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EDITORIAL

Based on the regular economic and monetary analyses, and in line with its forward guidance,
the Governing Council decided at its meeting on 4 December 2014 to keep the key ECB interest
rates unchanged. As regards the non-standard monetary policy measures, the Eurosystem has
started purchasing covered bonds and asset-backed securities. These purchase programmes will last
for at least two years. The second targeted longer-term refinancing operation will be conducted
shortly and will be followed by six further operations until June 2016. Taken together, the measures
will have a sizeable impact on the Eurosystem’s balance sheet, which is intended to move towards
the dimensions it had at the beginning of 2012.

In the coming months, the measures will further ease the monetary policy stance more broadly,
support the Governing Council’s forward guidance on the key ECB interest rates and reinforce the
fact that there are significant and increasing differences in the monetary policy cycle between major
advanced economies. However, the latest euro area macroeconomic projections indicate lower
inflation, accompanied by weaker real GDP growth and subdued monetary dynamics.

In this context, early next year the Governing Council will reassess the monetary stimulus
achieved, the expansion of the balance sheet and the outlook for price developments. It will also
evaluate the broader impact of recent oil price developments on medium-term inflation trends
in the euro area. Should it become necessary to further address risks of too prolonged a period
of low inflation, the Governing Council remains unanimous in its commitment to using additional
unconventional instruments within its mandate. This would imply altering early next year the
size, pace and composition of the measures. In response to the request of the Governing Council,
ECB staff and the relevant Eurosystem committees have stepped up the technical preparations for
further measures, which could, if needed, be implemented in a timely manner. All of the monetary
policy measures are geared towards underpinning the firm anchoring of medium to long-term
inflation expectations, in line with the Governing Council’s aim of achieving inflation rates below,
but close to, 2%, and contribute to a return of inflation rates towards that level.

Regarding the economic analysis, real GDP in the euro area rose by 0.2%, quarter on quarter,
in the third quarter of this year. This was in line with earlier indications of a weakening in the
euro area’s growth momentum, leading to a downward revision of the outlook for euro area real
GDP growth in the most recent forecasts. The latest data and survey evidence up to November
confirm this picture of a weaker growth profile in the period ahead. At the same time, the outlook
for a modest economic recovery remains in place. On the one hand, domestic demand should be
supported by the monetary policy measures, the ongoing improvements in financial conditions,
the progress made in fiscal consolidation and structural reforms, and significantly lower energy
prices supporting real disposable income. Furthermore, demand for exports should benefit from
the global recovery. On the other hand, the recovery is likely to continue to be dampened by high
unemployment, sizeable unutilised capacity, and the necessary balance sheet adjustments in the
public and private sectors.

These elements are reflected in the December 2014 Eurosystem staff macroeconomic projections
for the euro area, which foresee annual real GDP increasing by 0.8% in 2014, 1.0% in 2015 and 1.5%
in 2016. Compared with the September 2014 ECB staff macroeconomic projections, the projections
for real GDP growth have been revised substantially downwards. Downward revisions were made
to the projections for both domestic demand and net exports.
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The risks surrounding the economic outlook for the euro area are on the downside. In particular,
the weak euro area growth momentum, alongside high geopolitical risks, has the potential to dampen
confidence and especially private investment. In addition, insufficient progress in structural reforms
in euro area countries constitutes a key downward risk to the economic outlook.

According to Eurostat’s flash estimate, euro area annual HICP inflation was 0.3% in November 2014,
after 0.4% in October. Compared with the previous month, this mainly reflects a stronger fall
in energy price inflation and a somewhat lower annual increase in services prices. Taking into
account the current environment of very low rates of inflation, it will be important to assess the
broader impact of recent oil price developments on medium-term inflation trends and to avoid
spillovers to inflation expectations and wage formation.

Against the background of recent oil price developments, it is crucial to recall that forecasts and
projections are based on technical assumptions, especially for oil prices and exchange rates. On the
basis of information available in mid-November, at the time the December 2014 Eurosystem staff
macroeconomic projections for the euro area were finalised, annual HICP inflation was foreseen to
reach 0.5% in 2014, 0.7% in 2015 and 1.3% in 2016. In comparison with the September 2014 ECB
staff macroeconomic projections, they have been revised significantly downwards. These revisions
reflect mainly lower oil prices in euro terms and the impact of the downwardly revised outlook
for growth, but they do not yet incorporate the fall in oil prices over the past few weeks following
the cut-off date for the projections. Over the coming months, annual HICP inflation rates could
experience renewed downward movements, given the recent further decline in oil prices.

The Governing Council will continue to closely monitor the risks to the outlook for price
developments over the medium term. In this context, it will focus in particular on the possible
repercussions of dampened growth dynamics, geopolitical developments, exchange rate and
energy price developments, and the pass-through of the monetary policy measures. The Governing
Council will be particularly vigilant as regards the broader impact of recent oil price developments
on medium-term inflation trends in the euro area.

Turning to the monetary analysis, data for October 2014 support the assessment of subdued
underlying growth in broad money (M3), with the annual growth rate standing at 2.5% in October,
unchanged from September. Annual growth in M3 continues to be supported by its most liquid
components, with the narrow monetary aggregate M1 growing at an annual rate of 6.2% in October.

The annual rate of change of loans to non-financial corporations (adjusted for loan sales and
securitisation) was -1.6% in October, after -1.8% in September, showing a gradual recovery from
a trough of -3.2% in February. On average over recent months, net redemptions have moderated
from the historically high levels recorded a year ago. Lending to non-financial corporations
continues to reflect the lagged relationship with the business cycle, credit risk, credit supply
factors and the ongoing adjustment of financial and non-financial sector balance sheets.
The annual growth rate of loans to households (adjusted for loan sales and securitisation) was 0.6%
in October, after 0.5% in September. The monetary policy measures in place and the completion of
the ECB’s comprehensive assessment should support a further stabilisation of credit flows.

To sum up, a cross-check of the outcome of the economic analysis with the signals coming from
the monetary analysis confirms the need to closely monitor the risks to the outlook for price
developments over the medium term and to be prepared to provide further monetary policy
accommodation, if needed.
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Monetary policy is focused on maintaining price stability over the medium term and its
accommodative stance contributes to supporting economic activity. However, in order to strengthen
investment activity, boost job creation and raise productivity growth, other policy areas need to
contribute decisively. In particular, the determined implementation of product and labour market
reforms as well as actions to improve the business environment for firms need to gain momentum
in several countries. It is crucial that structural reforms be implemented credibly and effectively
as this will raise expectations of higher incomes and encourage firms to increase investment today
and bring forward the economic recovery. Fiscal policies should support the economic recovery,
while ensuring debt sustainability in compliance with the Stability and Growth Pact, which remains
the anchor for confidence. All countries should use the available scope for a more growth-friendly
composition of fiscal policies. The Investment Plan for Europe which the European Commission
announced on 26 November 2014 will also support the recovery.

This issue of the Monthly Bulletin contains one article, entitled “December 2014 Eurosystem staff
macroeconomic projections for the euro area”.
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| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

The world economy is continuing gradually along its path to recovery. Following rather subdued
growth at the start of the year, momentum in some advanced economies has been firming up,
supported by diminishing headwinds and accommodative policies. However, the divergence in
economic prospects across and within regions has been widening, increasingly reflecting structural
rather than cyclical factors, which have an influence on confidence, financial market developments
and economic policies. The latest survey indicators point to some softening in growth momentum in the
fourth quarter. Geopolitical risks in Ukraine/Russia and the Middle East remain elevated, although
so far with limited repercussions on global activity and energy prices. Global trade remained weak
in view of sluggish investment in many countries, but recovered in the third quarter, albeit from low
levels. Global inflation has declined in recent months, largely on the back of sharply falling oil prices.
Inflationary pressures are expected to remain low in an environment of overcapacity and declining
commodity prices.

1.1 GLOBAL ECONOMIC ACTIVITY AND TRADE

The global recovery remains gradual and uneven. Following rather volatile and moderate global
growth in the first half of the year, activity has strengthened in the second half, mostly supported
by solidifying fundamentals in a number of major advanced economies, despite signs of some
softening in economic momentum in the fourth quarter. Beyond the short term, global activity
should improve gradually, but the recovery is still expected to remain modest. A combination of
accumulated economic imbalances, structural impediments, political and economic uncertainty
and, in several countries, tightened financial conditions weigh on medium-term growth prospects.
Geopolitical risks related to the conflict in Ukraine and tensions in some oil-producing countries
remain heightened, but their impact on oil prices, global activity and inflation has been modest
until now, working mainly through the confidence channel. Provisional estimates show that
economic activity in the G20 (excluding the euro area) grew by 1.1% quarter on quarter in

Annual growth rates Quarterly growth rates
2012 2013 2014 2014 2014 2014 2014 2014
Q1 Q2 Q3 Q1 Q2 Q3
G20" 2.9 3.0 35 33 3.1 0.6 0.7 1.0
G20 excluding euro area 3.7 3.7 4.0 3.8 3.8 0.7 0.8 1.1
United States 23 22 1.9 2.6 2.4 -0.5 1.1 1.0
Japan 1.5 1.5 2.6 -0.1 -1.1 1.6 -1.9 -0.4
United Kingdom 0.7 1.7 2.9 32 3.0 0.7 0.9 0.7
Denmark -0.4 0.4 1.3 0.0 - 0.6 -0.3 -
Sweden 1.3 1.6 1.8 1.9 - -0.1 0.2 -
Switzerland 1.1 1.9 24 1.6 1.9 0.4 0.3 0.6
Brazil 1.0 2.5 1.9 -0.9 -0.2 -0.2 -0.6 0.1
China 7.7 7.7 7.4 7.5 7.3 1.5 2.0 1.9
India 4.9 4.7 6.1 5.8 6.0 2.0 0.8 2.0
Russia? 3.4 1.3 0.9 0.8 0.7 0.1 0.2 -
Turkey 2.1 4.1 4.7 2.1 - 1.8 -0.5
Poland 2.1 1.6 35 33 - 1.1 0.6 -
Czech Republic -0.9 -0.9 2.9 2.7 - 0.8 0.0 -
Hungary -1.7 12 33 3.7 - 1.1 0.8 -

Sources: national data, BIS, Eurostat and ECB calculations.
1) The figure for the third quarter of 2014 is an estimate based on the latest available data.
2) A seasonally adjusted figure for Russia for the third quarter of 2014 is not available.
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the third quarter of 2014, amid continued strong variability across countries (see Table 1).
Growth strengthened in the United States and remained robust in the United Kingdom, supported by
solid domestic demand. By contrast, GDP contracted in Japan for the second consecutive quarter,
triggering additional quantitative easing measures by the Bank of Japan. In China, activity has
moderated somewhat, mainly as a result of weakening investment. With regard to other emerging
market economies, in recent quarters Brazil has experienced low growth and high inflation, while
Russian growth has been hampered partly owing to tightening financial conditions and international
sanctions. By contrast, India’s economy has been picking up.

The most recent global sentiment indicators point to positive, but somewhat weaker momentum
in the fourth quarter. The composite output Purchasing Managers’ Index (PMI) excluding the
euro area remained broadly unchanged in November at a level slightly below both its long-term
average and its third-quarter reading, owing to a rather sizeable drop in the manufacturing sector
(see Chart 1). The developments were mixed across countries, with significant improvements in the
composite PMIs for the United Kingdom, Japan and India, but declines in the United States, China
and Russia. Looking ahead the new orders component of the global composite PMI slowed slightly,
suggesting a more gradual recovery in world activity in November. At the same time, the OECD’s
composite leading indicators, which are designed to anticipate turning points in economic activity
relative to trend, pointed to a mixed outlook across major economies in September, characterised
by weakening growth in Japan, stable growth in the United States, Brazil and China, some easing
in the pace of growth in the United Kingdom, albeit from high levels, and improving growth
momentum in India (see Chart 2). Meanwhile, the Ifo World Economic Climate index for the fourth
quarter of 2014 fell significantly, reaching its lowest level since the third quarter of 2013.

(seasonally adjusted monthly data) (left-hand scale: normalised index average=100; right-hand scale:
three month-on-three month percentage changes)
== PMI output: all-industry = composite leading indicator (left-hand scale)
----- PMI output: manufacturing sssms - industrial production (right-hand scale)
====PMI output: services
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Source: Markit. Sources: OECD and ECB calculations.

Notes: The composite leading indicator refers to the OECD
countries plus Brazil, China, India, Indonesia, Russia and
South Africa. The horizontal line at 100 represents the trend
of economic activity. Industrial production refers to the same
sample excluding Indonesia.
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Global trade is gradually recovering from low
levels, although it remains rather weak. After
rising at the beginning of 2014, world trade
momentum lost some VigOIlI‘ in the second (quarter-on-quarter percentage changes; quarterly data)
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the year.

Overall, the sources of the underlying weakness in global trade have shifted gradually from
advanced countries to emerging market economies (see Chart 3). The shift in trade growth was
prompted by a notable slowdown in emerging Asia, Latin America, Russia and central and eastern
Europe owing to country-specific headwinds.

Taking a longer-term perspective, the weak response of global trade to the gradual global recovery is
striking. Global trade elasticity, measured as the average growth rate of imports divided by the average
growth rate of GDP has declined from 1.7 prior to the global financial crisis (between 1990 and 2007)
to just 1.0 since 2011. This can be explained in part by unusually subdued investment growth, which
is typically a highly trade-intensive demand component, in a number of key global economies.

Overall, the December 2014 Eurosystem staff macroeconomic projections (see the article in this
issue of the Monthly Bulletin) predict only a modest strengthening in global economic growth. While
some key advanced economies are benefiting from diminishing headwinds and accommodative
policies, increasing structural challenges and tightening financial conditions restrain the growth
outlook for emerging market economies. The recovery in global trade growth is also expected to
be very gradual, with the elasticity of trade to activity remaining below its long-term average in the
medium term.

The balance of risks to the global outlook remains tilted to the downside. High geopolitical risks,
as well as developments in global financial markets and emerging market economies, may have the
potential to negatively affect economic conditions.

1.2 GLOBAL PRICE DEVELOPMENTS

Global inflation has moderated since June, following a slight increase earlier in the year, with
headline consumer price inflation in the OECD area stabilising at 1.7% year on year in October.
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Table 2 Price developments in selected economies

(annual percentage changes)

‘ 2012 2013 ‘ 2014 2014 2014 2014 2014 2014

‘ ‘ May June July Aug. Sep. Oct.
OECD 2.3 1.6 2.1 2.1 1.9 1.8 1.7 1.7
United States 2.1 1.5 2.1 2.1 2.0 1.7 1.7 1.7
Japan 0.0 0.4 3.7 3.6 3.4 33 32 2.9
United Kingdom 2.8 2.6 1.5 1.9 1.6 1.5 1.2 1.3
Denmark 24 0.5 0.3 0.4 0.5 0.3 0.3 0.3
Sweden 0.9 0.4 0.1 0.5 0.4 0.2 0.0 0.3
Switzerland -0.7 -0.2 0.3 0.1 0.0 0.0 -0.1 0.0
Brazil 5.4 6.2 6.4 6.5 6.5 6.5 6.7 6.6
China 2.6 2.6 2.5 2.3 2.3 2.0 1.6 1.6
India 9.7 10.1 83 7.5 8.0 7.7 6.5 55
Russia 5.1 6.8 7.6 7.8 7.4 7.6 8.0 8.3
Turkey 8.9 7.5 9.7 9.2 9.3 9.5 8.9 9.0
Poland 3.7 0.8 0.3 0.3 0.0 -0.1 -0.2 -0.3
Czech Republic 35 1.4 0.5 0.0 0.6 0.7 0.8 0.7
Hungary 5.7 1.7 0.0 -0.1 0.5 0.3 -0.5 -0.3
Memo item:
OECD excluding food and energy 1.8 1.6 1.9 1.9 1.9 1.9 1.8 1.8

Sources: OECD, national data, BIS, Eurostat and ECB calculations.

The moderation in inflation was primarily owing to a marginally negative contribution from the
energy component, which was offset by increasing food prices. Excluding food and energy, OECD
annual CPI inflation also remained stable at 1.8% in October (see Table 2). In advanced economies,
consumer price inflation declined in Japan, remained stable in the United States and increased in the
United Kingdom. Developments were also mixed among emerging market economies, with annual
consumer price inflation declining in India, remaining broadly unchanged in China and Brazil,
and increasing in Russia. Looking ahead

inflation is expected to remain IOVY against the R e e e N e e e
backdrop of a very slow absorption of spare 70T

capacity and weakness in commodity prices.

. . . . = Brent crude oil (USD/barrel; left-hand scale)
The global inflation outlook is influenced <ev++ non-cnergy commodities (USD; index: 2010 = 100;

strongly by developments in commodity right-hand scale)

prices, in particular oil prices. Since early 180 LY
July 2014 oil prices have been on a downward |, 130
path, reaching levels of around USD 84 per :

barrel on average in the current quarter. Brent 140 120
crude oil prices stood at USD 71 per barrel on |, e

3 December, which was about 35% lower than

their level a year earlier (see Chart 4). This 10 v 100
decline in oil prices reflects levels of oil supply 0 &L -
that have exceeded oil demand. Despite the

g -\..:._.“ :

conflicts in Libya and Iraq, OPEC produced % : 80
above the group’s official target, while non- 40 S
OPEC oil production increased on the back of i

60

US shale oil exploitation. At the same time oil =~ 20
demand continued to be weak partly owing to
a slowdown in the Chinese industrial sector.

ECB
Monthly Bulletin
December 2014

T
2008 2009 2010 2011 2012 2013 2014

Sources: Bloomberg and HWWI.




Looking ahead the oil futures market expects slightly higher oil prices over the medium term, with
December 2015 Brent futures contracts trading at USD 76 per barrel.

Non-energy commodity price developments have been on a slightly upward trend since the
beginning of the fourth quarter, following a decline in September. Since early October non-energy
prices have inched up by 2%, reflecting a 8% rise in grain prices and a 2% rise in metal prices.
Unusually cold weather in the United States, as well as the ongoing conflict between two major
grain suppliers, Ukraine and Russia, which is affecting both planting and trading activities, have
pushed up grain prices recently. Compared with a year ago, the non-energy commodity price index
in aggregate terms (denominated in USD) is currently about 8% lower, mainly owing to reduced
grain prices driven by a record US harvest.

1.3 DEVELOPMENTS IN SELECTED ECONOMIES

UNITED STATES

In the United States, economic activity gained momentum in recent quarters, after significant
data volatility at the beginning of the year. Following the strong rebound in economic growth in
the second quarter, solid growth was maintained in the third quarter of 2014. According to the
second estimate by the Bureau of Economic Analysis, real GDP increased at an annualised rate of
3.9% (1.0% quarter on quarter), supported by both domestic and external demand. Net trade made
a strong positive contribution to growth, amid a strong rise in exports and a decline in imports.
Meanwhile, personal consumption expenditure and private fixed investment also contributed
positively to growth, confirming the robust economic fundamentals.

Available high-frequency indicators suggest that the US economy is likely to maintain a positive
growth momentum in the final quarter of 2014, although real GDP growth may slow down
somewhat compared with the previous two quarters. Private consumption is supported by positive
wealth effects, continued improvements in labour market conditions that lead to higher growth
in disposable income, high levels of consumer sentiment and, since last summer, the significant
decline in gasoline prices. The near-term outlook for business activity also remains favourable,
in view of the high levels of business sentiment. As regards the housing market, recent data are
consistent with a continued moderate recovery, as indicated by an increase in home sales, housing
starts and building permits over the past few months. House prices, meanwhile, are maintaining
their upward momentum, although lately the growth rate has been slowing somewhat, while the
ratio of house prices to rent has returned to levels close to historical averages. Turning to trade,
the expected strengthening in domestic demand, in particular in import-intensive expenditure
components such as investment, should also lead to a pick-up in imports in the final quarter of
2014. The momentum in export growth, by contrast, is expected to be held back by the recent
appreciation of the US dollar.

Looking further ahead the US economic recovery is expected to continue, with growth being above
trend, supported by continued improvements in the labour and housing markets, accommodative
financial conditions, and fading headwinds from household balance sheet repair and fiscal policy.

Inflation has moderated from its recent peak in May and has stabilised over the past three months.
Annual headline CPI inflation stood at 1.7% in October, a decline of 0.5 percentage point since
May. This reflects predominantly the unwinding of temporary factors, including a sharp decline
in energy costs (from 3.4% year on year in May to -1.6% year on year in October), as well as
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a stabilisation in services price inflation. By contrast, inflation in the price of food and shelter
increased slightly over the past five months. Annual CPI inflation excluding food and energy was
broadly stable in recent months, standing at 1.8% in October. Looking ahead, inflation is expected
to increase gradually, supported by slowly diminishing slack in the labour market, although the
recent appreciation of the US dollar and declines in oil prices will have a dampening impact on
inflation in the near term.

In the context of generally improving economic prospects, at its meeting on 28-29 October 2014,
the Federal Open Market Committee (FOMC) announced the decision to conclude its asset purchase
programme at the end of October. The FOMC reaffirmed that, in determining how long to maintain
the 0% to "% target range for the federal funds rate, it “will take into account a wide range of
information, including measures of labour market conditions, indicators of inflation pressures and
inflation expectations, and readings on financial developments.”

JAPAN

In Japan, economic activity was lower than expected in the third quarter, following a sharp
contraction in the second quarter. According to the Cabinet Office’s first preliminary estimate, real
GDP contracted unexpectedly by 0.4% in the third quarter, following a 1.9% decline in the second
quarter associated with the rebalancing of activity after the consumption tax increase on 1 April 2014,
The contraction in third-quarter output was mainly driven by inventories, as well as a decline in
both residential and non-residential investment. Private consumption returned to growth during the
third quarter, but remained subdued, while exports rebounded, following the weakness that had
prevailed since the second half of 2013. As imports also increased, net trade provided only a minor
contribution to growth.

Looking ahead growth is expected to resume during the fourth quarter. Latest hard data on housing
starts suggest that residential investment has started to gain momentum, recovering part of its third
quarter decline. Industrial production expanded by 0.2% month on month in October according to
preliminary data and the manufacturing output PMI increased to 52.7.

In terms of price developments, CPI inflation has been on a downward trend since May 2014,
reaching 2.9% year on year in October, as the impact from the previous depreciation of the
yen dissipated and energy prices continued to fall. While the fall in energy prices should boost
disposable income in the medium term, in the short run it may dampen the upward trend in prices
and inflation expectations that Japan has experienced since the launch of Abenomics. Finally, the
CPI excluding the direct effects of the consumption tax hike is now estimated to be at around 1%
according to the Bank of Japan’s latest figures.

At its latest policy meeting on 19 November 2014 the Bank of Japan opted to leave its main policy
guidelines unchanged. This followed on from its decision to expand its Quantitative and Qualitative
Easing Programme in October by accelerating the annual pace of increase in the monetary base
to about JPY 80 trillion (from about JPY 60-70 trillion previously). The decision was taken to
pre-empt downward risks to prices stemming from the weakness in demand following the
consumption tax increase and the substantial decline in oil prices.

UNITED KINGDOM

In the United Kingdom, the pace of economic activity remained robust in the first three quarters
of 2014. Growth was driven by strong domestic demand, in particular private consumption and
housing investment, in turn supported by the decline in macroeconomic uncertainty and relatively
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loose credit conditions. The labour market continued to strengthen, and the unemployment rate
declined to a five-year low of 6.0% in the three months to September, compared with more than
7% a year earlier. Looking ahead high frequency data and surveys of expectations suggest that
economic growth will stay robust in the near term, even though the pace of the expansion is likely
to moderate somewhat compared with the first three quarters of 2014. In the medium term the need
for private and public sector balance sheet adjustments will continue to weigh on economic activity.

Inflation has remained below the Bank of England’s target of 2% in the course of 2014. Annual
CPI inflation marginally increased to 1.3% in October, mainly on account of positive base effects
from transport prices. Consumer price inflation excluding food and energy stayed at around 1.5%
in October. Overall, inflationary pressures are expected to remain subdued, and the inflation rate is
expected to decline further in the near term, reflecting falls in energy and import prices.

At its meeting on 4 December 2014 the Bank of England’s Monetary Policy Committee maintained
the policy rate at 0.5% and the size of the Asset Purchase Programme at GBP 375 billion.

OTHER EUROPEAN ECONOMIES

In Sweden, real GDP increased by 0.3% quarter on quarter in the third quarter of 2014, following
0.5% in the previous quarter. In Denmark, economic activity accelerated from 0.1% quarter on
quarter in the second quarter of 2014 to 0.5% in the third quarter. In both countries, economic
activity was mainly supported by domestic demand. Looking ahead real GDP growth is likely to
gain strength in both countries. Turning to price developments, HICP inflation has remained broadly
subdued over the past few months and stood at 0.3% in both Denmark and Sweden in October. In
Switzerland, activity has lost some of its momentum since the beginning of 2014, owing to weaker
domestic demand and subdued exports, while inflation has remained at around zero. Looking ahead
GDP is expected to grow only modestly on the back of softening private consumption, gradually
increasing investment and weak external demand conditions. However, rising disposable income,
low interest rates and immigration are expected to continue to support the outlook for growth in the
medium term.

In the largest central and eastern European (CEE) EU Member States, economic activity continued
to expand at a varying pace in the third quarter of 2014, following robust growth overall in the
first half of the year. Growth in the third quarter was particularly strong in Romania, where
real GDP expanded at a quarterly rate of 1.9%, after contracting by 0.3% in the second quarter.
Economic activity also remained vigorous in Poland, where the quarterly rate of change in real
GDP accelerated to 0.9% in the third quarter from 0.7% in the second quarter. Czech real GDP
growth also accelerated to a quarterly rate of 0.4% in the third quarter, after 0.2% in the second. In
Hungary, meanwhile, real GDP growth continued to decelerate, slowing to 0.5% in the third quarter
after standing at 0.8% in the previous quarter. Looking forward, economic activity in central and
eastern Europe is expected to remain relatively robust, supported by gradually strengthening
domestic demand. By contrast, export activity is expected to weaken, reflecting lower demand from
the region’s main trading partners and trade disruptions owing to the geopolitical tensions between
Russia and Ukraine. Annual HICP inflation in the CEE region generally remains subdued. Although
over recent months it accelerated somewhat in the Czech Republic and Romania, it stands close to
historical lows — at around zero — in Poland and Hungary. These developments are a reflection of
falling food and energy prices mirroring mostly global developments and of relatively subdued
domestic cost pressures.
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In Turkey, following a robust increase over the past year, economic activity contracted by 0.5% in
quarterly terms in the second quarter of 2014, driven by broad-based weakness across components.
For the remainder of the year, high frequency and leading indicators point towards a subdued
pace of growth. On the positive side, the momentum in industrial production and retail sales has
improved recently as the loosening of the monetary policy stance since May feeds into the economy.
On the negative side, the external financial conditions have deteriorated, while foreign demand has
weakened, reflecting subdued growth in the EU, escalating tensions in Iraq and softer demand from
Russia. Furthermore, inflation has remained elevated, thus eroding household purchasing power.

In Russia, economic growth remained anaemic in 2014. Real GDP grew by only 0.2% quarter
on quarter in the second quarter of 2014, driven by a noticeable decline in private consumption.
The escalation of the conflict with Ukraine, which led to tightening financial conditions, funding and
trade restrictions, accelerating inflationary pressure and heightened uncertainty, hampered growth
in the second half of the year. The recent fall in oil prices is adding pressure to the economy, which
is already constrained by substantial structural rigidities, with potentially negative implications for
investment in energy-related projects. Consumer price inflation has continued to climb and reached
8.3% year on year in October, which is considerably above the central bank’s target of 4% (with
a tolerance interval of £1.5 percentage points). These developments mainly reflected the rouble’s
sharp depreciation and rising food prices, triggering the central bank to further tighten its monetary
policy stance through a series of increases in its main interest rate during the year, up to 9.5% in
November in 2014 (+400 basis points since the start of the year).

EMERGING ASIA

The gradual decline in GDP growth in China recorded since late 2013 continued in the third quarter.
Consumption and trade were the main growth drivers, while the contribution from investment
weakened, mainly reflecting a slowdown in housing investment and a moderation in credit growth.
China’s housing market, although still deteriorating, is showing signs of a tentative stabilisation.
The pace of decline in both housing activity and prices abated at the start of the fourth quarter
following the enactment of a number of accommodating measures by central and local authorities
over recent months, such as a lowering of deposit requirements and purchasing restrictions.
Moreover, ongoing urbanisation and strong income growth continue to provide support.

