
pressures on euro area bond yields.

Source: ECB estimate.

Note: The implied forward yield curve, which is derived
from the term structure of interest rates observed in the
market, reflects the market expectation of future levels for
short-term interest rates. The method used to calculate these
implied forward yield curves was outlined on page 26 of the
January 1999 issue of the Monthly Bulletin. The data used in the
estimate are derived from swap contracts.

The yields on ten-year index-linked bonds (indexed on the euro area HICP excluding tobacco)
declined by around 5 basis points between the end of December 2003 and 4 February 2004. The
ten-year break-even inflation rate — calculated as the difference between the yields on ten-year
nominal and index-linked government bonds — also decreased by around 5 basis points during the
same period. The degree of uncertainty prevailing in the euro area bond markets, as measured by
implied bond market volatility, remained stable in January, at a level which broadly corresponded
to the average since January 1999.
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Chart 12 Short-term MFl interest rates and
a short-term market rate

Chart 13 Long-term MFI interest rates and

a long-term market rate
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1) Include loans to non-financial corporations over €1 million
with a floating rate or with up to one year initial rate fixation.
2) Include deposits from households redeemable at notice of up
to three months.

3) Include deposits from households with an agreed maturity of
up to one year.

Source: ECB.

1) Include loans to non-financial corporations over €1 million
with over five years’ initial rate fixation.

2) Include loans to households with over five and up to ten years’
initial rate fixation.

3) Include deposits from households with an agreed maturity of
over two years.

2.5 INTEREST RATES ON LOANS AND DEPOSITS

Between June and November 2003, short-term MFI interest rates remained mostly unchanged,
while there were mixed developments in long-term MFI interest rates.

Most short-term MFI interest rates remained broadly unchanged in November 2003, as in the
previous four months, after declining during the first half of 2003 (see Chart 12). Overall, between
January and November 2003, the rates on short-term savings deposits from households
(i.e. redeemable at notice of up to three months) and on overnight deposits from non-financial
corporations declined by more than 30 basis points, while the rate on short-term time deposits from
households (i.e. with an agreed maturity of up to one year) decreased by 70 basis points. Over the
same period, the rates on short-term lending to non-financial corporations (i.e. loans over
€1 million with a floating rate or with up to one year initial rate fixation) and on bank overdrafts to
households declined by about 65 and 25 basis points respectively. For comparison, from January
to November 2003, the three-month money market rate fell by around 65 basis points.

Developments in long-term MFI interest rates on new business were mixed in November 2003 (see
Chart 13). For households the rates on long-term time deposits and on long-term loans for house
purchase increased in November, whereas for non-financial corporations the rate on long-term
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loans decreased in the same month. Developments in most long-term interest rates were also rather
diverse from June to November 2003, a period in which, for comparison, the five-year government
bond yield increased by around 90 basis points. During this period, the rates on long-term time
deposits from households and on long-term loans to non-financial corporations remained broadly
unchanged. By contrast, during the same period, the rate on long-term loans for house purchase
(i.e. with over five and up to ten years’ initial rate fixation) increased by around 15 basis points.

2.6 EQUITY MARKETS

Stock prices in the euro area and the United States rose further in January 2004, partly reflecting
further indications of improved corporate profitability. Stock market uncertainty, as measured by
implied stock market volatility, was stable over this period.

UNITED STATES

In the United States, stock prices, as measured by the Standard & Poor’s 500 index, rose by around
1% between the end of December 2003 and 4 February 2004 (see Chart 14). To some extent, this
rise reflected generally better than expected earnings releases by corporations for the fourth
quarter of 2003. In addition, stock prices seemed to receive support from a further decrease in

Chart 14 Stock price indices Chart I5 Implied stock market volatility
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stock market uncertainty and possibly also from investors’ lower degree of risk aversion. This is
suggested, among other things, by the fact that stocks of the technology sector, which are generally
perceived as riskier investments, were the main contributors to the rise in the overall index.
Stock market uncertainty, as measured by implied volatility derived from options on the
Standard & Poor’s 500 index, was stable in January and early February (see Chart 15) and
remained significantly below its average since 1999.

