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1 Macro-financial and credit environment 

Macro-financial conditions have strengthened gradually further in the euro area, 
amid a more pronounced shift in global growth dynamics from emerging to advanced 
economies. Still, euro area growth prospects remain muted, with the risks 
surrounding the economic outlook tilted to the downside given heightened macro-
financial vulnerabilities in major emerging economies. Within the euro area, generally 
favourable financial conditions contrast with continued real fragmentation at the 
country level, despite some further progress made in terms of rebalancing. At the 
global level, the prospect of diverging monetary policy trends in major advanced 
economies, ongoing geopolitical tensions and continued bouts of volatility in 
emerging economies and global commodity markets have the potential to unearth 
underlying vulnerabilities, reignite risk aversion vis-à-vis certain countries, markets 
and asset classes, and trigger a broad-based adjustment in global capital flows. 

Against this backdrop, euro area sovereign stress has remained contained, despite 
some tensions in selected countries. In general, sovereign financing conditions have 
remained relatively benign in terms of pricing, while the trend towards longer 
durations has continued in the current low interest rate environment. However, 
underlying sovereign vulnerabilities remain elevated amid continuing challenges 
along the path to durably restoring the sustainability of public finances. The main risk 
relates to a possible prolonged period of low nominal growth, in particular, in the 
absence of meaningful enough structural reform efforts in several countries. 

As with euro area sovereigns, financing conditions remain favourable for the euro 
area non-financial private sector, as unconventional measures by the Eurosystem 
translate into improved availability and a low cost of funding and help reduce 
persistent financial fragmentation across countries and firm sizes. The gradual 
economic recovery should underpin improving income and earnings prospects for 
households and non-financial corporations, which together with the low interest rate 
environment should help mitigate the risks associated with elevated levels of non-
financial private sector debt in several euro area countries. The recovery of euro 
area property markets has gained some momentum over recent quarters, while 
becoming more broad-based across countries and market segments. This 
broadening recovery notwithstanding, heterogeneity in terms of price movements 
and valuations remains at the country and regional levels in both the residential and 
commercial property realms. Continued favourable financing conditions and 
gradually improving economic prospects should underpin the sustainability of the 
ongoing recovery, but buoyant developments in some countries and asset classes 
need to be carefully monitored in the context of the current low-yield environment. 

1.1 Ongoing euro area recovery amid rising external risks 

The economic recovery in the euro area has gained further momentum in the first 
three quarters of 2015. Domestic demand has benefited, in particular, from 
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strengthened private consumption, in line with higher 
labour income and lower energy prices. At the same 
time, euro area exports remained buoyant, reflecting 
gains in euro area export market shares on the back of 
the past depreciation of the euro. The recovery is being 
chiefly supported by the very accommodative monetary 
policy stance, with the effects of recent non-standard 
Eurosystem measures gradually finding their way 
through the economy. Against this backdrop, overall 
uncertainty in the euro area has remained relatively low 
(see Chart 1.1), although political and financial market 
uncertainty have increased somewhat in the context of 
renewed political and sovereign tensions in some euro 
area countries and heightened financial market volatility 
stemming from developments in major emerging 
economies. Despite the ongoing recovery, economic 
conditions remain weak in the euro area, while the level 
of economic output remains on average below pre-
crisis levels, albeit to varying degrees across euro area 
countries. That said, a low nominal growth environment 
in the euro area contrasts with more buoyant 
developments in other major international peers, 
notably the United States, highlighting the prospect of 
increasingly divergent underlying monetary policies. 
Still, uncertainty regarding the strength and pace of 
economic expansion as well as inflation prospects 
remains high not only in the euro area, but also in the 
United States (see Chart 1.2). 