Economy-wide price pressures are on a downward path and hovering near two-and-a-half-year lows,
reflecting tepid demand and overcapacity in heavy industry. In particular, PPI inflation has been in
negative territory for 32 months, which is the longest period since 1997. In line with low inflation,
the People’s Bank of China lowered its benchmark lending and deposit rates on 21 November 2014
for the first time since July 2012. In keeping with the authorities’ goal to limit the rise in economy-
wide leverage, credit flows have continued to moderate, in particular owing to stricter supervision
over shadow banking activity. Possibly reflecting this build-up of debt, non-performing loans have
been steadily rising since 2012 and soared in the third quarter of this year. However, at about 1% of
outstanding loans, they are still extremely low from a historical perspective.

Turning to other emerging Asian economies, the economic recovery remains gradual, following a
period of subdued growth, as the slowdown of the Chinese economy over recent months particularly
affected many export-oriented countries in the region.

In India, confidence since the election of the new government remains high and stock markets
continue to surge. The favourable economic sentiment is in line with the growth in GDP of 6%
year on year (at market prices) in the third quarter of 2014. As a big net commodity importer, India
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benefits from falling commodity prices, while its service-driven exports are less affected by the
current weakness in global demand for manufactured goods. Inflation has also been coming down
sharply over the course of the year as a result of falling food and energy prices, and tight fiscal and
monetary policy.

In Indonesia, the improvement in economic sentiment related to the election of the new president
has not yet translated into improved economic performance, and GDP growth remained weak in
the third quarter of 2014 at 1.2% quarter on quarter, mainly owing to sluggish external demand
conditions. After a sharp decrease in the first eight months of the year, inflation accelerated against
the backdrop of the recent cut in fuel subsidies by the new government. In response to the rise
in fuel prices, Indonesia’s central bank decided to increase its policy rate by 25 basis points to
7.75%. In Korea, GDP growth improved slightly in the third quarter of 2014 (0.9% quarter on
quarter), as consumption benefited from monetary and fiscal stimulus measures. However, subdued
demand from China along with a weak Japanese yen has had an impact on Korea’s exports, which
contracted in the third quarter, creating uncertainty with respect to Korea’s export-driven recovery.
As consumer price inflation remains low, the Bank of Korea decided to further cut interest rates
by 25 basis points in October.

LATIN AMERICA

The slowdown in growth in Latin America continued into the second half of the year, while
the divergent trends in the region have become more pronounced. Developments mainly reflect
substantial domestic weaknesses, which are partially associated with lower commodities prices and
higher production costs, but also with substantial imbalances in some important economies.

Brazil faces an environment of low growth and high inflation. After two quarters of negative
growth, real GDP expanded only by 0.1% quarter on quarter in the third quarter of 2014, supported
by government consumption and investment, whereas private consumption continued to worsen.
The substantial tightening of the monetary policy stance, softer external demand, weak confidence
and policy uncertainties have weighed on growth. At the same time, inflationary pressures have
intensified in recent months, exceeding the 6.5% upper-bound of the inflation target, driven
to a significant extent by the depreciation of the exchange rate. Together with high inflation
expectations, this prompted the central bank to further increase the monetary policy interest rate to
11.25% in October (+25 basis points).

Argentina is currently in a recessionary phase. According to the monthly economic activity indicator,
real output declined by -0.2% year on year in September 2014. Elevated domestic imbalances, high
inflation and a weak fiscal position are hampering growth. Lower demand from Brazil, one of the
Argentina’s key trading partners, and increased uncertainty after it technically defaulted on its
foreign bonds at the end of October have both placed an additional burden on the economy.

By contrast, in Mexico, activity is recovering from a sharp slowdown in 2013, while benefitting
from strengthened US demand, expansionary fiscal policy and low interest rates. Real GDP growth
stood at 0.5% quarter on quarter in the third quarter, down from 1% in the previous quarter.
The loss of momentum was mostly associated with weaknesses in both the industry and services
sectors, whereas agricultural output improved. Nonetheless, the government is intensifying its
efforts to implement the substantial package of structural reforms introduced since 2013 that are
aimed at boosting growth in the years ahead. Annual consumer price inflation picked up in recent
months, reaching 4.3% in October 2014, driven mainly by agricultural and energy prices.
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1.4 EXCHANGE RATES

From early September to 3 December 2014
the euro depreciated against the currencies of
most of the euro area’s main trading partners.
Movements in exchange rates were largely
related to developments in expectations about
future monetary policy, as well as to adjustments
in market expectations regarding the economic
outlook for the euro area relative to other major
economies. On 3 December 2014 the nominal
effective exchange rate of the euro, as measured
against the currencies of 20 of the euro area’s
most important trading partners, stood at 1.8%
below its level at the beginning of September
and 3.9% below its level one year earlier
(see Chart 5 and Table 3).

However, the overall downward movement
of the euro’s effective exchange rate over the
review period masks some diverging patterns
in the bilateral exchange rate of the euro vis-
a-vis currencies outside the EU. In bilateral
terms, since early September the euro has
weakened against the US dollar (by 6.1%) and,

Chart 5 Nominal effective exchange rates

of the euro, the US dollar and the Japanese yen

(daily data; index: Q1 1999 = 100)
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Notes: The nominal effective exchange rate of the euro is
calculated against the currencies of 20 of the most important
trading partners of the euro area. The nominal effective exchange
rates of the US dollar and the Japanese yen are calculated against
the currencies of 39 of the most important trading partners of the
United States and Japan.

to a much lesser extent, against the pound sterling. By contrast, it appreciated considerably against
the Japanese yen (by 7.5%) following the announcement of the expansion of the Quantitative and
Qualitative Monetary Easing programme by the Bank of Japan at the end of October. During that
period the euro also appreciated against most currencies of commodity-exporting countries and

Table 3 Euro exchange rate developments

(daily data; units of currency per euro; percentage changes)

Weight in the effective Change in the exchange rate of the euro
exchange rate of the euro as at 3 December 2014 with respect to

\ (EER-20) | 1 September 2014 3 December 2013
EER-20 -1.8 -39
Chinese renminbi 18.7 -6.1 -8.4
US dollar 16.8 -6.1 9.2
Pound sterling 14.8 -0.5 -4.9
Japanese yen 72 7.5 5.7
Swiss franc 6.4 -0.3 -2.1
Polish zloty 6.2 -1.2 -1.0
Czech koruna 5.0 -0.4 0.6
Swedish krona 4.7 0.9 4.6
Korean won 39 33 -4.6
Hungarian forint 32 24 1.3
Danish krone 2.6 -0.1 -0.2
Romanian leu 2.0 0.7 -0.8
Croatian kuna 0.6 0.8 0.5
Source: ECB.

Note: The nominal effective exchange rate is calculated against the currencies of 20 of the most important trading partners of the euro area.
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a number of currencies of emerging market
economies in Asia, with the notable exception
of the Chinese renminbi, against which it
weakened by 6.1%. Meanwhile, since early
September, the euro strengthened by 33.5%
vis-a-vis the Russian rouble.

As far as the currencies of other EU Member
States are concerned, the exchange rate of
the euro has strengthened over the past three
months against the Swedish krona (by 0.9%),
the Croatian kuna (by 0.8%) and the Romanian
leu (by 0.7%), but weakened against the
Hungarian forint (by 2.4%) and the Polish
zloty (by 1.2%). The Lithuanian litas and
the Danish krone, which are participating in
ERM II, have remained broadly stable against
the euro, trading at, or close to, their respective
central rates.

With regard to indicators of the international
price and cost competitiveness of the euro area,
in November 2014 the real effective exchange
rate of the euro based on consumer prices was

(monthly/quarterly data; index: Q1 1999 = 100)
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Notes: the real effective exchange rates of the euro are calculated
against the currencies of 20 of the most important trading partners
of the euro area. The series are deflated by the Consumer Price
Index (CPI), unit labour costs in the total economy (ULCT),
the GDP deflator (GDP) and the Producer Price Index (PPI),
respectively.

4.0% below its level one year earlier (see Chart 6). This decline reflects both the depreciation of the
nominal effective exchange rate, as well as slightly lower consumer price inflation in the euro area

relative to its main trading partners.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONEY AND MFI CREDIT

Information available for the third quarter and October 2014 provides confirmation of the continued
subdued growth of underlying money and credit dynamics in a low inflation environment. At the
same time, M3 growth has recovered somewhat following the trough observed in April. In addition,
signs of a turning point in loan dynamics in the second quarter (particularly as regards loans
to non-financial corporations) have been confirmed. In this context, the decline in uncertainty
following the completion of the ECB’s comprehensive assessment and the most recent monetary
policy measures are expected to support banks’ incentives to provide loans, as well as the pass-
through of favourable bank funding conditions to lending conditions. As regards other counterparts
of M3, money creation in the euro area was supported in the third quarter and October by a
further decline in longer-term financial liabilities and a reduction in the dampening impact of
contractions in credit. MFIs’ accumulation of net external assets continued to be the main source
of money creation in the euro area in annual terms, albeit the pace of that accumulation declined.
Contractions in MFIs’ main assets strengthened again in October, driven mainly by stronger
contractions in non-stressed countries.

The annual growth rate of M3 continued to recover, standing at 2.5% in October, up from 2.0% in
the third quarter and 1.1% in the second quarter (see Chart 7 and Table 4). Developments in annual
M3 growth reflected money-holders’ continued preference for monetary liquidity in the presence
of very low interest rates. The very low levels of remuneration for monetary assets meant that
money-holders continued to prefer overnight deposits to other deposits contained in M3, supporting
the robust annual growth observed for M1. At the same time, risk-return considerations may have
led investors searching for yield to shift some of their monetary assets into less liquid instruments
outside M3 with higher levels of remuneration, such as investment funds.

Loans to general government declined further in
the third quarter, but at a slower rate. Similarly,
loans to the non-financial private sector continued
to display subdued dynamics in both the third

(percentage changes; adjusted for seasonal and calendar effects)

quarter and October, but their rate of contraction = M3 (annual growthrate)
. Do e M3 (three-month centred moving average
declined further. This gives further support to the of the annual growth rate)
assessment that loan dynamics reached a turning ===" M3 (six-month annualised growth ratc)
point in the second quarter, particularly for loans 4 L

to non-financial corporations. Such a turnaround ~ ,
would be consistent with the historical lead-lag
relationship between sectoral MFI loans and the 10
business cycle. In addition, lending to the private
sector is expected to benefit from the reduction
of uncertainty following the completion of the 6
ECB’s recent comprehensive assessment, as
well as the implementation of the non-standard
monetary policy measures announced in June 2
and September. The latter comprise, in particular,
targeted longer-term refinancing operations
(TLTROs), the asset-l?acked securities purchase -21999 T o s o o oh s 2
programme and the third covered bond purchase

programme. Those measures are aimed at

Source: ECB.
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(quarterly figures are averages; adjusted for seasonal and calendar effects)

Outstanding amounts Annual growth rates
as a percentage 2013 2014 2014 2014 2014 2014
of M3V Q4 Q1 Q2 Q3 Sep. Oct.
M1 56.7 6.4 6.0 5.3 5.8 6.2 6.2
Currency in circulation 9.4 4.1 6.0 5.6 5.7 6.0 5.6
Overnight deposits 473 6.9 6.0 52 5.8 6.2 6.3
M2-M1 (=other short-term deposits) 37.1 -1.2 2.4 -2.1 -1.7 -1.6 -2.1
Deposits with an agreed maturity
of up to two years 16.0 -6.3 -6.8 -5.4 -4.3 -3.9 -4.9
Deposits redeemable at notice
of up to three months 21.0 33 1.4 0.7 0.3 0.3 0.2
M2 93.8 3.1 2.4 2.1 2.6 3.0 2.7
M3-M2 (=marketable instruments) 6.2 -17.1 -13.1 -12.4 -6.8 -4.4 -1.0
M3 100.0 1.5 1.2 1.1 2.0 2.5 2.5
Credit to euro area residents -1.2 -1.9 -2.3 -1.9 -1.6 -1.3
Credit to general government 0.1 -0.2 -1.3 -1.5 -0.5 -0.1
Loans to general government -6.7 -4.0 -2.6 -1.0 -0.7 -1.3
Credit to the private sector -1.6 2.3 2.5 -2.0 -1.9 -1.7
Loans to the private sector 22 2.3 -1.9 -1.5 -1.2 -1.1
Loans to the private sector adjusted
for sales and securitisation? -1.8 -2.0 -1.5 -0.9 -0.6 -0.5
Longer-term financial liabilities
(excluding capital and reserves) -3.6 =34 -3.4 -3.4 -3.7 -4.8
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.

improving banks’ funding conditions and ability to lend, but they will need some time to feed through
to lending volumes. Likewise, the October 2014 bank lending survey provides further indications of
a turnaround in loan dynamics, with banks reporting gradual improvements in lending conditions for
euro area firms and households, as well as a recovery in loan demand.

MFIs’ accumulation of net external assets continued to be the main source of annual money creation
in the euro area in the third quarter and October, albeit the pace of that accumulation declined.
In the 12 months to October the net external asset position of the euro area MFI sector increased by
€306 billion, down from a peak of €413 billion in the 12 months to July. The decline in longer-term
financial liabilities (excluding capital and reserves) also continued to support money creation in the
third quarter and strengthened further in October. By contrast, banks continued to increase their
capital in the third quarter and October, leading to further inflows for capital and reserves.

Contractions in MFIs’ main assets strengthened again in October. Specifically, MFIs” main assets
decreased by €119 billion in the three months to October, compared with a decline of €21 billion
in the previous three months. This stronger contraction was driven mainly by larger declines in
non-stressed countries. Looking at the various types of asset, the contraction in main assets mostly
reflected a significant decline in interbank lending and a reduction in bank credit to the private
sector, which were partly offset by increases in credit to general government.

Overall, monetary developments for the period to October confirmed the general weakness
of money and credit dynamics in a low inflation environment, while there have been signs of a
turnaround since the second quarter of 2014.
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MAIN COMPONENTS OF M3

Annual M3 growth in the third quarter and
October continued to be driven mainly by _ ‘

developments in M1. The very low levels of grflg:';ii percentage changes; adjusted for seasonal and calendar
remuneration for monetary assets continued to i

mean that money-holders preferred overnight - other short-term deposits

deposits to other deposits contained in M3. The wee marketable instruments

ongoing shift into overnight deposits suggests
that anecdotal reports of negative rates being
charged on large corporate deposits have not
yet led customers to move significant amounts
of funds into term deposits with very short
maturities. Hence, narrow money (i.e. Ml)
was the only component to make a positive
contribution to annual M3 growth (see Chart 8).
The negative contribution made by other
short-term deposits (i.e. M2 minus M1) stabilised
in the third quarter, before becoming more
negative in October. By contrast, the negative  -20
contribution made by marketable instruments
(i.e. M3 minus M2) continued to moderate.

2004 2006 2008 2010 2012 2014
Source: ECB.

Looking at the individual components of M3, the annual growth rate of M1 increased further on a
quarterly basis, standing at 5.8% in the third quarter and 6.2% in October, up from 5.3% in the second
quarter (see Table 4). That reflected a pick-up in overnight deposits, which in the third quarter was
due mainly to deposits by households (and, to a lesser extent, non-financial corporations). In October
non-monetary financial intermediaries other than insurance corporations and pension funds
(i.e. OFIs) also contributed to those inflows. Meanwhile, the annual growth rate of currency in
circulation remained broadly stable at 5.7% in the third quarter, compared with 5.6% in the second
quarter, before standing at 5.6% in October. Growth in other short-term deposits weakened, with
negative annual growth rates of -1.7% and -2.1% being recorded in the third quarter and October
respectively, while the annual growth rate of marketable instruments continued to become less
negative, rising from -12.4% in the second quarter to -6.8% in the third quarter and -1.0% in October.

As regards other short-term deposits, outflows of short-term time deposits (i.e. deposits with an
agreed maturity of up to two years) picked up again in October, with the annual growth rate of
those deposits standing at -4.9% (compared with -4.3% in the third quarter and -5.4% in the second
quarter). The annual growth rate of short-term savings deposits (i.e. deposits redeemable at notice
of up to three months) declined further, standing at 0.2% in October and 0.3% in the third quarter
(down from 0.7% in the second quarter). These overall developments continued to be driven largely
by the exceptionally low returns relative to other forms of investment with longer maturities,
while the very low levels of remuneration for monetary assets meant that money-holders preferred
overnight deposits to other deposits contained in M3 (particularly in October).

As regards developments in marketable instruments, the annual rate of change of repurchase
agreements stood at 4.6% in the third quarter, up from -5.8% in the second quarter, before
increasing further to stand at 10.2% in October. The annual rate of change of money market fund
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shares/units also increased markedly, standing

at -4.8% in the third quarter, up from -9.2%

in the second quarter, before turning positive

to stand at 1.0% in October. By contrast, the E:?Ifleﬂsi percentage changes; adjusted for seasonal and calendar
annual rate of change of the money-holding — non-financial corporations

sector’s holdings of short-term MFI debt - households o

securities (i.e. securities with an original T Mnancial intermediaries

maturity of up to two years) remained strongly

negative, standing at -26.6% in the third quarter
and -21.8% in October, up from -30.7% in the
second quarter. Risk-return considerations and
heightened liquidity preferences are likely to
have led investors to reduce their reallocation
of funds from M3 to assets with higher levels
of remuneration. This notwithstanding, levels
of remuneration for marketable instruments
included in M3 still remain low, suggesting that
investors’ search for yield continues to be an 1~~~ =~~~ = |,
important driver, albeit less so than in previous 2004 2006 2008 2010 2012 2014
quarters. At the same time, regulatory incentives  Source: ECB.

in the context of Basel III continue to encourage e

banks to broaden their deposit-based funding,

contributing to weak issuance of MFI debt securities. Likewise, longer-term funds obtained via the
September TLTRO are likely to have been used, in part, to replace these bank funding sources.

The annual growth rate of total M3 deposits — which comprise all short-term deposits and repurchase
agreements — increased to 2.3% in the third quarter, up from 1.7% in the second quarter, before
rising further to stand at 2.5% in October (see Chart 9). Households continued to make the largest
contribution to that growth rate, albeit the annual growth rate of M3 deposits held by households
remained subdued by historical standards (standing at 2.1% in October). In contrast, the annual
growth rate of M3 deposits held by non-financial corporations declined to 4.8% in October, down
from 5.9% in the second and third quarters (albeit remaining at a high level). Both households
and non-financial corporations continued to reallocate funds within M3 deposits, moving them into
overnight deposits — the most liquid component of M3 deposits. This probably reflected both a
general preference for higher liquidity in a low interest rate environment and potential uncertainty
on the part of firms regarding their access to financing (particularly on account of regulatory
requirements in the context of Basel III concerning credit lines). In October, by contrast, the quality
of the monthly increase in M3 deposits was different from that observed in previous months, as it
stemmed mainly from increases in deposits held by non-monetary financial intermediaries, whereas
developments in the M3 deposits of households and non-financial corporations mainly reflected
reallocation within M3 in the form of shifts towards more liquid components.

MAIN COUNTERPARTS OF M3

As regards the counterparts of M3, the stronger outflows observed for longer-term financial
liabilities contributed to M3 growth in the third quarter and October, as did a reduction in the
dampening impact of contractions in credit. At the same time, the support given to annual broad
money growth by external sources of money creation declined in the period under review.
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The annual rate of change of MFI credit to general government declined further in the third quarter
(standing at -1.5%, down from -1.3% in the second quarter), but then recovered to stand at -0.1% in
October (see Table 4).

Meanwhile, the annual growth rate of MFI credit to the private sector continued its gradual recovery,
standing at -1.7% in October, up from -2.0% in the third quarter and -2.5% in the second quarter.
Looking at its components, the annual rate of change of securities other than shares remained strongly
negative, standing at -8.0% in October, compared with -7.8% in the third quarter and -8.1% in the
second quarter. The annual growth rate of shares and other equity increased to 2.5% in October, up
from 2.1% in the third quarter and 0.1% in the second quarter. When adjusted for loan sales and
securitisation, the annual rate of change of loans to the private sector increased to -0.5% in October, up
from -0.9% in the third quarter and -1.5% in the second quarter. From a sectoral perspective, the annual
growth rate of loans to households increased slightly further in the third quarter and October, thereby
remaining modestly positive, whereas the annual growth rates of loans to non-financial corporations
and loans to non-monetary financial intermediaries remained in negative territory (albeit they also
increased). Developments in all three sectors were broadly based across euro area countries.

The annual growth rate of MFI loans to households (adjusted for loan sales and securitisation)
has remained broadly stable in recent quarters (albeit increasing marginally), standing at 0.6%
in October, compared with 0.5% in the third quarter and 0.4% in the second. The sum of the flows
for consumer credit and other lending to households remained broadly unchanged in the third
quarter and October. By contrast, lending for house purchase made a positive contribution in the
third quarter and October. This is consistent with indications from the bank lending survey and
house price developments suggesting a gradual strengthening in the housing loan market.

The annual rate of change of MFI loans to non-financial corporations (adjusted for loan sales
and securitisation) recovered further (albeit remaining in negative territory), standing at -1.6%
in October, up from -2.1% in the third quarter and -2.7% in the second. This reflected a further
increase in the contribution made by loans with short maturities. From a longer-term perspective,
the developments observed for loans to non-financial corporations in October are consistent with
the assessment that there was a turning point in the annual dynamics of such loans in the second
quarter of 2014, while at the same time showing a stabilisation of monthly flows at small but
negative values (particularly for stressed countries).

More generally, both supply and demand factors continue to weigh on euro area bank lending, albeit
with considerable cross-country heterogeneity. Fragmentation of financial markets along national
lines continues to contribute to the elevated borrowing costs suffered by the non-financial sectors
of some countries, thereby dampening private sector spending and capital expenditure. In addition,
deleveraging needs in the private sector may also be weakening demand for credit in several
countries. Finally, against the backdrop of limited access to bank financing in some countries, firms
have increasingly resorted to alternative sources of funding — such as internal funds and, for larger
non-financial corporations, direct access to capital markets (see Section 2.6).

Turning to the other counterparts of M3, the annual rate of change of MFIs’ longer-term financial
liabilities (excluding capital and reserves) declined further to stand at -4.8% in October, down from
-3.4% in both the second and third quarters (see Chart 10). That ongoing contraction in MFIs’
longer-term financial liabilities provides additional support for M3 growth, particularly as
regards shifts from longer-term deposits to overnight deposits. At the same time, that reduction in
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Notes: M3 is shown for reference only (M3 = 14+2+3-4+5).
Longer-term financial liabilities (excluding capital and reserves)
are shown with an inverted sign, since they are liabilities of the
MFTI sector.

longer-term MFI debt securities reflects banks’ reduced funding needs in the context of deleveraging,
as well as incentives to shift to longer-term Eurosystem funds available through the TLTROs.

MFIs’ net external assets recorded more subdued inflows of €28 billion in the third quarter and
€10 billion in October (see Chart 11). Those smaller inflows — which followed a series of large
inflows since mid-2012 — reduced the support provided to money growth. The net external asset
position of euro area MFIs captures the capital flows of the money-holding sector where they are
routed via MFIs, as well as transfers of assets issued by the money-holding sector. Thus, those
flows reflect the weakening of investors’ preference for euro area assets, as supported by surveys of
investors conducted in recent months. (For details of recent developments in the euro area balance
of payments, see Box 1.)

GENERAL ASSESSMENT OF MONETARY LIQUIDITY CONDITIONS

The weak developments observed for M3 between end-December 2013 and October 2014 have
led, overall, to further declines in the monetary liquidity accumulated in the euro area prior to
the financial crisis, while pointing to some increases in real monetary liquidity in recent months
(see Charts 12 and 13). Some indicators of monetary liquidity monitored by the ECB suggest
that the excess liquidity accumulated prior to the crisis has been significantly reduced. Monetary
liquidity conditions in the euro area appear to be more balanced at present than they have been in
the past. Nevertheless, it should be recalled that these indicators need to be interpreted with caution,
since the assessment of equilibrium money holdings is surrounded by considerable uncertainty.

Overall, underlying money and credit growth recovered in the third quarter, but remained weak.
Broad money growth has strengthened since the spring, supported by a continued preference for
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Chart 12 Estimates of the nominal money
gap"

(as a percentage of the stock of M3; adjusted for seasonal and
calendar effects; December 1998 = 0)
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1) The nominal money gap is defined as the difference between
the actual level of M3 and the level of M3 that would have
resulted from constant M3 growth at its reference value of 4/2%
since December 1998 (taken as the base period).

2) Estimates of the magnitude of portfolio shifts into M3 are
constructed using the general approach discussed in Section 4
of the article entitled “Monetary analysis in real time”, Monthly
Bulletin, ECB, Frankfurt am Main, October 2004.

Chart 13 Estimates of the real money gap"

(as a percentage of the stock of real M3; adjusted for seasonal
and calendar effects; December 1998 = 0)
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1) The real money gap is defined as the difference between the
actual level of M3 deflated by the HICP and the deflated level of
M3 that would have resulted from constant nominal M3 growth
at its reference value of 442% and HICP inflation in line with the
ECB’s definition of price stability, taking December 1998 as the
base period.

2) Estimates of the magnitude of portfolio shifts into M3 are
constructed using the general approach discussed in Section 4

of the article entitled “Monetary analysis in real time”, Monthly
Bulletin, ECB, Frankfurt am Main, October 2004.

monetary liquidity, stronger declines in longer-term financial liabilities and a reduction in the
dampening impact of contractions in credit. Subdued growth in credit to the private sector continued
to reflect both cyclical and structural demand factors, as well as tight supply conditions in a
number of countries. Nonetheless, data for the period to October provide confirmation of a turning
point in the second quarter, particularly as regards loans to non-financial corporations. From a
medium-term perspective, a key prerequisite for a sustained recovery in lending to the private sector
is the restoration of banks’ risk-taking capacity and the return of private sector demand for bank
credit. Such a recovery will be facilitated by the decline in uncertainty following the completion
of the ECB’s comprehensive assessment and the most recent monetary policy measures, which are
aimed at supporting banks’ incentives to provide loans, as well as the pass-through of favourable
bank funding conditions to lending conditions for the private sector.

RECENT DEVELOPMENTS IN THE FINANCIAL ACCOUNT OF THE EURO AREA BALANCE OF PAYMENTS

This box analyses developments in the financial account of the euro area balance of payments up
to the third quarter of 2014. The underlying data have been compiled in accordance with the new
guidelines introduced in the sixth edition of the IMF’s Balance of Payments and International
Investment Position Manual (BPM6). In October 2014 the ECB started publishing data compiled
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in line with the BPM6 on the euro area balance of payments and international investment position,
covering the period from January 2013." In the first three quarters of 2014 the current account
surplus of the euro area was mirrored by aggregate net financial outflows of around €200 billion.
These outflows were largely accounted for by net outflows from other investment (mainly
deposits and loans) of €177 billion and net outflows from financial derivatives of €25 billion,
while the combined direct and portfolio investment balance was close to zero (see the table).

The combined direct and portfolio investment balance switched from net outflows of €49 billion
in the first three quarters of 2013 to a net inflow of €1 billion in the first three quarters of
2014. This was driven by portfolio investment flows, which turned from net outflows of
€27 billion to net inflows of €63 billion. In the first three quarters of 2014 foreign investors
showed strong interest in euro area equity and investment fund shares, with net purchases of
€236 billion compared with net purchases of €128 billion over the same period in 2013. At the
same time, investment by euro area residents in foreign equity and investment funds declined
from €125 billion to €97 billion. Euro area cross-border investment activity in debt securities
increased substantially, on both the asset and the liability side. Euro area investors expanded
their net purchases of foreign debt instruments from €82 billion in the first three quarters of 2013
to €217 billion in the first three quarters of 2014, while foreign investors’ net purchases of euro
area debt securities rose from €52 billion to €142 billion driven by net acquisitions of euro area
long-term debt securities.