JAPAN

In Japan, stock prices decreased by 2% overall between end-December 2003 and 4 February 2004
in a rather volatile environment. Most of the fluctuations in Japanese stock prices in the course of
the month seemed to be related to the movements of the yen exchange rate, in particular against the
US dollar. In this environment, market participants’ perceptions of the earnings outlook for certain
sectors, notably the export sector, seem to have been in a state of flux. The implied volatility
extracted from options on the Nikkei 225 index, a measure of uncertainty in the Japanese
stock market, declined slightly between the end of December 2003 and early February 2004 (see
Chart 15), remaining at a level that was somewhat lower than its average since 1999.

EURO AREA

In the euro area, stock prices, as measured by the Dow Jones EURO STOXX index, rose by about
2% between the end of December 2003 and 4 February 2004. This might have reflected, in part, the
continued improvement in actual and short-term expected earnings of the index’s constituent firms
in January. Implied stock market volatility, a measure of market participants’ uncertainty about
future stock price developments, did not change overall between the end of December 2003 and
4 February 2004, after having reached in late January the lowest levels observed since the
introduction of the euro in January 1999 (see Chart 15). In sectoral terms, the strongest
contribution to the recent stock price increases came from the technology sector, which seemed to
benefit from an increase in the risk appetite of global investors.
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3 PRICES AND COSTS

Lower price increases for services, food and energy brought euro area inflation down to 2.0% in
December 2003, compared with 2.2% in the previous month. HICP inflation remained unchanged
at 2.0% in January 2004, according to Eurostat’s flash estimate. In addition to the unwinding of
last summer’s shock to fresh food prices, it appears that some of the decline in inflation in
December 2003 can be attributed to the appreciation of the euro. The latter effect is more
pronounced at earlier stages of the production chain, with producer prices increasing at
relatively low rates. Available labour cost indicators confirm that wage developments have
stabilised. Barring any further price shocks, HICP inflation should fall below 2% in the course of
this year and remain at levels in line with price stability thereafter.

3.1 CONSUMER PRICES

FLASH ESTIMATE FOR JANUARY 2004

Euro area HICP inflation is estimated to have remained unchanged at 2.0% in January 2004,
according to Eurostat’s flash estimate (see Table 4). Although no detailed information is available
as yet, it appears that lower energy price inflation (mainly owing to a base effect) has offset the
upward impact on prices from the health care reform in Germany. This estimate is surrounded by
a higher degree of uncertainty than normal, since it has to take into account the implementation of
fiscal measures in early January 2004 and the annual update of the item and country weights in the
HICP (which always takes place at the turn of the year).

HICP INFLATION IN DECEMBER 2003

Euro area HICP inflation declined to 2.0% in December 2003, down from 2.2% in the previous
month (see Chart 16), mainly reflecting lower annual price increases for services and the more
volatile components of the HICP (i.e. energy and unprocessed food prices). December’s figure
was slightly lower than Eurostat’s flash estimate, which was released at the beginning of January.
The year-on-year rate of change in the HICP excluding unprocessed food and energy declined by
0.1 percentage point to stand at 1.9% in December. The figures for December 2003 mean that the
average rates of increase in the HICP and the HICP excluding unprocessed food and energy for
2003 as a whole were 2.1% and 2.0% respectively.

Table 4 Price developments

(annual percentage changes, unless otherwise indicated)

2002 2003 2003 2003 2003 2003 2003 2004
Aug. Sep. Oct. Nov. Dec. Jan.

HICP and its components

Overall index ! 23 2.1 2.1 22 2.0 22 2.0 2.0
Energy -0.6 3.0 2.7 1.6 0.7 22 1.8
Unprocessed food 3.1 22 33 42 39 4.0 32
Processed food 3.1 33 3.0 32 35 39 3.8
Non-energy industrial goods 1.5 0.8 0.6 0.8 0.8 0.7 0.7
Services 3.1 25 25 25 2.5 24 23

Other price indicators

Industrial producer prices -0.1 1.6 1.3 1.1 0.9 1.4 1.0 .