The euro area economic recovery is projected to 
continue over the next two years, although at a 
somewhat slower pace than anticipated earlier this year 
given the slowdown in emerging economies. Still, a 
very accommodative monetary policy stance, the past 
depreciation of the effective exchange rate of the euro, 
improvements in the labour market, lower energy prices 
and a waning fiscal drag will underpin economic activity 
in the near and medium term, in particular by boosting 
domestic demand. By contrast, the ongoing process of 
balance sheet adjustment in the financial and non-
financial private sectors, sluggish structural reform 
implementation and still high (albeit declining) 
unemployment rates in several countries will continue 
to weigh on the pace of recovery. Against this 
backdrop, the September 2015 ECB staff 
macroeconomic projections for the euro area envisage 
real GDP growth of 1.4% for 2015, which is expected to 

Chart 1.1 
Overall uncertainty has remained relatively low in the 
euro area  

Macroeconomic uncertainty in the euro area 
(Q1 1999 – Q4 2015; standard deviations from mean) 

 

Sources: Consensus Economics, Baker, Bloom and Davis (2013), European 
Commission, ECB and ECB calculations. 
Notes: Mean for the period Q1 1999 – Q4 2007. Macroeconomic uncertainty is captured 
by examining a number of measures of uncertainty compiled from various sources, 
namely: (i) measures of economic agents’ perceived uncertainty about the future 
economic situation based on surveys; (ii) measures of uncertainty or of risk aversion 
based on financial market indicators; and (iii) measures of economic policy uncertainty. 
Measures of economic policy uncertainty are taken from Baker, S., Bloom, N. and Davis, 
S., “Measuring Economic Policy Uncertainty”, Chicago Booth Research Paper No 13/02, 
January 2013. For further details on the methodology, see Box 4 entitled “How has 
macroeconomic uncertainty in the euro area evolved recently?”, Monthly Bulletin, ECB, 
October 2013. 
 

Chart 1.2 
Low nominal growth in the euro area contrasts with 
more benign conditions in the United States 

Distribution of the 2016 real GDP growth and HICP/CPI 
forecasts for the euro area and the United States 
(probability density) 

 

Sources: Consensus Economics and ECB calculations. 
Note: The dashed lines represent the average forecast values. 
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accelerate moderately to 1.7% in 2016 and 1.8% in 2017. 

The risks surrounding this outlook are tilted to the downside and relate mainly to the 
external environment, notably rising uncertainty stemming from developments in 
emerging economies. In particular, a further slowdown of the Chinese economy has 
the potential to affect the euro area economy via the trade and confidence channels, 
albeit to varying degrees across the individual countries (see Box 1). Additional 
headwinds may relate to a further rise in geopolitical tensions, a reintensification of 
sovereign stress at the euro area country level, as well as an adverse global interest 
rate shock and increased global risk aversion. These risks may be accentuated by 
concerns about the euro area’s long-term growth potential, with both crisis-related 
factors (e.g. slow capital stock growth) and non-crisis-related forces 
(e.g. demography) weighing on the underlying trend. 

Chart 1.4 
Negative output gaps and high unemployment rates 
remain a challenge in several countries 

Output gaps and unemployment rates across the euro area 
 
(2014; 2016; percentages; x-axis: unemployment rate; y-axis: output gap) 

 

Sources: Eurostat and European Commission. 
Note: 2016 data are projections. 
 
 
 

Despite the ongoing gradual economic recovery in the euro area, real fragmentation 
across countries – albeit lower than at the height of the euro area sovereign debt 
crisis – remains a challenge. In particular, there are signs of a renewed widening in 
cross-country divergence of projected growth rates (see Chart 1.3), with Greece and 
Ireland at the lower and upper end of the distribution. Similarly, labour market 
conditions show signs of improvement, with the aggregate euro area unemployment 
rate falling to 10.8% in September 2015, the lowest level since early 2012. However, 
developments continue to diverge in the euro area (see Chart 1.4), as continued 
labour market slack in countries such as Cyprus, Greece and Spain contrasts with 
relatively tight labour market conditions in other countries like Austria, Germany and 
Luxembourg. This heterogeneity continues to highlight the need for employment-
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Chart 1.3 
Overall economic prospects diverge considerably 
across the euro area 

Evolution of forecasts for real GDP growth in the euro area 
and selected advanced economies for 2016 
(Jan. 2015 – Nov. 2015; percentage change per annum) 