(EUR billions; non-seasonally adjusted data)

Three-month cumulated figures Nine-month cumulated figures
2014 2014 2013 2014
June September September September

Assets | Liabilities| Balance|Assets| Liabilities Balance Assets Liabilities| Balance Assets| Liabilities | Balance

Financial account” 82.8 37.5 283.3 202.4
Combined direct and
portfolio investment 127.7 162.6  -34.9 136.1 83.7 524 510.8 462.1 48.7 341.7 342.6 -1.0
Direct investment -24.9 -29.1 42 433 242  19.1 303.7 281.7 219 272 -34.9 62.0
Portfolio investment 152.6 191.7  -39.1 92.8 59.5 333 2072 180.4 26.8 314.5 3775  -63.0
Equity and investment
fund shares 65.0 1104 453 14.1 63.1 -49.0 1249 128.1 -32 973 2358 -138.5
Debt securities 87.5 81.3 6.3 78.7 -3.7 823 823 52.3 30.0 217.2 141.7 75.5
Long-term 71.5 60.8 10.7 53.5 16.6  36.8 74.6 -0.2 74.8 163.4 137.8 25.7
Short-term 16.0 20.4 -44 252 -203 455 77 525 -448 538 39 49.8
Other investment 47.7 -54.0 101.7 11.1 282 -172 -6.0  -215.1 209.1 299.0 121.8 1772
Net financial derivatives 15.6 3.4 21.1 24.9
Reserve assets 0.3 -1.2 4.4 1.3
Of which: MFIs
Direct investment 43 2.3 2.1 3.6 1.1 25 2.0 6.1 -8.1 137 1.9 11.8
Portfolio investment 9.5 29.6 -20.1 39.7 38.7 1.0 -19.6 -33.7 140 394 95.7  -56.3
Equity and investment
fund shares -6.2 203  -265 83 20.5 -12.2 355 -12.2 47.7 -12.9 555  -68.5
Debt securities 15.7 9.3 6.4 314 182 132 -55.1 -21.5 -33.7 523 40.1 12.2
Other investment 58.1 -22.5 80.6 11.1 43.0 -319 -51.6 -197.9 146.4 213.1 91.5 121.6
Source: ECB.

Note: Figures may not add up, owing to rounding.
1) Positive values of assets (liabilities) flows refer to net acquisitions by euro area residents (non-euro area residents) of financial
instruments issued by non-euro area residents (euro area residents). Balance refers to asset flows minus liability flows.

1 See http://www.ecb.europa.eu/stats/external/bpm6/html/index.en.html for further details.
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Net outflows from other investment declined
from €209 billion in the first three quarters
of 2013 to €177 billion in the first three
quarters of 2014. The direction of flows . cquity and investment fund shares
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and euro area other investment holdings 150 150
respectively and instead expanded their
cross-border positions substantially. This is
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cross-border transactions in the euro area MFI
sector. In the first three quarters of 2014 the
increase in the net external asset position of
euro area MFIs had a positive impact on euro 0
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The combined direct and portfolio investment balance recorded net outflows of €52 billion
in the third quarter of 2014, compared with net inflows of €35 billion in the previous quarter
(see the chart). This shift was driven by portfolio investment turning into net outflows and an
increase in net outflows from direct investment. Within portfolio investment, net inflows into
equity and investment fund shares increased slightly, rising from €45 billion to €49 billion.
However, both euro area and foreign investors reduced their cross-border net purchases of
equity securities in the third quarter. At the same time, net outflows from debt securities
increased substantially, to €82 billion (from €6 billion in the second quarter), as foreign
investors became net sellers of euro area short-term debt securities and substantially slowed
the pace of their net acquisitions of long-term debt instruments. Euro area investors expanded
their net purchases of short-term debt securities abroad from €16 billion to €25 billion,
while reducing their net acquisitions of long-term debt instruments abroad from €72 billion
to €54 billion. The resulting net outflows from short-term debt instruments possibly reflect
declining yields in euro area money markets.

In the third quarter of 2014 non-euro area residents increased their net purchases of equity and
debt securities issued by euro area MFIs to €39 billion, while euro area MFIs expanded their net
acquisitions of foreign securities, providing a further indication of a gradual normalisation in the
euro area MFI sector. Other investment flows switched to net inflows in the third quarter, as euro
area MFTs slowed the pace of their expansion of holdings abroad and foreign investors increased
their holdings of deposits and loans with euro area MFIs.
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2.2 FINANCIAL INVESTMENT OF THE NON-FINANCIAL SECTORS AND INSTITUTIONAL INVESTORS

The annual growth rate of financial investment by the non-financial sectors increased slightly in
the second quarter of 2014. Weak economic conditions and subdued developments in disposable
income partly explain the weak growth in financial investment. The annual growth rate of financial
investment by insurance corporations and pension funds rose in the second quarter of 2014.
In the third quarter, investment funds continued to register significant inflows, particularly in the
bond market.

NON-FINANCIAL SECTORS

In the second quarter of 2014 (the most recent quarter for which integrated euro area accounts
data are available) the annual growth rate of total financial investment by the non-financial sectors
increased slightly to stand at 1.6%, up from 1.5% in the first quarter of the year (see Table 5).
Weak economic conditions and subdued developments in disposable income partly explain the
weak growth in financial investment. A breakdown by financial instrument shows that the annual
growth rate of investment in debt securities (excluding financial derivatives) declined somewhat in
the second quarter.

A breakdown by sector (see Chart 14) reveals that the annual growth rate of investment in financial
assets by households and non-financial corporations weakened in the second quarter, while the
annual growth rate of financial investment by the general government sector increased further.
Detailed information on developments in the financial flows and balance sheets of the non-financial
private sector is provided in Sections 2.6 and 2.7.

Outstanding amount Annual growth rates
as a percentage of | 2011 2012 2012 2012 2012 2013 2013 2013 2013 2014 2014
financial assets” Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2

Financial investment 100 2.4 2.4 2.3 2.4 23 23 2.0 1.9 1.5 1.5 1.6
Currency and deposits 24 3.1 4.1 3.5 3.6 3.5 26 29 29 24 27 28
Debt securities, excluding
financial derivatives 5 2.8 1.1 09 -04 -54 -78 -10.0 -108 -10.0 -8.0 -85
of which: short-term 0 146 13.6 155 150 -74 -156 -208 -252 -17.7 -83 -6.0
of which: long-term 4 .5 -03 -08 -21 -52 -68 -85 -89 91 -79 -87
Shares and other equity,
excluding mutual fund shares 30 34 35 3.0 2.8 2.1 23 1.6 1.5 0.8 0.3 0.4
of which: quoted shares 6 2.1 2.8 3.4 0.9 0.5 0.3 2.0 2.1 1.8 1.2 -09
of which: unquoted shares
and other equity 25 38 37 30 32 24 27 1.5 14 06 0.1 0.7
Mutual fund shares 4 9.0 -66 -56 -3.1 0.3 1.8 34 3.6 2.7 1.9 3.5
Insurance technical reserves 16 2.1 1.8 1.9 2.0 24 2.6 2.7 2.8 2.8 2.8 2.9
Other? 21 2.8 1.5 22 24 35 42 39 33 29 28 3.0
M3 1.6 28 30 28 35 25 24 20 1.0 1.0 1.6
Source: ECB.

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

2) Other financial assets comprise loans and other accounts receivable, which in turn include trade credit granted by non-financial
corporations.

3) End of quarter. The monetary aggregate M3 includes monetary instruments held by euro area non-MFTIs (i.e. the non-financial sectors
and non-monetary financial intermediaries) with euro area MFIs and central government.
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Chart 14 Financial investment of
non-financial sectors

Chart I5 Financial investment of insurance
corporations and pension funds

(annual percentage changes; contributions in percentage points)
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INSTITUTIONAL INVESTORS

The annual growth rate of financial investment
by insurance corporations and pension funds
rose to 3.6% in the second quarter of 2014, up
from 3.0% in the previous quarter (see Chart 15).
The breakdown by financial instrument reveals
that this positive annual growth rate was driven
mainly by investment in debt securities and
mutual fund shares.

Investment fund data, which are already available
for the third quarter of 2014, reveal a quarterly
inflow of €173 billion for euro area investment
funds other than money market funds. This inflow
was €25 billion lower than in the previous quarter.
A breakdown of transactions by type of investment
shows that the inflow for bond funds totalled
€73 billion, which was about €17 billion higher
than in the previous quarter, thereby accounting
for the majority of the total quarterly inflow for
euro area funds in the third quarter. Inflows for
equity funds and mixed funds stood at €25 billion
and €54 billion respectively, with money market
funds experiencing modest inflows of €14 billion
in the third quarter (see Chart 16).
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Chart 16 Net annual flows into money
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2.3 MONEY MARKET INTEREST RATES

Money market interest rates declined somewhat further overall between end-August and early
December 2014 following the Governing Council’s decisions in September, with those declines
being interrupted only temporarily by volatility around month-end. Meanwhile, excess liquidity
declined, as a reduction in outstanding open market operations was only partially offset by slightly
reduced absorption by autonomous factors.

Unsecured money market interest rates declined overall between end-August and early
December 2014, with the one-month, three-month, six-month and twelve-month EURIBOR
falling by 5, 8, 9 and 11 basis points respectively to stand at 0.02%, 0.08%, 0.18% and 0.33%
on 3 December. The largest declines in unsecured money market rates followed the Governing
Council’s meeting on 4 September, when a decision was taken to lower the ECB’s key interest
rates and purchase non-financial private sector assets. Following those declines, unsecured money
market rates exhibited very little volatility during the remainder of the review period (see Chart 17).
The spread between the twelve-month and one-month EURIBOR — an indicator of the slope of the
money market yield curve — decreased slightly over the review period, standing at around 31 basis
points on 3 December.

The interest rates implied by the prices of three-month EURIBOR futures contracts maturing in
December 2014 and March, June and September 2015 also decreased slightly relative to the levels
observed at the end of August, declining by around 4-6 basis points to stand at around 0.08% for
all maturities on 3 December (see Chart 19). Market uncertainty, as measured by implied volatility
derived from short-term options on three-month EURIBOR futures, decreased slightly following
the decisions taken by the Governing Council on 4 September, but returned to the levels seen at

(percentages per annum; spread in percentage points; daily data) (percentages per annum; daily data)
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Chart 19 Three-month interest rates

and futures rates in the euro area

Chart 20 Implied volatilities with constant
maturities derived from options on
three-month EURIBOR futures

(percentages per annum; daily data)
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Note: Three-month futures contracts for delivery at the end of
the current and next three quarters as quoted on Liffe.

end-August by the end of the review period
(see Chart 20). The three-month EONIA swap
rate was slightly negative for most of the review
period, with the largest declines being seen after
the Governing Council’s September meeting.
It turned slightly positive in October owing to
declining excess liquidity, but it then became
slightly negative again, standing at just below
zero on 3 December. Thus, the spread between
the three-month EURIBOR and the three-month
EONIA swap rate stood at 8 basis points on
3 December, down 8 basis points from the level
observed prior to 4 September (see Chart 18).

The EONIA fluctuated within a narrow band
around zero during the review period, being
affected by the prevailing levels of excess
liquidity. Declines in excess liquidity were
observed in both September and October, leading
to small increases in the EONIA. Those small
increases were then reversed as excess liquidity
started to increase again, with the EONIA turning
slightly negative again (see Chart 21). Spikes in
the EONIA were observed around month-end
owing to increased liquidity demand.
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Chart 21 ECB interest rates

and the overnight interest rate
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The ECB continued to provide liquidity through refinancing operations with maturities of one week
and three months. All of these operations were conducted as fixed rate tender procedures with full
allotment. Moreover, on 18 September the ECB conducted its first targeted longer-term refinancing
operation (TLTRO), in which €82.6 billion was allotted (see also Box 2).

The period between the beginning of the ninth maintenance period of the year (i.e. 10 September)
and 3 December was characterised by a decline in excess liquidity, mostly owing to a reduction in
outstanding open market operations. The decline in outstanding open market operations stemmed
mostly from continuing early repayment of the three-year longer-term refinancing operations
(LTROs) and was only partially offset by the first TLTRO and slightly reduced absorption
by autonomous factors. Excess liquidity fluctuated between €70.9 billion and €159.1 billion,
averaging €111.3 billion in the period under review (down from €130.9 billion in the previous
three maintenance periods). On 3 December excess liquidity stood at €115.7 billion. Daily recourse
to the deposit facility averaged €27.7 billion, while current account holdings in excess of reserve
requirements averaged €83.8 billion and recourse to the marginal lending facility averaged
€0.2 billion. Thus far, counterparties have voluntarily repaid €719.8 billion of the €1,018.7 billion
obtained in the two three-year LTROs.

LIQUIDITY CONDITIONS AND MONETARY POLICY OPERATIONS IN THE PERIOD FROM 13 AUGUST
TO 11 NOVEMBER 2014

This box describes the ECB’s monetary policy operations during the reserve maintenance
periods ending on 9 September, 7 October and 11 November 2014, i.e. the eighth, ninth and
tenth maintenance periods of the year.

On 4 September 2014 the ECB lowered the interest rate on the main refinancing operations
(MROs) by 10 basis points, to 0.05%, with effect from the operation to be settled at the start
of the ninth maintenance period, i.e. on 10 September. At the same time, the interest rates on
the marginal lending facility and the deposit facility were lowered by 10 basis points, to 0.30%
and -0.20% respectively. In addition, on 4 September the Governing Council introduced the
new covered bond purchase programme (CBPP3) and the asset-backed securities purchase
programme (ABSPP). On 2 October 2014 the ECB decided on the key operational details of the
programmes, with purchases of covered bonds to commence in the second half of October and
purchases of asset-backed securities to commence in the fourth quarter of 2014.

During the period under review the MROs continued to be conducted as fixed rate tender
procedures with full allotment. The same procedure remained in use for the three-month
longer-term refinancing operations (LTROs). The interest rate in each LTRO operation was fixed
at the average of the rates on the MROs over the respective LTRO’s lifetime. On 18 September
the first of a series of targeted longer-term refinancing operations (TLTROs) was conducted.
These operations are conducted as fixed rate tender procedures with full allotment and the rate is
fixed over the life of the operation at the MRO rate prevailing at the time of take-up, plus a fixed
spread of 10 basis points.
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Liquidity needs
In the period under review the aggregate daily liquidity needs of the banking system, defined as

the sum of autonomous factors and reserve requirements, averaged €579.6 billion, which was
€33.3 billion less than the daily average in the previous review period (i.e. the period from 14 May

Eurosystem liquidity situation

Tenth Ninth Eighth
13 Aug. to 14 May to maintenance maintenance maintenance
11 Nov. 12 Aug. period period period
Liabilities — liquidity needs (averages; EUR billions)
Autonomous liquidity factors 1,561.4 (+3.2) 1,558.2 1,577.2 (+17.1) 1,560.1  (+17.2) 1,542.9 (-17.3)
Banknotes in circulation 9723  (+12.7) 959.6 973.6 (+2.3) 971.3 (-0.5) 971.8 (+4.1)
Government deposits 73.8  (-29.9) 103.7 76.1 (-2.3) 784  (+12.2) 66.2 (-26.2)
Other autonomous factors 5153 (+20.4) 494.9 527.5  (+17.2) 510.4 (+5.5) 504.9 (+4.8)
Monetary policy instruments
Current accounts 196.3 (-9.6) 205.9 188.3 (-4.4) 192.6 (-17.5) 210.1 (-0.1)
Minimum reserve requirements 105.4 (+0.9) 104.5 105.7 (+0.4) 105.3 (+0.1) 105.2 (+1.5)
Deposit facility 27.1 (+1.6) 25.5 31.0 (+6.7) 243 (-1.0) 252 (+0.6)
Liquidity-absorbing fine-tuning
operations 0.0 (-47.1) 47.1 0.0 (+0.0) 0.0 (+0.0) 0.0 (+0.0)
Assets — liquidity supply (averages; EUR billions)
Autonomous liquidity factors 1,087.5 (+37.4) 1,050.2 1,095.4 (+10.1) 1,085.3 (+5.4) 1,079.9 (+8.3)
Net foreign assets 5546 (+12.7) 541.9 562.0 (+9.9) 552.1 (+4.3) 547.8 (+0.2)
Net assets denominated in euro 5329 (+24.7) 508.2 533.5 (+0.3) 533.2 (+1.2) 532.0 (+8.1)
Monetary policy instruments
Open market operations 697.4  (-42.2) 739.6 701.1 (+9.3) 691.8 (-6.6) 698.4 (-25.1)
Tender operations provided 502.7  (-28.4) 531.1 507.7  (+10.5) 497.1 (-4.9) 502.1 (-19.2)
MROs 1023 (-18.6) 121.0 95.2 (-3.7) 98.9 (-15.8) 114.7 (+8.1)
Special-term refinancing
operations 0.0 (-13.0) 13.0 0.0 (+0.0) 0.0 (+0.0) 0.0 (+0.0)
Three-month LTROs 258 (-7.6) 334 26.3 (+1.6) 24.7 (-1.7) 26.4 (-5.7)
Three-year LTROs 330.1  (-80.8) 410.8 303.6  (-28.6) 3322 (-28.8) 361.0 (-21.6)
Targeted LTROs 445  (+44.5) 0.0 82.6 (+41.3) 413 (+41.3) 0.0 (+0.0)
Outright portfolios 1947  (-13.8) 208.5 193.4 (-1.3) 194.7 (-1.7) 196.3 (-5.8)
First covered bond purchase
programme 31.9 (-3.1) 35.0 30.9 (-1.3) 322 (-0.7) 329 (-0.5)
Second covered bond
purchase programme 13.6 (-0.5) 14.1 13.4 (-0.3) 13.6 (-0.2) 13.8 (-0.1)
Third covered bond purchase
programme 1.1 (+1.1) 0.0 2.8 (+2.8) 0.0 (+0.0) 0.0 (+0.0)
Securities Markets Programme 148.1  (-11.3) 159.4 146.3 (-2.5) 148.8 (-0.8) 149.6 (-5.2)
Asset-backed securities
purchase programme 0.0 (+0.0) 0.0 0.0 (+0.0) 0.0 (+0.0) 0.0 (+0.0)
Marginal lending facility 0.2 (+0.0) 0.2 0.3 (+0.1) 0.2 (+0.0) 0.2 (-0.1)
Other liquidity-based information (averages; EUR billions)
Aggregate liquidity needs 579.6  (-33.3) 612.9 587.7 (+7.2) 580.5  (+12.0) 568.5 (-25.4)
Autonomous factors 4741  (-34.3) 508.3 482.0 (+6.9) 4751  (+11.9) 463.2 (-25.7)
Excess liquidity 117.8 (-9.0) 126.8 1133 (+1.9) 111.4 (-18.6) 130.0 (+0.4)
Repayment of three-year LTROs" 75.2  (-10.0) 85.2 23.5 (-16.4) 39.9 (+28.0) 11.9 (-23.6)
Interest rate developments (percentages)
MROs 0.08  (-0.10) 0.18 0.05  (+0.00) 0.05 (-0.10) 0.15  (+0.00)
Marginal lending facility 033 (-0.18) 0.51 0.30  (+0.00) 0.30 (-0.10) 0.40  (+0.00)
Deposit facility -0.17  (-0.10) -0.07 -0.20  (+0.00) -0.20 (-0.10) -0.10  (+0.00)
EONIA average 0.002  (-0.099) 0.101 -0.003  (+0.002) -0.005  (-0.021) 0.016  (-0.022)
Source: ECB.

Note: Since all figures in the table are rounded, in some cases the figure indicated as the change relative to the previous period does not
represent the difference between the rounded figures provided for the two periods (differing by €0.1 billion).
1) For the repayments of the three-year LTROs the sum in EUR billions is used instead of the average.
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to 12 August 2014).! Autonomous factors declined significantly, falling by €34.3 billion to stand
at an average of €474.1 billion, while reserve requirements increased marginally, by €0.9 billion,
to stand at an average of €105.4 billion (see the table).

The change in average autonomous factors resulted from the combined effect of changes in
several individual components. Among the liquidity-providing factors, net assets denominated
in euro increased by €24.7 billion to stand at an average of €532.9 billion, having increased by
€30.3 billion in the previous period. This reflected, among other things, a reduction in foreign
official institutions’ euro-denominated deposits with the Eurosystem. The introduction of a
negative deposit facility rate and the further rate cut in September has led some foreign official
institutions to further reduce their cash holdings with Eurosystem central banks.

Among the liquidity-absorbing factors, banknotes in circulation increased by €12.7 billion to an
average of €972.3 billion. The pace of the increase slowed compared with the previous review
period, partly as a result of lower seasonal demand for banknotes after the tourism activities over
the summer period. Government deposits declined, falling by €29.9 billion to stand at an average
of €73.8 billion. As the introduction of a negative deposit facility rate also affected government
deposits held with the Eurosystem, national treasuries tried increasingly to invest their excess
liquidity at positive interest rates in the market, but were not always able to achieve this goal.

The volatility of autonomous factors declined slightly, albeit from relatively high levels.
The weekly estimates, which are published together with the announcement of the MROs, ranged
between €451.7 billion and €500.9 billion, compared with a range between €451.7 billion and
€532.1 billion in the previous period. This volatility was due primarily to fluctuations in other
autonomous factors and government deposits. The traditional volatility of government deposits
owing to tax cycles was compounded by the aforementioned attempts by treasuries and customers
of Eurosystem reserve management services to invest more of their holdings in the market.

Weekly forecasts of autonomous factors showed an average absolute error of €4.8 billion, which
constitutes a decline from the average absolute error of €6.7 billion in the previous review period.
While the average forecast error declined, the range of the weekly forecast errors increased,
ranging between -€6.6 billion and €16.2 billion. Both the decline in the average absolute error
and the increase in the range can be attributed mainly to the forecasts of government deposits,
which exhibited an average absolute error of €4.9 billion. While the precision of forecasts of
government deposits increased on average, it remained difficult to anticipate the investment
activities of treasuries in an environment in which short-term money market rates were often
negative, particularly after the ECB cut interest rates further in September. Other autonomous
factors also contributed, recording an average absolute error of €3.0 billion.?

Liquidity provision

The average amount of liquidity provided through open market operations declined by
€42.2 billion, to €697.4 billion, in the period under review. This decline was a result of the
combined effect of the repayments of the three-year LTROs and a decline in the average take-up

1 All comparisons are relative to the previous period, unless otherwise indicated.

2 Average forecast errors for individual components of autonomous factors will not add up to the average forecast error for total
autonomous factors, as some autonomous factors will be netted out, e.g. changes to components related to the quarter-end revaluation
of the balance sheet.
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in the MROs, which was partially offset by an increase in liquidity provision through the first
TLTRO. Liquidity provided through tender operations averaged €502.7 billion, which constituted
a decline of €28.4 billion in comparison with the previous review period.

The average amount of liquidity provided through the weekly MROs declined by €18.6 billion,
to €102.3 billion, as some counterparties switched part of their borrowing from the MROs
to the TLTRO. The weekly amount allotted remained volatile, fluctuating between a high of
€131.8 billion on 26 August and a low of €82.5 billion on 14 October, as banks adjusted their
demand in line with developments in liquidity and money market conditions.

The repayments of the three-year LTROs continued at an average pace of €5.8 billion per week,
which was slightly slower than in the previous period (€6.3 billion). By the end of the period
under review total repayments had reached €697.0 billion, corresponding to 70% of the total
amount borrowed and to 133% of the initial net injection of liquidity. Weekly repayments
continued to fluctuate, with a peak settlement of €19.9 billion on 24 September, as some
counterparties switched to obtaining funding under the first TLTRO.

Outright portfolios declined on average by €13.8 billion, mainly as a result of the maturing
of government bonds in the Securities Markets Programme portfolio. Purchases of covered
bonds under the CBPP3 started on 20 October — i.e. only towards the end of the review period.
On average over the review period, covered bond purchases released liquidity amounting
to €1.1 billion and the amount settled under the CBPP3 at the end of the review period stood
at €7.4 billion.

Excess liquidity

Excess liquidity declined by €9 billion, averaging €117.8 billion in the period under review,
compared with €126.8 billion in the previous review period. Daily current account holdings
in excess of reserve requirements declined by €10.5 billion, to an average of €90.9 billion,
while the use of the deposit facility increased by €1.6 billion, to €27.1 billion, on average.
After declining steadily since the beginning of 2013, excess liquidity has fluctuated around
a level of approximately €120 billion since March 2014. In the ninth maintenance period
of 2014 excess liquidity fell slightly lower to an average of €111.4 billion — the lowest level
recorded since the settlement of the first three-year LTRO at the end of 2011. Excess liquidity
fluctuated significantly, in particular in the ninth maintenance period, driven mainly by volatility
in autonomous factors and the fluctuations in the amounts allotted in the MROs. In the ninth
maintenance period the low recorded in government deposits coincided with a high take-up in the
MRO, which was related to the quarter-end, leading to a peak in excess liquidity at €159 billion.
At times excess liquidity temporarily fell below €100 billion, with a low of €77 billion recorded
on 23 September.

Regarding the disposition of excess liquidity, on average over the review period counterparties
held 23% of their excess liquidity in the deposit facility and 77% was held in the form of excess
reserves. As excess reserves (i.e. average current account holdings in excess of minimum
reserve requirements) have also been charged the negative rate on the deposit facility since June,
counterparties should be indifferent to the form in which excess liquidity is held. However,
for some counterparties technical and operational aspects may make current accounts more
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convenient, while for other counterparties operational and regulatory aspects favour the use of
the deposit facility. During the course of the review period the share of excess liquidity held in
the deposit facility increased from 19% to 27%, owing to both higher average use of the deposit
facility and a decline in current account holdings.

Interest rate developments

The EONIA rate averaged 1.6 basis points in the eighth maintenance period, prior to the cut in
ECB interest rates which took effect on 10 September, compared with 10.1 basis points in the three
preceding maintenance periods. It fluctuated between a high of 10.1 basis points on 13 August
and a low of -0.4 basis point on 28 August, reflecting fluctuations in excess liquidity. Following
the cut in the interest rates on the MROs, the deposit facility and the marginal lending facility,
the EONIA rate recorded a negative average value for the first time in the ninth maintenance
period (-0.5 basis point) and the tenth maintenance period (-0.3 basis point), and reached a new
low of -4.5 basis points on 3 October. Volatility was very limited: except for end-of-month
spikes, the EONIA remained within a relatively narrow range, fluctuating between 2.2 basis
points on 24 September and -4.5 basis points on 3 October.

2.4 BOND MARKETS

Between end-August and early December 2014, long-term AAA-rated euro area government
bond yields declined, following some weak economic data for the euro area and general market
uncertainty over the outlook for global growth. Long-term government bond yields in the
United States and Japan declined less, amid some volatility. Long-term government bond yields in
stressed euro area countries increased around the middle of October, reflecting both uncertainty
about the outlook for global growth and country specific news, but the increases were later reversed
in most of the countries. Investor uncertainty about near-term developments in the bond market
exhibited large fluctuations over the review period, leading to a slight decline in the euro area and
an increase in the United States and Japan.

Between the end of August and 3 December 2014, AA A-rated ten-year euro area government bond
yields declined by around 16 basis points, to 0.9% (see Chart 22). Over the same period, ten-year
government bond yields in the United States and Japan declined less, standing at around 2.3%
and 0.4% respectively on 3 December. Shorter-term AAA-rated euro area government bond yields
remained broadly unchanged at slightly negative levels, with the result that the slope of the term
structure, as measured by the gap between the ten-year and the two-year yield, decreased by around
15 basis points over the review period.

AAA-rated long-term bond yields in the euro area increased slightly in the first part of September.
This increase was immediately reversed following some weak economic data for the euro area, and
for the rest of the period the AAA-rated long-term bond yields exhibited a slightly declining trend.
The largest declines in these bond yields occurred around the middle of October, following further
weak economic data for the euro area and some country-specific news, as well as general market
concerns about global growth. By contrast, long-term bond yields in stressed euro area countries
increased following these events but the increases had been reversed in most affected countries by
the end of the review period.
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Source: Bloomberg.
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for German and US ten-year government bond prices. It is
based on the market values of related traded options contracts.
Bloomberg uses implied volatility of the closest-to at-the-money

strikes for both puts and calls using near-month expiry futures.