Oil prices (EUR per barrel) 26.5 25.1 26.5 23.9 24.7 24.6 24.0 242

Non-energy commodity prices -0.9 -4.5 -5.2 -4.7 -3.7 0.2 -0,2 5.1

Sources: Eurostat, Thomson Financial Datastream and HWWA.
1) HICP inflation in January 2004 refers to Eurostat’s flash estimate.
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Chart 16 Breakdown of HICP inflation: main The more volatile HICP sub-components both
sub-components showed declines in their year-on-year rates of
change in December 2003 as compared with the
previous month. Energy price inflation declined

(annual percentage changes; monthly data)
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seasonally adjusted data) have shown a tendency to ease.

3.2 INDUSTRIAL PRODUCER PRICES

Price pressures at earlier stages of the production chain remained relatively subdued throughout
last year (see Chart 17). Between November and December 2003 the year-on-year rate of change in
the Producer Price Index (PPI) excluding construction declined from 1.4% to 1.0%, mainly on
account of energy prices. The decline in the annual rate of change in the energy component, from
3.6% in November to 2.1% in December 2003, was mainly due to a base effect, but also reflected
a decline in euro-denominated oil prices. In the consumer goods industries, the rate of increase in
producer prices slowed from 1.1% year-on-year in November to 0.7% in December 2003. This
moderation entirely reflects developments in prices of non-durable consumer goods, which in turn
were driven by lower food prices in combination with a base effect. Meanwhile, the annual rates of
change in intermediate and capital goods prices remained unchanged. In 2003 as a whole, producer
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Chart 17 Breakdown of industrial producer Chart 18 Selected labour cost indicators
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prices increased by an average of 1.6%, compared with a 0.1% decline in 2002. Energy prices were
the main contributor to the increase in producer price inflation. The average increase in the PPI
excluding energy therefore rose by only 0.4 percentage point to 0.8% in 2003.

In January 2004 the Eurozone Input Price Index (EPI) for manufacturing from the Purchasing
Managers’ Survey increased further, signalling the strongest rise in input prices since April 2003.
According to the survey respondents, this was mainly the result of higher prices for key
commodities owing to a further strengthening in demand. However, while US dollar-denominated
global commodity prices have been on an upward trend over recent months, the past appreciation
of the euro is dampening their effects on domestic prices.

3.3 LABOUR COST INDICATORS

Available data on most labour cost indicators for the third quarter of 2003 further support the
assessment that wage growth has levelled off since the beginning of 2002 (see Chart 18). The
annual rates of change in euro area compensation per employee, total hourly labour costs (in the
non-agricultural business sector) and gross monthly earnings all declined as compared with the
second quarter, while the indicator on negotiated wages showed a slight increase (see Table 5). A
longer-term comparison, such as the average growth rates during the first three quarters of 2003
relative to the average increases in 2002, also confirms that wage developments have stabilised.

As aresult of the increase in productivity growth and the decline in compensation per employee
growth between the second and third quarters of 2003, the annual rate of change in unit labour
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Table 5 Labour cost indicators

(annual percentage changes, unless otherwise indicated)
2001 2002 2002 2002 2003 2003 2003
Q3 Q4 Q1 Q2 Q3

Negotiated wages 2.6 2.7 2.6 2.7 2.7 2.4 2.5
Total hourly labour costs 33 3.5 32 35 3.1 32 2.9
Gross monthly earnings 29 3.0 3.1 3.1 29 2.8 2.6
Compensation per employee 2.8 2.6 2.5 2.5 2.6 2.7 2.6
Memo items:
Labour productivity 0.2 0.4 0.6 0.9 0.6 0.0 0.2
Unit labour costs 2.5 2.1 1.9 1.5 2.0 2.7 2.4

Sources: Eurostat, national data and ECB calculations.

costs fell. This was the first decline in unit labour cost growth since the end of 2002, when it had
started to increase as a result of a cyclical downturn in productivity growth. Notwithstanding this
decline, unit labour cost growth is still relatively high compared with its average since the
mid-1990s.