 

Sources: Consensus Economics and ECB calculations. 
Note: The chart shows the minimum, maximum, average, median and interquartile 
distribution across the 11 euro area countries surveyed by Consensus Economics 
(Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, the Netherlands, 
Portugal and Spain). 
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boosting structural reforms with a view to fostering an 
inclusive economic recovery and enhancing the euro 
area’s medium-term growth potential. In fact, negative 
output gaps are expected to remain sizeable over the 
2014-16 period in many euro area countries (see Chart 
1.4), even if markedly lower than during the crisis-
ridden years. 

Efforts to restore price and non-price competitiveness 
within the euro area are ongoing, as reflected by the 
marked improvement of the external balances of euro 
area countries most affected by the financial crisis in 
recent years (see Chart 1.5). A large part of the 
underlying current account adjustment has been of a 
non-cyclical nature, reflecting competitiveness gains 
and adjustments in potential output, and is therefore 
likely to be sustained. Looking ahead, the near-term 
outlook for external rebalancing will be shaped by two 
conflicting forces. On the one hand, the gradual upturn 
in economic activity is likely to exert downward 
pressure on current account balances, while, on the 
other hand, temporary factors – in particular a weaker 
euro and lower oil prices – should support external 
rebalancing. The longer-term prospects will depend on 
a number of determinants, such as the reallocation of 
resources towards high-productivity firms and the 
continuation of structural product and labour market 
reforms which have the potential to reinvigorate growth 
and competitiveness in the euro area. 

The global economy remained on a muted growth 
path with uneven developments across major economic 
areas (see Chart 1.6). While economic activity in 
advanced economies has continued to firm gradually, 
the growth prospects for emerging markets have 
deteriorated further amid heightened political 
uncertainty and tighter external financing conditions. 
While global growth is expected to recover gradually on 
the back of lower oil prices and continued policy 
support, risks to the global outlook remain tilted to the 
downside. In particular, a sharp repricing of risk with 
ensuing corrections in asset prices, a potential 
disorderly reversal of capital flows and sharp exchange 
rate movements in the context of the prospective 

unwinding of monetary accommodation in the United States remain causes for 
concern. Moreover, heightened geopolitical tensions and possible financial market 
stress accompanying the ongoing rebalancing to a more moderate growth path in 

Chart 1.5 
Sustained current account improvements underpin the 
ongoing process of rebalancing within the euro area 

Current account balances in the euro area 
(Q1 2008 – Q2 2015; percentage of GDP) 

 

Sources: Eurostat and ECB calculations. 
Note: Euro area countries most affected by the crisis include Cyprus, Greece, Ireland, 
Italy, Portugal, Slovenia and Spain. 

Chart 1.6 

Economic prospects continue to diverge in advanced 
and emerging economies 

Manufacturing Purchasing Managers’ Indices across the 
globe 
(Jan. 2008 – Oct. 2015; diffusion indices: 50+ = expansion; seasonally adjusted) 

 

Sources: Markit and Institute for Supply Management. 
Notes: Advanced economies cover Japan, the United Kingdom and the United States, 
while emerging economies include Brazil, China, India, Russia and Turkey. Values are 
aggregated with GDP PPP weights. 
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major emerging economies, notably China, may harbour the potential for an adverse 
growth shock. 

Economic activity in advanced economies outside the euro area continued to firm 
gradually. The recovery is being supported by lower oil prices, improving labour 
market conditions, as well as gradually receding headwinds from private sector 
deleveraging and fiscal consolidation in several countries, while highly 
accommodative monetary policies have continued to underpin favourable financing 
conditions. However, the pace of progress varies across countries, with a multi-
speed economic recovery increasingly translating into divergent monetary policies. 
That said, the uncertainties related to the timing and specific profile of monetary 
policy normalisation across advanced economies represent a key source of risk, 
having the potential to spark volatility and trigger abrupt adjustments in financial 
markets, and, eventually, weigh on global growth. 