Long-term bond yields in the United States increased in the first part of the review period following
a general improvement in economic data and some market expectations of a faster pace of monetary
policy tightening in the United States. Thereafter, US long-term bond yields decreased from
mid-September until mid-October, with the largest decreases occurring in the middle of October.
These decreases took place against a background of market concerns about global growth and
market expectations of a slower pace of monetary policy tightening. Towards the end of the review
period, long-term US bond yields started to increase again following some positive US economic
data, thereby ending the period at levels only slightly lower than those of end-August. The decisions
taken by the Federal Open Market Committee, first to further reduce the pace of its asset purchases
by USD 10 billion in September and later to conclude its asset purchases in October, were expected
by the market and did not have a significant effect on long-term bond yields in the United States.
Long-term bond yields in Japan decreased slightly during the review period. The decision by
the Bank of Japan on 31 October to considerably expand its monetary easing only had a slight
downward impact on long-term yields in Japan, even though the decision was seen as unexpected
by most market participants.

Investor uncertainty about near-term developments in the bond market, as measured by the implied
volatility extracted from bond options with a short maturity, exhibited large fluctuations over the
review period in both the euro area and the United States, with the largest increase taking place
around the middle of October, reflecting the above-mentioned market concerns about global growth
(see Chart 23). Overall, however, implied volatility in the euro area bond markets was below its
end-August level by early December, standing at around 3.9%. In contrast, implied volatility in the
United States ended the review period at a higher level, standing at around 4.9% on 3 December.
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Implied volatility also increased in Japan, with increases taking place around the end of October,
when the Bank of Japan announced a considerable expansion of its monetary easing, and with
further increases taking place following negative real GDP figures for the third quarter of 2014.

Euro area real bond yields, as measured by the yields on inflation-linked government bonds,
increased during the review period. Real five-year and ten-year bond yields increased by around
0.12% and 0.03%, to stand at levels around -0.55% and -0.29% respectively. The long-term forward
real interest rate increased in the first days of September, reflecting a slight increase in long-term
nominal interest rates. Subsequently, the increase was reversed, with the result that, over the period
as a whole, the long-term forward real interest rate decreased by around 0.05%, to stand at around
-0.04% (see Chart 24).

Financial market indicators of long-term inflation expectations, calculated as the spread
between corresponding nominal and inflation-linked bonds, decreased over the review period.
On 3 December break-even inflation rates stood at around 0.7% at the five-year maturity horizon
and at around 1.2% at the ten-year maturity horizon. The five-year forward break-even inflation
rate five years ahead also decreased somewhat during the review period and stood at around 1.7%
on 3 December (see Chart 25). The less volatile long-term forward break-even inflation rates
calculated from inflation-linked swaps also declined, standing at around 1.8% at the end of the
period. Currently, market participants consider the risk of an inflation rate higher than 2% to be
relatively small and in consequence the market price for inflation risk, as included in market-based
indicators of long-term inflation expectations, is very low from a historical perspective. Moreover,
the recent increase in the supply of bonds linked to euro area inflation has added to the downward
pressure on market-based measures of inflation expectations. Survey-based measures of inflation
expectations for the horizon six to ten years ahead currently point to an inflation rate of 1.9%.

(percentages per annum; five-day moving averages of daily data; (percentages per annum; five-day moving averages of daily
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Between end-August and 3 December, the term
structure of implied forward overnight interest
rates in the euro area remained broadly
unchanged for short maturities while shifting
downwards for medium to longer-term maturities
(see Chart 26). Specifically, longer-term implied

(percentages per annum; daily data)
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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
government bond yields.

of October.

2.5 EQUITY MARKETS

Between the end of August and early December 2014, stock prices exhibited volatile movements,
influenced by some mixed economic data across economic areas and general market uncertainty
about global growth. Euro area stock prices increased overall, owing to a recovery in the last part
of the review period. US stock prices also recorded a net gain, supported by positive US economic
data releases. Equity prices in Japan increased sharply following the decision by the Bank of Japan
to considerably expand its monetary easing.

Stock prices in the euro area, as measured by the broad-based Dow Jones EURO STOXX index,
increased by around 3% between the end of August and 3 December. Stock prices in the United States,
as measured by the Standard & Poor’s 500 index, increased by around 4%, while equity prices in
Japan, as measured by the Nikkei 225 index, increased significantly, by around 15% (see Chart 27).

Developments in euro area stock markets were characterised by two different periods. Euro area
stock prices exhibited a protracted downward trend from early September. The largest declines
took place around the middle of October, amid disappointing economic data releases for the euro
area, country-specific news and general market concerns about global growth, and euro area stock
prices reached their lowest level since September 2013. Thereafter, amid a decline in financial
market uncertainty, euro area equity prices increased to levels well above those prevailing at the
end of August.
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The performance of stock prices in the
different euro area economic sectors was
mixed during the review period (see Table 6),
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concerns about global growth. In the last part of

the review period, stock prices in the United States recovered markedly, and ended the period well
above the levels prevailing at the end of August. This increase followed a general improvement in
economic data, for example positive US data for real GDP growth and labour market conditions.
The sectoral performance of stock prices in the United States was positive in most sectors, with the
largest increases seen in the healthcare sector and the utility sector. The largest declines were in the
oil and gas sector and in the telecommunications sector.

Equity prices in Japan recorded the largest advances of the three economic areas over the review
period, gaining by around 15%. In line with the developments in the euro area and the United States,
stock prices in Japan decreased during October owing to concerns about global growth. They then
recovered markedly following the decision by the Bank of Japan on 31 October to expand its

(percentages of end-of-period prices)

EURO Basic| Consumer | Consumer | Oil and | Financial| Health-| Industrial| Tech- Tele-| Utility
STOXX | materials| services goods gas care nology | communi-
cations

Share of sector in market capitalisation (end-of-period data)

100.0 9.7 6.9 16.9 5.8 23.9 5.5 14.9 52 49 63
Price changes (end-of-period data)
Q32013 10.1 4.7 8.2 6.5 7.3 18.9 -4.5 120 144 168 9.6
Q42013 7.3 9.5 7.1 3.4 0.9 12.5 6.0 7.5 7.2 6.8 43
Q12014 10.4 8.2 9.4 53 6.1 18.1 4.5 9.5 6.3 10.0 182
Q22014 0.9 3.6 -2.0 2.6 9.1 -3.6 2.8 09  -15 6.7 46
Q32014 -1.3 -3.4 -3.3 -5.6 -5.0 23 12.0 -4.7 4.8 -25  -03
Oct. 2014 -3.1 -1.0 -5.4 2.2 -5.8 -5.2 4.0 <14 -03 5.1 12
Nov. 2014 0.8 1.7 3.9 42 -154 -1.7 6.9 -3.2 9.3 10.1 5.9
29 Aug.14 — 03 Dec.14 2.7 4.1 5.7 6.8 -12.2 1.7 -0.2 1.9 32 133 24

Sources: Thomson Reuters and ECB calculations.
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monetary easing. Towards the end of the review period the Japanese stock prices experienced a
temporary decline following the release of negative real GDP growth figures for the third quarter
of 2014 and the announcement of new general elections, but they quickly recovered, ending the
review period markedly higher than the levels prevailing at the end of August.

Stock market uncertainty, as measured by implied volatility, increased in the euro area, the United
States and Japan. In the euro area and the United States stock market uncertainty spiked around
the middle of October following the sharp declines in stock prices on both sides of the Atlantic,
and reflecting the increased market uncertainty about global growth. Subsequently, to some extent
this increase was reversed, but, despite this reversal, stock market uncertainty in the euro area and
the United States increased over the review period as a whole, standing at around 16% and 11%
respectively on 3 December (see Chart 28). Stock market uncertainty in Japan also spiked around
the middle of October, but, contrary to developments in the other two economic areas, continued to
increase, ending the review period at a markedly higher level of 22%.

Available data on the corporate earnings of the financial and non-financial euro area corporations
included in the Dow Jones EURO STOXX index show that actual earnings, which are computed
over the previous 12 months, shifted from a decline of around 3% at end-August to an increase
of around 2% by end-November 2014. In November market participants expected companies’
earnings per share to grow by 16% over the next 12 months. Market participants forecasted long-
term (five-year) growth in earnings per share to be around 12% per annum (see Chart 29).

(percentages per annum; five-day moving averages of daily data) (percentages per annum; monthly data)
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Sources: Thomson Reuters and ECB calculations.

Notes: Expected earnings growth of corporations on the
Dow Jones EURO STOXX index for the euro area and on the
Standard & Poor’s 500 index for the United States.

1) “Short-term” refers to analysts’ earnings expectations 12 months
ahead (annual growth rates).

2) “Long-term” refers to analysts’ earnings expectations three to
five years ahead (annual growth rates).
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2.6 FINANCIAL FLOWS AND THE FINANCIAL POSITION OF NON-FINANCIAL CORPORATIONS

Between July and October 2014, the real cost of financing for non-financial corporations in the
euro area declined slightly. This reflected a decline in the real cost of both equity and short-term
bank loans, which more than compensated for an increase in the real cost of market-based debt
and long-term bank loans. In the third quarter of 2014, credit standards for loans to non-financial
corporations eased in net terms. This was the second time since the second quarter of 2007 that a
net easing in credit standards was observed. The overall flow of external financing to non-financial
corporations is estimated to have stabilised in the autumn, while remaining weak. This weakness
reflects both a decline in the net redemptions of MFI loans to non-financial corporations and a
decrease in the net issuance of securities by firms.

FINANCING CONDITIONS
From July to October 2014 the real cost of external financing for non-financial corporations in
the euro area — as calculated by weighting the costs of different types of financing on the basis
of the respective amounts outstanding and correcting them for valuation effects — decreased
slightly, by 4 basis points, and stood at 3.5%
in October 2014 (see Chart 30). Developments
in the overall index reflected a decrease of
12 basis points in the real cost of equity and of
8 basis points in short-term lending rates. Both
the real cost of market debt and the long-term
lending rates increased, by 12 and 11 basis
points respectively. The data available for
November 2014 suggests that both the real
cost of equity and the real cost of market debt
declined.

(percentages per annum; monthly data)

= overall cost of financing

----- real short-term MFI lending rates
====real long-term MFI lending rates
—— real cost of market-based debt
----- real cost of quoted equity

Looking in more detail at the components of
external financing, in the period from July to
October 2014, MFIs’ nominal interest rates on
loans to non-financial corporations declined.
The decline was slightly more pronounced in
the case of long-term loans (i.e. loans with an
initial rate fixation period of over five years),
the rates for which declined by 35 basis points
over the review period. Meanwhile, nominal
interest rates on new small loans (of up to

€1 million) with shorter periods of initial rate
fixation declined by 31 basis points, while those
on large loans (of over €1 million) declined by
18 basis points (see Table 7). Over this period,
the spreads between lending rates on small
and large loans declined by 12 basis points for
loans with shorter initial rate fixation periods
and increased by 12 basis points for loans with
an initial rate fixation period of more than
five years.

0 T T T T T T T
1999 2001 2003 2005 2007 2009 2011 2013

Sources: ECB, Thomson Reuters, Merrill Lynch and Consensus
Economics Forecasts.

Notes: The real cost of external financing of non-financial
corporations is calculated as a weighted average of the cost of bank
lending, the cost of debt securities and the cost of equity, based
on their respective amounts outstanding and deflated by inflation
expectations (see Box 4 in March 2005 issue of the Monthly
Bulletin). The introduction of the harmonised MFI lending rates at
the beginning of 2003 led to a break in the statistical series. 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).
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(percentages per annum; basis points)

Change in basis points
up to October 2014"
Q3 Q4 Q1 Q2 Sep. Oct. July July Sep.
2013 2013 2014 2014 2014 2014 2013 2014 2014

MFI interest rates on loans
Bank overdrafts to non-financial corporations 3.86 3.79 3.78 3.71 3.52 3.42 -42 -17 -10
Loans to non-financial corporations
of up to €1 million
with a floating rate and an initial rate fixation

of up to one year 3.75 3.78 3.78 3.59 331 3.29 -56 -31 -2

with an initial rate fixation of over five years 3.26 3.27 3.29 3.11 2.84 2.82 -45 -24 -2
Loans to non-financial corporations of over
€1 million

with a floating rate and an initial rate fixation

of up to one year 2.15 2.29 2.25 2.09 1.89 1.81 -41 -18 -8

with an initial rate fixation of over five years 3.06 2.96 2.98 2.71 2.40 2.43 -63 -35 3
Memo items
Three-month money market interest rate 0.23 0.29 0.31 0.21 0.08 0.09 -14 -12 1
Two-year government bond yield 0.22 0.25 0.17 0.02 -0.10 -0.08 -26 -9 2
Seven-year government bond yield 1.42 1.58 1.21 0.87 0.57 0.51 -83 -29 -6
Source: ECB.

Note: Government bond yields refer to the euro area bond yields based on the ECB’s data on AAA-rated bonds (based on Fitch ratings),
which currently include bonds from Austria, Finland, France, Germany and the Netherlands.
1) Figures may not add up due to rounding.

From July to October 2014, euro area government bond yields and money market rates also
declined. Owing to a smaller decline in money market rates, spreads between short-term lending
rates on small and large loans vis-a-vis the three-month EURIBOR declined by 19 and 7 basis
points, respectively. The spread between long-term lending rates for large loans and the yield on
AAA-rated seven-year government bonds decreased by 7 basis points, while the spread between
long-term lending rates for small loans and sovereign bond market rates increased by 5 basis points.

As concerns the survey evidence on supply and demand of bank loans to euro area non-financial
corporations, the October 2014 bank lending survey for the third quarter of 2014 showed that credit
standards for loans to non-financial corporations eased in net terms for the second time since the
second quarter of 2007 (-2% of banks indicated that credit standards had tightened, compared with
-3% in the previous quarter).

Factors related to banks’ cost of funds and balance sheet constraints continued to contribute
slightly to an easing of credit standards for loans to enterprises in the third quarter of 2014. More
specifically, this was mainly driven by euro area banks’ liquidity position continuing to strengthen
and by the ongoing improvement in banks’ access to market funding, whereas banks’ capital
position had a marginally tightening impact. By contrast, banks’ risk perceptions concerning firms’
business outlook and macroeconomic uncertainty had a slight net tightening impact (2%, from -3%)
on credit standards for loans to enterprises in the third quarter, after a slight net easing impact
in the two previous quarters, consistent with the modest economic recovery. This reflected
deteriorations in banks’ previously more favourable expectations regarding the macroeconomic and
firm-specific outlook. Furthermore, banks’ assessment of the risk on collateral demanded had a
marginal tightening impact on credit standards. For details, see the box entitled “The results of the
euro area bank lending survey for the third quarter of 2014” in the November 2014 issue of the
Monthly Bulletin.
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Turning to market funding conditions, from July
to October 2014 the evolution of non-financial
corporations’ cost of market debt varied across

: . basis points; monthl *
corporate  bond rating categories. Spreads (7S points:monthlyaverages)

between bonds with higher ratings, such as A- — ?l‘:f‘t’_'lf::;":‘;;?)ed non-financial AA-rated bonds
and AA-rated corporate bonds and AAA-rated ... euro-denominated non-financial A-rated bonds

: : (left-hand scale)
govemment bond ylelds, marglnally narrowed, ==== euro-denominated non-financial BBB-rated bonds

while spreads on bonds with lower ratings (efthandscale)
(“high yields”) widened by 38 basis points oy eyietdbonds
(see Chart 31). More recent data on market-

based financing indicates that spreads on bonds

with lower ratings narrowed in November 2014. 5,

600 2,400

2,000

FINANCIAL FLOWS 400
The annual rate of change in earnings per
share of euro area non-financial corporations 300
increased from July to October 2014.
Specifically, the annual rate of change in the 200
earnings per share of listed euro area companies
was -0.7% in October 2014, up from -4.8% 100
in July 2014 (see Chart 32). Looking ahead,
based on indicators from market providers,
market participants expect the rate of change in )

) . ” Sources: Thomson Reuters and ECB calculations.
earnings per share to return to pOSlthC tCI'I'ltOI'y Note: Bond spreads are calculated vis-a-vis AAA-rated government
. . bond yields.
in the fourth quarter of this year.
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The overall flow of external financing to
non-financial corporations stabilised in the
autumn, following a period of contraction.
This improvement reflects a decline in the net
redemptions of MFI loans to non-financial = realised

corporations and a decline in the net issuance expected

of securities by firms (see Chart 33). However, % %
the level of non-financial corporations’ external 40 40
financing remains weak, mirroring the weakness

(annual percentage changes; monthly data)

in the economy, the continued deleveraging * *

needs of firms in a number of countries, 20 20

record-high cash holdings, and some persistent 10 o

financing supply constraints, notably in the case

of small and medium-sized enterprises (SMEs). 0 \/“"\/[J 0
10 -10

Adjusted for loan sales and securitisation, I ”

the annual growth rate of MFI loans to
non-financial corporations stood at -2.1% in  -30 30
the third quarter of 2014, up from -2.7% in the
previous quarter. In October 2014, the annual
growth rate increased further, to -1.6%. The  -50 —r———r——r——r——r—r———— -0
S 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

annual growth rate of debt securities issued

declined to 6.7% in the third quarter of 2014,

-40 -40

Sources: Thomson Reuters and ECB calculations.
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down from 8.6% in the previous quarter, while  [F&7FEae L STa e T
the growth rate of quoted shares remained | dof et il Tl En LD A
unchanged at moderate levels (see Table 8).

(annual percentage changes)

The reduction in the need to issue corporate —— Ll

eeees quoted shares
debt has partly been a consequence of the ==== debt securities
improvement in credit supply conditions and 35 35
the ample cash buffers. However, the weak loan “ i}‘ 0
demand and the recent developments in corporate _:"-.
debt issuance have also been driven by the weak 25 i 25
economic environment. Moreover, in absolute : '% o
terms, debt issuance remains concentrated in . f' : .
a few euro area countries, with access to bond ':3'.“.‘ : i s | P
markets in most cases being limited to large 10 ;WI‘ H .-'%-: / . H \ ,«': ",_“.' 10
firms with high ratings. SMEs are typically Sl \‘:‘;' 3 4 ‘-_.‘ ‘._ J H ;
too small to absorb the fixed costs associated e, w,“.,,.j}-' - \ v
with debt issuance in the financial market. As ~ 0f IR L AR v"\:\ sstel ()
a consequence, they are significantly more ] =

dependent on bank financing than large firms and 1999 2001 2003 2005 2007 2009 2011 2013
are therefore disproportionately affected by the  Source: ECB.

. . . . Note: Quoted shares are euro-denominated.
ongoing contraction in bank lending.

In the third quarter of 2014, the most severe contraction in MFI loans to non-financial corporations
was recorded for medium-term loans, i.e. those with an interest rate fixation period of over one

Table 8 Financing of non-financial corporations

(percentage changes; end of quarter)

Annual growth rates

2013 2013 2014 2014 2014
Q3 Q4 Q1 Q2 Q3
MFI loans -3.6 -3.0 -3.1 2.3 -2.0
Up to one year -3.1 -4.0 -4.9 -2.8 -1.4
Over one and up to five years -5.6 -5.6 -5.0 -3.3 =33
Over five years -3.2 -1.7 -1.6 -1.8 -1.9
Debt securities issued 10.0 8.1 7.8 8.6 6.7
Short-term 0.5 -9.0 9.1 -11.3 -10.0
Long-term, of which:" 11.0 9.7 9.5 10.5 8.2
Fixed rate 11.1 9.3 8.9 10.1 8.1
Variable rate 113 12.6 14.9 12.7 8.7
Quoted shares issued 0.1 0.2 0.6 0.6 0.6
Memo items?
Total financing 0.9 1.0 0.7 0.5 0.5
Loans to non-financial corporations -1.2 -1.9 -2.1 -2.0 -1.3
Insurance technical reserves® 12 12 1.1 12 14

Sources: ECB, Eurostat and ECB calculations.

Notes: Data shown in this table (with the exception of the memo items) are reported in money and banking statistics and in securities
issuance statistics. Small differences compared with data reported in financial accounts statistics may arise, mainly as a result of differences
in valuation methods. Data on MFI loans are not adjusted for sales and securitisation.

1) The sum of fixed rate and variable rate data may not add up to total long-term debt securities data because zero-coupon long-term debt
securities, which include valuation effects, are not shown.

2) Data are reported from quarterly European sector accounts. Total financing of non-financial corporations includes loans, debt securities
issued, shares and other equity issued, insurance technical reserves, other accounts payble and financial derivatives.

3) Includes pension fund reserves.
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and up to five years. Compared with the previous quarter, the pace of contraction moderated in the
case of short-term loans (i.e. those with an interest rate fixation period of up to one year), while it
increased slightly in the case of long-term loans (i.e. those with an interest rate fixation period of
more than five years). Issuance of debt securities by non-financial corporations has been skewed
towards instruments with longer maturities since 2007. This trend continued in September 2014,
with the share of long-term debt instruments issued by non-financial corporations increasing to
93% (up from 84% in 2007).

The October 2014 bank lending survey showed that net demand for loans on the part of non-financial
corporations (i.e. the difference between the sum of the percentages of banks reporting an increase
and that of banks reporting a decline in demand) recovered further in the third quarter of 2014 (6%, up
from 4% in the previous quarter). Financing needs related to debt restructuring and to mergers and
acquisitions were the main positive contributors to firms’ loan demand in the third quarter. Fixed
investment again contributed negatively to the developments in demand (see Chart 34). Euro area
banks expect a further net increase in demand for loans to enterprises in the fourth quarter of 2014.

The financing surplus of (or net lending by) non-financial corporations — i.e. the difference between
their internal funds (gross saving) and their gross capital formation, in relation to the gross value
added that they generated — decreased marginally, to 0.9%, in the second quarter of 2014, from 1.0%
in the previous quarter (see Chart 35). The decrease in the financing surplus mainly manifested
itself in a decline in net acquisitions of equity.

(annual percentage changes; net percentages) (four-quarter moving sum; percentages of gross value added)

mmm  fixed investment (right-hand scale) mmm  gross saving and net capital transfers
mmm  inventories and working capital (right-hand scale) mms  quoted equity issuance
=== mergers and acquisitions activity and corporate gross capital formation
restructuring (right-hand scale) messs  nCt acquisition of equity
mssm  debt restructuring (right-hand scale) wesse  debt financing
weess  internal financing (right-hand scale) e unquoted equity issuance
------ loans to non-financial corporations (left-hand scale) semma Nt acquisition of financial assets excluding equity
other

=-+= financing gap (right-hand scale)
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Q2 Q3 Q4 Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 QI Q2 2000 2002 2004 2006 2008 2010 2012
2011 2013 2014
Source: ECB. Source: Euro area accounts.
Notes: The net percentages refer to the difference between the Notes: “Debt financing” includes loans, debt securities and
percentage of banks reporting that the given factor contributed pension fund reserves. “Other” includes financial derivatives,
to an increase in demand and the percentage reporting that it other accounts payable/receivable netted out and adjustments.
contributed to a decrease. The variables on the right-hand scale Inter-company loans are netted out. The financing gap is the net

lending/net borrowing position, which is broadly the difference

are in net percentages.
between gross saving and gross capital formation.
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(percentages) (four-quarter moving sum; percentage of gross operating surplus)

== ratio of consolidated debt to GDP (left-hand scale) == gross interest payment burden (left-hand scale)
----- ratio of consolidated debt to total assets +++++ net interest payment burden (right-hand scale)
(right-hand scale)
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Sources: ECB, Eurostat and ECB calculations. Source: ECB.
Notes: Debt is reported on the basis of the quarterly European Note: The net interest payment burden is defined as the
sector accounts. It includes loans (excluding inter-company difference between interest payments and interest receipts of
loans), debt securities issued and pension fund reserves. non-financial corporations, in relation to their gross operating

surplus.

FINANCIAL POSITION

According to euro area integrated accounts data, the ratio of the debt of non-financial corporations
relative to GDP increased from 81.9% in the first quarter of 2014 to 82.4% in the second quarter
of 2014. Hence, the trend of gradual declines observed over the last couple of years came to a
halt. Overall, the pace of adjustment in non-financial corporations’ balance sheets from the peaks
recorded at the height of the financial crisis thereby slowed further, in part on account of the
persistent weakness of the economic recovery. In the second quarter of 2014, the debt-to-total assets
ratio declined marginally, from 27.8% to 27.7% (see Chart 36). As a result, the debt sustainability
of non-financial corporations continued to improve: their gross interest payment burden — in
relation to their gross operating surplus — declined to 9.9%, from 10.2% in the first quarter of 2014.
In net terms, the interest payment burden of non-financial corporations thus declined to 2.8% in the
second quarter of 2014, which is 0.1 percentage point lower than in the previous quarter and about
one third of the peak level recorded in the last quarter of 2008 (see Chart 37).

2.7 FINANCIAL FLOWS AND FINANCIAL POSITION OF THE HOUSEHOLD SECTOR

In the third quarter of 2014 euro area households’ financing conditions were characterised by
declining bank lending rates, although heterogeneity across countries and instruments continued
to be observed. However, developments in household borrowing volumes remained subdued,
reflecting several factors. These included the sluggish dynamics of households’ disposable
income, the high levels of unemployment, the weakness of housing markets, the need to correct
past excesses in terms of the accumulation of debt and uncertainty about economic prospects.
Nevertheless, estimates for the third quarter of 2014 suggest that the annual growth rate of total
loans to households increased marginally in that quarter, while the ratio of household debt to gross
disposable income is estimated to have stabilised.
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FINANCING CONDITIONS

The financing costs of euro area households

declined in the third quarter of 2014 and :

continued to vary depen dll’lg on the type (b;:lesriieelsiz;ges per annum; excluding charges; rates on new

and maturity of the loan and the COUIltI'y of == with a floating rate or an initial rate fixation period

origin. Looking at the individual components, of up to one year
int ¢ t 1 fe h hase with an initial rate fixation period of over one and
interest rates on loans for house purchase up to five years
declined relative to the levels recorded in the ==== with an initial rate fixation period of over five and

up to ten years
second quarter (See Chart 38) As regards the —— with an initial rate fixation period of over ten years
breakdown of mortgage financing costs by 6
maturity, interest rates on short and medium-
term loans (i.e. loans with floating rates or an
.. . . 5
initial rate fixation period of up to one year
and loans with an initial rate fixation period
of between one and five years) both declined 4

by 5 basis points. Interest rates on longer-term
loans with initial rate fixation periods of
between five and ten years and over ten years
declined by 10 basis points and 4 basis points
respectively relative to the levels recorded in the 2
second quarter. Further declines were observed
for all maturities in October 2014.

2
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Source: ECB.

As regards new consumer loans, interest rates on short-term loans (i.e. loans with an initial rate
fixation period of up to one year), medium-term loans (i.e. loans with an initial rate fixation period
of between one and five years) and long-term loans (i.e. loans with an initial rate fixation period of
over five years) all declined in the third quarter.

According to the October 2014 bank lending survey, the third quarter saw euro area banks report
net easing of credit standards applied to loans to households for house purchase (net easing of -2%,
compared with -4% in the previous quarter). Competitive pressures contributed to the net easing
of credit standards, with a re-emergence of risk-related concerns having a slight countervailing
effect. The survey suggests that credit standards applied to consumer credit and other lending
to households were also eased in net terms in the third quarter (-7%, compared with -2% in the
previous quarter). That further net easing for consumer credit and other lending to households at
the euro area level reflected declines in banks’ funding costs and balance sheet constraints, as well
as some competitive pressures, while masking a slight re-emergence of risk-related concerns. For
more details, see the box entitled “The results of the euro area bank lending survey for the third
quarter of 2014” in the November 2014 issue of the Monthly Bulletin.

FINANCING FLOWS

Having reached a historical low in the previous quarter, the annual growth rate of total loans to
households was slightly less negative in the third quarter of 2014, standing at -0.5%, up from -0.6%
in the second quarter. The slight increase seen in the annual growth rate in that quarter was due to a
less negative contribution by MFI loans for house purchase (see Chart 39).

The annual growth rate of total MFI loans to households adjusted for loan sales and securitisation
also increased marginally, standing at 0.5% in the third quarter, up from 0.4% in the second
quarter, thereby continuing the modest upward trend observed since the beginning of the year.
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(annual percentage changes; contributions in percentage points; (annual percentage changes; contributions in percentage points)
end of quarter)

mmm  MFT loans for consumer credit mmm  currency and deposits

wass MFT loans for house purchase wann debt securities, excluding financial derivatives
=== other MFI loans shares and other equity

— total MFI loans mesem  insurance technical reserves

----- total loans wessn  Other !