3.4THE OUTLOOK FOR INFLATION

Taking account of these latest developments and assuming that there are no further price shocks,
euro area HICP inflation is expected to fall below 2% in the course of 2004 and remain at levels in
line with price stability thereafter. The short-term picture, however, remains subject to
considerable uncertainty, in part related to the impact on prices of fiscal measures due to be
implemented in early 2004. Over a slightly longer horizon, inflationary pressure should remain
limited. This assessment is based on the assumption of moderate wage increases and a pass-
through of subdued import price developments to consumer prices.

Most recent information on inflation expectations from other institutions seems to support the
view that price pressures will diminish over the next two years. For instance, the most recent
Survey of Professional Forecasters (SPF), conducted in late January, puts HICP inflation at 1.8%
and 1.7% in 2004 and 2005 respectively (see Box 3). In addition, results from Consensus
Forecasts and Euro Zone Barometer in January show that euro area inflation is expected to stand at
1.7% in both 2004 and 2005.
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PRIVATE SECTOR EXPECTATIONS FOR INFLATION AND ECONOMIC ACTIVITY IN THE EURO AREA:
RESULTS OF THE 2004 Q1 SURVEY OF PROFESSIONAL FORECASTERS (SPF) AND OTHER AVAILABLE
INDICATORS

This box reports the results of the 22nd Survey of Professional Forecasters (SPF) conducted by
the ECB between 21 and 28 January 2004. The SPF gathers expectations for euro area inflation,
economic activity and unemployment from experts affiliated to financial or non-financial
institutions based in the European Union. It is important to bear in mind that, given the diversity
of the panel of participants, aggregate SPF results can reflect a relatively heterogeneous set of
subjective views and assumptions. Whenever possible, SPF results are compared with other
available indicators of private sector expectations for the same horizons.'

Inflation expectations for 2004 and 2005

Survey participants have revised HICP inflation expectations for 2004 upwards compared with
the previous (2003 Q4) SPF. HICP inflation is now expected to stand at 1.8% in 2004, i.e. a
0.2 percentage point upward revision from the previous SPF. HICP inflation expectations for
2005 have been revised downwards slightly compared with the previous SPF. They now stand
at 1.7%, i.e. a downward revision of 0.1 percentage point. The upward revision for 2004,
despite the appreciation of the euro, is mainly driven by indirect tax and administered price
changes. These were, for the most part, incorporated only as risks in the previous survey round.

Results from the 2004 Q1 SPF, the 2003 Q4 SPF and Consensus Economics (January 2004)

(annual percentage changes, unless otherwise indicated)

‘ Survey horizon
HICP inflation Dec. 2004 2004 Dec. 2005 2005 Longer term?
2004 Q1 SPF 1.7 1.8 1.8 1.7 1.9
Previous SPF (2003 Q4) - 1.6 - 1.8 1.9
Consensus (Jan. 2004) - 1.7 - 1.7 1.8
Real GDP growth 2004 Q3 2004 2005 Q3 2005 Longer term?
2004 Q1 SPF 2.0 1.8 23 22 23
Previous SPF (2003 Q4) - 1.7 - 2.3 2.4
Consensus (Jan. 2004) - 1.8 - 2.1 2.1
Unemployment rate” Nov. 2004 2004 Nov. 2005 2005 Longer term?
2004 Q1 SPF 8.7 8.8 8.4 8.5 7.4
Previous SPF (2003 Q4) - 8.9 - 8.5 7.4

1) As a percentage of the labour force.
2) Longer-term inflation expectations refer to 2008. The Consensus Economics forecast refers to the period 2009-13 (data published in
the October 2003 Consensus Economics Survey).

1 These horizons are the calendar years 2004, 2005 and “five years ahead, i.e. 2008”. Expectations for two additional “rolling horizons”
requested in the SPF are also reported. These rolling horizons are set one and two years ahead of the period for which the latest data
for each particular variable are available at the time the survey is conducted. In the 2004 Q1 SPF, these rolling horizons were
December 2004 and 2005 for the HICP inflation rate, the third quarters of 2004 and 2005 for the rate of growth in real GDP and
November 2004 and 2005 for the euro area unemployment rate. These rolling horizons may be useful to identify dynamic patterns that
are difficult to detect from averages over calendar years.
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In terms of the factors underlying inflation developments, the appreciation of the euro and low
domestic price pressures are the main factors identified as exerting downward pressure.
Government measures, either via indirect taxes or administered prices, and commodity price
developments are the main factors cited as exerting an upward impact on prices. Overall, SPF
expectations are broadly in line with the figures reported in the January 2004 issues of
Consensus Economics (see the table above) and the Euro Zone Barometer (also 1.7% for both
2004 and 2005).

