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EDITORIAL

Based on its regular economic and monetary
analyses, the Governing Council decided at its
meeting on 3 November 2011 to reduce the key
ECB interest rates by 25 basis points. While
inflation has remained elevated and is likely
to stay above 2% for some months to come,
inflation rates are expected to decline in the
course of 2012 to below 2%. At the same time,
the underlying pace of monetary expansion
continues to be moderate. After this month’s
decision, inflation should remain in line with
price stability over the policy-relevant horizon.
Owing to their unfavourable effects on financing
conditions and confidence, the ongoing tensions
in financial markets are likely to dampen the
pace of economic growth in the euro area in
the second half of this year and beyond. The
economic outlook continues to be subject to
particularly high uncertainty and intensified
downside risks. Some of these risks have
been materialising, which makes a significant
downward revision to forecasts and projections
for average real GDP growth in 2012 very likely.
In such an environment, price, cost and wage
pressures in the euro area should also moderate;
the Governing Council’s decision of 3 November
to reduce the key ECB interest rates takes this
into account. Overall, it remains essential for
monetary policy to maintain price stability
over the medium term, thereby ensuring a firm
anchoring of inflation expectations in the euro
area in line with the Governing Council’s aim
of maintaining inflation rates below, but close
to, 2% over the medium term. Such anchoring
is a prerequisite for monetary policy to make
its contribution towards supporting economic
growth and job creation in the euro area.

The provision of liquidity and the allotment
modes for refinancing operations will continue
to ensure that euro area banks are not constrained
on the liquidity side. All the non-standard
monetary policy measures taken during the
period of acute financial market tensions are, by
construction, temporary in nature.

As regards the economic analysis, real GDP
growth in the euro area, which slowed in the
second quarter of 2011 to 0.2% quarter on

quarter, is expected to be very moderate in the
second half of this year. There are signs that
previously identified downside risks have been
materialising, as reflected in unfavourable
evidence from survey data. Looking forward,
a number of factors seem to be dampening
the underlying growth momentum in the euro
area, including a moderation in the pace of
global demand and unfavourable effects on
overall financing conditions and on confidence
resulting from ongoing tensions in a number
of euro area sovereign debt markets. At the
same time, the Governing Council continues to
expect euro area economic activity to benefit
from continued positive economic growth in the
emerging market economies, as well as from
the low short-term interest rates and the various
measures taken to support the functioning of the
financial sector.

In the Governing Council’s assessment, the
downside risks to the economic outlook for the
euro area are confirmed in an environment of
particularly high uncertainty. Downside risks
notably relate to a further intensification of
the tensions in some segments of the financial
markets in the euro area and at the global level,
as well as to the potential for these pressures
to further spill over into the euro area real
economy. They also relate to the impact of the
still high energy prices, protectionist pressures
and the possibility of a disorderly correction of
global imbalances.

With regard to price developments, euro area
annual HICP inflation was 3.0% in October
according to FEurostat’s flash estimate,
unchanged from September. Inflation rates
have been at elevated levels since the end of
last year, mainly driven by higher energy and
other commodity prices. Looking ahead, they
are likely to stay above 2% for some months to
come, before falling below 2% in the course of
2012. Inflation rates are expected to remain in
line with price stability over the policy-relevant
horizon. This pattern reflects the expectation
that, in an environment of weaker euro area and
global growth, price, cost and wage pressures in
the euro area should also moderate.
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The Governing Council continues to view the
risks to the medium-term outlook for price
developments as broadly balanced, taking also
into account its decision of 3 November 2011
to reduce the key ECB interest rates by
25 basis points. On the upside, the main risks
relate to the possibility of increases in indirect
taxes and administered prices, owing to the need
for fiscal consolidation in the coming years. In
the current environment, however, inflationary
pressure should abate. The main downside risks
relate to the impact of weaker than expected
growth in the euro area and globally. In fact,
if sustained, sluggish economic growth has the
potential to reduce medium-term inflationary
pressure in the euro area.

Turning to the monetary analysis, the annual
growth rate of M3 increased to 3.1% in
September 2011, up from 2.7% in August. The
annual growth rate of loans to the private sector,
adjusted for loan sales and securitisation, was
2.7% in September, unchanged from August.
As in August, inflows into M3 also reflect the
heightened tensions in some financial markets.
In particular, inflows into money market
fund shares/units, as well as into repurchase
agreements  conducted  through  central
counterparties, appear to have significantly
affected monetary developments in September.
The annual growth rate of M1 increased to 2.0%
in September, from 1.7% in August.

On the counterpart side, the annual growth rate
of loans to non-financial corporations and to
households in September, adjusted for loan sales
and securitisation, remained broadly unchanged
compared with August, at 2.2% and 2.6%
respectively. These figures do not signal that
the heightened financial market tensions have
affected the supply of credit up to September.
However, as such effects can manifest themselves
with lags, close scrutiny of credit developments
is warranted in the period ahead. Taking the
appropriate medium-term  perspective and
looking through short-term volatility, underlying
broad money and loan growth have stabilised
over recent months. Overall, the underlying pace
of monetary expansion thus remains moderate.
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The overall size of monetary financial
institutions’ balance sheets remained broadly
unchanged over the past few months. The
soundness of bank balance sheets will be a key
factor in reducing potential negative feedback
loop effects related to tensions in financial
markets, thereby facilitating an appropriate
provision of credit to the economy over time.
The Governing Council therefore welcomes
the agreement of the European Council of
26 October to proceed with the increase in the
capital position of banks to 9% of core Tier 1 by
the end of June 2012. It also fully supports the
call to national supervisors to ensure that banks’
recapitalisation plans do not lead to excessive
deleveraging.

To sum up, based on its regular economic and
monetary analyses, the Governing Council
decided at its meeting on 3 November 2011 to
reduce the key ECB interest rates by 25 basis
points. While inflation has remained elevated
and is likely to stay above 2% for some months
to come, inflation rates are expected to decline in
the course of 2012 to below 2%. A cross-check
with the information from the monetary analysis
confirms that the underlying pace of monetary
expansion continues to be moderate. After this
month’s decision, inflation should remain in
line with price stability over the policy-relevant
horizon. Owing to their unfavourable effects on
financing conditions and confidence, the ongoing
tensions in financial markets are likely to dampen
the pace of economic growth in the euro area
in the second half of this year and beyond. The
economic outlook continues to be subject to
particularly high uncertainty and intensified
downside risks. Some of these risks have
been materialising, which makes a significant
downward revision to forecasts and projections
for average real GDP growth in 2012 very likely.
In such an environment, price, cost and wage
pressures in the euro area should also moderate;
the Governing Council’s decision of 3 November
to reduce the key ECB interest rates by 25 basis
points takes this into account. Overall, it remains
essential for monetary policy to maintain price
stability over the medium term, thereby ensuring
a firm anchoring of inflation expectations in the



euro area in line with the Governing Council’s
aim of maintaining inflation rates below, but close
to, 2% over the medium term. Such anchoring
is a prerequisite for monetary policy to make
its contribution towards supporting economic
growth and job creation in the euro area.

Turning to fiscal policies, all euro area
governments need to show their inflexible
determination to fully honour their own
individual sovereign signature as a key element
in ensuring financial stability in the euro area as
a whole. The Governing Council takes note of
the fiscal commitments expressed in the Euro
Summit statement of 26 October 2011 and
urges all governments to implement fully and
as quickly as possible the measures necessary
to achieve fiscal consolidation and sustainable
pension systems, as well as to improve
governance. The governments of countries
under joint EU-IMF adjustment programmes
and those of countries that are particularly
vulnerable should stand ready to take any
additional measures that become necessary.

It is crucial that fiscal consolidation and
structural reforms go hand in hand to strengthen
confidence, growth prospects and job creation.
The Governing Council therefore calls upon
all euro area governments to accelerate,
urgently, the implementation of substantial
and comprehensive structural reforms. This
will help the euro area countries to strengthen
competitiveness, increase the flexibility of
their economies and enhance their longer-term
growth potential. In this respect, labour market
reforms are essential and should focus on
measures to remove rigidities and to enhance
wage flexibility, so that wages and working
conditions can be tailored to the specific needs
of firms. More generally, in these demanding
times, moderation is of the essence in terms
of both profit margins and wages. These
measures should be accompanied by structural
reforms that increase competition in product
markets, particularly in services — including
the liberalisation of closed professions — and,
where appropriate, the privatisation of services
currently provided by the public sector. At the

same time, the Governing Council stresses that
it is absolutely imperative that euro area national
authorities rapidly adopt and implement the
measures announced and recommended in the
Euro Summit statement of 26 October 2011.

This issue of the Monthly Bulletin contains
two articles. The first article reviews recent
house price developments in the euro area and
the United States. The second article reviews
recent developments in euro area markets for
banks’ long-term debt financing instruments
and discusses the state of integration and
implications for monetary policy transmission.
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| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

Growth in the global economy has slowed in recent months, partly on account of temporary factors.
While the unwinding of these factors should provide a boost to growth in the latter half of this
year, renewed stresses in financial markets as well as ongoing structural headwinds, particularly
in advanced economies, continue to restrain the medium-term global growth outlook. Growth in
emerging economies has been moderating modestly, which should assist in alleviating overheating
pressures in certain economies. Annual inflation rates have stabilised in advanced economies, while
inflationary pressures continued to be more pronounced in emerging economies.

1.1 DEVELOPMENTS IN THE WORLD ECONOMY

Growth in the global economy has slowed in recent months, partly on account of temporary factors.
While the unwinding of these factors should provide a boost to growth in the latter half of this
year, the need for further repair of public and private sector balance sheets as well as the continued
weaknesses in housing and labour markets continue to restrain the strength of the recovery,
particularly in advanced economies. Moreover, the renewed tensions in global financial markets
and declining business and consumer confidence are further holding back the pace of the recovery.
In emerging economies, growth has been moderating modestly, which should assist in alleviating
overheating pressures in certain economies.

The Purchasing Managers’ Index (PMI) for global manufacturing output remained unchanged in
October at 49.9. This weak reading is below the theoretical expansion/contraction threshold of 50
and below the long-term average level. The PMI component for new orders increased in October,
albeit remaining weak and below the expansion/contraction threshold of 50. The PMI component
for employment continued to remain above 50 in October.

(diffusion index; seasonally adjusted; monthly data) (monthly data; annual percentage changes)
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Price pressures in the global economy seem to
have continued to ease somewhat. In October
the PMI for manufacturing input prices declined
to 49.9, from 56.6 in September. Overall, annual
. . . . . = euro area ====Japan

headline inflation has stabilised in advanced — ..... United Statess ~ ——  United Kingdom
economies, while inflationary pressures continue
to be more pronounced in emerging economies.
In the OECD area, annual headline consumer
price inflation stood at 3.3% in September 2011,
compared with 3.2% in August. Excluding
food and energy, the annual inflation rate
stood at 1.9% in September, compared with
1.8% in August. In emerging markets, inflation
rates remain elevated on account of capacity
constraints as well as the higher weight of
commodities in these countries’ consumption -3
baskets.

Output growth?
(quarter-on-quarter percentage changes; quarterly data)
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UNITED STATES
In the United States, the economic recovery ¢
gained momentum in the third quarter of 2011.
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According to the advance estimate by the Inflation rates
Bureau of Economic Analysis, US real GDP (EETEImE T CR £ [P e D Gl R T 7 (215)
2
increased at an annual rate of 2.5% in the 6 i 6

third quarter of 2011 (0.6% on a quarter-on-
quarter basis), up from 1.3% in the previous

4
quarter. The expansion in the third quarter was 5
supported by growth in consumer spending and
business investment. The former increased at an Z
annual rate of 2.4%, as durable goods purchases 1
rebounded from a contraction in the previous o

quarter, which was partly related to the effects
of the Japanese disaster. However, a coincident
weakness in personal disposable income, which
fell by 1.7% in real terms, and a drop in the -3
personal savings rate to its lowest level since

the last quarter of 2007 called into question the Sources: National data, BIS, Eurostat and ECB calculations.

K . X X 1) Eurostat data are used for the euro area; national data are
sustainability of the acceleration going forward. used for the United States, the United Kingdom and Japan. GDP

. . . figures have been seasonally adjusted.
At the same time, business investment expanded 2) HICP for the euro area and the United Kingdom; CPI for the
at an annual pace of 16.3% and residential United States and Japan.
investment continued to recover modestly from
very weak levels. Net exports contributed positively to GDP growth as export growth outpaced

import growth, while inventories posted a strong negative contribution.
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As regards price developments, annual CPI inflation increased to 3.9% in September 2011, its
highest level in three years, from 3.8% in the previous month. The increase in headline inflation
in the course of 2011 continues to reflect a marked annual rise in energy and food prices, which
increased at a rate of 19.3% and 4.7% respectively in the year up to September 2011. Excluding
food and energy, annual inflation remained unchanged from the previous month and stood at 2.0%
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in September, after having followed an upward trend for around a year. In part, the stabilisation in
annual core inflation reflected some moderation in the cost of motor vehicles and apparel, reversing
the substantial increases recorded over previous months.

On 21 September 2011 the US Federal Open Market Committee (FOMC) decided to maintain its
target range for the federal funds rate at 0.00% to 0.25% and continued to anticipate that economic
conditions are likely to warrant exceptionally low levels for the federal funds rate at least until
mid-2013. At the same time, the FOMC announced new measures to stimulate the slow economic
recovery and to help support conditions in mortgage markets, including an extension of the average
maturity of its securities holdings.

JAPAN

In Japan, economic activity has recovered significantly from the plunge triggered by the Great
East Japan Earthquake, as supply-side constraints appear to have since eased considerably. As a
result, economic growth in the third quarter of 2011 is largely expected to be fairly positive, after
three quarters of negative growth. The pace of recovery, however, appears to have moderated
somewhat from the rapid rebound immediately following the earthquake. After modest increases
in July and August, industrial production declined by about 4% (month on month, seasonally-
adjusted) in September. This notwithstanding, real exports of goods increased by 3.4% in monthly
terms (seasonally-adjusted) in September, following moderate increases in the two previous months,
while real imports fell for the first time since March by 1.8% month on month. In nominal terms, the
trade balance remained in negative territory, as has been the case since the earthquake, but the deficit
narrowed significantly to JPY 21.8 billion in seasonally-adjusted terms (compared with a deficit of
JPY 265.2 billion in August). The government has recently submitted to the Diet a third supplementary
budget proposal totalling about JPY 12 trillion, mostly assigned to reconstruction activities.

With regard to consumer price developments, annual CPI inflation declined in September to 0.0%,
from 0.2% in the previous month. Annual CPI inflation excluding fresh food stood at 0.2% in
September, the same level as in August, while annual CPI inflation excluding food and energy
increased from -0.5% to -0.4%. In its latest monetary policy meeting on 27 October, the Bank of
Japan decided to maintain its target for the uncollateralised overnight call rate at around 0.0% to 0.1%
and to increase its Asset Purchase Program by around JPY 5 trillion to approximately JPY 55 trillion.

UNITED KINGDOM

In the United Kingdom, economic activity has remained relatively subdued recently. In the third
quarter of 2011 real GDP increased by 0.5% quarter on quarter, largely reflecting the waning of
some temporary factors in the second quarter of the year. Most business and consumer survey
indicators remained weak in October. Hence, overall, the underlying growth momentum is likely
to remain sluggish in the short term, even though monetary stimuli should support economic
activity going forward. Growth in domestic demand is still expected to remain constrained by tight
credit conditions, household balance sheet adjustment and substantial fiscal tightening, while the
weakening of the outlook for external demand is likely to hinder export growth.

Annual CPI inflation has remained elevated in recent months. Inflation increased to 5.2% in
September from 4.5% in August. The inflation of both energy and non-energy goods continued to
accelerate, and the jump in inflation was driven mainly by substantial increases in utilities prices.
In the short term, inflation is likely to remain high, but going forward, the gradual diminishing of
certain temporary factors (higher past commodity prices, the lagged effects of the depreciation of
the pound sterling, and the increase in the rate of VAT in January 2011), as well as the existence
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of spare capacity, are expected to dampen inflationary pressures. The Bank of England’s Monetary
Policy Committee has maintained the official Bank Rate paid on commercial bank reserves at 0.5%,
but in October decided on a further GBP 75 billion of asset purchases financed by the issuance
of central bank reserves, in addition to the stock of GBP 200 billion remaining from previous
purchases.

CHINA

In China, the economy has, thus far, been resilient to the worsening of the global outlook, with
available evidence pointing to a soft landing in the coming quarters. In the third quarter of 2011 real
GDP increased by 9.1% year on year (down from 9.5% in the second quarter), with the contribution
of domestic demand to growth diminishing and the contribution of net exports being negative.
The process of appreciation of the renminbi against the US dollar has lost pace significantly since
early September, and a slight decrease in the stock of international reserves occurred in September
owing to foreign exchange valuation effects. The People’s Bank of China kept its policy rates
and reserve requirements unchanged amid ongoing inflationary pressures coupled with abundant
domestic liquidity. Annual CPI inflation declined to 6.1% in September, only 0.1 percentage point
down from August. The decrease in CPI inflation was mainly driven by food prices, while non-food
CPI inflation also moderated slightly. In the property market, prices decelerated only marginally,
despite the authorities’ concerted efforts. In October China’s sovereign wealth fund decided to
purchase a small amount of shares of the four major state-owned commercial banks in order to boost
market sentiment in an environment characterised by rising domestic financial vulnerabilities.

1.2 COMMODITY MARKETS

Oil prices increased in October. Brent crude oil prices stood at USD 108.0 per barrel on 2 November,
which is 15.8% higher than at the beginning of the year and 4.5% higher than at the beginning
of October (see Chart 4). Looking ahead, however, market participants expect lower oil prices in
the medium term, with futures contracts for
December 2012 trading at around USD 103.1

per barrel.
The increase in prices was associated with —— Bront crude oil (USD/barrel; lefi-hand scalc)
relatively tight physical market fundamentals, =" non-energy commodities
. . . . . . (USD; index: 2010 = 100; right-hand scale)
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. o 180 135
non-OPEC countries — further contributing 5 o0
to already declining inventory levels. Yet, 160 125

the upward pressure on prices was somewhat 130
140

dampened by renewed tensions in a number || ¢

120
s
2110

of euro area sovereign debt markets and their 120 ] 105

expected downward impact on demand. In this !0 100

. 100 95

regard, the ?nternatlonal Ene‘rgy ’Agency further - -

cut back its demand projections for 2011 80 85

and 2012. 70 80

60 75

' - 50 70

The prices of non-energy commodities decreased 40 65

further, on aggregate, in the course of October, 30 —r—r—r—r——r—r—r———— o 0
2008 2009 2010 2011

mainly reflecting a sharp decline in the iron ore

Sources: Bloomberg and HWWI.
component. By contrast, both food and metal ¢

ECB
Monthly Bulletin
November 2011



ECONOMIC
AND MONETARY
DEVELOPMENTS

The external
environment
of the euro area

prices increased in October, driven mainly by maize and copper respectively, on account of robust
imports from emerging economies, in addition to tight supply conditions for copper. In aggregate
terms, the price index for non-energy commodities (denominated in US dollars) was 11.7% lower
at the end of October than at the beginning of the year.

1.3 EXCHANGE RATES

From the end of July to early November the nominal effective exchange rate of the euro,
as measured against the currencies of 20 of the euro area’s most important trading partners, remained
broadly unchanged amid rather high volatility. On 2 November the nominal effective exchange
rate of the euro was 0.1% below its level at the end of July 2011 and 0.3% below its average level
for 2010 (see Chart 5).

In bilateral terms, over the past three months the euro has depreciated against most major currencies.
Between 31 July and 2 November the euro declined against the US dollar by 3.2%, the pound
sterling by 1.5%, the Japanese yen by 2.5% and the Chinese renminbi by 4.4%. Over the same
horizon the euro appreciated against the Swiss franc by 6.6% (with the Swiss franc currently trading
above the minimum exchange rate set by the Swiss National Bank), the Korean won by 3.0% and
the Singapore dollar by 2.3%. The single currency also appreciated strongly vis-a-vis some other
European currencies, most notably the Hungarian forint and the Polish zloty, by 13.1% and 9.1%
respectively, as well as the Czech koruna by 4.0%. (see Table 1). Market volatility, as measured on
the basis of foreign exchange option prices, increased significantly in the course of the period under

(daily data)
Index: Q1 1999 = 100 Contributions to EER-20 changes?
From 29 July 2011 to 2 November 2011 (percentage points)
109 109 1.5 1.5
108 108
107 107 1.0 1.0
106 106
0.5 0.5
105 105 I
104 104
0.0 —_ - R 0.0
103 103
102 102 05 -0.5
101 101
100 : 100 -1.0 : : y : : y I I -1.0
August September October USD GBP JPY CNY CHF SEK OMS other EER-20
2011
Source: ECB.

1) An upward movement of the index represents an appreciation of the euro against the currencies of 20 of the most important trading
partners of the euro area (including all non-euro area EU Member States).

2) Contributions to EER-20 changes are displayed individually for the currencies of the six main trading partners of the euro area. The
category “other Member States” (OMS) refers to the aggregate contribution of the currencies of the non-euro area Member States (except
the pound sterling and the Swedish krona). The category “other” refers to the aggregate contribution of the currencies of the remaining
six trading partners of the euro area in the EER-20 index. Changes are calculated using the corresponding overall trade weights in the
EER-20 index.
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(daily data; units of national currency per euro; percentage changes)

Appreciation (+)/depreciation(-) of the euro
as at 2 November 2011

Level on since: compared with:

Weight in EER-20 2 November 2011 29 July 2011 | 1 January 2010 average for 2010
US dollar 19.4 1.381 -3.2 -4.0 42
Pound sterling 17.8 0.862 -1.5 -3.3 0.5
Chinese renminbi 13.6 8.779 -4.4 -10.6 -2.1
Japanese yen 8.3 107.8 -2.5 -19.3 -7.3
Swiss franc 6.4 1.217 6.6 -18.2 -11.9
Polish zloty 4.9 4.373 9.1 6.6 9.5
Swedish krona 4.9 9.073 0.0 -11.0 -4.9
Czech koruna 4.1 25.15 4.0 -4.3 -0.5
Korean won 3.9 1,548 3.0 -6.9 1.1
Hungarian forint 3.1 305.4 13.1 13.2 10.8
NEER? 104.3 -0.1 -6.8 -0.3

Source: ECB.
1) Bilateral exchange rates in descending order based on the corresponding currencies’ trade weights in the EER-20 index.
2) Euro nominal effective exchange rate against the currencies of 20 of the most important trading partners of the euro area (EER-20).

review in all currency pairs, with the exception of the EUR/CHF pair, and currently stands well
above long-term average levels.

Between 31 July and 2 November 2011 the currencies participating in ERM II remained broadly

stable against the euro, trading at, or close to, their respective central rates. The Latvian lats moved
closer to its central rate within the unilaterally set fluctuation band of +/-1%.

1.4 OUTLOOK FOR THE EXTERNAL ENVIRONMENT

Looking ahead, while the waning of some of the
adverse transitory factors should support global

economic activity in the second half of the year, — OECD _
----- emerging economies

(monthly data; amplitude-adjusted)

structural headwinds, particularly in advanced

. . . 106 106
economies, as well as the renewed tensions in
global financial markets are expected to dampen 104 104
medium-term growth dynamics. This is in line o\
with the OECD’s composite leading indicator — 102 102
designed to anticipate turning points in economic 100 100
activity relative to trend — for August, which ;
continues to point to a slowdown in activity in 98 98
most OECD countries and major non-member
economies. Furthermore, the latest data for global % %
trade also suggests slow growth in the upcoming - o1
months. In an environment of particularly high
uncertainty, risks to activity remain on the 92 92
downside. These risks mainly relate to the ongoing o o

tensions in some segments of the financial
markets, as well as to continued high energy
. L. s Source: OECD.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONEY AND MFI CREDIT

The annual growth rate of M3 increased further in September 2011, while that of loans to the
private sector was unchanged. The strengthening observed in M3 growth in August and September
largely reflects the heightened tensions in some financial markets. Thus far, there are no clear
indications that these heightened financial market tensions have affected the supply of loans.
However, as effects on supply could manifest themselves with lags, credit developments need to be
monitored closely in the period ahead. Looking beyond short-term portfolio flows triggered by the
uncertain environment, the underlying pace of monetary and credit expansion remains moderate
overall.

THE BROAD MONETARY AGGREGATE M3

The annual growth rate of M3 increased to 3.1% in September, up from 2.7% in August
(see Chart 7). The month-on-month growth rate was robust at 0.4%, albeit substantially weaker
than the exceptionally high growth rate of 1.2% observed in the previous month. The particularly
high levels of uncertainty seen in financial markets since August have contributed to this
continued inflow. Notably, households have increased their holdings of liquid monetary assets at
the expense of riskier assets owing to significant uncertainty regarding the economic outlook, the
intensification of the sovereign debt crisis and considerable declines in stock markets. Similarly, the
fact that relatively large numbers of repurchase transactions continue to be conducted via central
counterparties (CCPs) highlights distrust among banks and points to a preference for collateralised
interbank lending via electronic platforms, rather than direct unsecured interbank lending.