In the United States, after strong growth in the second quarter of 2015, real GDP 
growth slowed in the third quarter, mostly due to a negative contribution from 
inventories. Meanwhile, the recovery in domestic demand continued to be robust, 
supported by the strength in private consumption on account of income windfalls 
from low oil prices, a falling propensity to save and past gains in net wealth. Looking 
ahead, the recovery is expected to continue at a relatively robust pace, as – despite 
a prospective turn in the interest rate cycle – still very accommodative monetary 
policies and a lower fiscal drag are supporting growth, together with continued 
improvements in labour and housing markets. Risks to the growth outlook remain 
slightly on the downside and relate to a faster than expected normalisation of interest 
rates and a further appreciation of the US dollar. Moreover, a negative impact of low 
oil prices on energy-related investment spending may prove more persistent than 
previously anticipated, while underlying fiscal imbalances, if unaddressed, highlight 
the risk of a potential reassessment of sovereign creditworthiness. 

In Japan, following a strong start to the year, economic activity contracted in the 
second and third quarters of 2015. However, the recent weakness in the third quarter 
was driven mainly by the large negative contribution of inventories, while both private 
consumption and exports rebounded. Looking ahead, the recovery is expected to 
proceed at a modest pace on the back of improving domestic demand, which is 
being supported inter alia by accommodative monetary policies. In addition, higher 
real incomes due to lower oil prices and stronger wage growth should boost private 
consumption, while continued increases in corporate profits bode well for investment. 
Risks to the economic outlook remain tilted to the downside amid rising external 
risks, in particular those related to a further slowdown of the Chinese economy, and 
major challenges in ensuring the long-term sustainability of public finances. 
Domestic banks’ sovereign exposure and related risks to financial stability remain 
elevated, although they have been gradually declining since the launch of the 
quantitative and qualitative monetary easing in April 2013 and its further expansion 
in October 2014. 

Economic activity in the United Kingdom has lost some of its momentum in the first 
three quarters of 2015, following the robust growth recorded last year. Still, economic 
conditions have remained relatively buoyant, with a low inflation environment, an 
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accommodative monetary policy stance and improving labour market conditions 
underpinning domestic demand. Looking ahead, the economy is expected to 
continue to expand at a relatively robust pace close to potential, with risks to 
economic activity being broadly balanced. On the upside, low energy prices and 
accelerating wage growth should support private consumption, while easing credit 
conditions should spur business investment. On the downside, continued balance 
sheet repair in the private and public sectors as well as the lagged effect of the 
appreciation of the pound sterling could weigh on economic activity. Also, the 
planned referendum on EU membership could heighten political uncertainty and 
dampen investment, while buoyant housing market developments may add risks to 
household balance sheets via further rising indebtedness. 

Emerging markets have lost further momentum on the 
back of unwinding domestic and/or external macro-
financial imbalances, continued geopolitical tensions, 
heightened political uncertainty and lower commodity 
prices which adversely affected commodity (in 
particular oil) exporters across the emerging market 
universe. Economic dynamics continued to vary across 
regions, with rather upbeat sentiment in central and 
eastern Europe contrasting with further deteriorating 
economic confidence in emerging Asia and Latin 
America. Despite positive stimuli for oil-importing 
emerging economies, future growth prospects in a 
number of countries continue to be restrained by the 
limited monetary and fiscal room for manoeuvre as well 
as prevalent infrastructure bottlenecks and capacity 
constraints that weigh on potential output. Tighter 
financial conditions (see Chart 1.7) and the expected 
monetary policy adjustment in the United States are 
likely to further constrain economic activity in emerging 
economies which are highly dependent on capital 
inflows. That said, concerns regarding potential 
currency mismatches on sovereign and corporate 
balance sheets across emerging markets remain, albeit 
declining in recent years, inter alia given the increased 

issuance of domestic currency-denominated debt and the build-up of substantial 
foreign currency asset positions in many emerging economies. This may render 
emerging markets overall less vulnerable to major downward exchange rate 
pressures vis-à-vis the US dollar, even if aggregate figures may hide pockets of risk 
at the country and/or sector levels. 