SPF participants are also asked to assign a probability distribution to their forecasts. This
probability distribution is expressed in percentages falling within specific intervals. The
probability distribution resulting from the aggregation of responses thus helps to assess how,
on average, survey participants gauge the risk of the actual outcome being above or below the
most likely range. Chart A reports the aggregate probability distributions for average annual
rates of HICP inflation in 2004 in the last three survey rounds. Even though the bulk of the
distribution continues to be centred in the 1.5-1.9% range for expected HICP inflation in 2004,
there has been a further shift to the right in the latest SPF round. This shift reflects the increase
in the mean expected rate, which, as highlighted above, has been driven by the gradual
incorporation of indirect tax and administered price developments in forecasters’ views.

Indicators of longer-term inflation expectations

Longer-term inflation expectations (i.e. five years ahead) reported by SPF participants remained
at 1.9%, unchanged for the ninth consecutive SPF (see Chart B). This is broadly consistent with
other available measures of longer-term inflation expectations. In October 2003 the Euro Zone
Barometer forecast an average inflation rate of 1.9% in 2007, and Consensus Economics
published an average inflation rate of 1.8% for the period 2009-13. Furthermore, in financial
markets, there has been some reversal of the increase observed in the second half of 2003 in the
ten-year break-even inflation rates derived from French government bonds linked to the euro
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area HICP (excluding tobacco).? It should be noted, however, that these break-even inflation
rates are not pure measures of market participants’ long-term inflation expectations. They are
also affected by a variety of risk premia (including inflation uncertainty and liquidity premia).
Thus, while there has been some movement in the break-even inflation rate, actual long-term
inflation expectations in the SPF have remained unchanged. However, there was a slight upward
shift in the probability distribution of long-term inflation expectations in the 2003 Q4 round,
which has been reversed in the current SPF round.’ These movements parallel developments in
the break-even inflation rate.

Expectations for real GDP growth and unemployment in the euro area

Expected GDP growth in 2004 has been revised upwards slightly by 0.1 percentage point
compared with the last SPF and now stands at 1.8%. For 2005, expected growth has been
revised downwards slightly, by 0.1 percentage point from the previous survey round, to 2.2%.
Based on respondents’ qualitative answers, the expectation of an upturn in overall activity in
2004 is driven to a large extent by the recovery in the global economy, notwithstanding past
exchange rate developments, followed by a recovery in domestic demand. The SPF forecasts for
2004 and 2005 are similar to those published in the January issues of Consensus Economics and
the Euro Zone Barometer; both forecast GDP growth of 1.8% in 2004 and 2.1% in 2005.
Finally, the expected long-term growth rate five years ahead (i.e. in 2008) stands at 2.3%, i.e.
0.1 percentage point lower than in the previous SPF survey round.

The unemployment rate in the euro area is expected to stand at 8.8% in 2004, a slight downward
revision as compared with the last SPF round. This revision reflects the fact that unemployment
did not rise as much as expected during the last slowdown and the fact that expectations for
GDP growth have been revised upwards slightly. However, the recovery in 2004 is not
expected to be strong enough to produce a noticeable improvement in the euro area
unemployment rate until 2005, when that rate is expected to fall to 8.5%. The optimism shown
by respondents regarding long-term developments, i.e. a decline to 7.4% in the unemployment
rate in 2008, is explicitly linked to the implementation of further labour market reforms.

2 Itshould be noted that the break-even inflation rate reflects the average value of inflation expectations over the maturity of the index-
linked bond under consideration and is not a point estimate for a precise year (as is the case for the survey indicators of long-term
inflation expectations). For a thorough description of the conceptual nature of the break-even inflation rate, refer to the box entitled
“Deriving long-term euro area inflation expectations from index-linked bonds issued by the French Treasury” on page 16 of the
February 2002 issue of the ECB’s Monthly Bulletin.