On the component side, the annual growth rate of M1 increased further in September, despite a
sizeable monthly reduction in the overnight deposits held by non-financial corporations. The annual
growth rate of other short-term deposits (i.e. M2
minus M1) was broadly unchanged, while that
of marketable instruments (i.e. M3 minus M2)
increased further. This reflected broadly similar
increases in repurchase transactions conducted
via CCPs and the money-holding sector’s

(percentage changes; adjusted for seasonal and calendar effects)

=== M3 (annual growth rate)

purChaseS of short-term MFI debt securities and ..... M3 (three-month centred moving average of the
: annual growth rate)
money market fund shares/units. wme M3 (sixmonth annualised growth ratc)

On the counterpart side, the annual growth rate
of MFI loans to the private sector (adjusted
for the impact of loan sales and securitisation
activity) was unchanged at 2.7% in September.
This mirrored the broadly unchanged annual
growth rates of MFI loans to households and
non-financial corporations.

The main assets held by euro area MFIs
(excluding the Eurosystem) recorded a third
consecutive monthly increase in September. This
was driven mainly by a further strong increase
in inter-MFI lending, possibly mirroring the
increase seen in recourse to Eurosystem funding.

2

l]J]lJl]l]l]l]l]l]l]l]i]l'z
1999 2001 2003 2005 2007 2009 2011

Source: ECB.
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Increases in MFIs’ external asset holdings and loans to the private sector also contributed modestly
to the expansion seen in MFIs’ main assets in September.

MAIN COMPONENTS OF M3

The annual growth rates of the narrow monetary aggregate M1 and marketable instruments drove
the strengthening seen in M3 growth in September, while the annual growth rate of other short-term
deposits was broadly unchanged.

The annual growth rate of M1 increased to 2.0% in September, up from 1.7% in August. This further
increase in the annual growth rate of M1 probably reflects the high degree of economic uncertainty,
as evidenced by the sharp decline seen in consumer confidence surveys. Following the strong inflow
for overnight deposits in August, some rebalancing was observed in September, with a negative
monthly flow being recorded on account of a sizeable reduction in the holdings of non-financial
corporations. By contrast, both households and non-monetary financial intermediaries other than
insurance corporations and pension funds (OFIs) increased their holdings of overnight deposits.
Stock prices declined further in September, albeit more slowly than in August, possibly prompting
the private sector to sell off more securities in favour of liquid instruments contained in M3.

The annual growth rate of short-term deposits other than overnight deposits was broadly unchanged
at 3.1% in September. This masks differing developments in the annual growth rates of its two
sub-components. The annual growth rate of short-term time deposits (i.e. deposits with an agreed
maturity of up to two years) was almost unchanged, while that of short-term savings deposits
(i.e. deposits redeemable at notice of up to three months) declined significantly. Nevertheless,
the monthly flows for both sub-components were positive in September. The fact that, since the
beginning of the year, the inflows observed for short-term time deposits have been stronger than
those recorded for overnight deposits and short-term savings deposits reflects the increase seen in
the spread between the remuneration of short-term time deposits and that of the other two types of
deposit over this period.

The annual growth rate of marketable instruments increased further to stand at 7.3% in September,
up from 5.3% in August. While the monthly inflow was smaller than in August, interbank repurchase
transactions conducted via CCPs continued to make a significant contribution. It is likely that these
transactions, in part, reflect a preference for secured interbank lending conducted via CCPs in an
environment characterised by heightened uncertainty regarding the perceived financial soundness
of counterparties. In addition, money market fund shares/units recorded inflows, as also observed
in August. These inflows are likely to reflect temporary portfolio adjustments, particularly via sales
of investment fund shares/units. Such transitory use of these instruments was also observed during
the period of exceptional portfolio shifts between 2001 and mid-2003. The money-holding sector’s
holdings of short-term debt securities (i.e. debt securities with a maturity of up to two years) also
increased.

The annual growth rate of M3 deposits — which comprise short-term deposits and repurchase
agreements and represent the broadest monetary aggregate for which a timely sectoral breakdown is
available — remained unchanged at 3.6% in September. Monthly flows were positive for households
and OFIs. By contrast, monthly flows turned negative for non-financial corporations, insurance
corporations and pension funds, and general government other than central government.
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MAIN COUNTERPARTS OF M3
As regards the counterparts of M3, the annual growth rate of MFI credit to euro area residents
stood at 2.4% in September, broadly unchanged from the previous month (see Table 2). This masks
a strengthening in the growth of credit to general government and a moderation in the growth of
credit to the private sector.

The strengthening in the growth of credit to general government was driven by purchases of
government debt securities, which were partly offset by a decline in the annual growth rate of loans
to general government. The high annual growth rate of credit to general government largely reflects
the impact of the financing of earlier asset transfers to “bad bank™ schemes classified as part of the
government sector.

The annual growth rate of credit to the private sector declined to 1.6% in August, down from 1.8%
in the previous month. This reflects MFIs’ shedding of significant holdings of both equity and debt
securities and masks a modest increase in MFI loans. The positive monthly flow of MFI loans to
the private sector (adjusted for sales and securitisation) almost equalled that of loans held on MFIs’
balance sheets, suggesting that loan sales and securitisation activity were subdued in September.
The positive monthly flow for loans to the private sector was mainly driven by loans to non-financial
corporations and, to a lesser extent, households, whereas loans to the OFI sector declined.

The annual growth rate of loans to non-financial corporations (adjusted for sales and securitisation)
was broadly unchanged at 2.2% in September, with a robust positive flow observed for that month.
A breakdown of loans by maturity indicates that positive flows were observed for all maturities, with
larger flows for loans with maturities of more than five years. These larger flows for loans with longer

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

Outstanding Annual growth rates
amounts as a 2010 2011 2011 2011 2011 2011
percentage of M3" Q4 Q1 Q2 Q3 Aug. Sep.
M1 48.5 4.9 3.2 1.7 14 1.7 2.0
Currency in circulation 8.5 5.6 4.9 42 4.5 4.5 53
Overnight deposits 40.1 4.8 2.9 1.2 0.8 1.1 1.4
M2-MI1 (=other short-term deposits) 38.8 -1.1 13 34 34 32 3.1
Deposits with an agreed maturity
of up to two years 18.9 -8.7 -2.7 23 32 3.0 3.1
Deposits redeemable at notice
of up to three months 19.9 72 5.4 45 3.7 35 3.0
M2 87.4 2.2 2.4 2.4 2.3 2.4 2.5
M3-M2 (=marketable instruments) 12.6 -3.0 -1.7 -0.4 33 53 7.3
M3 100.0 1.5 1.9 2.1 2.4 2.7 3.1
Credit to euro area residents 3.4 3.7 3.1 255 2.5 24
Credit to general government 11.8 10.9 6.5 52 5.4 5.6
Loans to general government 15.5 17.7 10.7 7.0 6.3 6.1
Credit to the private sector 1.5 2.1 24 1.9 1.8 1.6
Loans to the private sector 1.7 24 2.6 2.5 2.5 2.5
Loans to the private sector adjusted
for sales and securitisation? 22 2.8 2.9 2.7 2.7 2.7
Longer-term financial liabilities
(excluding capital and reserves) 2.7 2.8 34 3.6 3.5 31
Source: ECB.

1) As at the end of the last month available. Figures may not add up due to rounding.
2) Adjusted for the derecognition of loans from the MFI statistical balance sheet owing to their sale or securitisation.
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(quarterly figures are averages; adjusted for seasonal and calendar effects)

Outstanding amount Annual growth rates
as a percentage of 2010 2011 2011 2011 2011 2011
the total” Q4 Q1 Q2 Q3 Aug. Sep.
Non-financial corporations 42.2 -0.3 0.6 1.1 1.5 1.5 1.6
Adjusted for sales and securitisation” - 0.6 1.5 1.9 2.2 2.1 2.2
Up to one year 24.7 -4.6 -1.2 1.6 4.0 4.0 3.6
Over one and up to five years 18.3 -2.6 24 2.9 -3.6 -3.5 -3.8
Over five years 57.1 2.6 24 22 22 2.1 2.5
Households® 46.7 2.8 3.1 34 3.0 29 29
Adjusted for sales and securitisation? - 3.0 3.1 3.0 2.7 2.7 2.6
Consumer credit® 11.9 -0.9 -0.9 -0.9 -1.9 2.0 -1.9
Lending for house purchase® 722 3.6 4.0 4.4 4.0 39 3.9
Other lending 15.9 2.6 2.4 2.1 2.5 2.3 2.4
Insurance corporations and pension funds 0.8 7.7 7.6 3.2 6.8 9.8 7.4
Other non-monetary financial intermediaries 10.2 4.7 7.0 6.0 4.1 4.6 4.6

Source: ECB.

Notes: MFI sector including the Eurosystem; sectoral classification based on the ESA 95. For further details, see the relevant technical notes.
1) As at the end of the last month 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 due to rounding.

2) Adjusted for the derecognition of loans from the MFT statistical balance sheet owing to their sale or securitisation.

3) As defined in the ESA 95.

4) Definitions of consumer credit and lending for house purchase are not fully consistent across the euro area.

maturities relative to those for loans with shorter maturities suggest that, overall, the extension of
loans was not, to any significant extent, a result of the drawing-down of pre-committed credit lines,
which are typically associated with short-term loans. At the same time, cross-country heterogeneity
in loan developments remained significant, in line with the uneven recovery in economic activity,
differences in the external financing needs of the various industrial sectors, differences in banks’
funding stress and differences in the level of indebtedness of non-financial corporations. For a more
detailed account of developments in MFI loans to non-financial corporations by economic activity,
see Box 1.

RECENT DEVELOPMENTS IN MFI LOANS TO NON-FINANCIAL CORPORATIONS BROKEN DOWN
BY ECONOMIC SECTOR

Developments in MFI loans to the private sector — particularly loans to non-financial corporations
(NFCs) — are assessed on a regular basis as part of the ECB’s economic and monetary analyses.
The recent economic and financial crisis and the subsequent recovery in economic activity
have coincided with strong fluctuations in the growth rate of loans to NFCs, in part reflecting
shifts between bank and market funding. Driven mainly by a strong contraction in loan demand,
the annual growth rate of MFI loans to NFCs fell from more than 15% in early 2008 to around
-3% at the beginning of 2010. Since the first quarter of 2011 the annual growth rate of lending to
NFCs has been back in positive territory. Following the recent data release (based on the NACE
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classification) on MFI loans to NFCs broken down by economic sector up to the second quarter
of 2011, this box looks in more detail at the sectoral breakdown of total loans to NFCs as loan
growth recovers.!

Confirmation of a recovery in loan growth in the second quarter of 2011

While breaks in data series can be found for some specific sub-sectors, at a higher level of
aggregation the distribution of loans across sectors has been relatively stable since the collection
of data began in 2003 (with services accounting for almost 70% of all loans, industry almost 20%
and construction almost 10%). That being said, data on the sectoral breakdown of MFI loans
to NFCs should be interpreted with caution.?

In the first half of 2011 the annual growth rate of loans to NFCs recovered and returned to positive
levels, reflecting favourable economic developments in the NFC sector. More specifically, data
for large and medium-sized listed companies indicated slight improvements in profitability.
Driven by robust external trade, the annual growth rate of firms’ net sales also continued to rise
in the first two quarters of the year, although less strongly than in previous quarters. Moreover,
the first half of 2011 saw dynamic developments in fixed investment growth and inventory
changes, pointing to an increased need for external financing. At the same time, the recovery in
loan growth remained modest, as companies remained highly indebted by historical standards,
which is likely to encourage firms to limit their demand for new loans.

Developments across sectors and countries

The recovery in the annual growth rate of total loans to NFCs in the first half of 2011 was
broadly based across the main sectors, with the exception of the substantial decline observed
in the annual growth rate of loans for construction activities in the second quarter of 2011
(see Chart A). That being said, the positive developments seen for services concealed a great deal
of heterogeneity across sub-sectors. For example, the annual growth rate of loans for transport,
storage and communication activities declined in the first half of 2011, becoming negative in
the second quarter of the year. By contrast, growth in loans for real estate, rental and business
activities recovered strongly, becoming the main driver of total growth in loans to NFCs by
the second quarter of 2011. Meanwhile, the annual growth of loans to industry (which includes
manufacturing, electricity, the supply of gas and water, mining and quarrying) also recovered
significantly during the first half of 2011.

Given the impact of reclassifications, which have affected the sectoral breakdown of loans
in certain countries, the assessment of developments in loan growth might be enhanced by
aggregating some specific sectors. For example, it could be argued that, given the link between
construction and real estate services and the fact that these two sectors have been the subject of
reclassification in certain countries, it might be more appropriate to combine these two sectors

1 For details of the latest data release, see the press release of 17 October 2011 (www.ecb.europa.eu/stats/html/index.en.html).
For previous analysis, see the box entitled “The roles of various industries in recent developments in MFI loans to non-financial
corporations”, Monthly Bulletin, ECB, November 2010.

2 The sectoral breakdown available for MFI loans to NFCs is, unlike aggregated ECB statistics on MFI loans, based on data at the
national level (e.g. from credit registers or surveys) that are not fully harmonised and are partly estimated. Furthermore, the introduction
of the revised NACE classification (NACE Rev. 2) has led to a number of changes in the sectoral breakdown of total loans to NFCs,
which has also had an impact on the growth rates of loans to individual sectors in 2010 and 2011.
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Source: ECB. Source: ECB.

Notes: “Real estate-related loans” comprise loans to NFCs
engaged in construction and real estate activities (based
on data for those countries which report the relevant series
from 2003 onwards). Countries are considered to exhibit
“strong” (Italy, Spain, Ireland and Greece), “moderate” (France,
Belgium, Finland and Luxembourg) or “weak” (Germany, the
Netherlands, Austria and Portugal) growth on the basis of growth
rates recorded in 2006 at the national level.

for the purposes of analysing loan developments.® The resulting aggregate suggests that growth
in such loans weakened only slightly in the second quarter of 2011, following a modest recovery
between mid-2010 and the first quarter of 2011 (see Chart B).

Signs of cross-country heterogeneity can be found in loan developments for most sectors.
However, they tend to be more marked for the real estate sector, given the differences in the
evolution of euro area countries’ housing markets. This heterogeneity can be illustrated by
grouping euro area countries together in three categories on the basis of the average growth rate
of real estate-related loans in the peak year of 2006. The “strong growth” countries, which drove
most of the credit boom prior to 2007, as well as the subsequent decline, are still contributing
negatively to real estate-related loan growth. By contrast, the modest recovery currently under
way has been driven by the “weak growth” countries, while the contribution of “moderate
growth” countries has remained resilient.

Overall, the first half of 2011 saw a modest recovery in the growth of loans to NFCs, which
was broadly based across the main sectors (albeit with some specific exceptions). At the same
time, there are persistent signs of cross-country heterogeneity, particularly as regards real
estate-related loans.

3 Since data for real estate services are, in most cases, reported only in combination with other activities (such as rental and business
activities), an estimate of real estate loans is calculated using data for those euro area countries that provide separate country-level
estimates for real estate activities. This is then used to estimate loans for real estate activities at the euro area level. Moreover, the euro
area aggregate is based solely on data for those countries which report the relevant series from 2003 onwards.
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The annual growth rates of (i) MFI loans to households adjusted for sales and securitisation and
(i1) loans to that sector as reported on MFIs’ balance sheets remained broadly unchanged from
the previous month at 2.6% and 2.9% respectively. Turning to the main components of household
borrowing, the annual growth rate of loans for house purchase remained unchanged, while the annual
growth rate of consumer credit stayed in negative territory (albeit increasing somewhat). To some
extent, the weakness of consumer credit might reflect the weaker outlook for economic activity and
high levels of household indebtedness. Overall, the data for September confirm the assessment that
the recovery in loans to households has levelled off. A broader analysis of savings, investment and
financing broken down by institutional sector is presented in the box entitled “Integrated euro area
accounts for the second quarter of 2011 in Section 2.6.

Turning to the other counterparts of M3, the annual growth rate of MFIs’ longer-term financial
liabilities (excluding capital and reserves) declined, standing at 3.1% in September, down from
3.5% in August. This was driven by a strong moderation in the annual growth of long-term MFI
debt securities, primarily reflecting base effects and, to a lesser extent, modest negative flows for
this type of instrument. The annual growth of long-term time deposits strengthened somewhat,
almost entirely reflecting the OFI sector’s increased holdings of this instrument on account of
securitisation not followed by derecognition from the balance sheet. A modest monthly negative
flow was observed for capital and reserves in September, potentially reflecting the writing-down of
losses on government bond holdings by banks in several countries.

The annual inflow for MFIs’ net external asset

position increased to €233 billion in September,

up from €194 billion in August (see Chart 8).
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2.2 SECURITIES ISSUANCE

The annual growth of debt securities issuance by euro area residents decreased to 3.3% in
August 2011. Lower issuance by governments and financial intermediaries may partly have reflected
the resurgence of market tensions during the summer, while recourse of non-financial corporations
to market-based debt funding remained unabated. At the same time, the annual growth rate of
quoted share issuance increased slightly, to 1.9%. This increase was driven by issuance on the part
of MFIs, whereas equity issuance by non-financial corporations and financial corporations other
than MFIs remained broadly unchanged.

DEBT SECURITIES

In August 2011 the annualised rate of growth in debt securities issued by euro area residents
decreased to 3.3%, from 3.7% in the previous month (see Table 4). This overall development was
driven mainly by issuance of long-term fixed rate debt securities, while issuance of short-term
securities continued to decline, as did issuance of long-term floating rate securities. Looking at
short-term trends, the seasonally adjusted annualised six-month growth rate of debt securities
issuance remained broadly unchanged in August 2011, at about 2.5% (see Chart 9). A stable
short-term rate of growth of debt securities issuance reflects a pick-up in the rate of growth in
debt issuance by non-financial corporations that was compensated by a stronger decrease in debt
issuance by financial institutions other than MFTIs.

While issuance of short-term securities has been contracting since the beginning of 2010, it has
been more than offset by growth in the issuance of debt securities with fixed long-term rates. This
pattern continued in August 2011. The long-term floating rate segment of the market showed signs
of a moderate recovery at the end of 2010, and at the beginning of 2011. However, this development
was not sustained in the second quarter of 2011, nor in the first two months of the third quarter.
Indeed, the decline in issuance of long-term debt securities with floating rates accelerated in
August 2011, thus continuing a trend of very weak readings that started in March this year.

Amount outstanding Annual growth rates”
(EUR billions) 2010 2010 2011 2011 2011 2011
Issuing sector 2011 August Q3 Q4 Q1 Q2 July Aug.
Debt securities 16,240 3.4 3.6 3.7 3.4 3.7 33
MFIs 5,392 -0.6 -0.1 0.6 1.1 1.8 1.9
Non-monetary financial corporations 3,237 0.9 1.3 1.8 0.6 0.5 -1.0
Non-financial corporations 849 10.5 8.5 6.4 4.0 4.8 5.1
General government 6,762 7.6 7.5 7.3 6.9 6.8 6.4
of which:
Central government 6,165 7.3 7.1 6.7 6.1 6.2 5.6
Other general government 597 11.0 12.4 13.0 15.8 13.3 15.3
Quoted shares 3,993 1.8 1.7 1.3 14 1.8 1.9
MFIs 383 5.2 6.6 6.4 7.5 12.1 13.4
Non-monetary financial corporations 282 43 33 1.8 2.6 33 33
Non-financial corporations 3,328 0.9 0.8 0.6 0.5 0.4 0.4
Source: ECB.

1) For details, see the technical notes for Sections 4.3 and 4.4 of the “Euro area statistics” section.
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Note: Growth rates are calculated on the basis of financial
transactions.

The overall growth rate of debt securities issuance in August conceals diverging developments
across sectors. The annual growth rate of debt securities issued by the general government sector
declined further in August, to stand at 6.4%, compared with 6.8% in July. By contrast, the annual
growth rate of debt securities issued by non-financial corporations rose to 5.1% in August, from
4.7% in July. The increase in the growth of debt securities issuance by the corporate sector may
partly be explained by tighter bank lending standards in the third quarter of this year, which have
compelled firms to seek financing in debt markets. However, issuance activity by the corporate
sector still remained far below the peaks reached in 2009 and 2010. In the financial sector, issuance
of debt securities remained subdued in connection with the intensification of financial market stress.
The annual growth rate of debt securities issued by MFIs remained very low by historical standards
and stood at 1.9% in August. The annual growth rate in securities issuance by financial corporations
other than MFIs turned negative in August, standing at -1.0%.

QUOTED SHARES

The annual growth rate of quoted share issuance by euro area residents increased slightly, to 1.9%
in August 2011, driven mainly by increased issuance on the part of MFIs. The annual rate of growth
in equity issuance by MFIs rose to 13.4% in August 2011, from 12.1% in July (see Chart 10).
Such equity issuance by euro area MFIs supported the ongoing efforts to strengthen balance sheets
and replenish capital bases. At the same time, the annual growth rate of quoted shares issued by
financial corporations other than MFIs and by non-financial corporations remained unchanged at
3.3% and 0.4% respectively.
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2.3 MONEY MARKET INTEREST RATES

Money market interest rates remained broadly unchanged between early October 2011 and the
end of the month. In the tenth maintenance period of 2011, which began on 12 October, the EONIA
stood at a relatively low level for the first two days, before increasing to stand during the month of
October closer to the main refinancing rate than it had during the previous maintenance period.

Unsecured money market interest rates remained broadly unchanged between early October 2011
and the end of the month. On 2 November the one-month, three-month, six-month and twelve-month
EURIBOR stood at 1.36%, 1.58%, 1.78% and 2.11% respectively — i.e. 1, 2, 2 and 2 basis points
higher than the levels observed on 5 October. Consequently, the spread between the twelve-month
and one-month EURIBOR — an indicator of the slope of the money market yield curve —rose 1 basis
point to stand at 75 basis points on 2 November (see Chart 11).

The three-month EONIA swap rate stood at 0.71% on 2 November, 3 basis points lower than
on 5 October. The corresponding unsecured rate increased by 2 basis points to stand at 1.58%
on 2 November, resulting in the spread between the unsecured three-month EURIBOR and the
three-month EONIA swap rate increasing by 5 basis points to stand at 87 basis points.

The interest rates implied by the prices of three-month EURIBOR futures maturing in
December 2011 and March, June and September 2012 stood at 1.31%, 1.06%, 1.05% and 1.10%
respectively on 2 November, representing increases of 7 and 1 basis points and decreases of 1 and
1 basis point respectively by comparison with the levels observed on 5 October.

Between 5 October and the end of the ninth
maintenance period on 11 October, the EONIA
remained stable at around 0.95% amid conditions

(percentages per annum; spread in percentage points; daily data) of continued excess 11qu1d1ty, before splklng to

Dt EDRT BRI (e ) 1.22% on the last day of the maintenance period.
----- three-month EURIBOR (left-hand scale) . .

we== twelve-month EURIBOR (lefi-hand scalc) During the remainder of October the EONIA
— spread between twelve-month and stood marginally closer to the main refinancing
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rate than it had in the previous maintenance

period, before decreasing at the beginning
125 of November. On 2 November the EONIA
stood at 0.90% (see Chart 12). Overall, these
EONIA developments reflected a combination
“11.05 of banks’ preference for fulfilling their reserve
requirements early in the maintenance period
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12 095 and the overall amount of excess liquidity.
0.9 085
Between 5 October and 2 November the
0 075 Eurosystem conducted a number of refinancing
03 065 operations. On 11 October it conducted a
fine-tuning operation in which €163.0 billion
0.0 055  was absorbed in order to counter a liquidity
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period, which were conducted on 11, 18,
25 and 31 October, the Eurosystem allotted
€204.9 billion, €201.2 billion, €197.4 billion
and €182.8 billion respectively. The Eurosystem

(percentages per annum; daily data)

— fixedrate in the main refinancing operations also conducted three longer-term refinancing
----- interest rate on the deposit facility . .

=== overnight interest rate (EONIA) operations in October, all as fixed rate tender

interest rate on the marginal lending facility procedures with full allotment: a special-term

25 25 refinancing operation on 11 October with a

maturity of one maintenance period (in which
€59.0 billion was allotted); a twelve-month
longer-term refinancing operation on 26 October
(in which €56.9 billion was allotted); and a
three-month longer-term refinancing operation
on 26 October (in which €44.6 billion was
allotted). The Eurosystem also conducted four
one-week liquidity-absorbing operations on 11,
18, 25 and 31 October as variable rate tender
procedures with a maximum bid rate of 1.50%.
00, | | | | _Joo  With these operations, the Eurosystem also
June Augz-m(?“- Dec.  Feb. Apr2~0111u“e Aug. Oct. absorbed in full the liquidity provided by means
of purchases carried out under the Securities

Markets Programme.

2.0

0.5

Sources: ECB and Thomson Reuters.

The tenth maintenance period of the year, which began on 12 October, was characterised by high
levels of excess liquidity, with average daily recourse to the deposit facility standing at €192 billion
on 2 November.