The economic recovery across emerging Europe, notably the non-euro area EU 
countries in central and eastern Europe, is under way, with the recent increase in 
volatility in global financial markets having had only a limited impact on the region 
given rather healthy macroeconomic fundamentals. Economic growth is 
predominantly being driven by robust domestic demand, as very low inflation 
underpins the purchasing power of consumers, while investment activity is benefiting 

Chart 1.7 
Financial conditions in emerging economies remained 
less benign than those in advanced economies 

Financial conditions in selected advanced and emerging 
market economies 
(Jan. 2010 – Nov. 2015; number of standard deviations) 

 

Source: Bloomberg. 
Notes: Bloomberg’s financial conditions index tracks the overall stress in money, bond 
and equity markets. Yield spreads and indices are combined and normalised. The 
values of this index are Z-scores, which represent the number of standard deviations by 
which financial conditions are above or below the average level of financial conditions 
observed during the pre-crisis period, covering 1994 – June 2008 for the United States, 
1999 – June 2008 for the euro area and 2000 – June 2008 for Asia (excl. Japan). 
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from EU structural fund inflows. Looking forward, an improving economic outlook for 
the euro area is expected to further stimulate economic growth in the region, but a 
possible re-escalation of the conflict in Ukraine and the deepening recession in 
Russia as a result of a commodity price shock and international sanctions continue 
to represent a potential downside risk to economic activity for some countries. In 
spite of the ongoing economic recovery, credit growth has remained muted across 
the region given legacy asset quality problems and the ongoing balance sheet repair 
in the non-financial private sector, which is constraining loan demand in some 
countries. Banks in the region continue to reshuffle their funding structure by 
mobilising local deposits and reducing cross-border funding sources. The 
implementation of new legislative initiatives aiming to reduce currency mismatches 
on household and corporate balance sheets (e.g. in Croatia, Hungary and Poland) 
may entail considerable financial costs for the banking sector and affect the 
profitability and future lending capacity of banks which are mostly subsidiaries of 
major euro area banking groups. 

Chart 1.9 
Commodity markets have remained under pressure in 
all major market segments 
 

Selected commodity price developments 
 
(Jan. 2005 – Nov. 2015; index: 2010 = 100; USD per barrel) 

 

Source: Bloomberg. 
 
 

Economic conditions remained subdued in emerging Asia, in particular driven by 
developments in China where decelerating growth prospects coupled with previously 
overly high valuations triggered major corrections in local (and global) stock markets 
(see Box 1), prompting Chinese authorities to take supportive measures to stabilise 
sentiment. Looking ahead, regional growth dynamics are expected to fall short of the 
momentum seen in previous years, despite supportive factors such as the overall 
positive impact of lower oil prices, stronger foreign demand from key advanced 
economies as well as available room for further monetary and/or fiscal easing in 
several countries. In fact, risks to activity in the region are tilted mainly to the 
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Chart 1.8 
Some emerging economies are highly exposed to the 
twin risk of lower commodity prices and a slowdown in 
economic activity in China 

Share of commodity exports (y-axis) and exports to China 
(x-axis) in total exports 
(2014; percentage of total merchandise exports) 

 

Sources: IMF and World Bank. 
Notes: Commodities cover agricultural raw materials, food, fuels, ores and metals. Data 
for Indonesia and Russia are for 2013. 
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downside and relate to possible stronger than expected exchange rate adjustments 
linked to divergent monetary policies in advanced economies, as well as the 
uncertainty surrounding the monetary policy normalisation in the United States. 
Moreover, the slowdown of the Chinese economy may trigger additional knock-on 
effects for other Asian economies with close trade and financial links to China (see 
Chart 1.8) where increasing leverage, a large shadow banking sector, an 
accelerated liberalisation of capital flows and potential further corrections in the 
housing market indicate rising risks to financial stability. 