------ total financial assets
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Source: ECB. Sources: ECB and Eurostat.
Notes: Total loans comprise loans to households from all 1) Includes loans and other accounts receivable.

institutional sectors, including the rest of the world. For the third
quarter, total loans to households have been estimated on the
basis of transactions reported in money and banking statistics.
For information on differences between MFI loans and total
loans in terms of the calculation of growth rates, see the relevant
technical notes. Data on MFI loans are not adjusted for sales or
securitisation.

It then increased further to stand at 0.6% in October. Looking at the breakdown of MFI lending
by purpose, the annual growth rate of MFI lending for house purchase (not adjusted for loan sales
or securitisation) turned negative to stand at -0.1% in the third quarter, down from 0.2% in the
previous quarter, before falling to -0.2% in October. Consumer credit continued to decline in the
third quarter, albeit at a slower pace, with its annual growth rate standing at -1.5%, up from -2.0%
in the second quarter. In October the annual growth rate of consumer credit was 0.1%. The annual
growth rate of other lending (which includes lending to unincorporated businesses) became slightly
less negative, standing at -1.5% in the third quarter, up from -1.7% in the previous quarter, before
falling to -1.8% in October.

The persistently subdued developments in household borrowing reflect a number of factors, including
the sluggish dynamics of households’ disposable income, the high levels of unemployment, the
weakness of housing markets, the need to correct past excesses in terms of the accumulation of debt
and uncertainty about economic prospects. Looking ahead, the bank lending survey suggests that
banks expect a net increase in demand across all loan categories in the fourth quarter.

Turning to the asset side of the euro area household sector’s balance sheet, the annual growth rate
of total financial investment by households stood at 1.7% in the second quarter of 2014 (up from
1.6% in the previous quarter; see Chart 40). This was the result of reduced disinvestment in debt
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securities (excluding financial derivatives),
with the annual growth rate of such investment
standing at -10% in the second quarter. At the

. . tages
same time, the annual growth rate of investment ~ (Pereentees)
in currency and deposits remained stable at mmm  inferest payments as a percentage of gross
. K disposable income (right-hand scale)
2.4% in the second quarter, while the annual ... ratio of household debt to gross disposable income

(left-hand scale)

grOWth rate of mutual fund shares declined to ====ratio of household debt to GDP (left-hand scale)

1.7%, down from 2.0% in the previous quarter.

Overall, the ongoing deleveraging process, 110 45
the high levels of unemployment and the
weakness of the business cycle (all of which 100 R LS SLLTIIN O 0
hamper disposable income growth and force 90 35
households to dissave) are the main factors :
explaining the prolonged period of weak 80 |[|j." S
growth observed for households’ financial - 5
assets since mid-2010. |- .

60 LA+ FHT1T “==120
FINANCIAL POSITION 50 LA s
Household indebtedness remains at a high
level in the euro area. Specifically, the ratio 40 1.0

T T T T T
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of household debt to nominal gross disposable

; 13 0/ 1 Sources: ECB and Eurostat.
income stabilised at 96.5% in the second quarter Notes: Household debt comprises total loans to households
of 2014. Houscholds’ debt-to-GDP ratio also from all institutional sectors, including the rest of the world.

. . R Interest payments do not include the full financing costs paid by
stabilised, standing at 61.4% in the second households, as they exclude the fees for financial services. Data
quarter. Meanwhile, the household sector’s for the last quarter shown have been partly estimated.
interest payment burden declined further
to stand at 1.6% of total disposable income, which is the lowest level on record (see Chart 41).
Estimates for the third quarter of 2014 indicate that household indebtedness remained unchanged

in that quarter, while the household sector’s interest payment burden declined marginally further.
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3 PRICES AND COSTS

According to Eurostat’s flash estimate, euro area annual HICP inflation was 0.3% in November 2014,
dafier 0.4% in October. Compared with the previous month, this mainly reflects a stronger year-on-year
fall in energy prices and a somewhat lower annual increase in services prices. On the basis of information
available in mid-November, at the time the December 2014 Eurosystem staff macroeconomic projections
for the euro area were finalised, annual HICP inflation was foreseen to reach 0.5% in 2014, 0.7%
in 2015 and 1.3% in 2016. In comparison with the September 2014 ECB staff macroeconomic projections,
they have been revised significantly downwards, most substantially in 2015. These revisions reflect mainly
lower oil prices in euro terms and the impact of the downwardly revised outlook for growth, but do not yet
incorporate the fall in oil prices over the few weeks following the cut-off date for the projections.

The risks to the outlook for price developments over the medium term will be closely monitored, in
particular the possible repercussions of dampened growth dynamics, geopolitical developments,
exchange rate and energy price developments, and the pass-through of the monetary policy
measures. Particular vigilance will be exercised as regards the broader impact of recent oil price
developments on medium-term inflation trends in the euro area.

3.1 CONSUMER PRICES

The downward trend in euro area HICP inflation, which started in late 2011, has been driven
primarily by global developments, such as in commodity prices and the exchange rate, and has been
manifested mainly in lower contributions from the energy component of the HICP, but also from
the food component. In 2014 commodity price developments have continued to have a downward
impact on inflation, but this has been partly dampened by the depreciation of the euro exchange
rate. In the current environment, lower headline inflation associated with lower commodity prices
should boost economic activity by raising the real disposable income of households and firms.

In contrast to headline inflation, underlying inflation, as measured by the HICP excluding energy
and food, has remained low but broadly stable in 2014. However, lower commodity and energy
prices typically also exert downward pressure on HICP inflation excluding energy and food as
lower input costs are passed through the price chain (see Box 3).

(annual percentage changes, unless otherwise indicated)

2012 2013 2014 2014 2014 2014 2014 2014
June July Aug. Sep. Oct. Nov.

HICP and its components"

Overall index 2.5 1.4 0.5 0.4 0.4 0.3 0.4 0.3
Energy 7.6 0.6 0.1 -1.0 2.0 -2.3 -2.0 -2.5
Food 3.1 2.7 -0.2 -0.3 -0.3 0.3 0.5 0.5

Unprocessed food 3.0 35 -2.8 -2.6 2.4 -0.9 0.0 0.0
Processed food 3.1 22 1.4 1.1 1.0 1.0 0.8 0.8
Non-energy industrial goods 1.2 0.6 -0.1 0.0 0.3 0.2 -0.1 0.0
Services 1.8 1.4 1.3 1.3 1.3 1.1 1.2 1.1

Other price indicators

Industrial producer prices 2.8 -0.2 -0.9 -1.3 -1.4 -1.4 -1.3 .

Oil prices (EUR per barrel) 86.6 81.7 82.3 79.9 77.6 76.4 69.5 64.1

Non-energy commodity prices =52 -8.0 -4.2 -4.8 -4.2 -4.6 2.7

Sources: Eurostat, ECB and ECB calculations based on Thomson Reuters data.
1) HICP inflation and its components in November 2014 refer to Eurostat’s flash estimates.
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With regard to the most recent data, headline HICP inflation, according to Eurostat’s flash estimate,
stood at 0.3% in November 2014, after 0.4% in October (see Table 9). At the same time HICP
inflation excluding energy and food was 0.7% in November, unchanged from the previous month.

Looking at the main components of the HICP in more detail (see Chart 42), Eurostat’s flash
estimate for November shows that energy price inflation decreased by 0.5 percentage point, to stand
at -2.5%. Energy price inflation has been negative in almost all months of 2014, mainly owing to
lower oil prices in euro terms. After peaking in mid-June, the price of crude oil denominated in
euro has fallen by around 25%. Lower gas prices have also made a negative contribution to energy
price inflation in 2014, reflecting, among other things, weather-related factors and the fact that gas
storage facilities are almost full across Europe.'

The annual rate of change in the total food component, comprising the prices of both processed and
unprocessed food, stood at 0.5% in November, unchanged from the previous month. Food prices
have remained subdued in 2014, partly owing to weather-related factors. The relatively mild winter
at the beginning of 2014 compared with the previous year pushed down prices for unprocessed
food (mainly fruit and vegetable items) during the first half of the year. Since June, however,
the weather-related impact has waned, with the annual rate of change in unprocessed food prices
gradually increasing from its trough of -2.8% in June to around zero in November. Processed food
price inflation has also fallen in 2014 and stood at 0.8% in November. A large part of the decline is
likely to reflect the drop in international commodity prices and European farm gate prices.

Taken together, inflation in the two remaining components of the HICP, i.e. non-energy industrial goods
and services, has remained low but broadly stable in 2014. The low levels of inflation in non-energy
industrial goods and services prices reflect relatively weak consumer demand, low pricing power among
firms, modest wage developments and the lagged effects of the appreciation of the euro up to May.
According to the latest data, non-energy industrial goods inflation increased slightly to 0.0% in November,
whereas services inflation fell marginally to 1.1%. The variation in the monthly year-on-year growth rates
of these two components can be attributed to seasonal effects, such as the timing of sales periods in the
case of clothing or the change from summer to winter destinations in the case of package holidays.

(annual percentage changes; monthly data)

== total HICP (left-hand scale) == total HICP excluding energy and food
----- food (left-hand scale) +++++ non-energy industrial goods
====energy (right-hand scale) ==== services
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Source: Eurostat.

1 See also the box entitled “Developments in consumer gas prices in the euro area”, Monthly Bulletin, ECB, Frankfurt am Main,
October 2014.
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INDIRECT EFFECTS OF OIL PRICE DEVELOPMENTS
ON EURO AREA INFLATION
Having risen sharply from early 2009 to 2011, (EUR; USD; daily datz)

oil prices hovered around a broadly stable — UG DAl (D s i bt el

----- brent crude oil (EUR/barrel; left-hand scale)

level of USD 110 per barrel from early 2012 to ==== USD/EUR exchange rate (right-hand scale)
mid-2014. Owing to the appreciation of the 130 155
euro against the dollar, oil prices in euro 120 150
terms edged downward over that period. Since 110
mid-2014 oil prices have declined markedly, 1% 145
standing around USD 70 per barrel in late %0 140
November, with the decline in the USD/EUR jg 1135
exchange rate to some extent attenuating the 6 130
impact in euro terms (see Chart A). 50 '

w0 125
Via the energy component of the HICP, the 120

30 ; . ; : . 1
: A oo 2000 2010 2011 2012 2013 2014
evolution of oil prices has accounted for a

noteworthy part of the decline in headline Sources: Bloomberg and ECB calculations.

HICP inflation since late 2011.' Initially,

this reflected base effects as the upward impact of earlier oil price increases dropped out of the
annual comparison. Subsequently, it reflected the gradual decline in oil prices in euro terms.
However, the developments in oil prices are also likely to have had a more general impact on the
non-energy components of the HICP. This box recalls the indirect effects of oil price
developments on HICP inflation excluding energy and food.

The notion of indirect effects

In contrast to the direct effects on HICP inflation that changes in oil prices have via their effect on
consumer energy prices, indirect effects refer to the impact of changes in oil prices via production
costs. Such indirect effects are rather obvious in the case of some transportation services, such
as aviation, where fuels are a major cost factor. However, they are also likely to be present in
the case of consumer goods and services that are produced with relatively high oil and, more
generally, energy intensity, such as some pharmaceutical products and some materials used for
household maintenance and repair. Moreover, given the important role of imports as inputs in
domestic production processes or as final consumption goods, changes in oil prices may also have
indirect effects on euro area inflation if they trigger changes in output prices in the economies
of the trading partners. Chart B shows the broad co-movement between oil prices and producer
prices. Both producer prices of the trading partners of the euro area, which shape euro area import
prices, and producer prices of euro area producers for the domestic economy tend to follow oil
price developments with some lag.

Gauging the quantitative role of indirect effects

By their very nature, indirect effects on consumer price inflation are difficult to pin down in the data
and their quantification is surrounded by a degree of uncertainty. This is due to their more drawn

1 For a more detailed discussion, see the box entitled “The role of global factors in recent developments in euro area inflation”, Monthly
Bulletin, ECB, Frankfurt am Main, June 2014.
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Chart B Evolution of oil prices and producer prices

(annual percentage changes; monthly data)
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1) As implied by the real effective exchange rate of the euro (nominal exchange rate vis-a-vis 20 trading partners deflated by relative producer prices).

out nature, as well as the fact that oil or oil-related input costs are only one factor in firms’ pricing
decisions and that other issues such as strategic considerations vis-a-vis competitors or the cyclical
position of the economy may play a role. The uncertainty is also compounded by the possibility
that the indirect effects of oil prices may be blurred by offsetting or enhancing factors such as
developments in exchange rates or world economic growth.

According to a study conducted by
Eurosystem staff in 2010 and based on
macroeconomic models, at the currently
observed oil price levels of USD 60-80 per
barrel, approximately two-thirds of the impact
of oil prices on consumer price inflation
would stem from direct effects on HICP
energy component, while around one-third
would be due to the effects on HICP inflation
excluding energy.? More specifically, a 10%
change in oil prices was estimated to give rise
to a 0.4 percentage point impact via direct
effects on the energy component — most of
which would happen relatively quickly — and
an approximate 0.2 percentage point impact
via other HICP components over a period of
up to three years.

Chart C Estimated impact of crude oil price

developments on HICP inflation excluding

food and energy

(annual percentage changes and contributions; quarterly data)
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Source: ECB calculations based on Eurosystem macroeconomic

models — see footnote 2.

2 See the article entitled “Oil prices — their determinants and impact on euro area inflation and the macroeconomy”, Monthly Bulletin,
ECB, Frankfurt am Main, August 2010. Given the important role played by excise taxes in energy inflation, the impact of a given
change in oil prices on energy inflation is higher if the price of oil increases. Higher (lower) oil prices thus tend to heighten (reduce) the
relative importance of direct effects in the overall impact. Three complementary approaches were used to estimate the impact of indirect
and second-round effects: (i) input-output table analysis, (ii) a structural vector autoregressive (VAR) model, and (iii) macroeconomic
models employed by the Eurosystem. In practice, it was difficult to disentangle the indirect effects from the second-round effects, but
the impact of the second-round effects seemed to have attenuated over time, most likely reflecting changes in wage-setting behaviour
(less automatic indexation of wages) and the anchoring of inflation expectations through monetary policy.
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In this context, a counterfactual exercise
based on such eclasticities  suggests
that oil prices have accounted for
approximately 0.6 percentage point of

(annual percentage changes; monthly data)

=== HICP excluding energy and food
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price developments. From the available set of
Sources: Eurostat and ECB calculations.

items, these are selected by means of Simple 1) These HICP components have a high sensitivity to oil price
regressions of quarter-on-quarter changes in movements. See footnote 3 for a more detailed explanation.

the individual HICP item on an autoregressive

term and relevant lags of changes in oil prices. Chart D shows the evolution of the HICP
aggregate comprising the items for which significant lagged oil price impacts were found.* These
items have a weight of approximately 10% in the HICP excluding energy and food. However,
given their greater amplitude, they have contributed around 25% to the decline in HICP inflation
excluding energy and food over the past two years.

Overall, in addition to the fairly significant and immediately visible direct downward effects of
the recent oil price declines on the energy component of the HICP, it is reasonable to also expect
downward impacts on other HICP components via indirect effects. The precise magnitude and
timing of these effects is generally uncertain. Like direct effects, however, indirect effects on
the annual rate of change in prices should, in principle, be temporary, and related to the period
of adjustment to the change in oil prices. Therefore, they should not influence inflation on a
sustained basis. Nevertheless, it is important that such temporary developments do not feed
into longer-term inflation expectations and do not have a more lasting impact on wage and
price-setting behaviour via second-round effects.

3 From the non-energy industrial goods component, these selected items include (i) Non-durable household goods (056100), (ii)
Materials for the maintenance and repair of the dwelling (043100), (iii) Pets and related products (0934 _5), (iv) Spare parts and
accessories for personal transport equipment (072100) and (v) Clothing materials (031100). From the services component, they
include mainly transport-related services, in particular (i) Other purchased transport services (073600), (i) Passenger transport by
road (073200), (iii) Other services relating to the dwelling n.e.c. (044400), (iv) Passenger transport by sea and inland waterway
(073400), (v) Passenger transport by air (073300), and (vi) Package holidays (096000). These items were chosen on the basis of
their link with oil price movements. A relatively simple (and partial) autoregressive distributed lag model was estimated for
each of the 93 detailed HICP subcomponents i in each of the euro area countries ¢ over the sample period from 2000 to 2014,
HICPY] = f(HICPYY, ,OIL" : OIL}"}) | where HICP denotes the quarter-on-quarter rate of change in the seasonally-adjusted HICP
component i in country ¢ at time t, and OIL denotes the quarter-on-quarter rate of change in oil prices (in euro terms) at time t. Owing
to co-movements among commodity prices, it may be that this methodology also captures impacts from other commodity prices such
as food and industrial raw materials.
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3.2 INDUSTRIAL PRODUCER PRICES

Pipeline pressures on consumer prices for non-energy industrial goods stabilised at low levels
in 2014, reflecting weak demand and contained energy and non-energy commodity price
developments. A reasonably good leading indicator of non-energy industrial goods price inflation is
the non-food consumer goods component of the PPI. Since early 2013 the annual rate of change in
this component has hovered around levels just above zero. Producer prices for intermediate goods,
as well as prices in euro for crude oil and other commodities, suggest similar subdued developments
at the earlier stages of the producer price chain. If historical patterns hold true, the stabilisation
of producer price inflation in 2014 would be consistent with stable, or slight increases in,
non-energy industrial goods prices in the future. The latest data indicate that, in October, industrial
producer price inflation excluding construction remained in negative territory (-1.3%, after -1.4%
in September), whereas the annual rate of change in producer prices for non-food consumer goods
remained unchanged at 0.2% (see Table 9 and Chart 43).

In contrast to non-food consumer goods, pipeline pressures on consumer food prices have weakened
somewhat in 2014. At the later stages of the price chain, the annual rate of change in producer
prices for consumer food goods has declined gradually and has been in negative territory since July.
At the earlier stages, information on pipeline pressures is somewhat mixed. On the one hand, the
annual rate of change in euro area farm gate prices has continued to recede (recording a negative
annual growth rate of 9.6% in October), while on the other hand, international food commodity
prices in euro terms have picked up over recent months.

From a sectoral perspective, survey-based evidence also confirms subdued pipeline pressures.
According to the Purchasing Managers’ Index (PMI), input price indices for the manufacturing
and services sectors have fallen gradually throughout 2014, while selling price indices have moved
broadly sideways (see Chart 44). All four indices stand below their long-term averages and, with

(annual percentage changes; monthly data) (diffusion indices; monthly data)
== total industry excluding construction (left-hand scale) == manufacturing; input prices
----- intermediate goods (left-hand scale) +++++ manufacturing; prices charged
==== capital goods (left-hand scale) ====services; input prices
—— consumer goods (left-hand scale) —— services; prices charged
----- energy (right-hand scale)
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Sources: Eurostat and ECB calculations. 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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the exception of the index for input prices in
services, are slightly below the threshold value
of 50, which signals that prices are rising.

Selling price expectations from the European (annual percentage changes; quarterly data)
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3.3 LABOUR COST INDICATORS 2%
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Labour cost developments have slowed o

somewhat in 2014 compared with the previous

two years, during which wage pressures were 03 0s
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relatively stable but low (see Table 10 and

Chart 45). The pattern of wage growth at the
euro area level continues to conceal substantial
divergences in wage developments across countries. In a number of countries, the overall light
cost pressure stemming from wages reflects not only weak labour demand, but also the impact of
structural reforms aimed at removing rigidities in order to boost competiveness.

Sources: Eurostat, national data and ECB calculations.

Between the first quarter of 2012 and the first quarter of 2014, the annual rate of change in
compensation per employee hovered within a narrow range of close to 2% (except in the fourth
quarter of 2012, when public sector salaries were cut in some countries in the context of fiscal
consolidation measures). In the second quarter of 2014 the annual rate of change in compensation
per employee slowed somewhat, to 1.3% from 1.7% in the previous quarter, owing mainly to a
lower contribution from the industrial sector including construction (see Chart 46). Wage growth, as
measured by compensation per hour, increased to 1.4% in the second quarter of 2014, up from 1.2%
in the previous quarter. The divergence between these two indicators reflects a decline in the annual
growth rate of hours worked per person employed. Negotiated wages in the euro area grew at an
annual rate of 1.9% in the second quarter and 1.7% in the third quarter. The higher annual growth
rate of negotiated wages vis-a-vis compensation per employee suggests there has been a negative
wage drift in the euro area thus far in 2014.

(annual percentage changes, unless otherwise indicated)

2012 2013 2013 2013 2014 2014 2014

Q3 Q4 Q1 Q2 Q3

Negotiated wages 22 1.8 1.7 1.7 1.9 1.9 1.7
Compensation per employee 1.7 1.7 1.8 2.0 1.7 1.3
Compensation per hour 2.7 22 2.0 2.0 1.2 1.4

Memo items:

Labour productivity -0.2 0.3 0.4 0.8 1.0 0.4
Unit labour costs 1.9 1.4 1.4 1.2 0.7 0.9

Sources: Eurostat, national data and ECB calculations.
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(annual percentage changes; quarterly data)
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Sources: Eurostat, national data and ECB calculations.
Notes: CPE stands for compensation per employee and CPH stands for compensation per hour. “Non-market services” covers activities by
general government and private non-profit institutions in fields such as public administration, education or health (approximated by the
sum of Sections O to Q of the NACE Revision 2 breakdown). “Market services” is defined as the remaining difference to total services
(Sections G to U of the NACE Revision 2 breakdown).

Until mid-2014 the annual growth rate of unit labour costs was on a downward trend, mainly as a
result of a pick-up in labour productivity and weakening wage growth. The latest data show that
the annual growth rate of unit labour costs increased slightly to 0.9% in the second quarter of 2014,
as weaker productivity growth more than offset a further moderation in wage growth.

3.4 CORPORATE PROFIT DEVELOPMENTS

In line with the slowdown in economic activity, the moderate recovery in profits (measured in
terms of gross operating surplus) observed since the beginning of 2013 slowed significantly in the
second quarter of 2014, to annual growth of 1.1% from 2.3% in the previous quarter (see Chart 47).
This slowdown reflects both weaker real GDP growth and an even stronger slowdown in the rate
of growth in profits per unit of output. From a sectoral perspective, it reflects lower profit growth
in both the industrial sector and the market services sector. In the more cyclical industrial sector,
the annual growth rate even edged into negative territory. The moderation in value added growth
but, in particular, the squeeze in unit profits resulting from the weak economic environment implied
a year-on-year decline in profits in the industrial sector, to 0.7% in the second quarter from 1.1%
in the first quarter (see Chart 48). In the market services sector, where profits had recovered more
significantly than in the industrial sector over the previous two years, profit growth slowed in the
second quarter of 2014, to 1.3% from rates of around 2.0% in the previous quarter.

ECB
Monthly Bulletin
December 2014

ECONOMIC
AND MONETARY
DEVELOPMENTS

Prices
and costs




(annual percentage changes; quarterly data) (annual percentage changes; quarterly data)
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3.5 THE OUTLOOK FOR INFLATION

Inflation rates have now remained low for a considerable period of time. On the basis of information
available in mid-November, at the time the December 2014 Eurosystem staff macroeconomic
projections for the euro area were finalised, annual HICP inflation was expected to be 0.5% in
2014 and 0.7% in 2015. For 2016, a modest pick-up to 1.3% was anticipated, reflecting a further
recovery in activity.

Turning to the main components of the HICP, the outlook contained in the staff projections was for
energy inflation to remain firmly in negative territory in the first three quarters of 2015, following
the strong declines in oil prices seen in recent months. Given the assumed mild upward slope of the
oil futures curve, energy inflation would turn slightly positive at the latest after one year, when the
recent slump in oil prices drops out of the annual rate calculation.

Following favourable food supply shocks in 2014, which dampened prices, unprocessed food
inflation was expected to pick up in the first half of 2015 and to stabilise around its historical
average in the second half of the year. Assuming a normalisation of the supply of unprocessed
food, upward base effects were expected to support a continued upward trend in the annual rates of
change observed in recent months.

Processed food price inflation was projected to decline further over the next few months, owing
to the pass-through of recent declines in European farm gate prices. Assuming an increase in
commodity prices and upward base effects, it was expected to recover gradually throughout 2015.

Non-energy industrial goods price inflation was expected to remain subdued over the coming months,
before picking up gradually from the second quarter of 2015, supported by the pass-through of the
lower euro exchange rate together with improvements in consumer demand in some countries. The
average annual rate of change in 2015 was expected to be somewhat lower than the long-term average
of 0.7%.
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Services price inflation was projected to remain at subdued levels, before rising towards the end
of 2015. The anticipated pick-up in services price inflation reflected expected increases in wage
growth together with a gradual recovery in economic activity.

The risks to the outlook for price developments over the medium term will be closely monitored,
in particular the possible repercussions of dampened growth dynamics, geopolitical developments,
exchange rate and energy price developments, and the pass-through of the monetary policy measures.
In view of the further declines in oil prices in recent weeks, annual HICP inflation rates could
experience renewed downward movements over the coming weeks. Particular vigilance will be
exercised as regards the broader impact of recent oil price developments on medium-term inflation
trends in the euro area.
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4 OUTPUT, DEMAND AND THE LABOUR MARKET

Real GDP in the euro area rose by 0.2%, quarter on quarter, in the third quarter of this year.
This was in line with earlier indications of a weakening in the euro area’s growth momentum, leading
to a downward revision of the outlook for euro area real GDP growth in the most recent forecasts.
The latest data and survey evidence up to November confirm this picture of a weaker growth profile
in the period ahead. At the same time, the outlook for a modest economic recovery remains in
place. On the one hand, domestic demand should be supported by the monetary policy measures,
the ongoing improvements in financial conditions, the progress made in fiscal consolidation and
structural reforms, and significantly lower energy prices supporting real disposable income.
Furthermore, demand for exports should benefit from the global recovery. On the other hand, the
recovery is likely to continue to be dampened by high unemployment, sizeable unutilised capacity,
and the necessary balance sheet adjustments in the public and private sectors.

These elements are reflected in the December 2014 Eurosystem staff macroeconomic projections for
the euro area, which foresee annual real GDP increasing by 0.8% in 2014, 1.0% in 2015 and 1.5%
in 2016. Compared with the September 2014 ECB staff macroeconomic projections, the projections
for real GDP growth have been revised substantially downwards. Downward revisions were made
to the projections for both domestic demand and net exports. The risks surrounding the economic
outlook for the euro area are on the downside.

4.1 REAL GDP AND DEMAND COMPONENTS

According to Eurostat’s flash estimate, real
GDP rose by 0.2%, quarter on quarter, in the
third quarter of 2014 (see Chart 49), the sixth

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

s domestic demand excluding inventories

consecutive quarter of positive, albeit moderate, (left-hand scale)
output growth. Output rose in the third quarter in - ng‘;ﬁ;i:fsI(I;thr_‘;‘;lgzg:ghm‘l g
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factors related to the late timing of the school holidays in parts of Europe, which had a dampening
effect on growth. Another dampening factor was geopolitical tensions, in particular the situation in
Ukraine and Russia. Business activity was directly affected by cancellations of orders, as well as
the spillover effect from lower sentiment and increasing uncertainty.

Survey results in October and November displayed rather mixed developments. While the
European Commission’s Economic Sentiment Indicator stood, on average, at a similar level to
the third quarter, the composite output Purchasing Managers’ Index (PMI) declined vis-a-vis
the previous quarter. Nevertheless, the levels of both indicators remain in line with positive,
albeit moderate, growth for the final quarter of this year. Growth is expected to be supported by
the accommodative monetary policy stance and the progress made so far in fiscal consolidation
and structural reforms. Moreover, the fall in commodity prices and the depreciation of the euro
exchange rate are also expected to play a supportive role for growth via gains in disposable
income and increased export demand. However, growth is likely to continue to be dampened by
high unemployment, sizeable unutilised capacity, and the necessary balance sheet adjustments
in the public and private sectors (see the article entitled “December 2014 Eurosystem staff
macroeconomic projections for the euro area”).

PRIVATE CONSUMPTION

Private consumption increased by 0.3% in the second quarter of 2014, thereby continuing the
pattern of moderate growth that started in the second quarter of 2013. This increase reflected a rise
in the consumption of retail goods and car purchases. At the same time, consumption of services
made a broadly neutral contribution to consumer spending. Recent developments in short-term
indicators and surveys are, on balance, consistent with a continuation of positive growth in
household spending in the second half of this year.