2.4 BOND MARKETS

In the course of October and early November 2011, yields on AAA-rated long-term euro area
government bonds increased, as did comparable yields on US government bonds. Developments
in government bond yields were largely driven by expectations ahead of the meeting of the euro
area Heads of State or Government scheduled for 26 October. Following the announcement of the
decisions taken by the euro area Heads of State or Government, long-term yields increased further
as market sentiment continued to improve. However, parts of the increases in long-term yields
were reversed as market sentiment deteriorated sharply after the surprise announcement by the
Greek Prime Minister of a vote of confidence on the Greek government and a Greek referendum.
Apart from developments related to the euro area sovereign debt crisis, some better than expected
economic data for the United States eased investors’ fears of a global economic slowdown and
contributed to upward pressure on long-term government bond yields. As the tensions related to
the euro area sovereign debt crisis continued to be severe, uncertainty about future bond market
developments, as measured by implied bond market volatility, increased and intra-euro area
sovereign bond yield spreads widened further for most countries. At the same time, market-based
indicators of inflation expectations suggest that market participants’ inflation expectations remain
fully consistent with price stability.
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Between the end of September and 2 November,
AAA-rated long-term euro area government
bond yields rose by 18 basis points to stand at

. . ges ; daily dat
2.6% at the end of the period under review. In the ~ (Pereentages per annum: daily datz)

nit tat long-term n iel incr = curo area (left-hand scale)
United States, long e .bO d yields increased T United States (left-hand scale)
less, namely by 7 basis points, and stood at 2.0% ==== Japan (right-hand scalc)

on 2 November (see Chart 13). Consequently, 33
the nominal interest rate differential between ;4
ten-year government bond yields in the United
States and those in the euro area increased over
the period under review. In Japan, ten-year
bond yields remained broadly unchanged over
the period under review, standing at 1.0% on
2 November.

34
32
3.0
2.8
2.6
2.4 I

Overall, investors’ uncertainty about near-term 22
bond market developments in the euro area and 2.0

in the United States, as measured by option- 18 i
implied volatility, increased in the period 16 1 | 038
under review. Both in the euro area and in the Noy o e Man May | July o Sep. Nov.

United States, implied bond market volatility

K Sources: Bloomberg and Thomson Reuters.
rose markedly up to the meeting of the euro area Note: Long-term government bond yields refer to ten-year bonds
Heads of State or Government on 26 October or to the closest available bond maturity.
reflecting investors’ uncertainty about the
outcome of that meeting. Following the surprise announcement by the Greek Prime Minister of
a vote of confidence on the Greek government and a Greek referendum, implied bond market
volatility increased even more. On 2 November, euro area implied bond market volatility stood
at levels comparable to the peak observed in mid-August 2011. The level of implied bond market
volatility in the United States is currently significantly lower than in the euro area.

In the first part of the reference period, developments in AAA-rated long-term euro area and US
government bond yields were largely driven by the expectation that the outcome of the meeting
of the euro area Heads of State or Government on 26 October would lead to improved market
conditions, as important steps to deal with the euro area sovereign debt crisis were anticipated.
Following the announcement of the decisions taken on 26 October, long-term yields increased
further amid improved market sentiment. However, parts of the increases in long-term yields were
reversed as market sentiment deteriorated sharply after the surprise announcement by the Greek
Prime Minister of a vote of confidence on the Greek government and a Greek referendum. Apart
from the developments related to the euro area sovereign debt crisis, some better than expected
economic data for the United States eased investors’ fears of a global economic slowdown and
contributed to upward pressure on long-term government bond yields. As the tensions related
to the euro area sovereign debt crisis continued to be severe, demand for highly rated and liquid
government bonds remained at a high level.

During the period under review, euro area sovereign yield spreads vis-a-vis those of German
sovereign bonds widened further for most countries. At the same time, demand for highly rated
and liquid government bonds continued to depress German sovereign bond yields. Spain was
downgraded by all three major rating agencies, whereas both Belgium and Italy were downgraded
by one rating agency. In addition, Moody’s warning that France’s rating outlook might be changed
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Sources: Thomson Reuters and ECB calculations.

to negative in the next three months weighed on market sentiment, on some days during the
period under review pushing the France sovereign yield spread vis-a-vis German sovereign bonds
to levels not seen in the last 19 years. Following the meeting of the euro area Heads of State or
Government on 26 October, euro area sovereign yield spreads vis-a-vis those of German sovereign
bonds temporarily narrowed significantly. However, this was reversed as spreads widened sharply
following the surprise announcement by the Greek Prime Minister.

Yields on five-year inflation-linked euro area government bonds declined slightly over the
period under review, while ten-year inflation-linked euro area government bonds increased by
around 30 basis points (see Chart 14). On 2 November, five and ten-year spot real yields stood
at -0.2% and 1.0% respectively. Over the same period, implied forward break-even inflation rates
(five-year forward five years ahead) in the euro area declined by 32 basis points, standing at 1.4%
on 2 November (see Chart 15). The corresponding inflation swap rates increased by 13 basis
points to stand at 2.1% on the same date. Break-even inflation rates were volatile over the past
months, reflecting the high volatility of nominal and real bond yields against the background of
market tensions and safe-haven flows. Inflation expectations inferred from bond markets have thus
been more volatile than those based on signals received from the inflation swap markets. The low
levels of forward break-even inflation rates in comparison with those of inflation swap rates can
be attributed to safe-haven demand depressing the yields on nominal bonds relative to inflation-
linked bond yields. Overall, market-based indicators suggest that market participants’ inflation
expectations remain fully consistent with price stability.

The general pattern of AAA-rated long-term euro area bond yields can be decomposed into changes
in interest rate expectations (and related risk premia) at different horizons (see Chart 16). Compared
with the end of September, the term structure of short-term forward rates shifted upwards for
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long-term maturity horizons. Beyond maturity
horizons of around six years, short-term
forward rates shifted upwards by around 30 to
40 basis points. These developments reflected
adjustments to yield expectations and risk
premia amid some improvement in the outlook
for global economic activity.

(percentages per annum; daily data)

=== 2 November 2011
""" 30 September 2011

4.5

4.0

The spreads on investment-grade corporate 3.5
bonds issued by non-financial corporations 30
decreased in the period under review, except for
those in the highest rating class, which remained
broadly unchanged. Spreads on investment-
grade corporate bonds issued by financial
corporations decreased for all classes, but 1.0
most markedly in the case of the lower rating g5
classes. These developments may reflect some | | | | |
improvements in investors’ sentiment regarding 2011 2013 2015 2017 2019 2021
riskier assets. Furthermore, the agreement

0.0

Sources: ECB, EuroMTS (underlying data) and Fitch Ratings
(ratings).

reached by members of the European Council
on bank recapitalisation and the need to ensure
a medium-term funding of banks may have been
perceived as positive news by investors in bonds

Notes: The implied forward yield curve, which is derived from
the term structure of interest rates observed in the market, reflects
market expectations of future levels for short-term interest rates.
The method used to calculate these implied forward yield curves
is outlined in the “Euro area yield curve” section of the ECB’s
website. The data used in the estimate are AAA-rated euro area

. . . overnment bond yields.
issued by financial corporations. ¢ Y

2.5 INTEREST RATES ON LOANS AND DEPOSITS

In September 2011 MFI interest rates developed along somewhat mixed lines across maturities.
Short-term interest rates tended to increase, albeit only slightly, in the case of most lending
categories, whereas long-term rates declined, after the significant volatility recorded in recent
months.

In September 2011 short-term MFI interest rates remained broadly unchanged in the case of
deposits, while they tended to increase across most lending categories. Short-term interest rates
on deposits from households and non-financial corporations were indeed stable in September
(see Chart 17). By contrast, MFI interest rates on short-term loans to households declined slightly,
by 6 basis points, in the case of loans for house purchase, while they increased markedly, by
about 40 basis points, in the case of consumer credit. Interest rates on overdrafts rose by 7 basis
points for non-financial corporations and by 6 basis points for households. MFI lending rates
for small corporate loans (i.e. loans of up to €1 million) increased slightly, by 8 basis points,
in September 2011, while bank lending rates on large loans (i.e. loans of more than €1 million)
with a rate fixation period of up to one year remained broadly unchanged. With the EURIBOR
increasing marginally, by about 4 basis points, in September, both the spread vis-a-vis short-term
MFI lending rates on loans to households and that vis-a-vis large-sized loans to non-financial
corporations decreased somewhat (see Chart 18).
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from the implementation of Regulations ECB/2008/32 and
ECB/2009/7 (amending Regulation ECB/2001/18).
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Notes: For the loans, the spreads are calculated as the lending rate
minus the three-month money market rate. For the deposits, the
spread is calculated as the three-month money market rate minus
the deposit rate. Data as of June 2010 may not be fully comparable

with those prior to that date owing to methodological changes
arising from the implementation of Regulations ECB/2008/32
and ECB/2009/7 (amending Regulation ECB/2001/18).

Taking a longer-term perspective, a significant pass-through of changes in market rates to bank
lending rates took place during the latest cycle of monetary policy easing (between October 2008
and March 2010). The subsequent increase in the three-month EURIBOR in the period from
April 2010 to July 2011 was partly reflected in short-term bank lending rates on both loans to
non-financial corporations and loans to households for house purchase, while the rate on loans
to households for consumption remained broadly stable (once the statistical reclassification of
June 2010 is disregarded).

In the case of longer-term maturities, MFI lending rates tended to decline for both households and
non-financial corporations (see Chart 19). More specifically, the rates on loans to households for
house purchase with an initial rate fixation period of over five and up to ten years decreased by
20 basis points in September, while those on loans for consumption with an initial rates fixation
period of over five years remained broadly unchanged. Corporate lending rates on small-sized loans
with an initial rate fixation period of over five years fell by about 10 basis points, to 4.2%, while
those on large loans with similar maturity decreased by about 30 basis points, to 3.7%.

ECB
Monthly Bulletin
November 2011

ECONOMIC
AND MONETARY
DEVELOPMENTS

Monetary and
financial
developments




In September 2011 spreads vis-a-vis AAA-rated
seven-year government bond yields varied only
very slightly. In particular, the spread between
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Viewed from a longer-term perspective, lending
rates to households and rates on small-sized
long-term corporate loans have generally
shown a somewhat incomplete and sluggish
pass-through, whereas lending rates on large
long-term corporate loans have evolved more
in line with the yields on AAA-rated long-term
government bonds. The historical regularities
between long-term lending rates and the yields
on corresponding AAA-rated government
bonds may have been distorted significantly by
—— the balance sheet vulnerabilities of euro area
Note: Data as of June 2010 may not be fully comparable with banks and the tensions on their funding costs,
those prior to that date owing to methodological changes arising . . . B
from the implementation of Regulations ECB/2008/32 and  as well as by the liquidity premium priced into
ECB/2009/7 (amending Regulation ECB/2001/18). . .
AAA-rated sovereign bond yields.
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2.6 EQUITY MARKETS

In the course of October and early November, stock prices rose in both the euro area and the United
States. The increase in stock prices mainly reflected expectations ahead of the meeting of the euro
area Heads of State or Government on 26 October. Following the announcement of the decisions
taken at the meeting, stock prices rose sharply as market sentiment continued to improve. However,
large parts of the stock price gains were reversed as market sentiment deteriorated sharply after
the surprise announcement by the Greek Prime Minister of a vote of confidence on the Greek
government and a Greek referendum. Apart from developments related to the euro area sovereign
debt crisis, the increase in stock prices also reflected some better than expected economic data
for the United States, which eased investors’ fear of a global economic slowdown. Stock market
uncertainty, as measured by implied volatility, decreased on both sides of the Atlantic but remained
at levels comparable to those observed in May 2010.

Euro area and US stock prices rose in the period under review. Overall, euro area stock prices, as
measured by the broad-based Dow Jones EURO STOXX index, increased by 4.5% between the end
of September and 2 November. The Standard and Poor’s 500 index in the United States increased
by 9.4% (see Chart 20). Over the same period, stock prices in Japan, as measured by the Nikkei 225
index, were down, by 1%.
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refer are the Dow Jones EURO STOXX 50 for the euro area,
the Standard & Poor’s 500 for the United States and the
Nikkei 225 for Japan.

The increase in stock prices mainly reflected expectations ahead of the meeting of the euro area
Heads of State or Government on 26 October. Following the announcement of the decisions taken
at the meeting, stock prices rose sharply as market sentiment continued to improve. However,
large parts of the stock price gains were reversed as market sentiment deteriorated sharply after
the surprise announcement by the Greek Prime Minister of a vote of confidence on the Greek
government and a Greek referendum. Apart from developments related to the euro area sovereign
debt crisis, the increase in stock prices also reflected some better than expected economic data
for the United States, which eased investors’ fear of a global economic slowdown. For euro area
corporations that are included in the Dow Jones EURO STOXX index, data on corporate earnings
showed that the growth of the actual annual earnings per share dropped to 8% in October, after 11%
in September. At the same time the earnings-per-share growth 12 months ahead expected by market
participants also decreased to 8% in October, after 10% in September.

In both the euro area and the United States, stock market uncertainty, as measured by implied
volatility, decreased in the period under review (see Chart 21). This development was mainly driven
by more optimism as regards the global economy. However, the levels of implied stock market
volatility are still comparable to those observed in May 2010.

Overall, stock price indices in the euro area increased across most sectors in the course of October
and early November. In the first part of the period under review, euro area financial stock prices
rose far less than those in most other sectors, reflecting uncertainty about the size of the haircuts
on Greek government debt, recapitalisation requirements and negative rating developments
affecting many banks. However, following the agreement reached by members of the European
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Council on 26 October, including the need to ensure the medium-term funding of banks, financial
stock prices increased sharply. These gains were, however, more than reversed after the surprise
announcement by the Greek Prime Minister, and financial stock prices in the euro area declined by
around 1% between the end of September and 2 November. In the period under review, stocks in
the euro area consumer services, healthcare, telecommunication and utility sectors also performed
less well than the other sectors. In the United States, financial stocks were among those of the
better-performing sectors, while stocks in consumer services and goods, healthcare,
telecommunication and utilities were among the underperforming sectoral stocks.

INTEGRATED EURO AREA ACCOUNTS FOR THE SECOND QUARTER OF 2011

The integrated euro area accounts up to the second quarter of 2011 that were released on
28 October 2011 offer comprehensive information on the income, spending, financing and
portfolio decisions of institutional sectors in the euro area. The latest data can be interpreted as
signalling a pause in the sectoral rebalancing of financial deficits/surpluses initiated in previous
quarters: the household savings rate increased somewhat, although it remained at low levels; the
net borrowing of non-financial corporations (NFCs) stopped increasing; and the improvements
recorded in the two previous quarters in governments’ deficits were partially reversed in the
second quarter. At the same time, the latest data confirm the re-intermediation movement already
noted in the data for the first quarter of 2011, consistent with a smoother flow of bank credit.

Euro area income and net lending/net
borrowing

Nominal gross disposable income gI‘OWth of (annual percentage changes; percentage point contributions)
the euro area stabilised at an annual rate of - E‘K’l‘;;"c‘i‘:ll‘izrpmﬁons

3.5% in the second quarter of 201 1, reﬂecting non-financial corporations

the slowdown in activity in the second quarter == government

----- euro area as a whole
(see Chart A).

The fact that euro area income rose at a
faster pace than consumption (including low :
government consumption growth of less than 4 i
1%) translated into a solid yearly increase in I
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gross saving of the euro area. This growth

in saving concerned all three non-financial 0
sectors: governments again reduced their
level of dissaving (though it still remained -2
high), while households’ saving increased
in the second quarter, after a few quarters of
contraction, and retained earnings of NFCs | =~
returned to positive growth in the second 2000 2002 2004 2006 2008 2010
quarter. The growth of gross capital formation  Sources: Eurostat and ECB.
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1 Detailed data can be found on the ECB’s website at http://sdw.ecb.europa.cu/browse.do?node=2019181.
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I the reversal of sizeable favourable weather

wss financial corporations effects in the first quarter) and despite robust
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~~~~~ euro area as a whole

8 8  With an increase in saving somewhat stronger
than that of total investment, the net lending/
net borrowing of the euro area improved (to a
H ‘ 4 net borrowing of 0.7% of GDP in the second
,  quarter of 2011, on a four-quarter sum basis).
From a sectoral point of view, this reflects,
on a seasonally adjusted basis, an increase in
2 households’ net lending and a reduction in
NFCs’ net borrowing, which compensates for
a deterioration in the government balance, after
6 two quarters marked by a swift reduction of
deficits (on a four-quarter moving sum basis,
2000 2002 2004 2006 2008 2010 however, the government deficit declined

Sources: Eurostat and ECB. again).2
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The mirror image of these economic developments can be seen in the external accounts, with a
reduction of the external deficit that reflected improved net property income (reinvested earnings
on foreign direct investment). Regarding the funding of the net financing requirement of the
euro area, there were increased net inflows in debt securities, while net equity inflows moderated
and net outflows in deposits remained elevated. Looking at gross exposures, cross-border
transactions continued to expand by substantial amounts, in the order of €150-€200 billion per
quarter (after €500-€600 billion per quarter at the peak of the boom), with strong inward inflows
in debt securities, with preference being given to higher rated issuers.

Behaviour of institutional sectors

Households’nominal income growth stabilised (+3.0%, year on year) in the second quarter of 2011,
as growth in salaries and in mixed income levelled off. The significant negative contribution
that income flows to and from the government (net social transfers and tax payments) make to
households’ income decreased in the first quarter. This merely compensated for a parallel reduction
of the positive contribution of net property income earned (e.g. dividends) to households’ income
growth (see Chart C). Households’ real income increased slightly, year on year, for the second
consecutive quarter, following a period of contraction on account of, in particular, high commodity
price-driven inflation (end-2010). As yearly income growth has gradually caught up with
nominal private consumption growth, the further erosion of household precautionary savings
came to a halt. Indeed, the household saving ratio even started to increase somewhat, to 13.9%
on a seasonally adjusted basis (see Chart D), although it remained low, close to pre-crisis levels.
Given that households’ saving flows increased again, year on year, and that investment remained

2 The net lending/net borrowing of a sector is the balance of its capital account, which measures the excess of saving and net capital
transfers received over capital investments (net lending), or vice versa (net borrowing). It is also the balance of the financial accounts,
which measures the difference between transactions in financial assets and transactions in liabilities.
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Chart D The growth of households’ income
and consumption, and their savings ratio
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subdued, their net lending position started to
increase. As growth in financing decreased,
financial asset accumulation by households
nonetheless remained subdued, with a portfolio
shift towards bank-intermediated funds being
recorded.

The growth in the gross operating surplus of
NFCs again declined markedly in the second
quarter, as value added growth decelerated,
while the growth of the compensation of
employees remained stable. However, the
increase in net property income earned and a
far slower growth of corporate tax paid caused
NFCs’ savings to pick up again, from an
already rather high level (see Chart E). With
slowly increasing fixed capital investment
(at still fairly depressed levels), but strong
restocking, NFCs’ net borrowing stabilised at
moderate levels. This cautiously expansionary
disposition on the part of NFCs can also be
observed in the somewhat faster growth of
financing on a consolidated basis. Signs of a
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re-intermediation of NFCs’ external financing were confirmed: MFI lending increased
(€38 billion per quarter in the first half of 2011, the strongest net quarterly flow since the fourth
quarter of 2008), with short-term loans rising particularly strongly on the back of restocking.
The robust market funding and buoyant intra-sector lending (trade credit and intra-group credit)
observed in 2009-10 moderated further in the first half of 2011. NFCs stepped up purchases of
quoted shares, but also further augmented liquidity buffers (deposits and mutual funds).

The second quarter of 2011 saw an interruption (on a seasonally adjusted basis) of the rapid
reduction of government deficits over the two previous quarters, as a result of a weaker growth
of revenues and notably lower growth in VAT receipts. On the spending side, year-on-year
growth in total expenditure remained close to zero in the second quarter, reflecting the impact of
sizeable consolidation measures (including zero annual growth in compensation of employees),
despite significant increases in interest payments. On a four-quarter moving-sum basis, the deficit
fell to 5.5% of GDP, from a peak of 6.7% in the first quarter of 2010. Debt issuance remained
elevated.

The disposable income of financial corporations fell, year on year, as a result of dividends paid
increasing more than dividends earned, while value added plus net interest earned continued to
rise. Sizeable net retained earnings (€40 billion per quarter) continued to compensate for valuation
losses in recent quarters. In addition, losses on debt securities issued by some governments were
in part compensated for by gains on debt securities issued by other governments. Financial
corporations’ net assets, measured at market value, remained high, significantly stronger than

(four-quarter moving sums in EUR billions; annual percentage (percentage of total financial assets)

changes)
= trade credit receivable (left-hand scale) = equity to assets
----- trade credit payable (left-hand scale) +ee++ capital to assets
====Joans granted by non-financial corporations ====notional capital to assets
(left-hand scale)
—— annual growth rate of value added (right-hand scale)
500 20 18 18
16 16
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Sources: Eurostat and ECB.
Note: Trade credit receivable and payable are estimated by the
ECB, on the basis of partial information.

Sources: ECB.

Note: “Equity” comprises shares and other equity other than
mutual fund shares. “Capital” is defined as the difference
between financial assets and liabilities other than equity.
All assets and liabilities are valued at market value. The “notional
capital to assets” ratio is calculated on the basis of transactions
in capital and assets, i.e. excluding changes in prices of assets
and liabilities.
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implied by their equity at market value

(see Chart G). The gap between the two

ratios has increased Steadily since mid- (four—quartermoving sums; percentages of gross disposable
2009 and suggests that the markets mistrust  income)

the sustainability of the business model of = change in net worth

q 8 O g wwwn  change in net worth due to net saving
many financial institutions. In a context of other flows in financial assets and liabilities ?
deleveraging trends, additions to financial meeen other flows in non-financial assets
corporations’ balance sheets remained modest, 80 80

amounting to around €200 billion per quarter
(excluding interbank transactions), compared
with up to €1 trillion during the leverage
boom. Finally, the pattern of pronounced
financial disintermediation that emerged
after the collapse of Lehman Brothers seems
to be receding: households favour more
intermediated funds and NFCs draw more on
MFTI funding to cover their external financing
requirements.

Balance sheet dynamics 40 —r——————r——r—r———
2000 2002 2004 2006 2008 2010

Sources: Eurostat and ECB.
In the second quarter of 201 17 the annual Notes: Data on non-financial assets are estimates by the ECB.

rowth in households’ net worth slowed down 1) This item comprises of net saving, net capital transfers received
2 - ) and the discrepancy between the non-financial and the financial
further to 15.2% of income (from 19.5% in the  accounts.

. . . 2) Mainly holding gains and losses on shares and other equity.
first quarter). Aside from the positive influence 3) Mainly holding gains and losses on real estate and land.
of net saving (8.1% of income), households
benefited from significant holding gains (7.1% of income), most of which arose from increasing
house prices, albeit at a slower pace. Overall, holding gains on financial assets remained subdued

(year on year), after having been virtually non-existent in the previous quarter (see Chart H).
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3 PRICES AND COSTS

Euro area annual HICP inflation was 3.0% in October according to Eurostat’s flash estimate,
unchanged from September. Inflation rates have been at elevated levels since the end of last year,
mainly driven by higher energy and other commodity prices. Looking ahead, they are likely to stay
above 2% for some months to come, before falling below 2% in the course of 2012. Inflation rates
are expected to remain in line with price stability over the policy-relevant horizon. This pattern
reflects the expectation that, in an environment of weaker euro area and global growth, price, cost
and wage pressures in the euro area should also moderate. The risks to the medium-term outlook
for price developments are broadly balanced.

3.1 CONSUMER PRICES

According to Eurostat’s flash estimate, euro area annual HICP inflation was 3.0% in October 2011,
unchanged from September (see Table 5). The annual rate of change was higher than expected.
A detailed breakdown of HICP inflation into its main components is not yet available. However, data
from the European Commission’s weekly Oil Bulletin, which gives an indication of developments
in approximately half of the energy component of the HICP, show that consumer prices for transport
fuels and heating oil increased somewhat in October compared with the previous month.

In September, the last month for which an official breakdown is available, the annual rate of overall
HICP inflation surged by 0.5 percentage point compared with August (see Chart 22). The rise in
headline inflation reflected higher annual rates of change in all components — in particular non-energy
industrial goods — with the exception of the services component, which remained unchanged.

Looking at the main HICP aggregates in more detail, energy inflation rose to 12.4%, from 11.8%
in August. The increase mostly reflected higher annual rates of change in oil-related items (such as
liquid fuels, and fuels and lubricants for personal transport equipment), which were driven by the
increase in oil commodity prices in euro in September. By contrast, the annual rate of change in the
price of electricity declined marginally.