3 More detailed data collected as part of the survey are available on the ECB’s website (http://www.ecb.int/stats/spf/spf.html).
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4 OUTPUT,DEMAND AND THE LABOUR MARKET

Euro area real GDP rose in the third quarter of 2003 due to a particularly strong increase in total
exports. Growth was broadly based across the industrial and services sectors. Survey data for
January 2004 point to ongoing economic growth around the turn of the year. Household spending
indicators continue to provide mixed signals concerning private consumption growth, while the
unemployment rate has remained unchanged. Beyond the short term, the gradual recovery should
continue, supported by both exports and domestic demand.

4.1 OUTPUT AND DEMAND

REAL GDP AND EXPENDITURE COMPONENTS

Euro area real GDP data for the third quarter of 2003 support the view that the recovery started in
the second half of 2003. According to the second estimate of national accounts, euro area real GDP
growth was 0.4% quarter on quarter in the third quarter of 2003 (see Chart 19).

The increase in euro area real GDP in the third quarter conceals opposite developments in
individual expenditure components. While net exports contributed particularly strongly to GDP
growth, the contribution from domestic demand was negative. The contribution from net exports of
0.8 percentage point was due to both a strong rebound in exports and a further decline in imports.
The strong export growth reflected the recovery in the euro area’s export markets, while the
decline in imports was the result of the euro area’s weak domestic demand. The negative
contribution from domestic demand was mainly due to a large negative impact from changes
in inventories. This was possibly the result of an unwinding of the restocking observed in the
first half of 2003. By contrast, final domestic demand (excluding inventories) provided a small
positive contribution to GDP growth, arising
from increases in private and government
consumption accompanied by a decrease in
gross fixed capital formation.

Chart 19 Contributions to real GDP growth

(percentage point contributions; quarterly data; seasonally adjusted)
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the November figures, data on new orders are consistent with a further strengthening in industrial
production in the fourth quarter.

Taking a slightly longer-term perspective, developments in industrial production improved further.
Over recent months industries producing intermediate and capital goods have made positive
contributions to growth in industrial production (excluding construction and energy) (see
Chart 20).

According to the European Commission’s business survey, capacity utilisation in manufacturing
declined in January 2004 compared with the level recorded three months earlier. The January result
is, however, not fully comparable with previous data due to changes in the country coverage. The
figure for January refers to the euro area excluding France, as modifications in the French survey
questionnaires caused significant structural breaks in the results for France. The most recent
development in this indicator therefore has to be interpreted with particular caution. Taking into
account the exclusion of France, it is likely that capacity utilisation did not decline in January
2004.

SURVEY DATA FOR MANUFACTURING AND SERVICES SECTORS

Survey indicators up to January 2004 point to ongoing growth in the manufacturing and services
sectors. As regards the manufacturing sector, the European Commission’s industrial confidence
indicator increased in January, partly reversing the decline in December 2003. With the exception
of December, industrial confidence has improved continuously since mid-2003 and has now

Chart 21 Industrial production, industrial
confidence and the PMI

Chart 20 Contributions to growth in
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reached a level corresponding to its long-term average. However, measured in terms of changes
compared with three months earlier, the improvements became somewhat smaller in the course of
the fourth quarter (see Chart 21). The rise in industrial confidence in January was the result of a
significant increase in production expectations, while the assessment of order books and stocks
remained unchanged. As regards the main industrial groupings, the improvement in industrial
confidence reflected increases in the intermediate and, in particular, the capital goods industries.
By contrast, confidence in the consumer goods industries was unchanged.

The Purchasing Managers’ Index (PMI) for the manufacturing sector also continued to increase in
January. However, as in December, this increase was relatively small. Nevertheless, overall
developments in the PMI in recent months still seem broadly comparable with those in previous
upturns. The rise in the PMI in January was broadly based across components. There were small
improvements in the indices for output, new orders, stocks of purchased products and suppliers’
delivery times, whereas the index for employment remained unchanged.

Turning to the services sector, the European Commission’s services confidence indicator
deteriorated in January. The level of the indicator is currently still well below earlier peaks.
Nevertheless, in view of the relat