Looking at developments over a somewhat longer-term perspective, the improvement in
underlying private consumption dynamics that began in the second quarter of 2013 has largely
mirrored developments in real disposable income. Aggregate income, which for an extended
period has been adversely affected by shrinking employment, has increasingly been benefiting
from the stabilisation of and slight improvement in labour market conditions, as well as a
moderation in the fiscal drag. In addition, real incomes have been supported by low inflation,
in turn largely reflecting declining energy prices. More recently, however, households’
annual nominal disposable income growth decelerated, from 2.5% in the fourth quarter
of 2013 to 0.8% in the second quarter of this year. This decline can largely be explained by a
lower contribution to income growth from the self-employed. Lower net transfers, reflecting in
part the workings of the tax and benefit system, also contributed to the decline in income growth.
In a context of weak price dynamics, real income growth was stable in the second quarter of this
year vis-a-vis one year earlier, down 0.3 percentage point from the previous quarter and down
from 1.6% in the final quarter of last year. With nominal consumption growth increasing further
and outpacing income growth, the household saving ratio decreased by 0.2 percentage point in the
second quarter to 12.9%, thus continuing to fluctuate around a low level.

Regarding short-term dynamics in consumer spending, hard and soft data suggest, on balance,
continued growth in the third quarter, whereas the outlook for the fourth quarter is more mixed.
Although retail sales edged up by 0.1%, quarter on quarter, in the third quarter, and by 0.4%, month on
month, in October, they nonetheless stood in that month 0.1% below the third quarter outcome. While
the PMI for retail sales also rose between September and October, it remained below the growth
threshold of 50. At the same time, the European Commission’s indicator on retail sector confidence
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stood slightly above its long-term average in
October and November, more or less at a similar
level to the previous quarter. Moreover, new
passenger car registrations rose by almost 0.4%,

quarter on_ quarer, in the third quarter and T ool ey

further, month on month, in October, to stand ==== retail confidence? (right-hand scale)

more than 2% above the average level for the — Zﬁi:ﬁ:ﬁaﬁ:ﬂg versus previous month

third quarter, thereby signalling a positive start 4 10
to the fourth quarter. Finally, euro area consumer

confidence, which provides a reasonably good
steer on trend developments in household
spending, declined between October and
November, thus resuming its downward trend
that began in May this year (see Chart 50). The
decline in consumer confidence that has taken
place over the last six months reflects households’
assessment regarding unemployment prospects
and the general economic situation. The
assessments relating to the financial position and
future savings have deteriorated only slightly.

(monthly data)
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Sources: Eurostat, European Commission Business and
Consumer Surveys, Markit and ECB calculations.

Developments across countries have been rather
mixed, but all of the largest euro area countries
have displayed some decline in consumer

1) Annual percentage changes; three-month moving averages;
working day-adjusted; including fuel.

2) Percentage balances; seasonally and mean-adjusted.

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

. . £ 50.
sentiment compared with May. ors

INVESTMENT

The growth in gross fixed capital formation came to a halt in the second quarter of 2014 after four
consecutive quarters. As a result, the total real investment ratio to GDP fell back to its lowest level
recorded since the start of the crisis (see also Box 4). Total investment fell by 0.9%, quarter on quarter,
in the second quarter. Although no investment breakdown is available at a quarterly frequency,
production data suggest that both non-construction investment and construction investment also fell.
The fall in construction investment appears to have been driven by a decline in both housing and civil
engineering construction, reflecting an offsetting effect of the stronger than usual activity in the first
quarter which was supported by favourable weather conditions in several euro area countries.

In the third quarter, the weakness in total investment appears to have continued and was manifested
in a very modest increase in the production of capital goods in an environment of manufacturing
sector capacity utilisation remaining below its long-term average. At the same time, construction
production declined further.

As regards the fourth quarter of 2014, available indicators point to a very modest pick-up in
investment, notably on the back of non-construction investment. This outlook is supported by low
growth, growing profits and somewhat more favourable access to financing, according to the ECB’s
bank lending survey conducted in October. Nevertheless, the upturn in investment is expected to be
muted, owing to continuous corporate deleveraging and remaining spare production capacity, as the
capacity utilisation rate in manufacturing is expected to remain below its long-term average in the
fourth quarter of 2014. Moreover, industrial confidence remained subdued and production expectations
for the capital goods sector declined on average in October and November compared with the third
quarter of the year. For the end of 2014 and the beginning of 2015, the main construction surveys
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continue to signal weak or declining construction activity as the PMI on construction and housing
output and the European Commission’s construction confidence indicator remain clearly below their
long-term averages. Recent data on building permits and construction orders in some large euro area
countries also show some decline. Ongoing adjustments in the housing markets of many euro area
countries and underutilised stocks of buildings are likely to continue to constrain activity in the sector.

In the medium term a gradual improvement is expected for total investment, as a result of improving
demand, profitability, household income, better financing conditions and less fiscal retrenchment.
According to the biannual investment survey conducted by the European Commission and released
in November, industrial investment is expected to grow by 3% in 2015, up from 2% in 2014.

THE CURRENT WEAKNESS IN EURO AREA INVESTMENT COMPARED WITH PAST CRISIS EPISODES

The current weakness in euro area investment is pronounced when seen in a historical context.
This box compares the trends in investment — as well as in some related macroeconomic
variables — with the experience of previous

“financial” and “systemic” crises.! In general,

the recovery in investment seen to date has

been considerably weaker than in previous

financial crises, but more similar to that  (index)

witnessed after systemic crises. m=  interquartile range
eeee+ average cycle
====financial crises

A comparison with previous financial and —— systemic crises

q % " ocoog euro area (current)
systemic crises
140 140
The level of real investment in the euro area 130
(as represented by the small red dotted line in

Chart A) is currently well below the general 120 120

level recorded after both “average” recessions 110 110

and a large number of previous global non-

systemic financial crises. The total decrease 100 100

in investment during the recent crisis period 90 90

is, however, broadly comparable with the

average decline registered in systemic crises. 80 80

Meanwhile, the pattern of the current recovery 70 | J | J | J 170
T-16 T8 T T TH6 T+24 T2

is rather distinct owing to the double-dip nature

of the crisis. Although investment initially fell =~ Sources: OECD, Eurostat and ECB calculations.
Note: T represents peak GDP growth in each pre-crisis period.

more sharply than in previous systemic crises, The last peak was registered in the first quarter of 2008.

1 The set of financial crises referred to here encompasses 11 crises associated with tensions in the banking sector during the 1980s and
1990s, such as the banking crises of Great Britain (1973), Greece and Italy (1992) and Japan (1996). In comparison, the systemic crises
involve five large-scale financial crises witnessed in Spain (1977), Norway (1987), Finland (1991), Sweden (1991) and Japan (1992).
See Reinhart, C.M. and Rogoff, K.S., “Is the 2007 US Sub-prime Financial Crisis So Different? An International Historical Comparison”,
The American Economic Review, Vol.98, No 2, May 2008. Note that the term “average cycle” refers to all other recessions observed
across OECD countries since 1970, i.e. those that are not associated with financial or systemic crises. Furthermore, some caution is
required as systemic crises represent a very small sample of crises and have been influenced by special factors, such as key policy
changes relating to financial liberalisation or the relaxation of prudential regulation.
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the first trough was less deep than in a typical systemic crisis. Furthermore, following the trough
of 2010, investment started to recover at a pace similar to that observed after normal recessions.
But less than two years of progress came to a halt with the onset of the sovereign debt crisis,
when the level of investment contracted further. Since then, there has been little evidence of a
recovery (Chart A). As a consequence, the level of investment presently stands at nearly 20%
below its 2008 level.

Factors coinciding with the current weakness in investment

In comparison with previous financial and systemic crises, the slow recovery in investment
observed during the most recent crisis has coincided with a number of unique economic
conditions.

First, public investment spending — including investment in infrastructure — has been subdued
owing to fiscal consolidation and the need for public debt deleveraging. After the emergence of
the Great Recession, the ratio of government debt to GDP was at levels above 90% in the euro
area, which is much higher than what was seen on average before previous crises (Chart B). This
limited the already small fiscal space to stimulate investment, and rather induced governments to
consolidate public finances relatively early on.

Second, in line with previous systemic crises, housing investment has contracted significantly,
but there is still virtually no sign of a recovery (Chart C). It should be noted that the initial
level taken as a benchmark, i.e. the peak in GDP growth in the first quarter of 2008, reflects

(percentage of GDP) (index)
=== interquartile range = interquartile range
eeeee average cycle eeee+ average cycle
====financial crises ====financial crises
—— systemic crises —— systemic crises
----- euro area (current) ----- euro area (current)
110 110 140 140
100 130 130
90 120 120
80
110 110
70
100 100
60
90 90
50
40 80 80
30 70 70
20 T T T T T 20 60 T T T T T T 1 60
T-8 T T+8 T+16 T+24 T+32 T-16 T-8 T T+8  T+l6 T+24 T+32

Sources: OECD and ECB calculations.
Note: T represents peak GDP growth in each pre-crisis period.
The last peak was registered in the first quarter of 2008.
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Sources: OECD, Eurostat and ECB calculations.
Notes: T represents peak GDP growth in each pre-crisis period.
The last peak was registered in the first quarter of 2008.
For past crises, housing investment data are taken from the
OECD database. For the most recent crisis episode, euro area
housing investment data from Eurostat are used.
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the unsustainably high pre-crisis housing investment in a number of euro area countries.
Furthermore, the ongoing adjustment in housing investment is expected to continue for some
time, exerting downward pressure on overall investment.

Third, the weak dynamics of business investment during the sovereign debt crisis may be
partially related to the pattern of exports.? In the wake of a synchronised global recession,
exports decreased significantly in 2008 and then made a more gradual recovery than that seen
after normal recessions (Chart D). In general, the previous financial and systemic crises were
more geographically confined, with relatively intact global growth creating the basis for a firmer
export-led recovery.

Finally, elevated uncertainty, including uncertainty about the future economic policies of national
governments, is an important factor hampering business investment in the present environment.
Surveys of policy uncertainty? in the five largest European economies show that uncertainty has
risen since the onset of the crisis and has generally remained at a much higher level than before
the crisis. However, owing to a lack of data, it is not possible to compare the present level of
uncertainty with that of past recessions.

(index) (index)
== interquartile range = Germany
++ee« average cycle e+« United Kingdom
====financial crises ==== United States
—— systemic crises —— US construction
----- euro area (current) ++-++ euro area (current crisis)
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Sources: OECD, Eurostat and ECB calculations.
Note: T represents peak GDP growth in each pre-crisis period.
The last peak was registered in the first quarter of 2008.

Sources: Berringer, C., Sozialpolitik in der Weltwirtschafiskrise Die
Arbeitslosenversicherungspolitik in Deutschland und Grofsbritannien
im Vergleich 1928-1934, Duncker & Humblot, 1966; U.S.Department
of Commerce Bureau of Economic Analysis.

Notes: For Germany and the United Kingdom, investment in
current prices is used, as data on real investment are not available.
For the United States, investment equals 100 in 1929. Euro area
investment growth for 2014 is obtained by extrapolating data for
the first two quarters.

2 For a more detailed discussion of the factors behind the decline in business investment, see the box entitled “Factors behind the fall and
recovery in business investment”, Monthly Bulletin, ECB, Frankfurt am Main, April 2014.
3 For example, the Economic Policy Uncertainty Index compiled by N. Bloom et al., which is available at http://www.policyuncertainty.com/
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For an even longer perspective on the crisis, recent developments can also be compared with the
most extreme crisis in modern times, namely the Great Depression of the 1930s. Investment data
for this period are scarce. Nevertheless, in the case of the United States, Germany and the
United Kingdom, it can be said that the decline in investment during the current crisis seems
much less pronounced than that in the Great Depression (Chart E). There are many explanations
and theories for this. For example, during the Great Depression, there were a number of bank
failures which had a more severe impact on investment finance, as well as a major stock
market crash in the United States. It is argued that the Federal Reserve failed to counteract the
contractionary effect of the bank failures and that its tight monetary policy contributed to the
depth of that crisis.* In comparison, the monetary policy implemented by major central banks
since 2008 has been very accommodative.

Conclusion

The substantial decline in euro area investment is a widespread phenomenon across investment
components. Government investment decreased as a result of the very limited fiscal room for
manoeuvre. As regards housing investment, there is hardly any sign of a recovery and the ongoing
adjustment process in the housing market is expected to remain an important constraining
factor. Furthermore, the low business investment that has been observed coincides with an
exceptionally weak export performance and elevated uncertainty regarding, among other things,
future government policies.

Looking ahead, given an environment of modest output growth and the need for further public
and private sector deleveraging, the recovery in investment is likely to remain subdued in
the near term.’ Heightened geopolitical tensions also represent a downside risk. Moreover,
the investment recovery will hinge on decisive structural reforms which (i) boost output,
(i1) generate demand for physical capital, and (iii) reduce labour and product market rigidities,
thereby improving business prospects in the euro area and creating the conditions for a stronger
economic upswing.

4 See, for instance, Friedman, F. and Schwartz, A. J., “4 Monetary History of the United States 1867-1960”, Princeton University Press,
Princeton, 1963.
5 See the article entitled “December 2014 ECB staff macroeconomic projections for the euro area” in this issue of the Monthly Bulletin.

GOVERNMENT CONSUMPTION

Government consumption is expected to have continued to grow at a slow pace in the third quarter,
making a small positive contribution to domestic demand. Regarding the underlying trends in its
main individual components, compensation of public employees, which accounts for almost half of
total government consumption, seems to have continued to expand only marginally. Also, growth
of social transfers in kind, which encompasses items such as healthcare expenditure, appears to
have been stable over recent quarters. Looking ahead, the contribution of government consumption
to domestic demand is expected to remain limited in the coming quarters in view of the continued
need for further fiscal consolidation in a number of countries (see Section 5).

INVENTORIES

The average contribution from changes in inventories over the last five quarters, i.e. during the
most recent phase of low growth, has been close to zero. This development is broadly in line
with what one would expect in light of the slow growth pattern that is evident in the euro area.
Recent European Commission surveys (available until November) indicate that inventories in
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Chart 51 Euro area inventories

a) Perception of inventory levels
(percentage balances; seasonally adjusted, not working
day-adjusted)
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Sources: European Commission Business and Consumer Surveys.

b) Changes in inventories: perception and contributions
to GDP growth
(change in diffusion indices; percentage points)
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Sources: Markit, Eurostat and ECB calculations.

Notes: National accounts: contribution of the change in inventories
to quarterly real GDP growth. PMI: average of the absolute change
in input and finished goods inventories in manufacturing.

manufacturing (finished goods) and in the retail sector are assessed by firms to still be rather lean
in the third and fourth quarters, compared with historical averages, despite the increases recorded
over the course of 2014 (see Chart 51, panel a). Thus, notwithstanding some volatility, a neutral or

modest restocking later in 2014 is, on balance,
likely as the economy recovers. Furthermore,
recent PMI data (available until November),
in particular for changes in inputs and finished
goods in manufacturing, suggest that inventories
may make a broadly neutral or slightly positive
contribution to real GDP growth in the last two
quarters of the year (see Chart 51, panel b).

EXTERNAL TRADE

Following volatile trade developments over
recent quarters, there was a small positive
contribution to quarterly GDP growth from net
trade in the second quarter of this year. Euro area
exports of goods and services increased by 1.3%,
quarter on quarter (see Chart 52), on the back
of strong exports to the United States and Asia
(including China), while exports to European
countries outside the euro area and Latin America
declined. At the same time, euro area imports
also rose by 1.3% in the second quarter, mainly
bolstered by imports from China and European
countries outside the euro area.

Chart 52 Real imports, exports and net

trade contribution to GDP growth

(quarter-on-quarter percentage changes; percentage points)
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Available survey indicators point to moderate growth in euro area exports in the third quarter, with
more mixed signals for the last quarter of this year. The PMI for new export orders deteriorated on
average in the third quarter, but remained above both the expansion threshold of 50 and its long-term
average level. The overall decline continued in the fourth quarter, with the index averaging 50.7 in
October and November, which was slightly below the long-term average. Meanwhile, the European
Commission’s indicator on export order books remained stable in the third quarter, but subsequently
increased in October and November. Both indicators stand at levels consistent with moderate export
growth in the near term, which is also supported by the very gradual improvement in global activity
and the depreciation of the euro exchange rate. Euro area imports are also likely to grow in the near
term, albeit at a subdued pace, broadly in line with the moderate expansion of domestic demand.
Overall, these developments point to broadly neutral contributions from net trade to quarterly GDP
growth in the period ahead.

4.2 SECTORAL OUTPUT

Looking at the production side of the national accounts, real total value added remained broadly
flat in the second quarter of 2014, following four quarters of quarterly growth of between 0.2%
and 0.3%. While the construction sector contributed negatively, industry excluding construction
and services value added both contributed positively to growth.

In terms of the level of activity, the large differences across sectors thus remained. Services real
value added was at a record high in the second quarter of 2014, whereas real value added in the
construction sector was only around three-quarters of its early 2008 peak. At the same time, value
added in industry excluding construction was 6% below its pre-crisis peak. Available indicators
suggest that total value added increased modestly in the third quarter of 2014, and may be followed
by further low growth in the fourth quarter.

INDUSTRY EXCLUDING CONSTRUCTION

Value added in the industrial sector excluding construction increased by 0.2% in the second
quarter of 2014, quarter on quarter. At the same time, production was flat, quarter on quarter, in
that quarter and declined by 0.4% in the third quarter (see Chart 53). Also in the third quarter,
quarterly production of capital goods and energy rose, whereas that of intermediate and consumer
goods declined. In comparison with hard data, results from both the European Commission and
PMI surveys pointed to a slowdown in activity growth in that quarter. These indications included
a slight worsening in the production trend observed in recent months, as indicated by the European
Commission’s business survey, as well as a decline in the PMI manufacturing output index which,
nevertheless, remained above the no-growth threshold of 50.

Looking ahead, short-term indicators signal low growth in industrial sector activity during the fourth
quarter. The ECB indicator on industrial new orders excluding heavy transport equipment, which is
less influenced by large-scale orders than total new orders, increased by 0.2%, quarter on quarter,
in the third quarter of the year. This increase was driven mainly by new orders from outside the
euro area, which were at a record high. European Commission survey data indicate that, in October
and November 2014, the order book level improved slightly compared with the third quarter. Over
the same period, the PMI index for new orders declined below the theoretical no-growth threshold
of 50, although the PMI manufacturing output index stood at a similar level to the third quarter
(see Chart 54). Furthermore, in the first two months of the fourth quarter, the European Commission’s
production expectations for the months ahead were at a similar level to the previous quarter.

ECB
Monthly Bulletin
December 2014



(growth rate and percentage point contributions; monthly data;
seasonally adjusted)

= capital goods

wessn cONsumer goods
intermediate goods

[z enel’gy

----- total (excluding construction)

-11 -11

200420052006 20072008200920102011201220132014

Sources: Eurostat and ECB calculations.
Note: Data shown are calculated as three-month moving averages
against the corresponding average three months earlier.

(monthly data; seasonally adjusted)

mmm  industrial production (left-hand scale)
e++++ industrial confidence? (right-hand scale)
==== PMI® manufacturing output (right-hand scale)

4 16
e, M o

’ \“ d " P
Wesatlali s, | ﬁl‘n.‘h. AT

k b --ﬂb‘.‘"q I

SR o W, S
2 o '--'. N 8
4 -16
-6 - 24
-8 3 32
-10 -40
-12 -48

200420052006 2007 2008 2009 2010 20112012 2013 2014

Sources: Eurostat, European Commission Business and Consumer
Surveys, Markit and ECB calculations.
Note: Survey data refer to manufacturing.

1) Three-month-on-three-month percentage changes.
2) Percentage balances.
3) Purchasing Managers’ Index; deviations from an index value of 50.

CONSTRUCTION

Construction value added declined by 1.6%, quarter on quarter, in the second quarter of 2014.
This outcome was in line with the decline in construction production in the same quarter, of 1.1%,
and was influenced by a compensating effect following unusually strong construction production in
the first quarter, spurred by very mild weather conditions in several euro area countries. In the third
quarter of this year, the construction production index declined further by 0.6%, quarter on quarter.
Other short-term indicators also deteriorated compared with their second quarter outcomes, pointing
to some overall weakening in the construction sector. For instance, the PMI indicators of output and
new orders remained at levels below 50, consistent with a contraction in activity. Given improving
household income and financing conditions, a slight improvement in construction activity can, at best,
be expected at the end of this year and at the beginning of 2015. At the same time, the improvement is
likely to remain modest, as the latest values of survey-based indicators (the PMI up to October and the
European Commission’s indicators on confidence and new orders in construction up to November)
remained well below their historical averages. In addition, available indicators on building permits,
construction orders and housing starts in the largest euro area countries, which are indicative of
expected construction activity in the coming months, signal a decline in construction overall.

SERVICES

Services real value added expanded in the second quarter by 0.1% — the fifth consecutive quarter
of growth. Mixed developments at the sub-sectoral level were underlying this slight expansion.
Non-market services value added declined in the same quarter, whereas market services rose.
Within market services, an increase was registered in real estate activities; professional, business
and support services; and trade, transport, accommodation and food services; whereas the other
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market services declined. The level of activity, as measured by real value added, stood slightly
above previous peak levels recorded in the third quarter of 2011 and the first quarter of 2008.
Surveys point to a further expansion in services value added in the third quarter of this year. The
PMI services business activity index stood at a similar level in the third quarter to the previous
quarter. Similarly, the European Commission’s services confidence indicator also changed little,
remaining at the same levels as at the beginning of the year.

Looking further ahead, the expansion in the services sector is expected to continue in the fourth
quarter. In the three-month period up to October, the proportion of services firms for which insufficient
demand was limiting for their business increased slightly, but at the same time the capacity utilisation
rate for the services sector rose to its highest level since the end of 2011. Reported financial constraints
increased marginally, but remained close to their long-term average. In addition, on the basis of
survey data available for the first two months of the fourth quarter, services value added is expected
to grow further, albeit most likely at a slower pace. The PMI services business activity index declined
in the first two months of the fourth quarter compared with the previous quarter, but its average level
of 51.7 indicates a continuation of the expansion in services business activity. At the same time,
the European Commission’s services confidence indicator improved in the first two months of the
fourth quarter compared with the third quarter, but remained below its long-term average and the
levels recorded in early 2011. Confidence was comparatively high and stood well above its long-term
average for warehousing and support activities for transportation. The financial services confidence
indicator, which is not included in the services confidence indicator, deteriorated over the same
period. Expected demand in the months ahead improved slightly in the first two months of the fourth
quarter, compared with the previous quarter, according to the European Commission services survey,
but remained below its long-term average and the levels seen at the end of 2010 and in the first half
of 2011. The PMI index for future business activity (in 12 months’ time) decreased further in the first
two months of the fourth quarter, thus remaining below its long-term average. These developments
are in line with further growth ahead, but at a slow pace.

4.3 LABOUR MARKET

The euro area labour market has been improving since the spring of 2013. Against the background
of the low economic growth seen since the second quarter of 2013, this suggests there has been some
improvement in the responsiveness of labour markets to cyclical developments. Unemployment
has shown successive, albeit modest, quarter-on-quarter declines since mid-2013 and, by the end
of that year, quarterly employment growth had returned to positive levels. While cross-country
developments remain diverse, there is a general tendency towards improvement.

Euro area headcount employment, i.e. the number of persons employed, grew by 0.2%, quarter
on quarter, in the second quarter of 2014, which follows stable developments in the first quarter
(see Table 11). The second quarter rise represents the largest quarterly increase since the first quarter
of 2008, broadly reflecting the reversal of the stalling in employment growth that occurred in the
first quarter of 2014. In addition, it is also likely to represent an increased sensitivity of employment
to economic developments as labour market flexibility increases, for example, via increased use of
temporary, part-time or self-employment contracts. Hours worked also increased, by 0.2% quarter on
quarter, in the second quarter, after remaining stable in the first quarter of the year.

Behind the modest euro area aggregate employment growth, marked cross-country differences
remain, albeit to a lesser extent than during 2013, with most euro area economies now showing
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Table 11 Employment growth

(percentage changes compared with the previous period; seasonally adjusted)

‘ Persons ‘ Hours
‘ Annual rates ‘ Quarterly rates ‘ Annual rates ‘ Quarterly rates
2012 2013 2013 2014 2014 2012 2013 2013 2014 2014
Q4 Q1 Q2 Q4 Q1 Q2
Whole economy -0.5 -0.8 0.1 0.0 0.2 -1.5 -1.2 0.1 0.0 0.2
of which:
Agriculture and fishing -1.6 -1.4 -0.5 -0.5 0.4 -2.9 -0.5 0.6 -1.0 -0.6
Industry -1.9 2.3 -0.1 -0.2 0.3 -34 2.5 -0.4 -0.2 0.1
Excluding construction -0.8 -1.3 0.0 0.2 0.4 -2.1 -1.3 -0.1 0.0 0.2
Construction -4.6 -4.5 -0.6 -1.0 -0.1 -6.3 -53 -1.0 -0.6 -0.2
Services 0.0 -0.3 0.2 0.1 0.2 -0.8 -0.8 0.2 0.1 0.2
Trade and transport -0.5 -0.7 0.2 -0.1 0.5 -1.6 -1.3 0.0 0.1 0.5
Information and communication 0.8 0.2 0.7 0.2 0.3 0.4 0.3 0.8 0.0 0.6
Finance and insurance -0.4 -1.1 -0.1 -0.1 -0.8 -0.6 -1.4 0.1 -0.1 -0.8
Real estate activities -0.1 -1.3 -0.5 1.3 0.1 -1.2 2.2 -0.8 1.3 -0.3
Professional services 0.5 0.2 0.2 0.3 0.6 -0.2 -0.5 0.1 0.4 0.5
Public administration -0.1 -0.2 0.3 0.2 -0.1 -0.4 -0.5 0.6 -0.1 0.0
Other services" 0.6 -0.2 -0.1 0.2 0.2 -0.4 -0.7 -0.6 0.5 -0.3

Sources: Eurostat and ECB calculations.
1) Also includes household services, the arts and activities of extraterritorial organisations.

sustained, though moderate, quarter-on-quarter employment growth in 2014. At the sectoral level,
euro area employment grew in the second quarter of 2014 in both industry (excluding construction)
and services, by 0.4% and 0.2%, respectively, quarter on quarter, while construction employment
declined by 0.1% on a quarterly basis.

Survey results for employment developments in the third quarter and for the beginning of the fourth

quarter of 2014 suggest some moderation of employment growth (see Chart 55). Forward-looking
indicators also point to a further stabilisation in employment developments for the quarters ahead.

Chart 55 Employment growth and employment expectations

(annual percentage changes; percentage balances; seasonally adjusted)
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Note: Percentage balances are mean-adjusted.
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Labour productivity per person employed slowed to 0.4% year on year in the second quarter
of 2014, down from a robust 1.0% in the first quarter (see Chart 56). Productivity per hour worked
rebounded slightly, to 0.5% year on year, after standing at 0.4% in the first quarter. Recent
developments in euro area productivity growth largely reflect the cyclical rebound in annual output
growth that started in the last quarter of 2013, while the slowdown in the second quarter also reflects
the stronger employment growth seen in that quarter.

The euro area unemployment rate has continued to decline from its 12.0% peak reached in the
second quarter of 2013, by around 0.1 percentage point per quarter, to average 11.5% in the third
quarter of 2014 (see Chart 57). The unemployment rate remained stable at this level between August
and October, which suggests that unemployment reductions may be slowing somewhat. While
recent declines appear to have been broadly shared across age and gender groups, unemployment
rates continue to diverge markedly across the euro area economies. Looking ahead, despite some
monthly volatility, the unemployment rate is expected to display a further moderate decline over
the coming quarters.

4.4 THE OUTLOOK FOR ECONOMIC ACTIVITY

The latest data and survey evidence up to November confirm the picture of a weaker growth profile
in the period ahead. At the same time, the outlook for a modest economic recovery remains in
place. On the one hand, domestic demand should be supported by the monetary policy measures,
the ongoing improvements in financial conditions, the progress made in fiscal consolidation
and structural reforms, and significantly lower energy prices supporting real disposable income.
Furthermore, demand for exports should benefit from the global recovery. On the other hand,
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the recovery is likely to continue to be dampened by high unemployment, sizeable unutilised
capacity, and the necessary balance sheet adjustments in the public and private sectors.