The annual rate of change in unprocessed food prices increased to 1.4%, after diminishing in the
previous three months, driven by rises in meat and fruit prices. The annual inflation rate of processed

(annual percentage changes, unless otherwise indicated)

2009 2010 2011 2011 2011 2011 2011 2011
May June July Aug. Sep. Oct.
HICP and its components
Overall index " 0.3 1.6 2.7 2.7 2.5 2.5 3.0 3.0
Energy -8.1 7.4 11.1 10.9 11.8 11.8 12.4
Unprocessed food 0.2 13 24 2.0 1.3 1.1 1.4
Processed food 1.1 0.9 32 3.1 34 3.6 4.0
Non-energy industrial goods 0.6 0.5 1.0 0.9 0.0 0.0 1.2
Services 2.0 1.4 1.8 2.0 2.0 1.9 1.9
Other price indicators
Industrial producer prices -5.1 2.9 6.2 5.9 6.1 5.8 . .
Oil prices (EUR per barrel) 44.6 60.7 79.8 79.1 81.7 76.7 79.8 78.9
Non-energy commodity prices -18.5 44.7 11.1 8.7 7.6 2.5 1.5 1.9

Sources: Eurostat, ECB and ECB calculations based on Thomson Reuters data.
1) HICP inflation in October 2011 refers to Eurostat’s flash estimate.
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(annual percentage changes; monthly data)
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Source: Eurostat.

food prices increased further to 4.0% — the highest rate since November 2008 — reflecting higher
annual rates of change in the prices of several sub-components, such as bread and cereals, as well as
dairy products. The annual rate of change in tobacco prices increased for the third month in a row
after having been on a declining path in the first half of the year.

Excluding all food and energy items, which represent around 30% of the HICP basket, annual
HICP inflation increased to 1.6% in September 2011, up from 1.2% in July and August. HICP
inflation excluding total food and energy is determined predominantly by domestic factors, such
as wages, profit mark-ups and indirect taxes, and consists of two main components, namely
non-energy industrial goods and services.

The annual rate of change in non-energy industrial goods rebounded to 1.2% in September, after
dropping from 0.9% in June to nil in July and August. The drop recorded between June and July
was almost entirely determined by the effects of the recent regulation on the treatment of seasonal
products. As the effects of this regulation were negligible in September, around two-thirds of
the increase in the annual rate of change in that month can be attributed to the unwinding of the
statistical effect which had caused a downward distortion of inflation in the summer months, while
the other one-third represents a genuine increase in the prices of several items, mainly garments and
footwear.

Services price inflation remained unchanged at 1.9% in September, reflecting, on the one hand,
lower annual rates of change in the sub-components transport and communication services and,
on the other hand, higher rates for housing, as well as recreation and personal services.
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3.2 INDUSTRIAL PRODUCER PRICES

No new data have become available on industrial producer prices at the euro area level since the
publication of the October issue of the Monthly Bulletin. Available country data suggest that the
annual rate of change in euro area producer prices (excluding construction) is likely to remain
unchanged in September 2011, following a moderate decline in August. In that month, industrial
producer price inflation (excluding construction) declined to 5.8%, from 6.1% in July. This fall
was due mainly to declines in the annual rates of change of the intermediate goods and energy
components, reflecting the moderation in commodity prices. Excluding construction and energy,
annual industrial producer price inflation fell from 4.1% to 3.9%. At later stages of the production
chain, the rate of inflation in producer prices for consumer goods was unchanged at 3.3% in August,
while consumer food prices continued on a gradual downward trend. This reflects an easing in the
inflationary pressures stemming from EU food commodity prices and suggests further declines in
the next months. By contrast, the annual rate of change in the non-food consumer goods component
continued to increase, signalling continuing pipeline pressures for underlying consumer price
inflation.

Survey information on producer prices in October pointed to a further easing in input price pressures
(see Chart 24). Compared with September, almost all indicators decreased further, reportedly owing
to the recent decreases in raw material prices. In the manufacturing sector, the input price index fell
below the 50 mark for the first time since September 2009, signalling falling prices. The selling
price index in the manufacturing sector also declined, to 50.0 in October from 51.3 in the previous
month. In the services sector, the input price index registered a slight decrease after an increase in
September, while the selling price index remained broadly unchanged, at 48.8.

(annual percentage changes; monthly data)

= total industry excluding construction (left-hand scale)
----- intermediate goods (left-hand scale)

==== capital goods (left-hand scale)

—— consumer goods (left-hand scale)

(diffusion indices; monthly data)

= manufacturing; input prices
----- manufacturing; prices charged
====  services; input prices

—— services; prices charged

<<<<< energy (right-hand scale)
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Source: Markit.
Note: An index value above 50 indicates an increase in prices,
whereas a value below 50 indicates a decrease.
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In sum, the declining trend in the overall
annual rate of change in producer prices over
recent months follows a general moderation in

: - I percentage changes; quarterly dat
commodity price developments. The elevated ~ (@Malpercentage changes: quarterly data)

levels of producer price inflation remain in line —  compensation per employee
X i R R . e negotiated wages
with expectations of ongoing pipeline pressures. ====hourly labour cost index
45 45
3.3 LABOUR COST INDICATORS 4.0

. . 3.5
Domestic cost pressures in the euro area are

increasing gradually on the labour cost side. 5

Labour cost indicators in the second quarter of

2011 were higher than expected. Wage growth 25

developments had remained relatively moderate

in the recent past, reflecting inter alia some

slack in euro area labour markets. However,

preliminary information on negotiated wages

for August confirmed that the acceleration in 10

annual growth rates witnessed in the first half of

the year was not just temporary and that wages =~ 03 —— ——r———r———r———— 05
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will most likely continue to grow at a higher

pace in the near future.

2.0

1.5

Sources: Eurostat, national data and ECB calculations.

Euro area negotiated wages grew at 1.9% year on year in the second quarter of 2011, after 1.7% in the
previous quarter (see Table 6 and Chart 25). The annual rate of growth in hourly labour costs surged
to 3.6% in the second quarter. This acceleration was broad based across sectors (see Chart 26), but
was particularly strong in the industrial sector. At the country level, Germany appears to be the main
driver behind the acceleration in hourly labour costs, owing to both increasing bonus payments and
the further phasing-out of short-time work schemes. Overall, non-wage costs continued to grow at a
faster rate than the wages and salaries component of euro area hourly labour costs.

Against the background of a slowdown in real GDP in the second quarter of 2011, annual labour
productivity growth declined sharply to 1.1%, from 2.1% in the first quarter, while the rate of
change in compensation per employee increased marginally to 2.4%, following a strong upward
revision of the data in the first quarter. Consequently, unit labour cost growth increased to 1.3%

(annual percentage changes, unless otherwise indicated)

2009 2010 2010 2010 2010 2011 2011

Q2 Q3 Q4 Ql Q2

Negotiated wages 2.6 1.7 1.9 1.5 1.6 1.7 1.9

Hourly labour cost index 2.8 1.6 1.5 1.2 1.7 2.7 3.6

Compensation per employee 1.4 1.6 1.8 1.5 1.6 23 24
Memo items:

Labour productivity -2.4 23 2.7 2.2 1.7 2.1 1.1

Unit labour costs 3.9 -0.7 -0.8 -0.7 -0.1 0.2 1.3

Sources: Eurostat, national data and ECB calculations.
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(annual percentage changes; quarterly data)

=== industry excluding construction, CPE = industry excluding construction, hourly LCI
----- construction, CPE «eee« construction, hourly LCI
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Sources: Eurostat and ECB calculations.
Note: CPE stands for “compensation per employee” and LCI stands for “labour cost index”.

year on year in the second quarter of 2011, from 0.2% in the previous quarter, after remaining
in negative territory in 2010. Looking ahead, the latest surveys point to a further moderation in
productivity growth in the coming quarters, suggesting higher unit labour cost growth, which would
also fuel domestic price pressures in the euro area.

3.4 EURO AREA RESIDENTIAL PROPERTY PRICES

Euro area residential property prices increased by 1.1% year on year in the second quarter of 2011,
decelerating from 2.3% in the first quarter of 2011 and 2.8% in the fourth quarter of 2010. For more
details, see Box 3.

RECENT HOUSE PRICE DEVELOPMENTS IN THE EURO AREA

Euro area residential property prices' increased by 1.1% year on year in the second quarter of 2011,
decelerating from 2.3% in the first quarter of 2011 and 2.8% in the fourth quarter of 2010. This
deceleration implies a halt to the recovery in euro area house price dynamics that started at the
end of 2009 and brought the house price index close to the levels observed before the start of the
financial crisis (see the chart). This halt in the recovery occurred at rates that were well below the
average nominal annual growth rate of over 5% observed in the period since 1999.

1 Since early 2010 the ECB has compiled its residential property price indicator for the euro area at a quarterly frequency. For Germany,
quarterly figures are derived from annual price data (using, inter alia, early information available from big cities), while for Italy,
quarterly figures are derived from biannual observations (by using, inter alia, quarterly indicators). The publication in early 2011 of
the annual German and biannual Italian data for 2010 did not entail significant revisions to the earlier estimated quarterly data, thereby
providing evidence that the assumptions underlying the quarterly estimations for Germany and Italy were reasonable. For further
details, see the box entitled “Recent housing market developments in the euro area”, Monthly Bulletin, ECB, December 2010.

ECB
Monthly Bulletin

November 2011

ECONOMIC
AND MONETARY
DEVELOPMENTS

Prices
and costs




The bumpy and muted recovery in euro
area house prices is likely to reflect the
substantial misalignment of house prices with
fundamentals that built up in a number of
countries in the pre-crisis period. While the
overvaluation of house prices has declined
over the past three years, it still exists and
further unwinding is expected.”> The uneven
recovery in house price growth also reflects the
confluence of different factors with an impact
on housing markets more generally. Bank
lending rates are at low levels, but banks’ credit
standards have tightened again somewhat in
recent quarters. In addition, the uncertainty
surrounding households’ income prospects —
and thus the risk of a deterioration in the
affordability of housing — has further increased.

The latest developments in euro area house
prices continue to mask very different patterns
across countries. The deceleration recorded

(index: 2005 =100; year-on-year percentage changes)
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Sources: ECB, national data and ECB calculations.

Note: See footnote 1 in the text for details regarding the

compilation of the nominal index.

during the first half of 2011 was relatively broad based, but took place in the context of rather
different magnitudes of growth (see the table). For instance, Belgium, France, Austria and Portugal

2 For a more detailed discussion of house price cycles in the euro area and the United States, see the article entitled “House price
developments in the euro area and the United States” in this issue of the Monthly Bulletin.

(annual percentage changes)

Weight | 2009 | 2010 2010 2011 2009 2010 2011

H1| H2| H1| Q1| Q2 Q3| Q4| Q1| Q2| Q3| Q4| Q1| Q2
Belgium" 3.8 04 54 49 59 31 09 -21 -14 12 38 59 58 59 32 30
Germany? 26.7 0.6 23 - - - - - - - - - - - - -
Estonia® 02 -359 01 45 51 64 -349 -403 -374 -305 81 -06 62 40 22 107
Ireland? 1.8 -13.7 -155 -149 -11.2 -11.8 -150 -188 -20.6 -19.1 -16.6 -13.0 -11.3 -11.0 -11.1 -12.4
Greece? 2.6 37 47 32 61 -49 33 25 51 40 -18 47 -52 70 -52 -45
Spain? 11.7 67 -20 -19 20 -55 -76 -77 -70 -44 29 -09 22 -19 41 -68
France" 21.3 7.1 64 37 90 83 -69 93 -79 -44 14 61 84 96 89 17
Ttaly? 17.0 -04 01 -02 04 09 - - - - - - - - - -
Cyprus? 0.2 41 25 -06 -43 - 34 58 56 -15 00 -1.1 24 -62 - -
Luxembourg? 0.4 221 45 35 54 40 06 -40 -26 -23 26 44 57 51 24 57
Malta? 0.1 50 1.1 24 02 -13 99 -60 -25 -14 45 05 15 -20 -26 00
Netherlands " 6.4 33 -20 -32 -08 -16 -03 -28 -51 -50 -43 -20 -06 -10 -12 -19
Austria? 3.1 36 57 55 59 - 43 49 34 19 57 53 50 68 39 -
Portugal? 1.9 04 18 14 22 04 27 03 -08 -06 13 16 29 16 06 02
Slovenia® 0.4 82 28 26 3.1 - 71 98 -109 50 L1 41 46 15 1.1 -
Slovakia® 07 -11.1 -39 -60 -1.7 -27 -43 -134 -143 -123 83 -3.7 -13 21 25 -28
Finland" 1.9 03 87 109 66 37 -55 -36 04 79 114 103 80 52 42 32
Euro area® 100.0 29 19 09 28 17 -24 -36 -39 -16 02 17 27 28 23 11

Sources: National data and ECB calculations.
Note: Weights are based on 2009 nominal GDP.
1) Existing dwellings (houses and flats), whole country.

2) All dwellings (new and existing houses and flats), whole country.

3) All flats, whole country.

4) The estimate of the euro area aggregate includes quarterly contributions for Germany and Italy based on interpolation and temporal
disaggregation of data (annual data for Germany and semi-annual data for Italy) and, for Germany from 2008, quarterly data from seven

big cities, compiled and adjusted by the Deutsche Bundesbank.
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had positive annual growth rates, while in Ireland, Spain, and the Netherlands rates were still
negative. In contrast, in some countries the recovery in house price growth continued in the first
half of the year, but only at modest rates of positive annual growth, as in Italy, or still at negative
rates, as in Greece, which had already seen renewed weakening in house price growth in 2010.
The cross-country differences in the magnitude of annual house price growth remained substantial
in the second quarter of 2011. The highest year-on-year increases were recorded in Estonia and
France, while Ireland, Greece and Spain showed the sharpest decreases.

All in all, developments in euro area house prices are likely to remain subdued compared with
the buoyant growth recorded during the past decade. This reflects, in particular, the adjustment
needed as a result of previous overvaluation in some countries.

3.5 THE OUTLOOK FOR INFLATION

Looking ahead, inflation rates are likely to stay above 2% for some months to come, before falling
below 2% in the course of 2012. They are expected to remain in line with price stability over the
policy-relevant horizon. This pattern reflects the expectation that, in an environment of weaker euro
area and global growth, price, cost and wage pressures in the euro area should also moderate.

The latest ECB Survey of Professional Forecasters (see Box 4) shows that, compared with the
previous round, forecasters have kept their inflation expectations for 2011 unchanged at 2.6%, while
the inflation outlook for 2012 and 2013 was revised slightly downwards, to 1.8% in both years.
The SPF inflation expectations for 2011 to 2013 are broadly in line with the ranges reported in the
September 2011 ECB staff macroeconomic projections for the euro area. Longer-term inflation
expectations (for 2016) remained unchanged at 2.0%.

The risks to the medium-term outlook for price developments are broadly balanced. On the upside,
the main risks relate to the possibility of increases in indirect taxes and administered prices, owing
to the need for fiscal consolidation in the coming years. In the current environment, however,
inflationary pressure should abate. The main downside risks relate to the impact of weaker than
expected growth in the euro area and globally. In fact, if sustained, sluggish economic growth has
the potential to reduce medium-term inflationary pressure in the euro area.

RESULTS OF THE ECB SURVEY OF PROFESSIONAL FORECASTERS FOR THE FOURTH QUARTER OF 2011

This box reports the results of the ECB Survey of Professional Forecasters (SPF) for the fourth
quarter of 2011. The survey was conducted between 14 and 18 October 2011 and received
64 responses.'

The results imply a stable outlook for inflation in 2011 and a downward revision of inflation
expectations for 2012 and 2013, mainly due to the easing of commodity price pressures and the

1 The survey collects information on expectations for euro area inflation, real GDP growth and unemployment from experts affiliated
with financial or non-financial institutions that are based in the EU. Data are available on the ECB’s website at www.ecb.europa.eu/
stats/prices/indic/forecast/html/index.en.html
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(annual percentage changes, unless otherwise indicated)

Survey horizon

HICP inflation 2011 2012 2013 Longer-term?
SPF Q4 2011 2.6 1.8 1.8 2.0
Previous SPF (03 2011) 2.6 2.0 19 2.0

ECB staff macroeconomic projections (September 2011) 2.5-2.7 1.2-2.2 - -
Consensus Economics (October 2011) 2.6 1.8 1.8 2.0

Euro Zone Barometer (October 2011) 2.6 1.7 1.7 1.9

Real GDP growth 2011 2012 2013 Longer-term?
SPF Q4 2011 1.6 0.8 1.6 1.8
Previous SPF (03 2011) 1.9 1.6 1.8 1.9

ECB staff macroeconomic projections (September 2011) 1.4-1.8 0.4-2.2 - -
Consensus Economics (October 2011) 1.6 0.6 1.5 1.7

Euro Zone Barometer (October 2011) 1.6 0.6 1.6 1.9
Unemployment rate " 2011 2012 2013 Longer-term?
SPF Q4 2011 10.0 10.0 9.7 8.5
Previous SPF (03 2011) 9.8 9.5 9.2 8.2
Consensus Economics (October 2011) 10.0 10.1 - -

Euro Zone Barometer (October 2011) 10.0 10.0 9.3 8.2

ECB

1) As a percentage of the labour force.
2) Longer-term expectations refer to 2015 in the Euro Zone Barometer and to 2016 in the SPF and Consensus Economics.

weakening of the outlook for economic growth. GDP growth expectations have been revised
downwards for all horizons, mainly owing to the evolution of the sovereign debt crisis and
the worse than expected external environment. As regards longer-term inflation expectations
(for 2016), the average point forecast remained unchanged at 2.0%, and the median of the point
forecasts was also stable at 2.0%.

Shorter-term inflation expectations unchanged for 2011 and revised downwards for 2012
and 2013

The SPF inflation expectations stand at 2.6% for 2011 and at 1.8% for both 2012 and 2013.
Compared with the last SPF round, expectations for 2011 are unchanged, whereas expectations
for 2012 and 2013 have been revised downwards by 0.2 percentage point and 0.1 percentage
point respectively (see the table). The SPF inflation expectations for 2011 to 2013 are broadly
in line with the corresponding forecasts published in the October 2011 issues of Consensus
Economics and the Euro Zone Barometer, and are within the ranges reported in the September
2011 ECB staff macroeconomic projections.

With respect to aggregate probability distributions, compared with the previous SPF round the
distributions for inflation outcomes in 2012 and 2013 have both shifted towards lower outcomes,
with the highest probability now being more clearly attached to the interval between 1.5% and
1.9% for both years (see Chart A).

The downward revision to the forecasts for 2012 and 2013 is accounted for by the easing of
commodity price pressures as well as the weakening of the outlook for economic growth, which
is closely intertwined with the sovereign debt crisis in the euro area. Increases in oil and raw
material prices are mentioned as upside risks, whereas the main downside risks to the baseline
inflation outlook derive from weaker than expected growth. Based on the individual probability
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Source: ECB.

Note: The aggregated probability distribution corresponds to the average of individual probability distributions provided by SPF forecasters.

distributions, the balance of risks to the shorter-term point forecasts is assessed to be on the
upside for 2011 and on the downside for 2012 and 2013.?

Longer-term inflation expectations
unchanged at 2.0%

The average point forecast for longer-term  (Pereentage of respondents)

inflation remained at 2.0% for 2016. At two - 8§ gg}i ggg
decimal places, expectations stand on average was Q42011 SPE
at 2.01%, which is the second highest level 60 60
after the third quarter of 2008, but unchanged
from the previous round. The median and 5 50
the mode of the point forecasts are stable at
2.0% (see Chart B). The longer-term inflation 4 L 40
expectations of the SPF are broadly in line £
with the longer-term forecasts published in the 5 | 30
October 2011 issues of Consensus Economics N
(for 2016) and the Euro Zone Barometer ,, il | 20
(for 2015). | ‘ i

10 kN 10
The aggregate probability distribution has | .
shifted to lower outcomes, compared with the om_ Jl s MIE B2 f I‘ o mE |,
previous SPF round. Indeed, the probability SLS 16 17 18 19 20 21 22 23 24 225

of inflation being at or above 2.0% decreased  Source: ECB.

2 The balance of risks is defined as being on the upside (downside) when fewer respondents report a point forecast above (below) the
mean of their probability distribution than respondents reporting a point forecast below (above) the mean.
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to 48%. At the same time, the probability
attached to tail outcomes has remained stable
at a relative low level. As there are many
WIS respondents _‘Vlth &l pO]}l‘t fore'cas't abpve = standard deviation of point forecasts (left-hand scale)
the mean of their probability distribution, ... aggregate uncertainty (left-hand scale)

. : ====probability of inflation at or above 2.0%
thg balance of risks surrounding the average (right-hand scale)
point forecast is assessed to be largely on the

(percentages)

. 0.9 9
downside.
08 .80
Disagreement on longer-term inflation g7 ed T
expectations as measured by the standard 06 Lok

deviation of the point forecasts increased to :
0.3 percentage point (+0.1 percentage point). 05
Aggregate uncertainty surrounding longer-
term inflation expectations, as measured by the
standard deviation of the aggregate probability
distribution, is stable at a relatively high level 02
(see Chart C).?

0.4

0.3

0.1
Real GDP growth expectations revised 00 —r—r—r—1—r—T1 "1 17
. . 2001 2003 2005 2007 2009 2011
downwards, with a particularly large
Source: ECB.

revision for 2012 Note: Aggregate uncertainty is defined as the standard deviation

of the aggregate probability distribution (assuming discrete
probability density function with probability mass concentrated

On average, real GDP growth expectations for  in the middle of the interval).

the shorter term have been revised downwards

for all the horizons, with the most significant revision for 2012. They currently stand at 1.6% for 2011,
0.8% for 2012 and 1.6% for 2013. Compared with the latest corresponding forecasts of Consensus
Economics and the Euro Zone Barometer, the SPF real GDP growth expectations are broadly in
line for 2011 and 2013 and on the upper side for 2012. They are within the ranges reported in the
September 2011 ECB staff macroeconomic projections. The aggregate probability distributions
for 2011, 2012 and 2013 have shifted noticeably towards lower outcomes. For 2012, in particular, the
respondents now assign the highest probability (28%) to the range between 0.5% and 0.9%, whereas
in the previous round the highest probability was assigned to the range between 1.5% and 1.9%
(see Chart D).

According to the respondents, the more negative baseline outlook is the result of additional fiscal
consolidation measures, tightening of financial conditions, higher uncertainty and lower foreign
demand. The balance of risks to the growth outlook is assessed to be on the downside. A swift
solution to the sovereign debt crisis or a failure to reach such a solution are the most quoted
upside and downside risks to this outlook. Apart from that, the key downside risks to the growth
outlook mentioned by the forecasters are further decreases in consumer and business confidence
and increased uncertainty.

Longer-term growth expectations (for 2016) stand at 1.8%, which is 0.1 percentage point
lower than in the previous SPF round. The balance of risks to this longer-term growth outlook

3 For a discussion regarding uncertainty measures, see the box entitled “Measuring perceptions of macroeconomic uncertainty”, Monthly
Bulletin, ECB, January 2010.
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Source: ECB.
Note: The aggregated probability distribution corresponds to the average of individual probability distributions provided by SPF
forecasters.

is assessed to be on the downside. The aggregate probability distribution has shifted only
marginally towards lower outcomes compared with the previous SPF round, and the forecasters
still consider the probability of longer-term real GDP growth being within the interval from
1.5% to 1.9% to be around 30%.

Expectations for the euro area unemployment rate increased for both 2011 and 2012

Unemployment rate expectations increased to 10.0% for both 2011 and 2012, and to 9.7% for
2013. Forecasters still expect, therefore, a decline in the unemployment rate over the forecast
horizon, but now expect it to start later. The upward revision in unemployment expectations is
mainly due to the current slowdown in economic activity and the cost-cutting that is currently
taking place. The main upside risk to this outlook is a sudden worsening of the ongoing crisis
that would lead to a further deterioration of economic activity. Downside risks are mostly
associated with the success of ongoing labour market reforms, which would lead to higher labour
market flexibility. Comparing the point forecasts with the means of the probability distributions,
the balance of risks is assessed to be on the upside.

Longer-term unemployment rate expectations (for 2016) have increased to 8.5%, with the balance
of risks assessed to be on the upside. The aggregate probability distribution has slightly shifted
towards higher outcomes, but the highest probability (20%) is still assigned to the interval from
8.5% to 8.9%.
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Other variables and conditioning assumptions

According to other information provided by the respondents, the following assumptions
underlying the forecasts have been used. Oil prices are now expected to stand at around
USD 107 per barrel during 2011 and 2012 and then to slightly increase. The EUR/USD exchange
rate is expected to stand on average at 1.36 throughout 2011 and 2012, and then to appreciate
slightly. The ECB’s main refinancing rate is expected to average at 1.3% in 2012 and increase
to 1.6% on average in 2013. Finally, average annual growth in compensation per employee is
expected to stabilise at around 2.1% on average in 2012 and 2013.

ECB
Monthly Bulletin
November 2011



4 OUTPUT, DEMAND AND THE LABOUR MARKET

Real GDP growth in the euro area, which slowed in the second quarter of 2011 to 0.2% quarter
on quarter, is expected to be very moderate in the second half of this year. There are signs that
previously identified downside risks have been materialising, as reflected in unfavourable evidence
from survey data. Looking forward, a number of factors seem to be dampening the underlying
growth momentum in the euro area, including a moderation in the pace of global demand and
unfavourable effects on overall financing conditions and on confidence resulting from ongoing
tensions in a number of euro area sovereign debt markets. At the same time euro area economic
activity should benefit from continued positive economic growth in the emerging market economies,
as well as from the low short-term interest rates and the various measures taken to support the
functioning of the financial sector.

4.1 REAL GDP AND DEMAND COMPONENTS

Real GDP growth in the euro area decelerated to
0.2%, quarter on quarter, in the second quarter of
2011, following growth of 0.8% in the previous —— domestic demand (excluding inventorics)
quarter (see Chart 27). Weaker developments s changes in inventories

in domestic demand, in part reflecting special — ?;;nggsgmwm

factors, were the main contributor to this

slowdown. Although GDP has grown for eight
consecutive quarters since the recovery began,
the level of output in the second quarter was still
almost 2% below the peak recorded in the first 06
quarter of 2008.

(quarter-on-quarter growth rate and quarterly percentage point
contributions; seasonally adjusted)

0.8

0.4
Following six quarters of positive but weak

growth, private consumption declined by 0.2%, 02
quarter on quarter, in the second quarter of

2011. Developments in both retail trade and car 0.0
purchases contributed to this negative outcome.

-0.2

@ B o Ql Q@

As regards the third quarter of 2011, information P P

on private consumption points to continued
sluggish developments in consumer spending.
The volume of retail sales increased by 0.1%
in August and stood on average during the first two months of the third quarter 0.2% above its
level in the second quarter when retail sales declined by 0.3%. At the same time new passenger
car registrations rose month on month by 0.7% in September 2011, but declined nonetheless
quarter on quarter by 0.6% in the third quarter, following a much sharper contraction of 4.0% in
the previous quarter. Retail sector survey data point to continued weakness in consumption of retail
goods (see Chart 28). The Purchasing Managers’ Index (PMI) for retail trade was recorded at levels
below 50 throughout the third quarter, pointing to declining sales. In October, however, the index
rose to a level slightly above 50. Moreover, according to the European Commission’s consumer
survey, while consumer confidence declined again in October, it declined by less than in the
previous three months. Meanwhile, the indicator on expected major purchases remains at historically
very low levels, suggesting that consumers are still cautious when deciding whether to purchase
durable goods.

Sources: Eurostat and ECB calculations.
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Gross fixed capital formation increased quarter
on quarter by 0.1% in the second quarter
of 2011, following growth of 1.8% in the

thly datz : L
(monthly data) previous quarter. The recovery in investment

— sl Vs et has been slower and more erratic than the
----- consumer confidence? (right-hand scale) . L R

==== retail confidence (right-hand scale) recovery in overall activity. With regard to
4 4  the breakdown of investment in the second

quarter, construction investment, which is the
more volatile component, contracted quarter
20 on quarter by 0.5%, while non-construction
investment rose by 0.9%.

30
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Looking ahead, industrial production of capital
10 goods (an indicator of future non-construction
investment) rose by 2.2% in August, following
an increase of 3.3% in July. Over both months
30 the average level of capital goods production
stood 3.9% above the average level in the second

5

-3

-4 T I I T T T T -40 . .
2004 2005 2006 2007 2008 2009 2010 2011 quarter. This compares with a quarter-on-quarter
. o/ : .
Sources: European Commission Business and Consumer Surveys rise of 1.6% in the second quarter and prOV]deS
and Eurostat. :
1) Annual percentage changes; three-month moving averages; a strong start to the third quarter. HOWCVGI‘,
working day-adjusted. Including fuel. survey results for the non-construction industrial

2) Percentage balances; seasonally and mean-adjusted.

sector from both the PMI and the European

Commission’s industrial confidence indicator
point to a slowdown in investment activity in the course of the third quarter and at the beginning
of the fourth quarter of 2011. The industrial confidence indicator was close to its historical average
during the third quarter, and also in October, while the PMI stood below its theoretical no-growth
threshold of 50 during the same periods. Furthermore, the Commission surveys indicate that
capacity utilisation continued to decline in October. One advantage of this survey-based measure of
the degree of slack in manufacturing is that it is rarely revised, unlike many measures of the degree
of utilisation of production factors, which are based on more sophisticated estimation techniques
(see Box 5).

Euro area construction production declined month on month by 0.2% in August 2011, following
a rise of 1.8% in the previous month. There are some tentative signs that euro area construction
production has stabilised in recent months. However, given the high volatility and frequent revisions
of these data, some caution should be used when interpreting recent developments. Furthermore,
surveys provide a more negative picture. For instance, the indicator on construction confidence
published by the European Commission remains at levels below its historical average (data are
available to October 2011). At the same time the PMI for construction in the euro area was, on
average, well below 50 during the third quarter, pointing to further negative developments in that
quarter, following the weak second quarter.

ECB
Monthly Bulletin
November 2011



RECENT EVIDENCE ON THE UNCERTAINTY SURROUNDING REAL-TIME ESTIMATES
OF THE EURO AREA OUTPUT GAP

Measures of potential output growth reflect the rate of growth that can be achieved on the basis
of available production factors without creating inflationary pressures. The output gap, defined
as the percentage deviation of the actual level of output from the potential level, measures the
degree of utilisation of production factors in the economy and can be regarded as an indicator of
both the state of the business cycle and inflationary pressures.

Since potential output is an unobservable variable, its measurement, as well as measures of the
output gap, can only be estimated with uncertainty. For current revised estimates of potential
output relating to past years, the uncertainty can be reduced by taking into account both past and
actual outcomes for future economic development that were not known at the time. By contrast,
the information regarding future economic development that is available for real-time estimates
of potential output can only include forecasts, rather than actual outcomes. Therefore, real-time
measures of potential output are particularly uncertain and may be revised substantially ex post.

This box reviews revisions to real-time estimates of measures of potential output and the
output gap, with a particular focus on how the financial and economic crisis may have reshaped
assessments of potential output and inflationary pressures of the euro area economy for the years
before the crisis.

Revisions to real-time estimates of potential output growth in the euro area

Major events such as the recent financial and economic crisis can give rise to sizeable
reassessments of estimates of potential output, even for years in the distant past. In some euro
area countries, the recent financial and economic crisis brought a period of exceptionally high
GDP growth to an end and gave rise to a particularly sizeable and persistent slump in economic
activity. While the impact of the crisis on the level and rate of growth of potential output in the
years since the crisis is still uncertain,' measures of potential output growth in the years prior to
the crisis can now be seen to embody a higher degree of uncertainty. A comparison with updated
measures of potential output growth estimated immediately before the crisis may therefore
provide insights into the possible sources of error in the pre-crisis measures of potential growth.

Chart A compares revisions to estimates of potential growth in the euro area countries in the
period from 2000 to 2007 that are based on estimates carried out in the spring of 2011 with
measures estimated for the same period in autumn 2007. Notably, the revisions reveal that
the rate of potential growth for the whole period was overestimated for almost all euro area
countries. The revisions to potential growth estimates for the period from 2009 to 2011
are particularly marked. This was to be expected as the autumn 2007 estimates for this
period had to rely on forecasts that had not anticipated the crisis and its significant impact
on potential output growth. For years in the more distant past, revisions are generally small,
but significant revisions can be observed for the immediate pre-crisis period in the case of

1 For the impact of the financial and economic crisis on potential output, see “Trends in potential output”, Monthly Bulletin, ECB,
January 2011, and “Potential output in the euro area”, Monthly Bulletin, ECB, July 2009.
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some countries (Greece, Estonia, Ireland, Slovakia and Slovenia), perhaps reflecting significant
overheating in some sectors of the economy such as financial services and/or construction,
but possibly also an unsustainable growth of the government sector.

(percentage points)
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Sources: IMF, OECD and European Commission.
Notes: Revisions to potential output growth are computed as the differences between growth estimates of spring 2011 and those of
autumn 2007, using the average of estimates provided by the OECD, the IMF and the European Commission.
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x-axis: real GDP growth, percentage changes
y-axis: average revision in potential output growth,
percentage points
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Notes: Revisions to potential output growth are defined in
Chart A. The regression line has been computed by excluding the
outlier for Estonia, and by excluding the figures for the euro area.
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Chart B relates these revisions, averaged over
the pre-crisis period from 2000 to 2007, to
average growth rates of real GDP over the same
period. It is noticeable that there is a tendency
for ex post revisions to potential growth to be
higher in those countries in which real GDP
grew relatively faster than those for countries
that experienced average (or below-average)
real GDP growth over this period. Within the
former group are some countries that have
subsequently become subject to economic
adjustment programmes, such as Ireland
and Greece. In general, the results suggest
that the relatively high growth performance
experienced by some countries over the period
from 2000 to 2007 was not sustainable.

Revisions of real-time euro area output gap
estimates

The uncertainty of euro area real-time potential
output and output gap estimates arises from
various sources, including model uncertainty,
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Sources: European Commission, IMF, OECD and ECB calculations.
Notes: The bars represent the difference between estimates available at end-2010 and real-time estimates (see Marcellino, M.

and Musso, A., “The reliability of real-time estimates of the euro area output gap”, Economic Modelling, Vol. 28, 2011, pp. 1842-56).
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parameter instability and data revisions.? This uncertainty is reflected in the extensive revisions
associated with real-time estimates of potential output. As an example of these revisions, Chart C
shows the revisions to real-time euro area output gap estimates by international organisations
(European Commission, IMF and OECD) at the end of 2010. It is notable that these revisions
are often in the same order of magnitude as, or even higher than, the estimated gap itself, as had
already been ascertained for the United States by Orphanides and van Norden.*> Marcellino and
Musso show that this also holds true for several other estimates derived on the basis of various
methods, ranging from simple filters to more complex econometric models.

Importantly, revisions to the output gap appear to be systematically more extensive (and positive)
in the case of the 2007 real-time estimates, particularly in comparison with the more distant
years, suggesting that most measures underestimated in real-time the level of the output gap just
before the crisis started. This corresponds to the aforementioned finding that potential output in
the period immediately before the crisis has previously been overestimated significantly.

Real-time estimates of the euro area output gap and inflation forecasting

Recent evidence suggests that real-time estimates of the euro area output gap may embody only
limited information in terms of forecasting inflation, as had already been found to hold true for the
United States.* Indeed, Marcellino and Musso provide some evidence for the euro area pointing
to an only marginal usefulness of real-time output gap estimates for inflation forecasting both in
the short term (one quarter and one year ahead) and the medium term (two and three years ahead).
This is in line with the evidence of instability and non-linearity characterising the relationship
between the output gap and inflation in the euro area, as well as of the declining importance
of the output gap in explaining price developments in recent years.’

2 Marcellino, M. and Musso, A., “The reliability of real-time estimates of the euro area output gap”, Economic Modelling, Vol. 28,2011,
pp. 1842-56. See also the box entitled “A cross-check of output gap estimates for the euro area with other cyclical indicators”, Monthly
Bulletin, ECB, June 2011; and the box entitled “The (un)reliability of output gap estimates in real time”, Monthly Bulletin, ECB,
February 2005.

3 See Orphanides, A. and van Norden, S., “The unreliability of output-gap estimates in real time”, The Review of Economics and
Statistics, Vol. 84, 2002, pp. 569-83.

4 See Marcellino, M. and Musso, A., “The forecasting performance of real time estimates of the euro area output gap”, CEPR Discussion
Paper, No 7763, Centre for Economic Policy Research, March 2010. For the United States, see Orphanides, A. and van Norden, S.,
“The Reliability of Inflation Forecasts Based on Output Gap Estimates in Real Time”, Journal of Money, Credit and Banking,
Vol. 37,2005, pp. 583-601.

5 See for example Musso, A., Stracca, L. and van Dijk, D., “Instability and nonlinearity in the euro area Phillips curve”, International
Journal of Central Banking, Vol. 5, 2009, pp. 181-212; Anderton, R., Galesi, A., Lombardi, M. and di Mauro, F., “Key elements of
global inflation”, in Challenges to inflation in an era of relative price shocks, Reserve Bank of Australia, 2010; and the article entitled
“Trends in potential output”, Monthly Bulletin, ECB, January 2011.

Turning to trade flows, both import and export growth decelerated in the second quarter of 2011,
in line with the overall slowdown in global trade. In August extra-euro area import and export
values of goods declined, while trade in services was broadly stable (in three-month-on-three-
month terms). Global trade has recently shown signs of stabilisation, in particular in the emerging
markets, providing support for extra-euro area trade growth. Recent developments in extra-euro
area export shares and their impact on euro area foreign demand are also reviewed in Box 6. Taken
together, the latest data indicate that euro area trade grew moderately in the third quarter of 2011.
Looking ahead, the PMI for new export orders in the euro area manufacturing sector, available to

October 2011, points to weaker export growth in the near term.
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UPDATING MEASURES OF EURO AREA FOREIGN DEMAND TO ACCOUNT FOR CHANGES
IN THE GEOGRAPHICAL STRUCTURE OF EURO AREA EXPORTS

Together with changes in price and cost competitiveness, developments in foreign demand
(i.e. global demand for euro area exports) are a primary determinant of euro area export
growth. Accordingly, how measures of foreign demand are compiled is critically important for
monitoring and forecasting extra-euro area exports as well as for evaluating the performance of
euro area exporters in global export markets.! One integral element of these measurements is the
geographical structure of euro area exports. Changes to this structure over time have implications
for the measurement of euro area foreign demand and the assessment of the euro area’s export
performance. This box reviews recent developments in extra-euro area export shares and their
impact on euro area foreign demand measures.

Euro area foreign demand is defined as a weighted average of imports of extra-euro area
trade partners, using their share in extra-euro area exports of goods. Over the past few years
the rapid expansion of global trade has been reflected in relatively high growth in extra-euro
area exports: extra-euro area exports of goods increased in value terms by about 26% between
2005 and 2010,> compared with growth of
about 35% in world trade. Moreover, the
geographical structure of extra-euro area
exports also changed significantly over the

same period, in line with the changing pattern (percentages, based on three-year moving averages)

in world trade. In particular, the increasing — United States — Japan

. . . . L seees United Kingdom CIS and other CEECs
integration of emerging economies into the === emerging Asia CEE EU countries
world economy has been reflected in stronger 5, »

euro area export flows to these countries,
signalling that the euro area is increasingly
benefiting from robust demand from
these countries.

The changes in the trade structure of the euro
area are also reflected in the evolution of

euro area foreign demand weights, measured z ,,,,,,,,,,,,,,,,,, :
as a three-year moving average of extra- .
euro area export shares using data up to the 5
first quarter of 2010 (see Chart A). One of the o o

most striking features relates to the increase in 1999 2002 2005 2008
the share of the central and eastern European Sources: IMF Direction of Trade Statistics and ECB.

: 1 Notes: Last observation refers to the first quarter of 2010.
(CEE) EU countries, reﬂectmg the fast DIEs The category CIS and other CEECs corresponds to the

of growth in export flows to these countries Commonwealth of Independent States and other central and
. . . eastern European countries; CEE EU countries comprise non-
following their accession to the European  euro area countries that have joined the EU since 2004.

1 For more information on measuring foreign demand, see Hubrich, K. and Karlsson, T., “Trade consistency in the context of the
Eurosystem projection exercises”, Occasional Paper Series, No 108, ECB, March 2010.

2 Previous historical developments are covered in the boxes entitled “The geographical composition of euro area foreign demand”,
Monthly Bulletin, ECB, October 2004, and “Recent changes in the geographical composition of euro area foreign demand”, Monthly
Bulletin, ECB, October 2008.
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Union. As a result, their weight in euro area
foreign demand increased from 11.5% in 2005
to about 14.6% in 2010. Moreover, the
increasing integration of economies such as — 2005 weights

China and the countries of the Commonwealth s time-varying weights

of Independent States (CIS) has also been

reflected in a significant rise in export flows to

these countries, and consequently in a higher

share of these countries in extra-euro area

exports. As aresult, the weight of CIS countries I ‘

contrast, recent developments have confirmed

the continuous decline in extra-euro area

export shares of most advanced economies. In 2005 2006 2007 2008 2009 2010
particular, the Weight of the United Kingdom Sources: IMF Direction of Trade Statistics and ECB.

and the United States declined significantly

during the period under review. In the case of the United Kingdom, traditionally the

(including Russia) and other CEE countries
euro area’s main individual trading partner, its share fell by almost 4 percentage points

rose by 2.1 percentage points to about 8%,
while the weight of emerging Asia increased

to about 15% in 2010. Emerging Asia now accounts for roughly the same share of
extra-euro area exports as the United States.
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In order to demonstrate the impact of an evolving geographical structure of extra-euro area
exports in the computation of foreign demand, two different measures of foreign demand are
shown in Chart B; one based on updated time-varying weights (using a three-year moving
average of the shares) up to 2010 and an alternative series based on weights fixed at their 2005
average. Overall, the 2005 set of weights appears to underestimate annual growth in euro area
foreign demand over the period 2006-10 by an average of around 0.5 percentage point. This
highlights the importance of regularly updating the weights used to compute foreign demand so
as to fully capture the effects of a changing geographical trade structure.

4.2 OUTPUT, SUPPLY AND LABOUR MARKET DEVELOPMENTS

Real value added increased by 0.2%, quarter on quarter, in the second quarter of 2011. Activity in
industry (excluding construction) grew by 0.4%, while services activity increased by 0.2%. At the
same time value added in construction rose quarter on quarter by 0.1%.

With regard to developments in the third quarter of 2011, industrial production (excluding
construction) increased month on month by 1.5% in August, following a rise of 1.2% in the
previous month. The three-month-on-three-month growth rate rose from 0.5% in July to 0.9% in
August (see Chart 29). Meanwhile, euro area industrial new orders (excluding heavy transport
equipment) increased month on month by 0.6% in August, following a rise of 1.4% in July. Despite
these increases, the three-month-on-three-month rate of change of industrial new orders, which was
0.6% in July, turned negative at -0.4% in August. On balance, more timely survey data paint a
weaker picture than “hard” data regarding developments in the third quarter and at the beginning
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growth rate and percentage point contributions; monthly data;
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1) Three-month-on-three-month percentage changes.

2) Percentage balances.

3) Purchasing Managers’ Index; deviations from an index value
of 50.

of the fourth quarter (see Chart 30). For example, the PMI manufacturing output index remained
below 50 throughout the third quarter and stood at 46.6 in October, indicating a further contraction.
At the same time European Commission survey data indicate that limits to production decreased in
the three months to October 2011. This decline was mainly related to weaker demand. The services
business activity indices have also decreased, declining from 55.5 in the second quarter to 50.6 in
the third quarter and falling further to 47.2 in October 2011. Other business surveys, such as those
of the European Commission, are broadly in line with developments in the PMI.

LABOUR MARKET

The improvements in labour market conditions that took place in the first half of the year appear
to have come to a halt. Employment increased quarter on quarter by 0.3% in the second quarter of
2011, following a rise of 0.1% in the two previous quarters (see Table 7). In contrast to developments
earlier in the recovery, when hours worked grew more quickly than headcount employment, hours
worked declined by 0.2% in the second quarter. At the sectoral level, on a quarter-on-quarter basis,
the latest employment figures indicate that industry (excluding construction) and construction both
grew by 0.1%, and employment in the services sector grew by 0.4% in the second quarter.

As employment growth exceeded GDP growth in the second quarter, productivity decelerated.
The annual growth rate of labour productivity per person employed decreased by 1 percentage
point in the second quarter, while the annual growth rate of hourly labour productivity declined
by 0.1 percentage point, to stand at 1.1% and 1.5% respectively (see Chart 32). Looking ahead,
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(percentage changes compared with the previous period; seasonally adjusted)

Persons Hours

Annual rates Quarterly rates Annual rates Quarterly rates
2009 2010 2010 2011 2011 2009 2010 2010 2011 2011
Q4 Ql Q2 Q4 Qi1 Q2
Whole economy -1.9 -0.5 0.1 0.1 0.3 -3.5 0.4 0.0 0.3 -0.2

of which:

Agriculture and fishing -2.4 -0.6 0.1 -1.3 -0.7 =23 -1.2 -0.2 -0.3 -1.7
Industry -5.7 -3.3 -0.3 -0.1 0.1 -9.0 -1.3 -0.5 0.6 -0.4
Excluding construction =52 -3.1 0.1 0.3 0.1 9.2 -0.3 0.1 0.6 -0.3
Construction -6.7 -3.7 -1.0 -0.9 0.1 -8.6 -3.4 -1.8 0.5 -0.4
Services -0.5 0.5 0.2 0.2 0.4 -1.6 1.0 0.2 0.3 0.0
Trade and transport -1.8 -0.6 0.2 0.1 0.5 -3.0 0.3 0.0 0.0 0.0
Finance and business -2.2 1.1 0.3 1.1 1.0 -3.5 1.7 0.6 1.2 -0.5
Public administration” 1.5 1.1 0.2 -0.2 0.1 0.9 1.4 0.1 0.1 0.2

Sources: Eurostat and ECB calculations.
1) Also includes education, health and other services.

the latest developments in the PMI productivity index suggest a further decline in productivity
growth in the third quarter.

The unemployment rate edged up by 0.1 percentage point to stand at 10.2% in September 2011
(see Chart 33). Developments across countries have displayed substantial heterogeneity in the
course of the year. Survey indicators, however, point to ongoing, albeit decelerating, employment
growth in both industry and services in the third quarter and at the beginning of the fourth quarter
of 2011 (see Chart 31). Overall, recent developments are in line with upward revisions to the
unemployment rate expected for 2011 and 2012 in the latest Survey of Professional Forecasters
(see Box 4 in Section 3).

(annual percentage changes; percentage balances; seasonally adjusted)

= employment growth in industry = employment expectations in construction
(excluding construction; left-hand scale) ~ eeeee employment expectations in the retail trade
----- employment expectations in manufacturing ==== employment expectations in the services sector
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Sources: Eurostat and European Commission Business and Consumer Surveys.
Notes: Percentage balances are mean-adjusted.

ECB
Monthly Bulletin
November 2011

ECONOMIC
AND MONETARY
DEVELOPMENTS

Output,
demand and the
labour market




(annual percentage changes) (monthly data; seasonally adjusted)
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Sources: Eurostat and ECB calculations. Source: Eurostat.

4.3 THE OUTLOOK FOR ECONOMIC ACTIVITY

Real GDP growth in the euro area, which slowed in the second quarter of 2011 to 0.2% quarter
on quarter, is expected to be very moderate in the second half of this year. There are signs that
previously identified downside risks have been materialising, as reflected in unfavourable evidence
from survey data. Looking forward, a number of factors seem to be dampening the underlying
growth momentum in the euro area, including a moderation in the pace of global demand and
unfavourable effects on overall financing conditions and on confidence resulting from ongoing
tensions in a number of euro area sovereign debt markets. At the same time euro area economic
activity should benefit from continued positive economic growth in the emerging market economies,
as well as from the low short-term interest rates and the various measures taken to support the
functioning of the financial sector.

The downside risks to the economic outlook for the euro area are confirmed in an environment
of particularly high uncertainty. Downside risks notably relate to a further intensification of the
tensions in some segments of the financial markets in the euro area and at the global level, as well
as to the potential for these pressures to further spill over into the euro area real economy. They also
relate to the impact of the still high energy prices, protectionist pressures and the possibility of a
disorderly correction of global imbalances.
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ARTICLES

HOUSE PRICE DEVELOPMENTS
IN THE EURO AREA AND THE UNITED STATES

Understanding the pattern and nature of house price dynamics is an important element in
assessing the macroeconomic situation and outlook, especially at the current juncture, as the
bursting of the housing bubbles in a number of euro area countries and the United States has
been a key contributing factor to the current global financial crisis. When and the extent to which
house prices will recover, in some cases from still negative real rates of growth, will depend on
both developments in the housing sector itself and a number of factors that drive the business
cycle. This article analyses the house price cycle in the euro area, its interlinkages with the
business cycle and its alignment with developments in income, rents and credit. It also compares
developments in house prices and their underlying factors with those in the US economy, and
investigates the heterogeneity across countries in the euro area and regions in the United States.
The main conclusions are that the starting point of the recovery in house prices in the euro area
was not as weak as it will be in the United States, and that developments in house prices are
currently more heterogeneous across the countries of the euro area than they are across the

regional areas of the United States.

I INTRODUCTION

Monitoring and assessing house price
developments is important for monetary policy
and financial stability because of the strong impact
that they can have on aggregate expenditure on
the one hand and on private sector balance sheets
on the other. This applies during times of normal
cyclical developments, and becomes particularly
relevant when the emergence and subsequent
bursting of house price bubbles inflicts high
economic costs (see Box 1 for a synopsis of
the key macroeconomic consequences of house
price developments). The past few years have
highlighted the importance of assessing house
price dynamics, as they have played a key role
in the current financial crisis and the associated
economic downturn. This applies both to some
euro area countries and the United States.