These elements are reflected in the December 2014 Eurosystem staff macroeconomic projections
for the euro area, which foresee annual real GDP increasing by 0.8% in 2014, 1.0% in 2015 and
1.5% in 2016. Compared with the September 2014 ECB staff macroeconomic projections, the
projections for real GDP growth have been revised substantially downwards. Downward revisions
were made to the projections for both domestic demand and net exports (see the article entitled
“December 2014 Eurosystem staff macroeconomic projections for the euro area”).

The risks surrounding the economic outlook for the euro area are on the downside. In particular,
the weak euro area growth momentum, alongside high geopolitical risks, has the potential to dampen
confidence and especially private investment. In addition, insufficient progress in structural reforms
in euro area countries constitutes a key downward risk to the economic outlook.
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5 FISCAL DEVELOPMENTS

According to the December 2014 Eurosystem staff macroeconomic projections, the euro area fiscal
deficit is set to continue declining in 2015 and 2016, mainly on account of the expected economic
recovery in the euro area. The euro area general government debt ratio is projected to peak in 2014.
However, structural fiscal adjustment is expected to come almost to a standstill, notwithstanding a
number of countries’ further commitments under the Stability and Growth Pact (SGP). Looking ahead,
countries should aim to meet their commitments, taking into account the flexibility under the SGP.

FISCAL DEVELOPMENTS AND PROJECTIONS

In the autumn 2014 excessive deficit procedure (EDP) notifications, the validated 2013 euro area
(including Lithuania) data point to a general government deficit of 2.9% of GDP, down from 3.6%
in 2012 (see Table 12).! The improvement was mainly the result of tax increases, which led to
higher revenues in relation to GDP, while the expenditure ratio remained broadly constant. Changes
due to the transition to the European System of Accounts 2010 (ESA 2010) have been marginal for
the euro area as a whole, amounting to a decline of 0.1 percentage point in the deficit in 2013. For
some euro area countries, however, the impact of the transition has been more substantial .

General government debt for the euro area stood at 90.8% of GDP in 2013, 1.9 percentage points
higher than in 2012 (see Table 12). The rise in public debt can be attributed mainly to the continued
adverse impact of the interest rate-growth differential, although interest expenditure declined
on account of lower interest rates (Box 5 gives an overview of the ECB’s Centralised Securities
Database, which allows the construction of statistical indicators on government debt securities,
such as the average nominal yield). Moreover, the debt-increasing contributions from the primary
deficit and the stock-flow adjustment were limited. As a result of the transition to ESA 2010 the
debt ratio for 2013 is 1.6 percentage points lower, largely reflecting the upward revision of GDP in
the denominator.

(percentages of GDP)

2012 2013 2014 2015 2016
a. Total revenue 45.8 46.5 46.7 46.7 46.4
b. Total expenditure 49.4 49.4 493 49.0 48.5

of which:

c. Interest expenditure 3.0 2.8 2.7 2.7 2.6
d. Primary expenditure (b — ¢) 46.4 46.6 46.6 46.4 45.9
Budget balance (a — b) -3.6 2.9 -2.6 2.4 -2.1
Primary budget balance (a — d) -0.6 -0.1 0.1 0.3 0.5
Cyclically adjusted budget balance -2.5 -1.3 -1.1 -1.1 -1.4
Structural budget balance -2.1 -1.2 -1.1 -1.1 -1.3
Gross debt 88.9 90.8 94.5 94.8 93.8
Memo item: real GDP (percentage changes) -0.7 -0.5 0.8 1.1 1.7

Sources: Eurostat, the European Commission’s autumn 2014 economic forecast and ECB calculations.

Notes: The data refer to the aggregate general government sector of the euro area, including Lithuania. The figures from 2014 to 2016
are European Commission forecasts. Owing to rounding, figures may not add up. The level of the debt ratio forecast by the European
Commission is on a non-consolidated basis.

1 The euro area aggregate used in this section includes Lithuania, in line with the composition used for the euro area macroeconomic
projections (see Table 2 in the article entitled “December 2014 Eurosystem staff macroeconomic projections for the euro area” in this
issue of the Monthly Bulletin).

2 See the box entitled “The impact of the European System of Accounts 2010 on euro area macroeconomic statistics”, Monthly Bulletin,
ECB, November 2014.
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Looking ahead, the Eurosystem staff macroeconomic projections point to a decline in the euro area
general government fiscal deficit over the next two years mainly on account of the expected gradual
cyclical improvement, while the pace of structural fiscal adjustment is expected to come almost to a
standstill.* The deficit-to-GDP ratio is seen declining to 2.6% of GDP in 2014, and slightly further
to 2.5% in 2015 and 2.2% in 2016. This profile is broadly in line with the European Commission’s
autumn 2014 economic forecast (see Table 12). The Commission expects the reduction of the fiscal
deficit to be fully expenditure-driven. Over the full projection horizon, the expenditure-to-GDP
ratio is forecast to decline by 0.9 percentage point compared with 2013, reaching 48.5% in 2016,
while revenues are expected to develop broadly in line with GDP.

The Eurosystem staff macroeconomic projections foresee general government debt in the euro area
peaking in 2014. According to the European Commission’s autumn 2014 economic forecast, the
debt-to-GDP ratio is expected to increase to 94.5% in 2014 and further to 94.8% in 2015 on account
of the debt-increasing impact of the stock-flow adjustment and still high interest expenditure, and to
decline gradually in 2016 to 93.8%.* The fall in the debt ratio is explained mainly by the expected
rise in the primary surplus and the debt-declining impact of the interest rate-growth differential.

3 See the article entitled “December 2014 Eurosystem staff macroeconomic projections for the euro area” in this issue of the Monthly Bulletin.

4 The level of the debt ratio is higher in the European Commission forecasts than in the Eurosystem staff macroeconomic projections.
While the former publishes debt data on a non-consolidated basis, the Eurosystem projections correct the euro area aggregate for
intergovernmental loans, in line with the practice followed by Eurostat.

NEW STATISTICAL INDICATORS ON GOVERNMENT DEBT SECURITIES AND THEIR USE IN FISCAL
ANALYSIS AND SURVEILLANCE

This box provides a short overview of the potential uses of new statistical indicators on
government debt securities developed on the basis of the information contained in the ECB’s
Centralised Securities Database (CSDB). These indicators include securities outstanding,
issuance, redemptions, debt service together with associated interest rate (nominal yield), broken
down by original and residual maturity, currency and type of coupon rate for the euro area and
individual countries. The indicators were published for the first time in the “Euro area statistics”
section of the Monthly Bulletin (Tables 6.4 and 6.5) in November 2014 and are available in the
ECB’s Statistical Data Warehouse in dedicated data reports.!

The Centralised Securities Database

The CSDB was created in 2009 as a multi-purpose system; it was developed by the ECB and is
jointly operated by the members of the European System of Central Banks (ESCB). The system
obtains data from commercial data providers and other sources (via ESCB members) and is
accessible to users in the ESCB. It makes use of expertise within the ESCB to enhance data quality.

1 See “Debt securities issuance and service by EU governments” in the “Reports” section of the Statistical Data Warehouse (http://sdw.
ecb.europa.cu).

2 In accordance with the Guideline of the European Central Bank of 26 September 2012 on the data quality management framework for
the Centralised Securities Database (ECB/2012/21).
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The CSDB currently contains information on over 6 million non-matured debt securities, equities
and mutual fund shares/units. The information stored on a security-by-security basis includes
reference data on securities (e.g. outstanding amounts, issue and maturity dates, coupon and
dividend information, and statistical classifications), as well as information on related issuers
and prices (market, estimated or default). Work is progressing on also providing information on
ratings (of the security, issuer, guarantor or issuance programme) via the CSDB platform.

Examples of statistical indicators: debt service and average nominal yield

The CSDB allows the construction of new indicators on government debt securities that provide
information on the expected level of debt service (comprising principal and interest payments) and the
associated interest rate that the debtor promises to pay debt holders per unit of time (average nominal
yield), broken down by original and remaining maturity, currency and type of coupon rate. At the end
of October 2014 five countries in the euro area (Belgium, Spain, France, Italy and Portugal) expected
their debt service due between November 2014 and October 2015 to be larger, as a percentage
of GDP, than the euro area average (17.2% of GDP) (see Chart A). Between November 2013 and
October 2014 all euro area countries except Cyprus and Slovakia succeeded in issuing new
government debt securities with lower average nominal yields than for their total debt securities

Chart A Debt service on euro area Chart B Average nominal yields on euro area
government debt securities due between government debt securities
November 2014 and October 2015
(as a percentage of GDP; EUR billions) (percentages per annum)
y-axis: as a percentage of GDP x-axis: issued between November 2013 and October 2014

y-axis: outstanding at end-October 2014
== interest payment up to 1 year
wass  principal payment over 3 months
== principal payment up to 3 months

30 ] Futo dre 30 5.0 5.0
- 0 G
|0
RiSls e o0
25 SE S E - 25 4.5 ".. -s,-.-.:o Testseesedesi»E | LT 4.5
DR |en| | ol A e
I I 5 Slals 41° CY
20 (3 g e 20 4.0 2 SI v, 4.0
N —| § Q
TEEER J | 5
v | D = 5°09 s2etecccay QK| ‘I
sIEEL I Bade . 15 35| . m"BE LY i § 35
g &g Bs AT |5 GR<""
IFHEEEEE 3
ONY EE-HE AN AR R AN RATHR O3 ELSHSSToediondbod I N1 30 ¥ Tro 130
158 o7 63 FR[*.NL
P Rt = N iF
|5 vekleg Xokeeee
st u I g s 2.5 LUKy 25
§ i I @ olls
| EllE 4 | DE |5
(ELELEL B0 EY N1 18 NU_NE_SU_BU_TH | —%lo 2.0 = 2.0
123 435 6 7 8 9 10111213 14 15 16 00 05 10 15 20 25 3.0 35 40 45 50
11T SPT 9NL 13 SK
2FR 6 DE 10 SI 14 FI
3ES 7GR 11 AT 1SIE
4BE 8§MT 12CY 16 LV
Sources: CSDB and ECB calculations. Sources: CSDB and ECB calculations.

Note: The dotted lines show the change versus a year earlier
by country and the arrows indicate the direction of the change
towards the latest data point.

ECB
)| Monthly Bulletin
O December 2014



outstanding. This has contributed to bringing average nominal yields for total debt securities
outstanding below their level a year ago for all euro area governments except Cyprus (see Chart B).?

Analytical use

The CSDB has been used extensively by the ECB during the crises as a source of detailed information
on financing needs for the countries under the EU/IMF Economic Adjustment Programme.
Moreover, the database is an indispensable source of information for the ECB’s Financial Stability
Review*, as well as for the fiscal forecast in the context of ECB staff macroeconomic projections
for the euro area. Apart from the availability of very detailed data, the timeliness of the CSDB
information enables the rapid analysis of developments and trends in the financial markets.?

Given that debt securities account for around 80% of government debt in the euro area, the
CSDB can help to refine the prediction of sovereign financing needs, both in the short run
(to signal sovereign liquidity risks) and the medium run (to identify potential peaks in sovereign
bond redemptions). Liquidity and sovereign debt sustainability risks are important not only in
fiscal surveillance but also in the monitoring of financial stability. Large financing needs of the
sovereign can crowd out agents in other sectors, both financial institutions and corporations.
At the same time, large-scale exposures of financial institutions to sovereigns with significant
sustainability risks can point to vulnerabilities of these institutions. Therefore, detailed
information on the risks associated with sovereigns could feed into vulnerability matrices for
other sectors, in particular the financial sector.

3 The nominal yield (expressed as a percentage per annum) comprises the coupon rate (i.e. the interest rate stated on a bond when issued)
and any difference between the stated redemption price at maturity and the issue price (i.e. a discount or premium). The average
nominal yield weighted by the outstanding amounts of each individual debt security can be calculated for the debt securities issued
during the previous 12 months, which is useful to compare with the average nominal yield for total debt securities outstanding to
determine whether new issuance has become more or less expensive. The average nominal yield for total debt securities is affected by
a) the average nominal yield on new government debt securities, b) the foregoing average nominal yields on maturing government debt
securities, and c¢) changes to interest rates on current government debt securities outstanding (e.g. variable coupon rates). The average
nominal yield on new government debt securities issued during the previous 12 months may be affected not only by various market
forces (e.g. issuance demand, issuer risk of default, and current and expected market interest rates) but also by choices made by the
issuer, such as maturity selection (typically longer maturities have higher nominal yields) and issuance volumes.

4 See the most recent issue of the Financial Stability Review, ECB, Frankfurt am Main, November 2014. (All vintages are available on
the ECB’s website at http://www.ecb.europa.eu/pub/fsr/html/index.en.html.)

5 The system processes information on a daily basis and provides end-of-month data with a delay of approximately one to two weeks,
which means that users have access to the data far more quickly than to other aggregated statistics.

BUDGETARY DEVELOPMENTS AND PLANS IN SELECTED COUNTRIES

Recent budgetary developments and plans for the four largest euro area countries and for selected
countries that are currently subject to, or have recently exited, an EU-IMF adjustment programme

are described below.

In Germany, the draft budgetary plan leaves the government’s targets of the 2014 stability
programme update broadly unchanged. It foresees a balanced budget in nominal terms and a
structural surplus of 0.5% of GDP in 2015. However, the draft budgetary plan does not take into
account the latest government projections with downwardly revised GDP growth, or the latest
official tax revenue forecast, which foresees revenue shortfalls of 0.25% of GDP in 2015 (compared
with the previous forecast from May 2014). Nonetheless, Germany is expected to outperform
its medium-term budgetary objective (MTO), i.e. a structural deficit of 0.5% of GDP in 2015.
The government foresees a substantial reduction in the debt ratio over the next few years, going
beyond the requirements of the national “debt brake” and the debt reduction benchmark in the SGP.
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In France, the government’s new headline deficit targets set in the draft budget plan have been
relaxed substantially compared with those in the stability programme update (4.4% of GDP,
instead of 3.6%, in 2014 and 4.3% of GDP, instead of 2.8%, in 2015). The draft budgetary plan
foresees a correction of the excessive deficit only by 2017, in contrast to the 2015 EDP deadline.
This implies large consolidation shortfalls over the 2013-15 EDP period. Not only will the planned
nominal deficit in 2015 substantially exceed the EDP target (by 1.5 percentage points), but also
the structural consolidation gap will be very large (1.5 percentage points over the 2013-15 EDP
period). On 27 October, France announced additional consolidation measures for 2015 (amounting
to an additional structural effort of around 0.2% of GDP according to the government). However,
these additional efforts are not sufficient to fully address the consolidation gap, so that France is
running the risk of non-compliance with the SGP requirements.

In Italy, the draft budgetary plan foresees a deficit target of 2.6% of GDP in 2015, more relaxed
than the 1.8% of GDP target set in the 2014 stability programme update. The draft budget foresees,
inter alia, a reduction of social security contributions for newly hired workers, a cut in the local
business tax (IRAP) and the now permanent transfer, in the form of a tax bonus, to low income
earners, which was initially introduced on a temporary basis in April 2014. These expansionary
measures will partly be compensated for by a reduction in government spending, particularly at the
subnational government level. Overall, the draft budget would imply an increase in the 2015 net
borrowing requirements of 0.4% of GDP. Moreover, government plans point to a postponement of
the MTO deadline to 2017 (i.e. two years later than recommended by the ECOFIN Council in its
Opinion published in July 2014) and a deviation from the debt rule. Looking ahead, it is important
to ensure full compliance with the SGP requirements and the debt rule in order not to endanger
fiscal sustainability and to maintain market confidence.

In Spain, the aggregate deficit of the central government, regional government and social security
sectors (excluding support to financial institutions) over the period January-September 2014
was 4.1% of annual GDP, down from 4.6% over the same period in 2013. Based on outturn data so
far, it seems likely that the deficit-to-GDP ratio for this year will be close to the target of 5.5% set
in the stability programme update and confirmed in the draft budgetary plan of October. According
to the latter, the deficit ratio should fall to 4.2% in 2015 and to 2.8% in 2016, in line with Spain’s
EDP commitments. However, the budgetary plan forecast is built on the assumption of a relatively
strong rebound in receipts and continued expenditure reform.

In Cyprus, cash fiscal data for the first nine months of 2014 show strong year-on-year growth
in VAT receipts and corporate income tax revenues and continued prudent budget execution.
These data are consistent with the European Commission’s autumn 2014 forecast, which projects
that Cyprus will achieve a small primary surplus in 2014 and is on track to correct its excessive
deficit (bringing it below the 3% reference value) two years ahead of the 2016 EDP deadline.

In Ireland, the draft budgetary plan points to a deficit of 3.7% of GDP in 2014, which is 1.1% of
GDP below the target set in the stability programme update. Despite the adoption of expansionary
measures of €1 billion (0.5% of GDP), the draft budgetary plan targets a reduction of the deficit
to 2.7% of GDP in 2015, thanks to continued supportive economic conditions and lower interest
spending, in part due to the early repayment of the IMF loan. The target is consistent with exiting
the EDP by the 2015 deadline. In the medium term, the draft budgetary plan foresees a gradual
improvement of the deficit consistent with reaching the MTO by 2018, on the back of continued
growth and a flat profile of primary spending. Additional measures, however, will be needed to
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make the targeted spending profile realistic. In its autumn 2014 forecast, the European Commission
projects a deficit of 2.9% of GDP in 2015 and a slight worsening to 3.0% of GDP in 2016.

In Portugal, the government’s new headline deficit target for 2014, as set in the draft budgetary
plan, is substantially above that of the stability programme update (4.8% of GDP instead of 4.0%)
mainly due to higher one-off expenditures. For 2015, the target set in the draft budgetary plan
is also slightly above the stability programme update and the EDP target (2.7% of GDP instead
of 2.5%). The draft budgetary plan contains a variety of discretionary consolidation measures
amounting to 0.7% of GDP, some of which are one-off or might be subject to implementation
risks. Moreover, the government projections are based on optimistic assumptions regarding the
budgetary impact of macroeconomic developments and the fight against fraud and tax evasion.
In its autumn 2014 forecast, the European Commission projects a fiscal deficit of 3.3% of GDP
in 2015.

FISCAL POLICY CHALLENGES

The pace of fiscal consolidation, as measured by the change in the structural budget balance, has
slowed substantially since 2013, which implies for a number of countries the risk of non-compliance
with commitments under the SGP. The expected shortfall is hardly related to the slower than
expected economic recovery but reflects insufficient structural efforts in a number of countries. This
is also evident in the draft budgetary plans, which countries had to submit in mid-October 2014.
Some countries have announced additional measures after the European Commission asked them
for additional information and specification details. In its opinion published on 28 November, the
European Commission did not assess any of the draft budgetary plans to be in particularly serious
breach of SGP requirements, in which case it would have asked for a revised draft budgetary
plan.’ However, the Commission assesses the draft budgets of seven countries to pose a “risk of
non-compliance” with the SGP (see Box 6).

While additional fiscal efforts are indispensable in some countries if they are to meet requirements,
fiscal policy may, within the framework of the SGP, be utilised to support the fragile economic
recovery in the euro area. However, the fiscal space to support growth is fairly limited and restricted
to only a few countries. Moreover, the positive spill-over effects to other countries of potentially
more expansionary fiscal policy in some countries within the margin of the SGP framework are
uncertain and likely to be small.

To boost economic growth in Europe, the European Commission presented on 26 November
an “investment plan for Europe”, which aims to mobilise investment projects in the amount of
€315 billion over a period of three years. In this context, a new European Fund for Strategic
Investments will be created to cover the main risks of new investment projects. According to the
Commission, the new fund should trigger a multiplier effect of around 15 by attracting private
investors. The fund will be guaranteed with public money from the EU budget and the European
Investment Bank for a total of €21 billion. It will primarily finance growth-enhancing investment
projects in the area of energy, transport and broadband networks, while one quarter of the available
funds should be channelled to SMEs. While the initiative could improve the growth outlook in
Europe, it is essential that efforts to boost public investment are based on the careful identification
of core projects with a growth-enhancing impact following a sound cost-benefit analysis.

5 See the European Commission’s opinions published on 28 November 2014 (http://ec.europa.eu/economy_finance/economic_governance/
sgp/budgetary plans/index_en.htm).
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Efforts to boost structural reforms need to be intensified and fiscal consolidation should be
conducted in a growth-friendly manner. In countries where fiscal adjustment requires further cuts
in government spending, a reprioritisation of public spending towards items mainly supporting
potential growth, such as public investment, should be fostered. Reform efforts on the revenue side
should focus on addressing the distortionary impact of taxation and on tax evasion. With respect
to tax wedge reductions, the Eurogroup announced in a statement its intension to agree on a set of
common principles which should guide future tax reforms.¢

A mandatory review of the EU governance framework (i.e. the “six-pack” and “two-pack”
regulations) is required by the end of 2014. On 28 November, the European Commission
published a short review, in which it assessed the reformed governance framework as effective
in strengthening budgetary surveillance.” It also announced a discussion on possible areas of
improvement in 2015. While a strengthened governance framework is welcomed in order to increase
budgetary discipline, the framework has become increasingly more complex. This makes it more
difficult to implement the regulations consistently. There is also room for improvement in
interlinking the various elements of the regulations, especially the preventive and the corrective
arms of the SGP with respect to the medium-term objective and the debt benchmark. In addition,
for the credibility of the SGP, it is indispensable to increase transparency regarding the application
of the framework and to ensure its full implementation. This also implies that all data underlying
decisions under the SGP should be published.

6 See the Eurogroup’s statement published on 8 July 2014 (http://www.eurozone.europa.eu/media/539623/20140707-eurogroup-statement-
on-reducing-tax-wedge-on-labour.pdf).

7 See the European commission’s review published on 28 November (http://ec.europa.eu/economy_finance/economic_governance/
documents/com(2014)905_en.pdf).

THE REVIEW OF DRAFT BUDGETARY PLANS FOR 2015

On 28 November the European Commission released its opinions on euro area non-programme
countries’ draft budgetary plans for 2015. The opinions entail an assessment of the extent to
which governments’ plans, as outlined in the draft budgetary plans, meet the requirements of the
Stability and Growth Pact (SGP) and follow up on the guidance the European Council provided
in its country-specific recommendations that were adopted on 8 July.!

In its opinions on the draft budgetary plans, of the 16 countries that participated in the review
exercise the Commission assesses the plans of five countries to be “compliant” with the provisions
of the SGP (i.e. those of Germany, Ireland, Luxembourg, the Netherlands and Slovakia).
By contrast, it regards four countries’ draft budgets as only “broadly compliant” (i.c. Estonia,
Latvia, Slovenia and Finland), while the budget plans of seven countries run, in the opinion of
the Commission, a “risk of non-compliance” with the SGP. The latter group comprises Spain,
France, Malta and Portugal, which are still subject to excessive deficit procedures, as well as
Italy, Belgium and Austria, which exited excessive deficit procedures in 2012 (Italy) and 2013

1 See also the box entitled “Country-specific recommendations for fiscal policies under the 2014 European Semester” in the
September 2014 issue of the Monthly Bulletin. The country-specific recommendations for fiscal policies under the 2014 European
Semester call on nine of the 16 euro area countries to reinforce their budgetary strategies in 2014. Specifically, these countries have
been requested to take additional measures to address the risk of non-compliance with the SGP.
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(Belgium and Austria). The Commission calls on those 11 countries whose plans are not fully
compliant to take the necessary measures to ensure that their budgets will comply with the SGP.

The Commission’s opinions thus reflect the expectation that the structural effort in 2015 is likely
to fall short of commitments under the SGP in many euro area countries. On the one hand, this
stems from a lack of progress towards countries’ medium-term budgetary objectives under the
preventive arm of the Pact. On the other hand, it relates to insufficient structural efforts under its
corrective arm, the excessive deficit procedure. Notably, based on the Commission’s 2014 autumn
forecast, under the preventive arm countries will only slightly tighten, by 0.2 percentage
point of GDP,? their fiscal stance in progressing towards their medium-term objectives, while
countries subject to an excessive deficit procedure do not, on average, make any progress with
structural consolidation, despite the relatively stronger effort needed to achieve sustainable fiscal
positions. Finally, countries in full compliance with the SGP that partly over-achieve their fiscal
targets are planning to loosen on average slightly, by 0.1 percentage point of GDP, their fiscal
stance in 2015.

In the cases of France, which the Commission assesses not to have taken effective action
under its excessive deficit procedure in 2014 and which no longer plans to comply with its
2015 excessive deficit procedure deadline according to its draft budgetary plan, and of Italy
and Belgium, whose draft budgetary plans indicate non-compliance with the debt rule, the
Commission will examine its position regarding obligations under the SGP in early March 2015,

Commission opinion on compliance Actual structural effort 2015 2015 structural effort commitment
of 2015 draft budgetary plans with SGP (EC 2014 autumn forecast) under SGP (in percentage points)
(SGP commitment)

“Compliant”

Germany (preventive arm) -0.1 0.0 (at MTO)
Luxemburg (preventive arm) -0.7 0.0 (at MTO)
Netherlands (preventive arm) -0.3 0.0 (at MTO)

Slovakia (preventive arm) 0.8 0.6

Ireland (EDP deadline 2015) 0.4 1.9

“Broadly compliant”

Estonia (preventive arm) 0.1 0.5

Latvia (preventive arm) -0.2 -0.47

Slovenia (EDP deadline 2015) 0.3 0.5

Finland (preventive arm) 0.0 0.1

“Risk of non-compliance”

Belgium (preventive arm) 0.4 0.7 (debt rule)
Italy (preventive arm) 0.1 2.5 (debt rule)
Malta (EDP deadline 2014) -0.2 0.6
Austria (preventive arm) 0.1 0.6
Spain (EDP deadline 2016) -0.2 0.8
France (EDP deadline 2015) 0.1 0.8
Portugal (EDP deadline 2015) -0.3 0.5

Sources: Draft budgetary plans for 2015 (http://ec.europa.eu/economy_finance/economic_governance/sgp/budgetary plans/index_en.htm)
and the European Commission’s 2014 autumn forecast.
1) Reduction of adjustment requirement based on pension reform and investment clause.

2 For two countries subject to the preventive arm (Belgium and Italy) the debt rule is currently the binding constraint. For both countries
the Commission will decide in spring 2015 on the need to open a debt-based excessive deficit procedure.
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in the light of the finalisation of budget laws and the expected specification of structural reform
programmes announced by the countries’ governments. For France, if the Council confirms its
current assessment of non-compliance with the Pact, it could eventually lead to a stepping up of
the country’s excessive deficit procedure, including possible sanctions. For Belgium and Italy,
if the Commission confirms its assessment of a breach of the debt rule, it would subsequently
have to prepare a report under Article 126(3) of the Treaty that could lead to a debt-based
excessive deficit procedure, unless mitigating factors are found for non-compliance with the debt
benchmark.

Furthermore, the Commission assesses the composition of public finances at the country level
as inappropriate. It stresses that, while recent moves to reduce the tax burden on labour go in the
right direction towards the needed, more growth-friendly composition of public finances, there
has been little, if any, progress in making the composition of expenditure more growth-friendly.

While structural reforms are currently of vital importance to enhance economies’ growth
potential, if such reforms were to be accounted for in the assessment of SGP compliance,
it would need to be in full compliance with existing Pact provisions. Under the preventive arm,
measureable fiscal costs of structural reforms with a positive effect on long-term sustainability
can be taken into account. Under the corrective arm, structural reforms can play a role as a
so-called relevant factor when deciding on a deadline extension, but the latter are only possible
if the two pre-conditions of effective action and adverse macroeconomic developments are both
fulfilled.

The Eurogroup invited, on 8 December, Member States whose draft budgetary plans are broadly
compliant with the provisions of the SGP to ensure compliance with these provisions within the
national budgetary process and welcomed their commitment to take compensatory measures as
appropriate. Furthermore, the Eurogroup called on those Member States whose plans run the risk
of non-compliance with the rules of the preventive arm to take, in a timely manner, additional
measures to address the risks regarding an appropriate convergence towards their medium-term
budgetary objectives and to respect the debt rule. In turn, countries under the corrective arm of
the SGP should ensure a timely correction of their excessive deficits and appropriate convergence
towards their medium-term objectives afterwards, and respect the debt rule. To this end, Malta,
Austria, Belgium, Italy, France, Portugal and Spain committed to take the measures needed to
close the gaps identified by the Commission, thereby ensuring compliance with the SGP.