The dynamics of the most recent house price
cycle have been pronounced on both sides
of the Atlantic. Taking the euro area as a
whole, nominal house prices registered an
annual growth rate of almost -4% in mid-2009.
Data for recent quarters, however, suggest that
the declines have bottomed out, with a positive
annual growth rate of more than 2% in early
2011. In the United States, house prices are still
falling, down by more than 4% in the year to the
second quarter of 2011. The pace of the decline
had temporarily become less pronounced,

but accelerated again after the expiration of the
first-time homebuyer tax credit in 2010.

The picture for the euro area conceals substantial
differences across its member countries. For
instance, in Ireland, Spain and the Netherlands,
nominal house price growth rates are still in
negative territory, while in Belgium, Finland and
France, they have clearly found their way back
into positive territory. In other countries, such
as Germany and Italy, the cyclical evolution has
been more muted, with house price growth in
Germany having never really turned negative.
By contrast, in the United States, the pattern
of house price growth over the past few years
has been more similar across its regions, with
all regions witnessing a strong downward
adjustment and still posting negative growth
rates in the first half of 2011.

Against this background, Section 2 of this article
reviews some stylised facts on the euro area and
US house price cycles, which help to put the
latest developments into perspective. This type
of analysis can usefully complement assessments
of the housing market situation based on a
detailed analysis of different supply and demand
factors.! Section 3 assesses the value of house

1 See the article entitled “Assessing house price developments in
the euro area”, Monthly Bulletin, ECB, February 2006; and the
box entitled “Recent housing market developments in the euro
area”, Monthly Bulletin, ECB, December 2010.
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prices against benchmark developments in heterogeneity in house price developments
income, rents and fundamental demand-side across the euro area countries and the regions in
variables. Finally, Section 4 analyses the the United States.

ECB

THE MACROECONOMIC IMPACT OF HOUSE PRICE DEVELOPMENTS

There is abundant empirical evidence that house price growth leads developments in real
economic activity and that it may also play a causal role."! There is also evidence that GDP
cycles associated with the bursting of house price bubbles are characterised by deeper economic
downturns.? The potentially very destabilising effects of sharp fluctuations in the housing sector
can operate through a consumption channel and a financial stability channel.

The housing market can affect consumption in different ways. A direct channel relates, for
instance, to the labour-intensive nature of the construction industry, with labour demand and
household income influencing consumption. A more indirect channel relates to the impact that
movements in house prices have on wealth. Residential property is the main source of collateral
for many households and it can be used to obtain credit to boost consumption. A rise in residential
property prices facilitates such borrowing and can potentially cause spillover effects in terms of
higher consumption. Several studies?® suggest that housing wealth has a significant positive effect
on consumption, particularly in the United Kingdom, the United States, Australia and Canada.
However, there is far less evidence in the literature that it has such an effect in the euro area.

The housing market also affects real economic activity through a financial stability channel.
For instance, if a decline in house prices coincides with a deterioration in credit conditions and
households’ ability to service their mortgages, credit institutions will incur greater losses. If such
losses then cause solvency problems for these institutions, financial stability could be at risk.
However, credit institutions do not actually need to be experiencing solvency problems for
financial stability to be at risk. If their investors perceive there to be greater uncertainty over
their investments, they may withdraw their funding, which would cause funding problems for
the credit institutions and in turn result in a constrained liquidity situation.

The build-up of house price imbalances themselves can be related to very different factors, the
main one being ample liquidity as a result of easy access to low-cost credit. At the start of a house
price cycle, greater affordability and a more pronounced appetite for risk may bolster demand
for housing, boost demand for credit and ultimately push up house prices. Credit institutions
may use the higher collateral values to provide better credit conditions and may also adjust their
balance sheets, marking to market the collateralised assets, which would enable them to lend
more. This fosters house price dynamics and potentially causes house prices to deviate, in some
cases substantially and for a protracted period of time, from their fundamental dynamics.

1 For more details on the links between credit, house prices and recessions, see, for instance, Agnello, L. and Schuknecht, L., “Booms
and busts in housing markets: determinants and implications”, Working Paper Series, No 1071, ECB, July 2009.

2 See Reinhart, C.M. and Rogoff, K.S., “This Time is Different: A Panoramic View of Eight Centuries of Financial Crises”, NBER
Working Paper, No 13882, April 2008.

3 See Altissimo, F., Georgiou, E., Sastre, T., Sterne, G., Stocker, M., Valderrama, M.T., Weth, M., Whelan, K. and Willman, A., “Wealth
and asset price effects on economic activity”, Occasional Paper Series, No 29, ECB, June 2005.
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Economic policies such as taxation and financial market regulation may also play a role in the
building-up of imbalances. Housing, especially if owner-occupied or held through arrangements
such as real estate investment trusts (REITs), is frequently tax-favoured in comparison with
other investments. The specifics vary across countries, but typically homeowners’ capital gains
and imputed rents are not taxed at the full rate and mortgage interest payments are sometimes tax
deductible. Favourable tax treatment is likely to amplify the residential property cycle, as there
appears to be some country-specific evidence of a correlation between the size of the housing
boom and the generosity of the tax treatment of housing.*

4 See Dam, N.A., Hvolbel, T.S., Pedersen, E.H., Serensen, P.B. and Thamsborg, S.H., “Developments in the Market for Owner Occupied
Housing in Recent Years — Can House Prices be Explained?”, Monetary Review, Danmarks Nationalbank, first quarter 2011; and van
den Noord, P.J., “Tax Incentives and House Price Volatility in the Euro Area: Theory and Evidence”, OECD Economics Department

Working Paper, No 356, 2003.

2 PAST HOUSE PRICE DYNAMICS IN THE EURO
AREA AND THE UNITED STATES

Looking back over the past three decades,
annual house price growth in both the euro area
and the United States has troughed three times:
at the beginning of the 1980s, at the beginning
of the 1990s and more recently at the end of
the 2000s (see Charts 1 and 2, and Box 2 for
a detailed discussion of the statistical features

(year-on-year changes)

m— QIO area
..... United States

o -2

-7

-12 T T T T T T T T T -12
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Sources: Federal Housing Finance Agency, bank lending survey
for the euro area, ECB, Eurostat, national statistical offices and
ECB calculations.

of the house price indices in the euro area and
the United States). The troughs mark two broad
cycles that to a large extent coincided across the
two economic areas.

The trough in house price growth at the end
of the 2000s was different from the previous
two in that it was characterised by declines in
nominal prices, with prices only falling in real
terms in the earlier troughs. When assessing

(year-on-year changes)
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Sources: Federal Housing Finance Agency, bank lending survey
for the euro area, ECB, Eurostat, national statistical offices and
ECB calculations.

Note: Real house price indices are computed by dividing nominal
house price indices by the respective consumer price indices.
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1990s

Full cycle period: (trough to trough) Q4 1985-Q1 1996

Duration: number of quarters

Euro area United States
2000s 1990s 2000s
Q1 1996-Q1 2010 Q2 1984-Q2 1995 Q2 1995--1

Trough-peak 28 47 24 47

Peak-trough 13 11 23 -D
Cumulated change: percentages

Increase: trough-peak 424 46.8 12.2 52.7

Decrease: peak-trough 2.9 -6.0 -6.1 -22.1%
Average annual growth rate: percentages

Trough-peak 5.6 33 2.0 3.7

Peak-trough -0.8 -1.5 -1.1 -5.12

Trough-peak-trough 35 23 0.5 1.52
Maximum year-on-year growth rate: percentages 8.7 5.5 5.9 8.92
Violence (speed): average percentage per quarter

Increase phase 1.5 1.0 0.5 1.1

Decrease phase -0.2 -0.5 -0.3 -1.32

Sources: Federal Housing Finance Agency, ECB, OECD, national statistical offices and ECB calculations.
Notes: Price indices have been deflated with the respective consumer price indices. A trough (peak) is dated as the quarter that marks the

end of a prolonged period of declining (increasing) real house prices.

1) No trough had been registered in the United States by the first quarter of 2011.

2) Based on data up to the first quarter of 2011.

the depth of the trough at the end of the 2000s,
the height of the peak in growth and the
cumulative increase in real house prices in the
run-up to the peak need to be taken into account.
In both economic areas, the 2000s cycle was
clearly more pronounced than the 1990s cycle
in terms of the duration of the expansion —
almost 12 years from trough to peak compared
with six to seven years in the 1990s cycle
(see the table). In the United States, the 2000s
cycle was also more pronounced than the
1990s cycle in terms of the much stronger
cumulative increase (and subsequent decrease)
in real house prices. This contrasts with the
euro area, where the cumulative changes
were more comparable across the two cycles.
The ratio between the cumulative increase in
house prices and the duration of the expansion
is sometimes called the “violence” or the speed
of a cycle. This measure suggests that, in the
United States, the most recent cycle has been
more pronounced than the previous one,
whereas in the euro area there have been more
similarities between the two.

Over the past three decades, the year-on-year
increase in real house prices has been, on
average, 2% in the euro area and 0.7% in the

United States. Structural features related to the
supply of housing and the availability of land
may have contributed to the differential between
these average growth rates, as the euro area is
generally more densely populated than the
United States.? Moreover, the transition to the
single currency in the euro area and the
associated downward adjustment of interest
rates in many of its member countries may also
have played a role.

Comparing the pattern of growth in house prices
with that of growth in real GDP and in credit for
house purchase confirms that the house price
cycle is aligned with the broad business cycle.
For example, the recession in the early 1990s
and at the end of the 2000s broadly coincided
with periods of negative growth in real house
prices, both in the euro area and the United States
(see Charts 3 and 4). By contrast, there is less
alignment over shorter growth cycles that are
ultimately not associated with outright
recessions. For instance, the sharp economic
slowdown observed in the early 2000s after the
bursting of the high-tech bubble saw no

2 Overall, there was much less land per capita available in the euro
area (roughly 0.008 km? per capita) than in the United States
(roughly 0.032 km? per capita) in 2010.
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(year-on-year changes)
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Note: The areas shaded in yellow denote recession periods, as
defined by the CEPR Dating Committee.

matching downward adjustment in house prices.
At that time, house prices were supported by a
sustained period of low interest rates and
financial innovations,® which improved the
borrowing opportunities of many households.

Overall, these interlinkages provide for a
coincidence of broader credit cycles, house
price cycles and business cycles, not only within
economies, but also across economies. The
latter has become evident in the latest house
price cycle, with the combination of low-cost
financing and financial globalisation providing
for a high degree of synchronisation in credit

(year-on-year changes)
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Sources: Federal Reserve Economic Data, Federal Housing Finance
Agency, Haver, Federal Reserve Board and ECB calculations.
Note: The areas shaded in yellow refer to recession periods, as
defined by the National Bureau of Economic Research.

cycles and asset price cycles across economies.
When gauging the prospects for a recovery
in house price growth in the euro area at the
current juncture, it is particularly important to
take into account not only developments in the
real economy and housing markets themselves,
but also conditions in financial markets and
credit markets, as well as the need for balance
sheet repairs.

3 For a discussion on financial innovations in the euro area and the
United States, see, for example, the box entitled “A comparison
of MFI loans as a source of household financing in the euro area,
the United Kingdom and the United States”, Monthly Bulletin,
ECB, July 2008.

STATISTICAL FEATURES OF HOUSE PRICE INDICES IN THE EURO AREA AND THE UNITED STATES

ARTICLES

House price developments
in the euro area and
the United States

This box describes the statistical features of residential property price indicators and house price
indices for the euro area and the United States respectively. Owing to statistical differences in the euro
area residential property price indicators, caution is required when comparing changes in residential
property prices, both within the euro area and between the euro area and the United States.
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US house price indices

The main text of this article analyses changes in the prices of residential properties in the
United States by referring to the house price index compiled by the Federal Housing and Finance
Agency (FHFA). Another widely used index is the Standard & Poor’s (S&P)/Case Shiller
house price index. Both indices are compiled for the United States as a whole, as well as for
geographical breakdowns. They reflect changes over time in the prices of single-family houses
by applying a “repeat-sales” method. Repeat-sales indices derive changes in prices over time
by comparing the resale price (or, alternatively, revaluation) of an existing house with its first
sale price. While the S&P/Case Shiller index covers 20 major metropolitan areas, the FHFA
index takes into account the entire country. The transaction prices and appraisals used for the
FHFA index are those that are related to mortgages provided by Fannie Mae (Federal National
Mortgage Association) and Freddie Mac (Federal Home Loan Mortgage Corporation).

Residential property price indicators for the euro area

With regard to the euro area, the ECB’s analyses have so far been based on a set of residential
property price indicators that are compiled by the Eurosystem. Each euro area NCB identified
from the existing residential property price indicators those that it considered to best reflect
changes over time in the transaction prices of houses and flats in the whole country. However,
the available indicators are not always based on transaction prices, as, in some cases, they make
use of appraisals. Moreover, some indicators cover mainly or exclusively metropolitan areas,
while several refer only to existing houses and flats. The treatment of changes over time in
housing characteristics differs across countries. For example, in some cases, houses and flats
are stratified according to type, in order to limit the impact that the heterogeneity in samples of
dwellings over time may have on observed price changes. Another approach extracts quality
differences in dwellings by estimating the impact of their age, number of bedrooms, etc. on
the total price. Most residential property price indicators in the euro area countries are reported
at a quarterly frequency. For the euro area as a whole, the ECB compiles a quarterly time
series dating back to 1980. Back calculations of country data refer primarily to the period before
mid-1990 and make use of other sources that are less representative than those used for the
compilation of recent price changes.

In December 2010 Eurostat started to publish a new set of experimental house price indices
for euro area countries. It has also announced that the regular compilation and publication of
residential property price indices for all EU countries will begin in 2012. Before then, however,
some improvements are required in terms of the regions and dwelling type that they cover,
as well as in terms of their timeliness.

Overall, the lack of harmonisation in the statistical approaches used for compiling residential
property price indicators for the euro area also has to be considered carefully when making
comparisons across euro area countries. By contrast, FHFA house price indices at the level of
US states are fully comparable in statistical terms.
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3 ASSESSING THE VALUE OF HOUSE PRICES
IN THE CURRENT CYCLE

In the same way as with other asset prices, it is
difficult to determine the equilibrium value of
house prices. A straightforward approach is to
draw on ratios that directly relate house prices
to key reference series. Two ratios are
commonly used in this respect. The first is the
house price-to-income ratio, which captures the
idea that house prices in the longer term are
constrained by the affordability of housing for
households, including the ability to service the
debt incurred for the house purchase from the
stream of income. The second is the house
price-to-rent ratio, which captures the relation in
the longer term between the cost of owning a
house and the return on renting it out.’

Charts 5 and 6 show, for the euro area and
the United States respectively, the percentage
deviations of these ratios from their long-run
averages over the past three decades. The long-
run average reflects the notion that the growth
relation between numerator and denominator
of the ratios should develop in a certain way in
the longer term. However, it is well understood,

(percentage deviation from long-run average)
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and also visible in the charts, that this can imply
protracted periods of a positive or negative
deviation of the actual ratios from the average.

Bearing this in mind, Charts 5 and 6 convey a
number of messages. First, in both the euro area
and the United States, relative to the previous
cycle, there was substantial growth in house
prices in the run-up to the latest peak. Second,
compared with income and rents, house prices
were relatively contained up until 2002-03,
both in the United States and the euro area.

4 Another approach is to apply structural models that account
for supply and demand factors, and use the deviations from the
equilibrium levels owing to these factors as an indication of a
misalignment. Such models typically include a standard set
of fundamental factors, such as household income, financing
costs and demographic factors. In general, estimation exercises
have demonstrated that the role of these factors depends on the
geographical market under analysis. Moreover, the fundamental
factors may themselves be subject to misalignments and may
evolve during certain periods in a non-sustainable manner.

5 Actual rent can be used as a proxy for the flow of fundamental
returns in a dividend-discount framework. See Poterba, J.M.,
“Tax Subsidies to Owner-Occupied Housing: An Asset-Market
Approach”, Quarterly Journal of Economics, Vol. 99, No 4,
pp. 729-752, November 1984; and Campbell, J.Y. and Shiller,
R.J., “The Dividend-Price Ratio and Expectations of Future
Dividends and Discount Factors”, Review of Financial Studies,
Vol. 1, No 3, pp. 195-228, 1988.
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Third, the downward adjustment in the current
cycle has been steeper and stronger in the
United States than in the euro area. Fourth,
at the current juncture the two measures still
point to a positive misalignment of house
prices from their fundamentals, both in the euro
area and the United States. Fifth, over the full
sample, the band width denoted by the two
ratios is much wider for the euro area than for
the United States. One reason why the house
price-to-rent ratio differs so much between the
two economic areas could be that rental prices
in some euro area countries are less flexible and
less responsive to market forces, and therefore
the impact of house price developments on the
ratio is much more pronounced. The degrees of
misalignment highlighted by a comparison of
the two ratios with their longer-term averages
to some extent depend on the time period over
which this average is computed. Looking beyond
this caveat, the degrees of misalignment seen at
the end of the period suggest that the necessary
adjustment may be a drag on the recovery in
house price growth.

Comparing the ratios of house prices to income
or rents with their constant longer-term averages
has its limitations if the equilibrium ratio
reflecting sustainable trends in house prices
and their reference series varies over time.
For instance, there may have been an increase in
the equilibrium ratio in the euro area countries
in the run-up to monetary union, which entailed,
among other things, a substantial decline in (real
and nominal) interest rates in many countries.
Consequently, the inclusion of an interest rate
variable may help to take account of such a
structural shift. For the purposes of comparison,
Chart 7 reports similar information to that in
Chart 5, but this time the ratios are calculated
using model-based methodologies that reflect
fundamental demand-side variables.® There are
several interesting outcomes of the comparison
that are worth noting. First, the valuation ranges
revolve around a zero line and suggest two clear
periods of positive misalignment, namely in the
early 1990s and the current house price cycles.
Second, the wvaluation ranges are smaller
compared with those in Chart 5, in particular
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derived from a price-to-rent ratio regressed on a constant and
a real long-term interest rate; and ii) a residual derived from
regressing house prices on real GDP per capita, population and a
real long-term interest rate.

during the current cycle. Third, the regression-
based misalignment measures point to less
overvaluation in recent years than those reported
in Chart 5, but there is still some degree of
misalignment in residential property prices.
Overall, the messages conveyed by these
methodologies are broadly similar to those
derived from the mechanical indicators in
Chart 5, but the valuation ranges are smaller in
size and, with regard to the euro area, show that
the degree of overvaluation was as high in the
early 1990s as it has been in recent years.

4  CROSS-COUNTRY AND CROSS-REGIONAL
HETEROGENEITY

Aggregate measures of house prices may
mask important differences across countries in

6 Two types of model have been employed: i) a price-to-rent ratio
regressed on a real long-term interest rate; and ii) house prices
regressed on real GDP per capita, population and a real long-
term interest rate. These models are explained in more detail in
the box entitled “Tools for detecting a possible misalignment
of residential property prices from fundamentals”, Financial
Stability Review, ECB, June 2011.
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the euro area or regions in the United States.
Understanding such differences is of interest
from a more structural point of view in order
to assess the degree of integration of housing
markets, as well as the underlying factors that
affect developments therein. It is also of high
relevance for analysing monetary policy and
financial stability, as a high level of dispersion
may be indicative of imbalances, even in a
situation where, at the aggregate level, data seem
to signal a healthy macroeconomic environment.

Making use of available data on house prices in
ten countries in the euro area and across nine
regions in the United States,” a dispersion index
has been constructed for the euro area and the
United States (see Chart 8).% The heterogeneity
is also shown in Charts 9 and 10: for each
quarter, the maximum and minimum year-on-year
growth rates of house prices in the countries or
regions are shown together with the one standard
deviation band around the economy-wide
growth rate of house prices.

With regard to the euro area, the level of
dispersion across countries has been trending
downwards and has actually become less volatile
over the last decade. In fact, it has almost halved
between the 1990s cycle and the 2000s cycle
as a result of the synchronisation of business
cycles. Furthermore, the level of dispersion in
the euro area tends to be lower around the trough
of the house price cycles, owing mainly to rapid

7  For the euro area, only those countries for which a longer time
series was available were considered, namely Austria, Belgium,
Finland, France, Germany, Ireland, Italy, the Netherlands,
Portugal and Spain. For the United States, the house price
database of the Federal Housing Finance Agency usefully groups
50 states into nine census divisions or regions. These are New
England, Middle Atlantic, East North Central, West North
Central, South Atlantic, East South Central, West South Central,
Mountain and Pacific.

8 The dispersion index is calculated as the standard deviation of
the year-on-year growth rates across countries/regions for each
quarter, with a higher value indicating that the growth rates
across countries/regions exhibit wider differences. For data
reasons (in particular the lack of sufficiently long time series for
inflation data for all the US regions), the analysis on dispersion
in this section is based on nominal house price data. However,
ECB calculations show that using real data does not change the
overall picture.
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declines in the rates of growth in house prices in
a number of countries.

By comparison, despite the growing convergence
in the euro area over the last few decades,
the level of dispersion in the United States
appears historically to have been lower and less
volatile, as well as less idiosyncratic across the
regions.” Having belonged to a political and
monetary union for a long time, the US states
have naturally fostered similar institutional
arrangements and economic integration over
time. Moreover, financial integration deepened
after the savings and loan crisis of the 1980s,
with a shift towards nationwide funding of
housing activity that was supported by fewer
restrictions on interstate lending and by
Government Sponsored Enterprises (GSEs),
which pooled and securitised mortgages.
Consequently, mortgage lending, and thus
to some extent local house prices, became
less dependent on local banks and financial
conditions, which may have contributed
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considerably to reducing house price disparities
across states.'” By contrast, in the euro area,
structural indicators for its retail banking
environment, such as measures of the cross-
border activity of banks, suggest that its
mortgage markets and housing markets are still
somewhat fragmented across countries. This is
due to several legal, regulatory, infrastructure
and information-related barriers."!

A number of other factors also seem to contribute
to the differences in the levels of dispersion
between the two economic areas. Within the
euro area, the transition to the single currency
was for many countries associated with profound
downward adjustments in interest rates and thus
a higher affordability of mortgage credit, which
subsequently seems to have given rise to
different assessments and expectations regarding
the sustainability of house price developments.
The effect on the level of dispersion may also
have been amplified by differences in tax
regimes for house-buying and financing, as
countries that grant high tax subsidies for
owner-occupied housing tend to see greater
variability in house prices.”? Within the
United States, geographical specificities, such
as the density of the cities and the proximity of a
number of regions to the coast, may be a key
explanation for the increase in the level of
dispersion, especially during periods of rising
house prices.

9 The difference in the level of dispersion could also be due in
part to statistical differences in the measurement of house prices,
or even dependent on the local features and weight of the big
cities where most data are collected. A higher level of dispersion
across countries may conceal the extent of the dispersion in house
prices at the city level, where a large part of the population lives.
Evidence seems to suggest that there is less dispersion in house
prices in the cities of the four largest euro area countries than in
those in the United States. See Hiebert, P. and Roma, M., “Relative
house price dynamics across euro area and US cities: convergence
or divergence”, Working Paper Series, No 1206, ECB, June 2010.

10 For further information on the impact that closer financial
integration in the United States has had on improving house
price convergence across states, see Schnure, C., “Boom-bust
cycles in housing: the changing role of financial structure”, IMF
Working Paper, No 05/200, October 2005.

11 For more details on this topic, see Financial integration in
Europe, ECB, May 2011.

12 See van den Noord, P.J., “Tax Incentives and House Price Volatility
in the Euro Area: Theory and Evidence”, OECD Economics
Department Working Paper, No 356, 2003.
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Turning to the latest developments in the
current house price cycle, the level of dispersion
generally increased in the run-up to and around
its peak, but has recently been trending
downwards, in both the euro area and the United
States. The rise in house prices across the US
regions was more broadly based than in previous
cycles and was fuelled by easy access to credit
and the securitisation of loans, which led to
house prices in many regions being significantly
overvalued. In fact, those regions that exhibited
high house price growth registered substantial
declines in house prices in the aftermath of the
recession, which contributed to the drying-up
of liquidity in financial markets and hampered
the trading of mortgage-backed securities.
The correlation between average house price
increases from trough to peak and the
subsequent declines in the current house price
cycle is stronger across the US regions than in
the euro area (see Charts 11 and 12).'* Moreover,
in the United States, all regions are still
registering negative house price growth, but
in the euro area, a number of countries are
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Sources: Federal Housing Finance Agency and ECB calculations.
Notes: The chart compares, for the current house price cycle in
the United States, the increase in house prices from trough to
peak with the adjustment thereafter. ENC: East North Central,
ESC: East South Central, M: Mountain, MA: Middle Atlantic,
NE: New England, P: Pacific, SA: South Atlantic, WNC: West
North Central and WSC: West South Central.

recording moderately positive growth rates,
despite the high growth rates observed in some
regions before the peak.

5 CONCLUSIONS

This article reviews the current developments
in house prices in the euro area and the United
States, against the background of historical
experience and in comparison with key
reference series, such as income and rents.
In both economic areas, the latest house price
cycle has been very pronounced in terms of its

13 According to Abel, J.R. and Deitz, R., “Bypassing the bust:
the stability of upstate New York’s housing markets during the
recession”, Current Issues in Economics and Finance, Federal
Reserve Bank of New York, March 2010, the proliferation of
sub-prime mortgages is characteristic of the current housing
cycle in the United States. Not only have sub-prime lending
and house price appreciation gone hand in hand, but also more
significant declines in house prices have been associated with
those areas that have had a higher proliferation of such sub-prime
loans. The resultant build-up of vacant houses may continue to
depress house prices in most regions in the United States in the
short term.
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long duration, its cumulative excessive growth
and the degree of subsequent correction, both in
nominal and real terms.

At the same time, the data suggest that the
latest house price cycle has been more unique
in the United States than in the euro area in
comparison with the cycle that ended in the
mid-1990s. This holds true for the cumulative
increase in real house prices, both at the peak
and trough of the cycle. Furthermore, there has
been a greater degree of similarity in pattern of
house price growth across the US regions than
there has been across the different countries of
the euro area.

The current position of the house price cycle
continues to be surrounded by considerable
uncertainty. In early 2011 house prices in the
United States were still declining in annual
terms, whereas in the euro area, house prices
now appear to have bottomed out in the majority
of countries. A number of indicators suggest
that there is still some degree of misalignment in
both economic areas at the current juncture. This
implies that some downward adjustment in real
house prices is still to be expected in both areas
in the coming years. In the United States, this
is likely to be an economy-wide development,
while in the euro area, this may be confined to
some countries.

Overall, the article highlights the important
cyclical linkages between the housing market
and the rest of the economy, as well as the
protracted adjustment processes that are needed
after house price bubbles have burst.
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EURO AREA MARKETS FOR BANKS’ LONG-TERM DEBT
FINANCING INSTRUMENTS: RECENT DEVELOPMENTS,
STATE OF INTEGRATION AND IMPLICATIONS FOR
MONETARY POLICY TRANSMISSION

Long-term debt financing instruments are an important source of stable funding for euro area banks.
During the last decade euro area markets for banks’ long-term debt financing grew and at the same
time new market segments gained importance. However, since September 2008 these markets have
suffered substantially as a result of the financial crisis, as well as subsequent sovereign debt market
turbulence. Currently, the functioning of markets for banks’ long-term debt differs across segments
and banks’ access to this source of funding also varies considerably across issuers. Many of the
challenges faced by euro area banks in relation to obtaining long-term debt financing are to some
extent faced also by banks in other advanced economies.

From the perspective of financial market integration, this article shows that while pricing
differentiation is clearly visible — after a period of significant underpricing of risk in financial markets —
evidence on international issuance does not point to a permanent segmentation in terms of primary
market participation in the euro area. From the perspective of monetary policy transmission,
unhampered and fairly priced access to long-term funding markets by banks plays a role in
affecting the supply of credit. Currently there are signs of growing divergence in the lending
rates charged by the MFlIs situated in various euro area countries with different conditions in
long-term funding markets. Against this backdrop, it is important from a monetary policy perspective

to further monitor trends and conditions in these markets.

I INTRODUCTION

Banks finance themselves through a variety of
different sources with different maturities and
credit risk characteristics, for example through
deposits, equity, short-term wholesale funding,
long-term unsecured bonds, covered bonds, and
asset-backed securities (ABSs). Heavy reliance
on some of these funding sources in the years
leading up to the financial crisis turned out
to be an important source of the subsequent
problems. On the one hand, a substantial
amount of short-term funding resulted in high
exposure to liquidity risks. On the other hand,
opaque and complex structures of ABSs,
combined with misalignments of incentives,
led to high uncertainty about and mispricing of
the credit risk of these securities. As a result of
the developments observed during the last four
years, enhancing the design and functioning of
markets for long-term debt financing instruments
as a stable source of funding available to banks
is important from the perspectives of a proper
functioning of the banking sector, financial
integration, and a smooth transmission of
monetary policy.

In recent years the markets for banks’ long-
term debt financing instruments have changed

significantly. The financial crisis has led to
a repricing of risks, which may be a factor
permanently affecting the demand for these
securities. At the same time, the supply in
these markets can be influenced by regulatory
developments, for example related to capital
and liquidity requirements focusing on
improving banks’ resilience to market tensions
and increasing their reliance on stable funding
sources. Apart from longer-lasting changes in
the structure of these markets, the issuance and
pricing behaviour has also been affected by
the tensions in other markets and changes in
investor sentiment.

Against this background, this article reviews
recent developments in the euro area markets for
banks’ long-term debt instruments and discusses
the implications for financial integration as well
as monetary policy transmission.

The article is structured as follows. Section 2
presents a broad overview of the markets for
banks’ long-term debt instruments, focusing on
banks’ issuance activity and the impact of the
sovereign debt market tensions on the perceived
credit risk of banks. Section 3 discusses in
more detail primary and secondary market
developments in each of the market segments:
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unsecured bank bonds, covered bonds and
ABSs. Section 4 focuses on the implications for
market integration, as well as monetary policy
transmission and regulatory policies. Section 5
concludes.

2 EURO AREA MARKETS FOR BANKS’
LONG-TERM DEBT FINANCING INSTRUMENTS:
A BROAD OVERVIEW

Euro area banks’ issuance of long-term debt
instruments has undergone several dynamic
changes during the last ten years. First, strong
growth in issuance of unsecured bank bonds and
securitised products was observed in the years
leading up to the financial crisis (see Chart 1).
For example, in the period from the first quarter
of 2005 until the second quarter of 2007, banks’
use of these funding sources more than doubled,
compared with the levels observed during the
period 2000-03. Furthermore, during the period
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Sources: Dealogic DCM Analytics and ECB calculations.

Notes: Retained deals are not included. Bank bonds include non-
subordinated unsecured bonds issued by financial corporations
and classified as high-yield or investment-grade bonds or
medium-term notes. Structured bank bonds are defined as bonds
with cash flows linked to commodities, equities, derivatives,
credit events, etc.
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preceding the crisis, some large banks issued
substantial amounts of bonds with payment
structures linked to the price developments of
other asset classes, especially equity or equity
indices. In the third quarter of 2007 overall
issuance dropped sharply by 50%, marking
the beginning of a period when the levels of
long-term market-based debt issued by banks
became much more comparable to the issuance
levels observed before the securitisation boom.

As market uncertainty related to funding and
counterparty risks increased substantially
following the bankruptcy of Lehman Brothers,
various support schemes were put in place,
under which banks were allowed to issue
government-guaranteed debt securities.
Consequently, in the first half of 2009 around
55% of all newly issued bank bonds were
covered by government guarantees. Apart from
the support measures introduced by individual
governments, the ECB introduced the covered
bond purchase programme (CBPP), announced
on 7 May 2009 and active in the period from
2 July 2009 to 30 June 2010, which triggered a
reactivation of the issuance of covered bonds in
the euro area.'

In more recent quarters turbulence in some euro
area government bond markets has also been
reflected in the markets for banks’ long-term
funding instruments. In some segments, banks
may have increasingly sought to make use of
periods of relatively tranquil market conditions
to frontload future funding needs. Overall, the
developments during the past four crisis years
have been reflected in a highly volatile level of
issuance.

Looking ahead, the overall issuance of
long-term debt securities by euro area banks
and their distribution across market segments
will depend on the relative attractiveness of

1 For an analysis of the impact of the CBPP on the covered
bond markets, see “Covered bond market developments and
the covered bond purchase programme”, Monthly Bulletin,
ECB, August 2010, and Beirne, J., et al., “The impact of the
Eurosystem’s covered bond purchase programme on the primary
and secondary markets”, Occasional Paper Series, No 122,
ECB, January 2011.
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these markets, as compared with alternative
funding sources. Furthermore, changes in the
overall size of banks’ balance sheets may affect
long-term debt issuance activity. Regulatory
developments will also likely play an important
role (see the box in Section 4). Beyond
these factors, banks’ future issuance will be
influenced by the maturity structure of current
outstanding instruments. As apparent in Chart 2,
in 2012 the amount of bank bonds maturing
will reach almost €350 billion, more than 20%
higher than for 2011. This increase is mainly
driven by the expiration of a relatively large
amount of bonds with an initial time to maturity
of three to four years, of which more than
60% are government-guaranteed. For covered
bonds, the maturity profile is more stable and
the amount of bonds maturing will decrease by
around 9% in 2012 compared with 2011. Hence,
in recent years, bank bonds were issued with
a shorter time to maturity than covered bonds.

Consequently, euro area banks will need to
access the market for unsecured debt for higher
amounts, if they want to maintain a stable level
of financing from this source.

Turning to the overall costs of accessing the
markets for long-term debt instruments for euro
area banks, a key challenge currently faced by
some of them are the spillovers between
sovereign bond markets and bank funding
markets. There are several channels through
which sovereign and bank debt markets may be
closely correlated. For example, large holdings
of sovereign debt by domestic banks may imply
a higher credit risk of bank debt securities, when
sovereign debt securities held by the banks
become more risky. Another channel could be
related to the bank exposure to the credit risk of
domestic households and corporations. When
sovereign risk increases and a significant
tightening of government expenditures is
needed, the income of some households and
corporations may be negatively influenced in
the short term, either directly or through an
adverse short-term impact on economic growth.
Furthermore, banks’ access to long-term debt
funding markets may be impaired in case of
sovereign debt problems due to an adverse
reaction and weak sentiment of portfolio
investors, who might withdraw their funds from
the whole region.”? Keeping these channels in
mind, a comparison of CDS premia of euro area
banks shows a large dispersion across issuers,
across countries and within some of them, also
as compared with banks in the United States and
United Kingdom (see Chart 3). Overall, this
differentiated market assessment of the credit
risk of euro area banks has spread to all segments
for long-term debt financing, leading to large
discrepancies in euro area banks’ funding costs
and, in some cases, in their ability to access
certain market segments.

2 For a further analysis of the possible channels, see, for example,
Committee on the Global Financial System, “The impact of
sovereign credit risk on bank funding conditions”, CGFS Papers,
No 43, July 2011.
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Notes: CDS premia are on five-year senior unsecured debt. Only
euro area countries for which CDS premia of at least three banks
are available are shown separately. Greek sovereign CDS premia
stood at 5,849 basis points on 23 September 2011 (not included in
the chart).

3 RECENT DEVELOPMENTS IN DIFFERENT
MARKET SEGMENTS

The segments of euro area markets for banks’
long-term debt financing instruments, although
all significantly affected by the crisis, differ
substantially with respect to the current market
functioning. This section reviews primary and
secondary market developments in the major
segments of euro area markets for banks’
long-term debt: unsecured bonds, covered bonds
and ABS:s.

3.1 UNSECURED BONDS

Funding conditions of euro area banks, as
reflected in corporate bond spreads of financial
institutions vis-a-vis AAA-rated government
bonds, have changed dramatically during the
crisis years (see Chart 4). Not only has the
overall level of spreads become much more
volatile and fluctuated widely, but also the
differentiation between issuers from different
rating classes has increased markedly. During
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late 2008 and early 2009, the access to long-term
debt financing, especially for lower-rated banks,
became increasingly difficult and in some cases
even impossible. Since then, the spreads have
declined markedly, although recently spreads
have increased somewhat again, especially for
lower-rated classes.

Turning to the primary market for issuance of
unsecured debt instruments, Charts 5 and 6
show the spreads against swaps at issuance of
selected® unsecured bonds in the period
2003-11 according to ratings and the issuing
banks’ nationality of operations. Chart 6 also
distinguishes the bonds covered by government
guarantees. Before the crisis, issuers from all
rating classes and euro area countries were able
to get funding at levels very close to the swap
rate (even below for some AAA-rated issuers).
Also, before the crisis the differentiation
between rating classes was relatively small,
similar to the secondary market spreads. During

3 See the notes to Charts 5 and 6 for the selection criteria.
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the crisis, in parallel to the developments in the
secondary market, spreads at issuance increased.
However, these increases were much more
contained than for the secondary markets,
probably reflecting that some issuers simply
refrained from accessing the market during this
period. It is also clearly visible how the issuance
of government-guaranteed bonds allowed banks
to obtain funding at relatively low spreads,
although the differentiation based on the
guarantor’s nationality was already visible at
this point in time.* During 2010 and 2011 the
range of spreads at which euro area banks
issued long-term bonds was actually almost as
high as during 2009. However, the large
discrimination between different issuers in the
latest episode of the crisis has mainly been
driven by the issuer’s nationality rather than by
the instrument’s credit quality, as measured
by ratings.

3.2 COVERED BONDS

During the last ten years, covered bonds have
developed from being a funding source for
mortgages and public infrastructure projects
in certain euro area countries to become an
important source of long-term funding for
banks in many euro area countries. Regional
and issuer participation increased and currently
between 40 and 50 issuers from euro area
countries are active in this market each quarter
(see Chart 7). In the months following the
bankruptcy of Lehman Brothers, when very low
issuance activity was observed in this market,
the ECB decided to implement the covered bond
purchase programme (CBPP), which resulted
in enhancing banks’ access to this source of
funding.’ Participation in the market by both

4 For an analysis of the pricing determinants of government-
guaranteed bank bonds in the recent financial crisis, see Levy, A.
and Zaghini, A., “The pricing of government-guaranteed
bank bonds”, Temi di Discussione, No 753, Banca d’ltalia,
March 2010.

5 See Beirne, J., et al., “The impact of the Eurosystem’s covered
bond purchase programme on the primary and secondary markets”,
Occasional Paper Series, No 122, ECB, January 2011.

ECB
Monthly Bulletin
November 2011

ARTICLES

Euro area markets for
banks’ long-term debt
financing instruments: recent
developments, state of
integration and implications
for monetary policy
transmission




Chart 7 Covered bond issuance by issuer

nationality and quarterly number of issuers
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Notes: Issuer nationality is determined by the nationality of the
parent company. Retained deals are not included. The quarterly
numbers of different issuers are for parent companies and are
therefore on a consolidated level.

Chart 8 Covered bond spreads at issuance
by issuer nationality

issuers and investors has also benefited from new
liquidity requirements in Basel III encouraging
banks to obtain more stable long-term funding.
Moreover, the relative attractiveness of
secured instruments like covered bonds was
enhanced by considerations about potential loss
absorbency of unsecured bank bonds, as can
be seen, for example, in the working document
of the European Commission’s DG Internal
Market and Services on the technical details
of a possible EU framework for bank recovery
and resolution of 6 January 2011 (see also the
box in Section 4).

More recently, in the first quarter of 2011,
as overall market conditions were Dbetter,
although investor uncertainty about future
developments still prevailed, issuance of covered
bonds reached record highs with quarterly
activity exceeding €95 billion. The issuance
was broadly distributed across countries, for
example with significant amounts from Italy

Chart 9 Five-year covered bond yields
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and Spain, and included larger deal sizes and to
some extent longer maturities. However, some
of this high primary market activity may partly
reflect frontloading of future funding needs as
uncertainty remained elevated. In the second
quarter of 2011 issuance was more than halved
compared with the first quarter. Apart from the
renewed tensions in sovereign debt markets,
primary market activity in the second quarter
usually tends to be weaker. Still, primary market
activity is influenced by high wvolatility in
secondary market prices, and market participants
currently tend to wait for less volatile periods
and frontload their issuance needs.

With respect to the market pricing, the cost
structure at which banks were able to access
the covered bond market to obtain long-term
funding was substantially reshaped by the crisis.
During 2008 primary and secondary market
spreads increased and large issuances came to
a halt after the bankruptcy of Lehman Brothers.
After the reactivation of the market by the ECB’s
CBPP in 2009, covered bond market prices were
increasingly influenced by the sovereign debt
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Sources: Bloomberg and ECB calculations.

Notes: For both years, the first Monday of the second half of the
year (in July) is chosen. Estimated par yield curves (solid lines)
and observed yields to maturity (points) are presented.

crisis during 2010 and 2011 (see Charts 8 and 9).
For some countries, secondary market yields
strongly increased, indicating that primary market
access was possible only at very high costs.
Moreover, price differentiation on primary and
secondary markets was observed not only across
the groups of issuers from different countries,
but also across individual issuers within each
country, even in the case of countries less affected
by the sovereign debt crisis like France and
Germany (see Charts 10 and 11). In a historical
comparison, such increased price differentiation
in this market is a new phenomenon and might
reflect higher investor awareness of credit risk
and more rigorous pricing, as compared with the
period of underpricing of risk observed before
the financial crisis, when risk premia were
exceptionally low.

3.3 ASSET-BACKED SECURITIES AND
MORTGAGE-BACKED SECURITIES

After several years of increasing issuance levels,
activity in the euro area ABS market came to a
halt at the start of the turmoil in August 2007.
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It did not take long, however, before originators
began to retain their newly issued privately and
publicly placed deals in order to create liquidity
buffers and to use these assets as collateral
with central banks (mainly Eurosystem central
banks). As a result, securitisation activity
increased substantially, in particular for publicly
placed retained deals. In fact, issuance reached
record levels in the last quarter of 2008 when
banks cleaned up their balance sheets before the
year-end. However, very few newly issued deals
were bought by end-investors (see Charts 12
and 13).

According to market information, euro
area issuance totalled €350 billion in 2009.
It decreased to €269 billion in 2010 (with
€137 billion from the Netherlands, €57 billion
from Spain and €21 billion from Belgium), of
which €37 billion was placed with end-investors.
The lower amount in 2010 may reflect that:
(i) the ability to securitise banks’ balance sheets
had been exhausted; (ii) regulatory uncertainty
was continuing; and (iii) tighter Eurosystem
collateral rules for ABSs made issuance of
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covered bonds more attractive from a collateral
efficiency point of view.

The lower activity continued during the first half
of 2011. Up until August, about €138 billion
had been issued in the euro area during 2011,
€18 billion of which had been placed with
end-investors. This corresponds to a share of
about 13%, which is in line with that for 2010.
Seven countries were active in this period
(2010 and 2011 year to date), and issuers with
underlying assets domiciled in the Netherlands
and Germany accounted for about 75% of the
distributed deals. Although the amount of
non-retained deals is far from satisfactory, the
trajectory is positive with signs of moderate
recovery, in particular for the prime residential
mortgage-backed  securitisation ~ (RMBS)
markets in the Netherlands and Belgium and the
auto ABS market in Germany.

At the same time, ABSs started to be used
frequently as a collateral asset type in
Eurosystem credit operations (see Chart 14).
Indeed, when the wholesale ABS market closed
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in 2007 and 2008, the amount of ABSs used
as collateral with the Eurosystem increased
substantially and went from around €100 billion
in 2006 to nearly €500 billion at the beginning
of 2010. The amount in 2010 corresponds to
a share of around 25% of total collateral put
forward. Thus, over time, the former originate-
to-distribute securitisation model has changed
into originate-to-retain and originate-to-repo
models, and securitisation has been used by
banks as a backstop facility (via central banks)
rather than a funding instrument (in the market).

Several factors explain this behaviour in the
ABS market. First, rating downgrades, backed
by revised rating agency criteria, and negative
credit trends contributed to the negative
sentiment towards this market. Second, special
investment vehicles (SIVs) and conduits were a
large investor group. These quasi-investors were
significantly less active during the crisis. Third,
as the turmoil continued, investors concentrated
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more on their current asset portfolio rather
than purchasing newly issued assets from the
primary market. Finally, ongoing credit risk
concerns, price volatility and headline risks
fuelled concerns regarding ABS products. This
increased risk aversion has been reflected in
higher spreads in the secondary market (see
Chart 15). Some of the secondary spreads on
specific asset classes reached clevated levels
during 2009 before gradually tightening.
Amid the sovereign debt crisis and higher risk
aversion, spreads started to widen again in
mid-2011.

Reflecting continued risk aversion, demand
focused on prime collateral that exhibited low
risks and good performance and came mainly
from countries with low sovereign credit risk.
Only plain-vanilla structures with significant
credit enhancement from originators with
repeated issuances and a good reputation could
be placed in the market.
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Overall, the relatively slow re-start of the ABS
markets could be related to many problems in
certain jurisdictions (e.g. weak fundamentals like
negative GDP growth, weak fiscal conditions,
an uncertain macroeconomic situation, rising
unemployment, austerity measures), as well as
to the generally prevailing uncertainty and risk
aversion. With respect to the future potential
of the ABS markets, anecdotal evidence from
market participants’ commentaries suggests that
there is a certain degree of uncertainty as regards
the final outcome of EU regulations, including
CRD IV and Solvency II. This regulatory
uncertainty makes both issuers and investors
unsure about the future market environment. Some
commentators even say that without a holistic
view, the recent regulatory incentives may in fact
create an obstacle to the market’s recovery.

Securitised deals are almost by nature unique
assets, based on domestic securitisation laws.
Some common features between assets are
present but the asset class and the market segment
need more standardisation and harmonisation
before such assets can contribute to an enhanced
financial integration in the euro area. The
shrinking investor base since the start of the
turmoil has not improved the situation from an
integration perspective. The increasing amount
of retained issuance since the outbreak of the
turmoil also points to the fact that newly issued
deals in the primary market are not sold across
domestic borders. Whilst public information on
sellers and buyers of ABSs as well as data on
ABS holdings are scarce and incomplete,
anecdotal evidence from market participants
points to a geographically biased market.®

In this respect, and to increase transparency
and standardisation in the area of ABSs, the
Governing Council of the ECB decided in
December 2010 to introduce progressively a
requirement in its collateral framework for ABS
originators to provide loan-level data on the
assets underlying such instruments, based on
an agreed set of templates, should these assets
be used as collateral in credit operations with
the Eurosystem. This initiative is an attempt to
standardise the ABS market in Europe, which
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will also make a lot more information available
to market participants and may thus contribute
to the completeness of the European financial
system, enhance funding possibilities beyond
national borders and foster integration through
the improved comparability of instruments
across countries.

4  IMPLICATIONS FOR MARKET INTEGRATION,
MONETARY POLICY TRANSMISSION AND
REGULATORY POLICIES

4.1 STATE OF MARKET INTEGRATION

Sound market functioning and financial
integration foster a smooth and balanced
transmission of monetary policy in the euro
area. In particular, given the role of banks in the
transmission mechanism, the state of integration
of bank funding markets is of high importance.
The integration of these markets in the euro
area does not necessarily imply a unification
of primary and secondary market prices across
issuers. Since various banks have different credit
quality, the pricing of the respective risk premia is
warranted. Financial integration is only hampered
when, beyond the banks’ individual credit risk
as perceived by investors, issuers experience
problems or additional costs in accessing the
market for long-term debt financing due to their
country of origin. Although such hampered
market access or additional costs may be difficult
to exactly identify, some price-based and volume-
based indicators can be quite informative.

The overview of primary and secondary market
prices presented in the previous sections shows
that during the financial crisis prices diverged in
various segments of banks’ long-term funding
markets. As a result, access to these markets
became more expensive for some issuers. First
of all, some of this divergence clearly reflects a
better risk assessment and pricing, not related to
the issuers’ country of origin — as presented by
the price differentiation even across individual

6 See “European Securities Products Weekly”, Barclays Capital,
23 May 2011.



issuers from the same AAA-rated countries
(see the price dispersion in Charts 10 and 11).
However, currently there are also signs of
country-dependent price differentiation on
the banks’ long-term debt primary market,
which started with the sovereign debt crisis.
As presented in Charts 5 and 6, during 2009,
banks’ costs of accessing the primary bond
market for long-term debt depended on the rating
class. Also, bonds with government guarantees
were cheaper to issue, with small differences
due to the origin of the guaranteed bond. In 2011
the costs of issuing in the primary market have
depended clearly on the country of origin, rather
than on the rating. In addition, the differences
in the costs of guaranteed bonds have increased
across countries. This evidence, although clearly
suggesting a somewhat more hampered access
to long-term debt financing for banks originating
from the countries strongly affected by the
sovereign debt crisis, may be to some extent
a result of investors’ perception that the credit
quality of banks is dependent on the strength of
the sovereign, instead of a pure signal of less
integration in this market (see also Section 2).
Furthermore, the fact that the issuer’s nationality
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Notes: Issuer nationality is determined by the nationality of the
parent company or, if the bond is guaranteed, by the nationality
of the guarantor. Retained deals and structured bonds are not
included (see also the notes to Charts 1 and 2).

is currently more important for the pricing than
ratings may also partially reflect that investors’
views are not fully aligned with the assessment
of credit rating agencies.

From the perspective of financial integration,
the access to the whole euro area market for all
issuers is important. Beyond the risk pricing
dimension, indicators of quantities issued on the
international market are thus very informative.
Along these lines, Charts 16 and 17 show the
percentage of bonds issued internationally,
i.e. bonds sold to investors in at least one other
country besides the issuer’s home country.’
Until mid-2007 this indicator had generally
pointed towards a high international issuance of
both unsecured and covered bank bonds. In fact,
almost all bonds issued by countries which are
today strongly affected by the sovereign crisis
were issued internationally. Comparing issuance
volumes in 2006 and 2008 (i.e. the last full year
before the crisis and the first full crisis year), the
overall issuance in euro area countries of

7 A caveat of this measure is that it only indicates whether any part
of a bond issue was sold to at least one non-domestic investor.
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international bank bonds declined by
€156 billion (by €42 billion for covered bonds)
and the issuance of domestic bonds increased by
€72 billion (by €113 billion for covered bonds).
This evidence suggests that banks actively
sought to compensate for the deterioration in
international funding markets by turning to
domestic investors.