It is important that the review of draft budgetary plans is followed up in a structured manner,
which requires the full and consistant implementation of the euro area’s existing fiscal and
macroeconomic governance framework.
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DECEMBER 2014 EUROSYSTEM STAFF MACROECONOMIC
PROJECTIONS FOR THE EURO AREA'

Activity has turned out weaker than was expected at the beginning of the year, mostly driven by
unexpectedly subdued growth in investment and exports. The current phase of modest growth is
projected to extend into 2015. However, a number of supportive external and domestic factors,
among them the very accommodative monetary policy stance in the euro area — strengthened by the
standard and non-standard measures taken in June and September 2014 — should come to the fore
during the course of 2015, with real GDP growth subsequently expected to shift into a somewhat
higher gear. Real GDP is projected to increase by 0.8% in 2014, 1.0% in 2015 and 1.5% in 2016.
As these rates increasingly exceed estimated potential growth, the output gap will close slowly
over the horizon but remain negative in 2016. Substantial downward revisions were made to the
real GDP growth outlook vis-a-vis the projection published in the September 2014 issue of the
Monthly Bulletin.

Euro area HICP inflation is projected to remain low in the near term and to rise only gradually
over the projection horizon. It is projected to average 0.5% in 2014, 0.7% in 2015 and 1.3% in
2016. The recent fall in oil prices has significantly dampened the short-term inflation outlook.
However, the gradual narrowing of the negative output gap and rising external price pressures,
reinforced by the lower exchange rate of the euro, are expected to support an increase in HICP
inflation over the projection horizon. Nevertheless, the remaining slack in the economy will prevent
a strong pick-up in inflation. Compared with the projection published in the September 2014 issue
of the Monthly Bulletin, the outlook for HICP inflation has been revised significantly downwards.

This article summarises the macroeconomic projections for the euro area for the period 2014-16.
Projections for a period over such a long horizon are subject to very high uncertainty.® This should
be borne in mind when interpreting them. It should also be stressed that the recent non-standard
monetary policy measures were taken into account in this projection exercise only to the extent
that they have already affected financial variables, whereas further transmission channels have
not been incorporated. This implies that the baseline most likely underestimates the impact of the
monetary policy packages.

THE INTERNATIONAL ENVIRONMENT

The global recovery is projected to continue gaining strength, albeit gradually. World real GDP
growth (excluding the euro area) is projected to pick up over the projection horizon, rising from
3.6% in 2014 to 4.2% in 2016. The recovery is, however, expected to remain uneven across regions.
Following rather subdued activity at the start of 2014, growth momentum in some advanced
economies outside the euro area has been broadly firming. By contrast, growth momentum in
emerging markets has remained subdued overall, with some divergence across regions. Beyond
the short term, global activity should strengthen gradually, but the recovery is still expected to
remain modest. While some key advanced economies are benefiting from diminishing headwinds,
increasing structural challenges and the tightening of financial conditions make it unlikely that
emerging economies will return to the growth rates recorded before the crisis.

Global trade momentum remained weak in the first half of the year. However, global trade growth
is expected to have reached a trough in the second quarter and is projected to pick up over the
projection horizon, from 2.7% in 2014 to 5.2% in 2016 (world excluding the euro area). Its elasticity

1 Eurosystem staff macroeconomic projections are an input into the Governing Council’s assessment of economic developments and
the risks to price stability. Information on the procedures and techniques used is given in 4 guide to Eurosystem staff macroeconomic
projection exercises, ECB, June 2001, which is available on the ECB’s website. The cut-off date for including the latest information in
this exercise was 20 November 2014.

2 See the article entitled “An assessment of Eurosystem staff macroeconomic projections” in the May 2013 issue of the Monthly Bulletin.
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(annual percentage changes)

Revisions since

December 2014 September 2014 September 2014
2013 2014 2015 2016 | 2014 2015 2016 | 2014 2015 2016
World (excluding euro area) real GDP 3.7 3.6 4.0 4.2 3.7 4.2 43 -0.1 -0.1 -0.1
Global (excluding euro area) trade” 3.4 2.7 39 52 39 5.5 5.9 -1.2 -1.6 -0.7
Euro area foreign demand? 2.9 23 34 4.9 35 5.0 56  -12 -6 06

Note: Revisions are calculated from unrounded data.
1) Calculated as a weighted average of imports.
2) Calculated as a weighted average of imports of euro area trade partners.

to global activity at the end of the projection horizon is expected to remain below that recorded
before the global crisis. With import demand from the euro area’s main trading partners expected
to expand at a slower pace than that from the rest of the world, euro area foreign demand growth is
projected to be slightly weaker than global trade growth (see Table 1).

Compared with the macroeconomic projections published in the September 2014 issue of the
Monthly Bulletin, the global growth outlook has been revised slightly downwards, while the
outlook for euro area foreign demand has been revised down more significantly. The revisions to
the outlook for euro area foreign demand reflect lower data outturns and a downward revision to the
path of the increase in the elasticity of global trade to activity towards its long-term level, in order
to account for past forecast errors.

ECB

TECHNICAL ASSUMPTIONS ABOUT INTEREST RATES, EXCHANGE RATES, COMMODITY PRICES AND
FISCAL POLICIES

The technical assumptions about interest rates and commodity prices are based on market
expectations, with a cut-off date of 13 November 2014. Short-term rates refer to the three-
month EURIBOR, with market expectations derived from futures rates. The methodology gives
an average level for these short-term interest rates of 0.2% for 2014 and 0.1% for 2015 and
2016. The market expectations for euro area ten-year nominal government bond yields imply an
average level of 2.0% in 2014, 1.8% in 2015 and 2.1% in 2016." Reflecting the path of forward
market interest rates and the gradual pass-through of changes in market rates to lending rates,
composite bank lending rates on loans to the euro area non-financial private sector are expected
to decline somewhat in 2014 and 2015, before rising modestly in the course of 2016.

As regards commodity prices, on the basis of the path implied by futures markets in the two-
week period ending on the cut-off date of 13 November, the price of a barrel of Brent crude
oil is assumed to fall from USD 102.6 in the third quarter of 2014 to USD 85.6 in 2015, before

1 The assumption for euro area ten-year nominal government bond yields is based on the weighted average of countries’ ten-year
benchmark bond yields, weighted by annual GDP figures and extended by the forward path derived from the ECB’s euro area all-bonds
ten-year par yield, with the initial discrepancy between the two series kept constant over the projection horizon. The spreads between
country-specific government bond yields and the corresponding euro area average are assumed to be constant over the projection
horizon.
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(percentage per annum; in USD/barrel; annual percentage change)

Revisions since

December 2014 September 2014 September 2014"
2013 2014 2015 2016 | 2014 2015 2016 | 2014 2015 2016
Three-month EURIBOR 0.2 0.2 0.1 0.1 0.2 0.2 0.3 0.0 -0.1 -0.1
Ten-year government bond yields 29 2.0 1.8 2.1 2.3 22 2.5 -0.2 -0.4 -0.4
Oil price 108.8  101.2 85.6 88.5 107.4 1053 1027 -57 -188  -13.8
Non-energy commodity prices, in USD -5.0 -6.3 -4.8 3.8 -4.8 0.1 4.4 -1.5 -4.9 -0.6
USD/EUR exchange rate 1.33 1.33 1.25 1.25 1.36 1.34 1.34 -1.9 -6.7 -6.7

Euro nominal effective exchange rate (EER20) 3.8 0.5 2.8 0.0 1.4 -0.8 0.0 -0.9 -2.0 0.0

Note: Revisions are calculated from unrounded data.
1) Revisions are expressed as percentages for levels, differences for growth rates and percentage points for interest rates and bond yields.

rising to USD 88.5 in 2016. The prices of non-energy commodities in US dollars are assumed to
decrease substantially in 2014 and 2015 and to rise in 2016.2

Bilateral exchange rates are assumed to remain unchanged over the projection horizon at the
average levels prevailing in the two-week period ending on the cut-off date of 13 November
2014. This implies an exchange rate of USD 1.33 per euro in 2014 and of USD 1.25 per euro in
2015 and 2016.

The fiscal assumptions reflect the budgetary execution in 2014, information included in draft or
approved budget laws for 2015, draft budgetary plans submitted in the context of the European
Semester and national medium-term budgetary plans that were available as of 20 November
2014. They include all policy measures that have already been approved by national parliaments
or that have been defined in sufficient detail by governments and are likely to pass the legislative
process. Overall, the information on the budget execution in 2014 and on fiscal measures
planned for 2015 implies a broadly neutral discretionary fiscal policy at the euro area level.
Fiscal consolidation measures in some countries are broadly offset by direct tax cuts in several
countries and spending increases.

Compared with the September 2014 issue of the Monthly Bulletin, the changes in the technical
assumptions include considerably lower US dollar-denominated oil and non-energy commodity
prices, a depreciation of the effective exchange rate of the euro, and lower short-term and long-
term interest rates in the euro area.

2 Oil and food commodity price assumptions are based on futures prices up to the end of the projection horizon. The prices of other
non-energy hard commodities are assumed to follow futures until the fourth quarter of 2015 and thereafter to evolve in line with global
economic activity. EU farm gate prices (in euro), which are used for forecasting food consumer prices, are projected on the basis of an
econometric model that takes into account developments in international food commodity prices.

REAL GDP GROWTH PROJECTIONS

Recent economic developments have not confirmed the recovery which was expected at the
beginning of this year. Real GDP grew only modestly in the second and third quarters of 2014,
following an unwinding of temporary factors that had boosted activity in the first quarter.
The weaker than expected activity has taken place against the background of subdued global trade
developments, increasing concerns about domestic growth prospects possibly nourished by the
standstill of the economic reform process in some countries, persistent geopolitical tensions and a

weaker than envisaged pick-up in residential investment in some countries.
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Real GDP growth is projected to stay muted in the near term. The impact of the adverse factors
that hindered growth earlier in the year will still weigh on growth in the next few quarters. This is
indicated by business and consumer confidence indicators, which have weakened since the spring,
with their levels now indicating continued but only modest activity in the near term. In particular,
private investment activity is expected to remain subdued into early 2015.

Nevertheless, several fundamentals remain positive and support the expected pick-up in 2015 and
beyond. Domestic demand should benefit from the accommodative monetary policy stance and an
improved functioning of the monetary policy transmission process — further strengthened by the
standard and non-standard measures recently taken by the ECB — a broadly neutral fiscal stance
following years of substantial fiscal tightening, and some improvement in credit supply conditions.
In addition, private consumption should benefit from a pick-up in real disposable income stemming
in particular from the favourable impact of falling commodity prices, but also from rising, albeit
modest, wage and employment growth and, in the context of improving profit growth, rising other
personal income (including distributed profits). In addition, overall activity will be increasingly
supported over the projection horizon by the favourable impact on exports of an assumed gradual
strengthening of external demand, further bolstered by the impact of the depreciation of the euro.

However, the recovery is projected to remain subdued by historical standards as a number of factors
continue to dampen growth in the medium term. The remaining need for the adjustment of private
and public sector balance sheets is expected to diminish only gradually over the projection horizon.
Moreover, the drag on private consumption from high unemployment rates in some countries is
expected to abate only gradually, while ample spare capacity in some countries will continue to
hold back investment spending. In terms of annual averages, real GDP growth is projected to be
0.8% in 2014, 1.0% in 2015 and 1.5% in 2016.

Looking at the components of demand in more detail, private consumption expenditure maintains
its moderate momentum over the horizon, owing to a pick-up in real disposable income. Following
several years of pronounced weakness, real disposable income will accelerate thanks to stronger
labour income (reflecting rising employment and slightly higher wage growth), a rising contribution
from other personal (mainly profit-related) income, and low commodity prices. Increasing
household net worth and low financing costs will also support private consumption.

The saving ratio is expected to be flat, remaining at historically low levels. This reflects opposing
effects. On the one hand, the very low interest rates and gradually declining unemployment will
have a downward impact. On the other hand, there are upward effects as rising disposable income
in some countries decreases the need to use savings for consumption. The observed weakening
in consumer confidence might strengthen the precautionary savings motive. Furthermore, in some
countries, household deleveraging pressures remain elevated, which is having further upward
effects on the saving ratio.

The outlook for residential investment remains subdued. Residential investment should gain some
momentum in the course of 2015, as activity recovers in an environment of low mortgage rates
and improved credit supply conditions, and as housing market adjustment needs gradually fade.
However, in some countries, the adjustment in housing markets and/or the still weak growth of
real disposable income continue to dampen residential construction. Moreover, in some countries,
the favourable impact of historically low mortgages rates appears to be weaker than previously
expected.
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A number of factors should support business investment, namely the projected gradual strengthening
in domestic and external demand, the very low level of interest rates, the need to modernise
the capital stock after several years of subdued investment, an improvement in credit supply
conditions, and some strengthening of profit mark-ups as activity recovers. In addition, headwinds
from corporate sector deleveraging needs are expected to gradually ease following a decline in the
debt-to-GDP ratio in recent years. Nevertheless, debt levels remain elevated, so deleveraging needs
might continue to dampen growth.

Business investment growth is estimated to remain fairly low in the near term. Despite the above-
mentioned supportive factors, business confidence has declined lately. The impact of some adverse
factors appears to weigh strongly on business investment, notably still unfavourable although
improving financing conditions in some countries, concerns about the slow pace of structural
reforms in certain countries, and the persistence of geopolitical tensions. In addition, uncertainty
about the demand outlook weighs on business investment.

Euro area foreign demand is projected to pick up moderately as global activity recovers. Extra-
euro area exports will increase moderately in the second half of 2014, broadly in line with foreign
demand. Exports are projected to gain momentum in the course of 2015, reflecting the gradual
strengthening of foreign demand and the favourable impact of the recent depreciation of the euro.
Export market shares are expected to remain broadly unchanged over the projection horizon.
Extra-euro area imports will pick up only moderately over the projection horizon, reflecting the
subdued growth of demand in the euro area and the lower exchange rate of the euro. Net exports
are projected to contribute positively, albeit modestly, to real GDP growth towards the end of the
projection horizon. The current account surplus will increase over the horizon, reaching 2.4% of
GDP in 2016.

Employment growth has recently witnessed a comparatively fast and strong pick-up. Employment
started to recover already from mid-2013 onwards, initially in terms of hours worked, but then also
in terms of persons. In the second quarter of 2014, headcount employment was up 0.4% in year-on-
year terms, compared with real GDP growth of 0.8%. This relatively fast recovery appears to reflect
the upward impact of past wage moderation and probably the positive impact of recent labour
market reforms. These reforms — for example, via increased decentralisation of wage bargaining,
reduced employment protection and more flexible working arrangements — appear to have led to
a comparatively faster and stronger response of employment to output developments than seen
historically, though with some notable cross-country differences.

Euro area labour market conditions are expected to improve modestly over the projection horizon.
Headcount employment is estimated to continue its modest recovery in the second half of 2014,
and is projected to broadly maintain this momentum over the projection horizon. The recovery
in employment reflects the continued pattern of a comparatively fast and strong response to the
pick-up in activity. The labour force is expected to increase moderately, owing to immigration and
as the gradually improving labour market situation stimulates participation of certain segments of
the population. The unemployment rate is expected to decline over the projection horizon, albeit
remaining far higher than before the crisis.

Compared with the macroeconomic projections published in the September 2014 issue of the
Monthly Bulletin, the real GDP growth projection for 2014-16 has been revised downwards
by 1.0 percentage point. The revision is due to a weaker outlook for exports, as the outlook for
euro area foreign demand has been revised down significantly, reflecting lower data outturns and
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(annual percentage changes)

December 2014 September 2014 Revisions since
September 20142
2013 2014 2015 2016 2014 2015 2016 | 2014 | 2015| 2016
Real GDP? -0.4 0.8 1.0 1.5 0.9 1.6 1.9 00 -06 -03
[0.7-0.9]%[0.4 - 1.6]¥ [0.4 - 2.6]¥ [0.7 - 1.1]% [0.6 - 2.6] [0.6 - 3.2]¥
Private consumption -0.6 0.8 1.3 1.2 0.7 1.4 1.6 0.1 02 -04
Government
consumption 0.3 0.9 0.5 0.4 0.7 0.4 0.4 0.2 0.0 -0.1
Gross fixed capital
formation 2.5 0.7 1.4 32 1.1 3.1 39 -05 -18 -07
Exports 22 32 32 4.8 3.1 4.5 53 00 -13 -05
Imports 1.3 33 3.7 49 35 4.5 53 -0.3 -0.8  -0.3
Employment -0.9 0.4 0.6 0.5 0.3 0.6 0.7 0.1 0.0 -02
Unemployment rate
(percentage of labour force) 11.9 11.6 11.2 10.9 11.6 11.2 10.8 0.0 0.0 0.2
HICP 1.4 0.5 0.7 1.3 0.6 1.1 1.4 -0.1 -04  -0.1
[0.5-0.5][0.2 - 1.2] [0.6 - 2.0]* [0.5 - 0.7] [0.5 - 1.7]% [0.7 - 2.1]¥
HICP excluding energy 1.4 0.8 1.1 1.3 0.8 1.3 1.6 00 -02 -02
HICP excluding energy
and food 1.1 0.8 1.0 1.3 0.9 1.2 1.5 00 -02 -02
HICP excluding energy,
food and changes in
indirect taxes® 1.0 0.7 1.0 1.3 0.8 1.2 1.5 00 -02 -02
Unit labour costs 1.3 1.1 1.1 0.8 1.0 0.8 1.1 0.1 0.4 -0.3
Compensation
per employee 1.7 1.6 1.5 1.8 1.6 1.8 22 0.0 -0.3 -0.4
Labour productivity 0.4 0.5 0.4 1.0 0.6 1.0 1.1 -0.1 -0.6  -0.1
General government
budget balance
(percentage of GDP) -2.9 -2.6 -2.5 =22 -2.6 -2.4 -1.9 0.0 -0.1 -0.3
Structural budget balance
(percentage of GDP)” -23 -2.1 -2.1 -2.0 -2.0 -2.0 -1.9 -0.2 -0.1 -0.1
General government gross
debt (percentage of GDP) 90.8 92.0 91.8 91.1 93.9 93.1 91.5 -9 13 -04
Current account balance
(percentage of GDP) 2.0 2.1 22 2.4 23 23 24 -0.1 0.0 0.0

1) Lithuania is included in the projections for 2015 and 2016. The average annual percentage changes for 2015 are based on a euro area
composition in 2014 that already includes Lithuania.

2) Revisions are calculated from unrounded figures.

3) Working day-adjusted data.

4) The ranges shown around the projections are based on the differences between actual outcomes and previous projections carried out
over a number of years. The width of the ranges is twice the average absolute value of these differences. The method used for calculating
the ranges, involving a correction for exceptional events, is documented in New procedure for constructing Eurosystem and ECB staff’
projection ranges, ECB, December 2009, available on the ECB’s website.

5) Including intra-euro area trade.

6) The sub-index is based on estimates of actual impacts of indirect taxes. This may differ from Eurostat data, which assume a full and
immediate pass-through of tax impacts to the HICP.

7) Calculated as the government balance net of transitory effects of the economic cycle and temporary measures taken by governments
(for the ESCB approach, see Working Paper Series, No 77, ECB, September 2001, and Working Paper Series, No 579, ECB, January
2007). The projection of the structural balance is not derived from an aggregate measure of the output gap. Under the ESCB methodology,
cyclical components are calculated separately for different revenue and spending items. For more details, see the box entitled “Cyclical
adjustment of the government budget balance” in the March 2012 issue of the Monthly Bulletin and the box entitled “The structural
balance as an indicator of the underlying fiscal position” in the September 2014 issue of the Monthly Bulletin.

a downward revision in the path of the increase in the elasticity of global trade to activity towards
its long-term value. The downward revision to growth is also due to weaker business investment
in view of the recent decline in confidence and increasing concerns about domestic growth
prospects. Residential investment has also been revised down substantially in view of stronger
remaining adjustment needs in the housing markets in some countries and the fact that the impact of
historically low mortgage rates appears to have been overestimated in previous projection exercises.
Private consumption has also been revised down, reflecting downwardly revised compensation
per employee growth and weaker than expected distributed profits, reflecting the overall weaker
economic environment.
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THE INCLUSION OF THE RECENT NON-STANDARD MONETARY POLICY MEASURES IN THE
PROJECTIONS

The credit-easing monetary policy packages announced on 5 June and 4 September 2014
comprised a range of non-standard monetary policy measures, implemented through credit
operations, namely targeted longer-term refinancing operations, and outright operations, namely
an asset-backed securities purchase programme and a covered bond purchase programme.

The impact of these measures on the outlook for growth and inflation is reflected in the baseline
only to the extent that they have already affected financial variables, notably interest rates, equity
prices and the exchange rate of the euro. As a result of this technical approach, certain additional
potential channels are not captured in the baseline. These include, for example, the direct pass-
through channel, associated with the funding cost relief for euro area banks stemming from these
measures. A second channel not included in the baseline is the portfolio rebalancing channel,
reflecting the fact that the large injections of liquidity associated with each of the three policy
measures could strengthen the incentive for investors to reduce their excess holdings of cash by
buying and thus bidding up the price — and hence lowering the yield — of alternative financial
instruments, other than those purchased by the central bank.

Overall, the baseline is thus likely to underestimate the impact of the monetary policy packages,
which represents an upside risk to the baseline projections for growth and inflation.

The recent non-standard monetary policy measures are included in the baseline only through their
impact on already observed data and via their impact on the market-based technical financial
assumptions, namely via market interest rates and equity prices, and also via the exchange rate.
Thus, the baseline may underestimate the favourable impact of the recent non-standard monetary
policy measures as additional channels are not included (see Box 2).

PRICE AND COST PROJECTIONS

According to Eurostat’s flash estimate, overall HICP inflation stood at 0.3% in November 2014.
The low current rate of inflation reflects subdued energy prices related to the recent falls in crude
oil prices, low food price inflation as well as modest trends in non-energy industrial goods and
services prices.

HICP inflation is projected to remain low in the near term. Thereafter, it is expected to increase
only gradually until the end of the projection horizon, reaching a rate of 1.4% in the fourth quarter
of 2016. The increase in HICP inflation over the projection horizon is expected to be brought
about by the gradual narrowing of the negative output gap and by rising external price pressures.
The latter reflect in particular a swing from downward to upward pressures stemming
from commodity prices and from the pass-through of the past weakening of the exchange
rate of the euro.
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The remaining slack in the euro area, together with the assumed moderate developments in
commodity prices, will prevent a more substantial pick-up in euro area inflation. The negative
output gap is projected to shrink only partially until 2016, implying modest wage and profit margin
increases. Overall, HICP inflation is expected to remain very subdued, averaging 0.5% in 2014,
0.7% in 2015 and 1.3% in 2016. HICP inflation excluding energy and food is expected to average
0.8% in 2014, 1.0% in 2015 and 1.3% in 2016.

External price pressures dampen the inflation outlook at present but are expected to rise over the
projection horizon, reflecting the projected strengthening in global demand, the lower exchange rate
of the euro and, in 2016, an expected increase in commodity prices. External price developments
have added to the downward price pressures in the euro area over the recent past. Sluggish global
growth, declines in oil and non-oil commodity prices and the past appreciation of the euro have led
to declines in euro area import prices in 2013 and 2014. Looking ahead, as these effects gradually
fade, the extra-euro area import deflator is expected to rise in 2016.

Improvements in the labour market and declining economic slack are expected to trigger moderate
increases in domestic price pressures over the projection horizon. Compensation per employee
growth is projected to rise slightly over the horizon but to remain low, given ongoing adjustment
processes and wage moderation in several euro area countries. The low inflation environment also
contributes to the modest wage outlook. Unit labour cost growth is projected to decline gently
over the projection horizon. This reflects the fact that the small pick-up in compensation per
employee growth is more than offset by stronger productivity growth. The modest unit labour cost
developments are one of the main sources of the expected low domestic cost pressures until the end
of the projection horizon.

(quarterly data)

Euro area HICP
(year-on-year percentage changes)

Euro area real GDP?
(quarter-on-quarter percentage changes)
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1) The ranges shown around the central projections are based on the differences between actual outcomes and previous projections carried
out over a number of years. The width of the ranges is twice the average absolute value of these differences. The method used for
calculating the ranges, involving a correction for exceptional events, is documented in New procedure for constructing Eurosystem and
ECB staff projection ranges, ECB, December 2009, available on the ECB’s website.

2) Working day-adjusted data.
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Profit margins (as measured by the difference between the GDP deflator at factor cost and unit
labour cost growth) are expected to decline in 2014, stabilise in 2015 and rebound in 2016 as a
result of the strengthening of economic activity and, in particular, a moderation of unit labour cost
developments.

Compared with the macroeconomic projections published in the September 2014 issue of the
Monthly Bulletin, the projection for headline inflation has been revised down by 0.1 percentage
point for 2014, by 0.4 percentage point for 2015 and by 0.1 percentage point for 2016. This reflects
mainly lower oil prices in euro, some downward surprises regarding recent outcomes for the non-
energy components, and the impact of the downwardly revised growth outlook. For 2016, the latter
is partly compensated for by a stronger upward impact from HICP energy inflation, driven by a
weaker exchange rate and an upward change in oil price futures as compared with the September
projection. HICP inflation excluding food and energy has also been revised down, reflecting the
weaker wage and profit margin dynamics as well as the indirect pass-through of the recent exchange
rate depreciation.

FISCAL OUTLOOK

The orientation of fiscal policy will be broadly neutral over the projection horizon. The fiscal
stance, measured as a change in the cyclically adjusted primary balance, is expected to be slightly
expansionary in 2014-15 and neutral in 2016, in contrast with the significant tightening observed in
previous years.

The government deficit ratio is projected to gradually decrease over the projection horizon.
This decline will be supported by the improvement of the cyclical position of the euro area
economy. The structural budget balance is projected to improve only slightly over the projection
horizon, reflecting broadly neutral fiscal policy. The government debt ratio will start declining from
2015 onwards, owing to the recent improvements in the primary balance and a more favourable
interest/growth differential.

Compared with the fiscal projection published in the September 2014 issue of the Monthly Bulletin,
the deficit outlook and debt dynamics have somewhat deteriorated as a result of a less favourable
macroeconomic outlook and a slight relaxation in discretionary fiscal policies. The downward
revision of the debt-to-GDP ratio is mainly a result of the implementation of the new statistical
standard ESA 2010.

SENSITIVITY ANALYSES

Projections rely heavily on technical assumptions regarding the evolution of certain key
variables. Given that some of these variables can have a large impact on the projections for
the euro area, the sensitivity of the latter with respect to alternative paths of these underlying
assumptions can help in the analysis of risks around the projections. This box discusses the
uncertainty around three key underlying assumptions and the sensitivity of the projections with
respect to these assumptions.'

1 All simulations have been conducted under the assumption of no policy change and no change to any other variable concerning the
technical assumptions and the international environment of the euro area.
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1) An alternative oil price path

The assumptions for oil prices in the current Eurosystem staff projections are taken from market
expectations as measured by oil futures prices. At the cut-off date of 13 November, taking the
oil price path implied by futures markets in the preceding two-week period, it had been predicted
that a barrel of Brent crude oil would fall from USD 102.6 in the third quarter of 2014 to USD
85.6 in 2015, before rising to USD 88.5 in 2016. After the cut-off date, however, oil prices and
oil price futures fell further in an environment of ample oil supply and weak oil demand, in
particular after OPEC decided on 27 November 2014 to maintain current production levels. On 2
December 2014, oil price futures implied that the price of Brent crude oil would fall to USD 73.2
in 2015 and rise to USD 78.1 in 2016, i.e. to levels 14.5% and 11.7% lower than those entailed
in the baseline projection.

On the basis of Eurosystem staff macroeconomic models, it has been estimated that the
alternative oil price path would cause euro area HICP inflation to be about 0.4 percentage point
below the baseline projection for 2015 and 0.1 percentage point below the baseline projection
for 2016. At the same time, the alternative oil price path would support real GDP growth by
about 0.1 percentage point in both 2015 and 2016.

2) An alternative exchange rate path

The baseline assumes an unchanged effective exchange rate of the euro until the end of the
horizon. However, a weakening of the euro could result from deteriorating growth prospects in
the euro area as compared with the US economy, and from expectations of diverging monetary
policy stances in the two economies