Since mid-2007, looking beyond a drop in the
international (and overall) issuance after the
bankruptcy of Lehman Brothers,® the share of
internationally placed bonds has tended to be
somewhat lower for unsecured bonds, but not for
covered bonds. For the euro area countries less
affected by the sovereign debt crisis, the share of
international bank bond issuance normalised to a
large degree as of the first quarter of 2009. This
normalisation was at first driven by strong
issuance of government-guaranteed bonds, which
for these countries were mostly internationally
placed.’ For the countries more affected by the
sovereign debt crisis, the return to the international
market was more gradual, as the effect of
international government-guaranteed issuances
was overshadowed by a very strong increase in
domestically placed non-guaranteed bonds. In the
last three quarters of 2010 this group of countries
saw a new fall in the share of international
issuances as the sovereign debt crisis intensified.
In this period, as much as half of the amount of
government-guaranteed bonds from these countries
were domestic issuances, compared with less than
10% in the earlier part of the crisis.

With respect to the covered bond market, the
share of international issuances improved as
of the second quarter of 2009, sparked by the
strongly increased primary market activity
following the announcement and implementation
of the ECB’s CBPP. Overall, the international
issuance in the covered bond markets of the
countries least affected by the sovereign debt
crisis actually seems to be higher than before the
crisis, probably reflecting the increased investor
awareness of and interest in this product today
compared with before the crisis. In contrast,
there seems to be some tendency for banks
located in countries currently experiencing tense
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conditions in sovereign debt markets to rely
more on domestic investors than was the case
before the crisis.

Overall, large fluctuations in the rate of cross-
border investor participation may amplify
fluctuations in individual markets through their
effects on demand. Furthermore, prolonged
periods of low cross-border activity may lead to
permanent non-credit-related price differentials
as they may adversely affect liquidity conditions
in market segments effectively cut off from
the rest of the euro area. Based on the share of
international issuances, it cannot be excluded
that low levels of cross-border investor
participation, especially in periods of acute
tensions stemming either from the banking
sector or from sovereign debt markets, may have
added to the differences in long-term funding
costs between euro area countries. However,
there is no strong evidence that the crisis has led
to a permanent segmentation in terms of primary
market participation within the euro area.

In addition to the costs and availability of banks’
access to the euro area long-term debt funding
markets, cross-border holdings of banks’ long-
term debt are an important indicator of market
integration. To review this aspect, Chart 18
shows the share of cross-border holdings in euro
area MFIs’ holdings of debt securities issued by
euro area MFIs. The chart shows an increasing
trend in euro area cross-border holdings between
2000 and 2007. During the crisis, the share of
euro area cross-border holdings has declined
somewhat, but has remained high compared
with the beginning of the last decade.

Overall, summarising the evidence from
indicators on pricing, issuance and holdings
of banks’ long-term debt securities, there

8 Some of these drops reflect the fact that the subdued issuance
activity in this period led to an almost complete stop in large
international deals. For example, for Jumbo covered bonds,
which are almost entirely international placements, there was
practically no primary market activity in the last quarter of 2008
and only very limited activity in the first quarter of 2009.

9 For countries less affected by the sovereign debt crisis, some
cross-border participation may also be related to flight-to-quality
effects.
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Only securities with over two years to maturity are included.

is evidence of some problems in accessing
the market for issuers from some countries,
especially in terms of pricing. However, financial
integration does not imply an absence of spreads
and overall there are no strong indications that
the euro area market for banks’ long-term debt
is currently less integrated than during the years
prior to the securities issuance boom.

4.2 IMPLICATIONS FOR MONETARY POLICY
TRANSMISSION

In contrast to the view that banks do not play an
active role but serve as passive intermediaries
through which central banks influence the
broader economy, the ongoing crisis has
highlighted the importance of soundly
functioning financial intermediaries in supporting
a smooth transmission of monetary policy. Thus,
the so-called “credit view”!° assigning a special
role to banks in monetary policy transmission
processes may be the most promising avenue for
explaining and understanding the experiences
of the recent years.

A key component of the credit view is the
existence of frictions in credit markets,
e.g. stemming from imperfect information,

driving a wedge between the costs of raising
funds internally and externally. By affecting
broad economic conditions and expectations of
future growth and profitability, monetary policy
may influence the costs of raising funds externally
by more than the change in the expected path
of future short-term interest rates. This channel
may work through the premium paid by
non-financial borrowers when raising either
market- or bank-based funding. For example,
the fact that the banks have private information
from screening and monitoring borrowers
influences the premium paid by the borrowers
to the bank, compared with the costs of
accessing market-based funding. Moreover, the
transmission channel may also work through the
premium which banks have to pay for market-
based funding.

By assigning an important role to banks in the
transmission mechanism of monetary policy,
it becomes important from a central bank
perspective to monitor trends and conditions
in bank funding markets, as these may in
certain periods weaken or amplify the effect of
monetary policy actions on the real economy.
In order to get a more complete picture of both
the current conditions and expected future
conditions in banks’ funding markets and the
influences that these conditions may have on
banks’ supply of credit, central banks may
also conduct surveys asking banks to quantify
these effects. For example, the euro area bank
lending survey (BLS) relates banks’ ability to
access market financing to the banks’ credit
standards.!" Furthermore, during the crisis a
number of ad hoc questions dealing specifically
with the implications of the situation in financial
markets have been included in the BLS.

10 See Bernanke, B. S. and Gertler, M., “Inside the black box: the
credit channel of monetary policy transmission”, Journal of
Economic Perspectives, Vol. 9, No 4, Fall 1995, pp. 27-48.

For an empirical study making use of the information in the euro
area BLS (and the US Senior Loan Officer Survey) to identify
changes in loan demand and loan supply, see Ciccarelli, M.,
Maddaloni, A. and Peydro, J.-L., “Trusting the bankers — A new
look at the credit channel of monetary policy”, Working Paper
Series, No 1228, ECB, July 2010.
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As banks’ funding markets may be hit by
shocks other than monetary policy actions,
such shocks may lead to changes in the flow
of credit different than those resulting from the
monetary policy stance. For example, during
the recent crisis, although demand for loans was
certainly weaker than usual, concerns about the
supply of credit resulting from banks’ high risk
aversion, the malfunctioning of funding markets
and the need to deleverage were widespread in
many economies. While it is not warranted for
a central bank to seek to counter every shock or
inefficiency in any specific market, in extreme
situations, the importance of market-based
funding may mean that it is warranted for a
central bank to resort to non-standard measures
targeting specific market segments in order to
ensure that the flow of credit is not hampered
by the malfunctioning of these markets. For
example, one of the objectives of the ECB’s
CBPP was to “encourage credit institutions to
maintain and expand their lending to clients”.!?

Turning to the empirical evidence, the analysis
in the previous sections shows that currently
euro area markets for banks’ long-term funding
instruments are characterised by considerable
heterogeneity among issuers and countries.
As shown in the table below, the premium
that investors charge banks from various
countries is larger than two years ago, during
the recovery phase after the Lehman crisis.!
The differentiation across countries has also

increased markedly. Correspondingly, there
are signs of growing divergence in the lending
rates charged by the MFIs situated in various
euro area countries. Against this background,
from a monetary policy perspective, it is highly
important to monitor the trends and conditions
in banks’ long-term funding markets.

4.3 IMPLICATIONS FOR STABILITY AND BANK
REGULATION

One key lesson from the crisis is the need to
regulate banks so as to avoid excessive liquidity
risks through a disproportionately high reliance
on short-term funding. Still, long-term funding
by banks may involve other risks to the economy.
By locking in high funding costs for an extended
period of time, there is a risk that banks will pass
these costs on to borrowers for a significant
period into the future.'”* Nevertheless, banks’
recourse to long-term debt financing should
reduce their exposure to short-term volatile
market movements, especially in periods of

12 Decision of the European Central Bank of 2 July 2009 on the
implementation of the covered bond purchase programme
(ECB/2009/16).

13 For better comparability, the table presents the CDS premia,
which are in most cases similar to the secondary market spreads
of the corresponding bank bonds vis-a-vis swap rates.

14 For empirical evidence that banks relying on bond market
financing pass shocks in the bond markets on to borrowers,
see for example Hale, G. and Santos, J. A. C., “Do Banks
Propagate Debt Market Shocks?”, Working Paper Series,
No 2010-08, Federal Reserve Bank of San Francisco, 2010.

(interest rates in percentages per annum; new business; CDS premia in basis points)

CDS premia CDS premia Interest rates Interest rates

September 2009 September 2011 September 2009 July 2011

Germany 91 271 243 3.13
France 81 284 1.84 2.94
Italy 58 472 2.28 3.32
Spain 152 823 2.66 3.68
Portugal 87 1,066 4.36 6.14
Ireland 631 514 2.82 3.81
Greece 144 2,246 3.62 591
Difference (max-min) 573 1,975 2.51 3.19

Sources: Datastream, ECB and ECB calculations.

Notes: Short-term rates refer to the ‘up to 1 year’ maturity. For interest rates the latest available data are for July 2011, CDS premia
of banks refer to the median premium of 5-day moving averages at the end of the fourth week of September. For Ireland data are only

available for one bank.
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frequently changing investor sentiment and risk
appetite. Therefore, active use of the long-term
debt funding markets by banks in euro area
countries should be endorsed and the smooth
functioning of these markets should be an
important objective for regulators and supervisors
(see Box 1 for an overview of recent regulatory
developments and their implications for markets
for banks’ long-term debt financing instruments).

With respect to the current situation in these
markets, especially comparing the costs across
different euro area countries, the substantial
level of dispersion in funding costs is to a

large extent related to the sovereign debt crisis.
This highlights the importance of sovereigns
bringing their fiscal situations onto a sustainable
path, also from the perspective of reducing
the divergence in banks’ funding costs. Also,
proper risk management practices in banks
should weaken the link between sovereign and
banking sector risk. As cost dispersion is also
clearly visible within countries, suggesting that
market participants are more aware of assessing
and pricing the credit risk, banks should, where
needed, raise their capital base, so as to decrease
the financing premium required by investors in
long-term bank debt.
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IMPLICATIONS OF REGULATORY DEVELOPMENTS FOR MARKETS FOR BANKS’ LONG-TERM DEBT
FINANCING INSTRUMENTS

A significant amount of work has been done in the recent years, under the leadership of the G20,
by the Financial Stability Board (FSB) and the Basel Committee on Banking Supervision (BCBS)
regarding financial sector regulatory reform. Notably, Basel III constitutes the cornerstone of
regulatory reform for the banking sector, strengthening the armoury of previous prudential
requirements by tightening existing measures and introducing entirely new standards, such as
liquidity requirements and a non-risk-based leverage ratio.

The introduction of these new standards is expected to lead to significant improvements in the
resilience of the banking system. At the same time, the possible implications that the rules may
have for both the supply and demand sides of various financial market segments need to be
carefully studied and monitored.

This box analyses, in particular, the implications of the new liquidity standards for banks’ long-
term debt financing instruments. In contrast with bank solvency standards (which are laid down
in the Basel II framework and transposed into European law), liquidity requirements have so
far escaped international harmonisation, with national prudential rules on liquidity (where they
exist) differing substantially from country to country. The new liquidity standards therefore
constitute the first instance of international consensus on liquidity requirements.

In reaction to the inadequacy of banks’ liquidity risk management practices exposed by the
financial crisis, the BCBS proposed in December 2010 two new standards establishing minimum
levels of liquidity: (a) in the short term, the liquidity coverage ratio (LCR) aims to ensure that
banks hold sufficient high-quality liquid assets to withstand an acute stress scenario lasting one
month; (b) in the longer term, the net stable funding ratio (NSFR) increases incentives for banks
to fund themselves using more stable sources on a structural basis.
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The starting point for the analysis of the impact of the new liquidity risk regulation on
capital markets is the “segmentation points” with respect to (i) the liquid asset definition and
(i1) the definition of “long-term maturity” (30 days for the LCR and 1 year for the NSFR).
These segmentation points (or thresholds) define which type of assets banks will have
incentives/disincentives to invest in and which type of funding sources banks will have
incentives/disincentives to employ. Overall, the liquidity requirements are likely to affect both
sides of the banking system’s balance sheets, as banks will be required both to hold more liquid
assets, as well as to term out their debt structure by issuing longer-term debt. Although the exact
way the banking system’s balance sheets will adjust is not fully known at the current juncture,
the following may be expected:

— First, higher required holdings of liquid assets under the LCR will need to be funded: on
the assets side of the balance sheet, banks would likely attempt to acquire more eligible
liquid assets, such as highly rated (AA- or above) and liquid government bonds and also
highly rated covered and non-financial corporate bonds. Assuming a constant size of the
bank balance sheet, such acquisitions would have to be matched with a reduction in other,
“non-liquid” assets, such as lower-rated sovereign and corporate bonds as well as
non-marketable assets (e.g. loans). At a more structural level, it cannot be excluded that
the overall activity of certain capital market segments will decline if banks have strong
disincentives to acquire specific capital market instruments, such as lower-rated sovereign
bonds, covered bonds and corporate bonds, bonds issued by financial institutions as well as
shares and other equity.

Alternatively, on the liabilities side, banks could try to reduce the “net cash outflows” of the
stressed 30-day period (the denominator of the LCR). This could be done in several ways,
such as by lowering their reliance on short-term wholesale funding, cutting down liquidity
commitments to off-balance-sheet vehicles, and relying more on “stable” deposit funding
and longer-term issuance.

— Second, increased demand for longer-term liquidity funding instruments under the NSFR: in
addition to the positive spillover effect on the NSFR from LCR fulfilment, banks would need
to undertake a number of steps to reach a satisfactory structural funding ratio. A plausible
series of actions could be: first, to hold more equity relative to debt by increasing Tier 1
capital and reducing short-term wholesale funding. The plausibility of this scenario increases
further in connection with the revised capital framework that requires banks to hold more
Tier 1 capital (see below). Second, banks could lengthen the maturity of wholesale funding
beyond one year by for example issuing more long-term bonds. Both the first and the second
steps would increase the “available amount of stable funding” — the numerator of the NSFR
ratio. Third, complementary to the LCR fulfilment, banks could replace lower-rated bonds
with more highly rated, qualifying bonds in their investment portfolios. But also other types
of assets, long-term private sector loans included, could be replaced/reduced in this process.
The third step would reduce the amount of “required stable funding” — the denominator of
the NSFR ratio.

All in all, markets involving short-term unsecured wholesale funding or “non-liquid”
assets, such as other bank bonds and low-quality non-financial corporate bonds, are likely
to be curtailed, while demand for longer-term funding markets and more liquid assets such
as sovereign debt and high-quality covered bonds is likely to increase. At the same time,
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regulation-induced financial innovations may emerge, tailored to the time horizons stipulated
in the liquidity regulation.

In addition to the new liquidity standards, other aspects of the regulatory reform may affect the
banks’ demand for and supply of certain types of debt instruments. On the one hand, higher
capital requirements will provide a greater cushion against debt default and therefore (all other
things equal) reduce the riskiness of bondholders’ investments. On the other hand, to reduce
the likelihood of disruptive and highly costly bank failures, regulators are evaluating whether
bail-in! forms of capital might be used to help recapitalise banks at times of stress. Such an
approach could increase funding pressures for banks as investors are likely to demand an
additional risk premium to invest in banks’ debt financing instruments.

Some reforms are also under way affecting non-bank financial institutions, which are likely to
impact the demand for banks’ debt instruments. European insurance companies, for example,
will find it more costly to hold both bonds and equity issued by banks under the new Solvency II?
proposals, scheduled for introduction at the beginning of 2013. In broad terms, Solvency 11 may
result in a preference for sovereign debt and short-dated and higher-rated bank debt (especially
covered bonds), relative to other corporates, and could reduce the ability of banks to issue
unsecured debt.

The new liquidity requirements are also subject to a long observation period during which a
careful assessment of unintended effects is to be carried out, and that may allow for further
fine-tuning. In Europe, the European Commission has proposed (on 20 July 2011) a revision
of the Capital Requirements Directive to implement Basel III into EU law. On the liquidity
requirements, the Commission proposes the introduction of a liquidity coverage ratio — after an
observation and review period —in 2015, in line with the Basel Il requirements. As regards the net

stable funding ratio, the Commission will use the longer Basel observation period (until 2018)

to prepare a legislative proposal.

1 “Bail-in” is the concept that bank debt holders would risk having certain tranches restructured (i.e. subject to write-down or conversion
to equity) if a set of trigger conditions were met. Regulators are still debating how effective bail-in debt would be and how it would be
structured.

2 Solvency II originated from the European Commission and not from the International Association of Insurance Supervisors, the

insurance equivalent of the BCBS. The influence of Solvency II outside the European Union, relative to Basel III, is therefore less
certain.

5 CONCLUSIONS same time, the markets were again influenced by

the sovereign debt crisis as well as by the overall

This article reviews the current state of euro area
markets for banks’ long-term debt financing
instruments and discusses implications for
financial integration, monetary policy and
regulation.

In the first part, the article shows that most of the
segments of the long-term debt funding markets
have recovered from the tensions experienced
during the crisis. However, this recovery is still
only partial with respect to some aspects. At the

increased awareness of investors with respect to
the assessment and pricing of credit risk.

In the second part, the article concludes that,
from the perspective of financial integration,
although the market pricing is currently related
to the banks’ country of origin, there is no
evidence that the crisis has led to a permanent
segmentation in terms of primary market
participation within the euro area. From the
monetary policy perspective, the divergence
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in the access to and costs of long-term funding
by banks can have a negative impact on banks’
lending activity, and thus impair the transmission
of monetary policy in the euro area.

Overall, it should be expected that the removal
of negative factors currently affecting euro
area markets for banks’ long-term debt
financing would bring these markets into a
state where divergence across issuers reflects
only fundamental differences in risk factors.
The differences across issuers may, of course,
still persist within a healthy financial system
consisting of banks pursuing different business
models. However, the objective for the regulators
and euro area banks themselves should be to
reduce these discrepancies to sustainable levels
by focusing on reducing the overall level of
credit risk by increasing the capital base and
enhancing risk management frameworks.
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EURO AREA OVERVIEW

1. Monetary developments and interest rates !

M12 M22 M32-3 M32-3 MFTI loans to Securities other 3-month 10-year
3-month euro area than shares issued interest rate spot rate
moving average residents in euro by non-MFI (EURIBOR; | (% per annum;
(centred)| excluding MFIs corporations? % per annum; end of
and general period period) ¥
government ? averages)
1 2 3 4 5 6 7 8
2009 95 4.8 33 - 1.6 23.7 122 3.76
2010 85 1.8 0.5 - 0.6 39 0.81 3.36
2010 Q4 49 22 1.5 - 1.7 2.1 1.02 3.36
2011 Q1 32 24 19 - 24 22 1.10 3.66
Q2 1.7 24 2.1 - 2.6 14 1.42 341
Q3 14 2.3 24 - 25 . 1.56 248
2011 May 12 24 23 2.1 2.7 12 143 337
June 13 23 19 2.1 25 1.6 1.49 341
July 1.0 22 2.1 2.3 24 12 1.60 3.06
Aug. 1.7 24 2.7 2.6 25 04 1.55 2.76
Sep. 20 25 3.1 . 25 . 1.54 248
Oct. . . . . . . 1.58 2.79

2. Prices, output, demand and labour markets 5

HICPVY Industrial Hourly Real GDP Industrial Capacity Employment| Unemployment
producer labour (s.a.) production utilisation in (s.a.) (% of labour
prices costs excluding manufacturing force; s.a.)

construction (%)
1 3 4 5 6 7 8
2009 0.3 -5.1 2.7 -42 -14.8 70.9 -19 9.6
2010 1.6 29 1.6 1.8 75 76.9 -0.5 10.1
2011 Q2 2.8 6.3 3.6 1.6 42 81.2 0.5 10.0
Q3 2.7 . . . . 80.3 . 10.2
Q4 . . . . . . . .
2011 May 2.7 6.2 - - 43 - - 10.0
June 2.7 59 - - 2.8 - - 10.0
July 25 6.1 - - 44 80.8 - 10.1
Aug. 25 5.8 - - 5.6 - - 10.1
Sep. 3.0 . - - . - - 102
Oct. 3.0 - - . 79.7 - .

3. External statistics
(EUR billions, unless otherwise indicated)

Balance of payments (net transactions) Reserve assets Net Gross| Effective exchange rate of USD/EUR
(end-of-period international external debt the euro: EER-209 exchange rate
Current and Combined positions) investment |(as a % of GDP) (index: 1999 Q1 = 100)
capital Goods direct and position
accounts portfolio (as a % of GDP) Nominal Real (CPI)
investment
1 2 3 4 5 6 7 8 9
2009 -18.6 36.0 158.6 462.4 -15.7 116.3 111.7 110.6 1.3948
2010 -36.7 129 98.1 591.2 -13.4 120.2 104.6 103.0 13257
2010 Q4 47 55 99.0 591.2 -13.4 120.2 104.4 102.4 1.3583
2011 Q1 -27.8 -13.0 118.7 576.6 -13.4 117.3 103.7 101.5 1.3680
Q2 -20.1 =27 127.1 580.9 -14.5 1194 106.4 104.2 1.4391
Q3 5 o . 646.7 . . 104.6 102.1 14127
2011 May -15.7 0.6 37.3 592.7 . . 106.0 103.8 1.4349
June 0.6 0.5 101.5 580.9 . . 106.1 104.0 1.4388
July -1.6 33 -20.5 621.6 . . 105.2 102.6 1.4264
Aug. -42 -3.1 357 656.4 . . 104.9 102.3 14343
Sep. . 646.7 . . 103.8 101.4 1.3770
Oct. . . 104.0 101.7 1.3706

Sources: ECB, European Commission (Eurostat and Economic and Financial Affairs DG) and Thomson Reuters.

Note: For more information on the data, see the relevant tables later in this section.

1) Data refer to the changing composition of the euro area. For further information, see the General Notes.

2) Annual percentage changes for monthly data refer to the end of the month, whereas those for quarterly and yearly data refer to the annual change in the period average.
See the Technical Notes for details.

3) M3 and its components exclude holdings by non-euro area residents of money market fund shares/units and debt securities with a maturity of up to two years.

4) Based on AAA-rated euro area central government bond yield curves. For further information, see Section 4.7.

5) Data refer to the Euro 17, unless otherwise indicated.

6) For a definition of the trading partner groups and other information, please refer to the General Notes.
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MONETARY POLICY STATISTICS

1. Assets
7 October 2011 14 October 2011 21 October 2011 28 October 2011
Gold and gold receivables 419,824 419,823 419,824 419,825
Claims on non-euro area residents in foreign currency 226,804 227,103 226,877 228,491
Claims on euro area residents in foreign currency 34,593 32,231 32,496 32,685
Claims on non-euro area residents in euro 20437 19,803 21,563 26,714
Lending to euro area credit institutions in euro 580,690 586,619 585,241 596,442
Main refinancing operations 198,881 204,939 201,182 197,438
Longer-term refinancing operations 378,935 379474 379474 395,996
Fine-tuning reverse operations 0 0 0 0
Structural reverse operations 0 0 0 0
Marginal lending facility 2,837 2,166 4,562 2852
Credits related to margin calls 38 40 22 156
Other claims on euro area credit institutions in euro 68,334 78,180 79,747 84,998
Securities of euro area residents in euro 560,742 562,443 567214 571,339
Securities held for monetary policy purposes 222253 224496 228,691 232,706
Other securities 338,489 337,946 338,523 338,634
General government debt in euro 33,965 33,966 33,966 33,966
Other assets 350,340 350,689 346,248 338912
Total assets 2,295,727 2,310,857 2,313,175 2,333373
2. Liabilities
7 October 2011 14 October 2011 21 October 2011 28 October 2011
Banknotes in circulation 859,614 859,517 858311 863,122
Liabilities to euro area credit institutions in euro 571,514 597,991 580,330 596,587
Current accounts (covering the minimum reserve system) 154,144 298,573 213,075 178,704
Deposit facility 255,569 136,194 202,098 248,057
Fixed-term deposits 160,500 163,000 165,000 169,500
Fine-tuning reverse operations 0 0 0 0
Deposits related to margin calls 1,301 223 157 327
Otbher liabilities to euro area credit institutions in euro 1,957 3494 3,743 3463
Debt certificates issued 0 0 0 0
Liabilities to other euro area residents in euro 62,406 53,281 77,221 75072
Liabilities to non-euro area residents in euro 48,289 48319 48,241 49,561
Liabilities to euro area residents in foreign currency 3,676 2,545 1,891 2,799
Liabilities to non-euro area residents in foreign currency 12,250 10,449 11,040 11,386
Counterpart of special drawing rights allocated by the IMF 54,486 54,486 54,486 54,486
Other liabilities 21