Economic activity in Latin America remained weak, while growth became more 
uneven across countries. Several countries have lost further momentum or are 
experiencing an outright recession, in particular commodity exporters which saw 
their terms of trade deteriorate sharply as a result of lower commodity prices (e.g. 
Brazil and Venezuela). In other countries (e.g. Mexico), activity has remained 
relatively solid, buttressed by strong foreign (i.e. US) demand. Overall, risks remain 
skewed to the downside and mainly relate to a further tightening of external financing 
conditions and to a potential disorderly rebalancing of the Chinese economy, on 
which commodity exporters in the region are highly dependent (see Chart 1.8). Also, 
fiscal challenges in oil-exporting economies, coupled with heightened political risks 
and underlying structural vulnerabilities in some countries, may act as a drag on 
growth. 

In sum, the global economy should continue on a 
moderate growth path, but developments will remain 
uneven across countries and regions. Risks to the 
outlook remain tilted to the downside as long-standing 
and newly emerging underlying vulnerabilities pose a 
threat to the global recovery, with inherent fragilities 
being partly masked by benign financial market 
conditions. Geopolitical tensions continue to represent 
a cause for concern, in particular the ongoing Ukraine-
Russia tensions, but also those prevalent in other parts 
of the world (e.g. the Middle East). Moreover, after a 
short-lived recovery, global commodity markets have 
continued to adjust (see Chart 1.9) against the 
backdrop of abundant supply conditions and slowing 
global demand, while the related slowdown in emerging 
economies has caused oil price volatility to rise again. 
While low oil prices are likely to have a net positive 
impact on the global economy, they may challenge the 
macro-fiscal stability of oil-exporting emerging 
economies, thereby potentially triggering shifts in 
investor sentiment and negative spillovers across 
emerging economies. In addition, in comparison with 
the mainly supply-driven oil price decline observed so 
far, a fall in oil prices caused by lower growth in 
emerging economies is likely to be less positive for the 

global economy on aggregate as it would be accompanied by weaker global trade. 

Chart 1.10 
Prospective changes in the US monetary policy stance 
and economic weakness in China have triggered capital 
outflows from emerging economies 

Equity and bond flows to advanced and emerging economies 
(Jan. 2012 – Nov. 2015; index: Jan. 2012 = 100) 

 

Source: EPFR. 
Notes: Bonds include both sovereign and corporate bonds. Indices are constructed 
based on relative flows over total net assets in order to control for the fact that the 
number of funds is not constant over time. 
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Lastly, developments in China and more general concerns about the macro-financial 
health of major emerging economies have triggered portfolio investment outflows 
from emerging markets (see Chart 1.10 and Section 2.1), highlighting the potential 
risk of a disorderly and broad-based reversal of global search-for-yield flows. 

All in all, the main macro-financial risks to euro area financial stability currently relate 
to external factors, such as the ongoing adjustment in emerging economies towards 
a more moderate growth path, continued heightened geopolitical tensions and 
diverging monetary policies in major advanced economies. In addition to raising 
uncertainties regarding the pace and sustainability of the economic recovery at both 
the euro area and global levels, these factors also have the potential to trigger 
renewed tensions in global financial markets and prompt a potential reversal of 
global search-for-yield flows. Against the background of a low nominal growth 
environment, macro-financial risks also continue to originate from within the euro 
area. In particular, the ongoing balance sheet repair in both the private and public 
sectors in several countries, as well as the sluggish pace of structural reforms, 
continue to weigh on the underlying euro area growth momentum. 

Box 1 
Understanding the links between China and the euro area 

A reassessment of global economic growth 
prospects has been under way since late 2014, 
as economic activity in emerging markets has 
receded from the strong growth seen over the 
last years. A key focus in this regard has been 
China, not only given its sheer size and growing 
role in international trade and finance, but also 
given the uncertainties related to the country’s 
ongoing rebalancing from an investment and 
export-driven to a consumption-led growth 
model. The correction in Chinese stock markets 
in the third quarter of this year sparked a 
pronounced rise in uncertainty which was 
pervasive enough to have significant global 
effects, including on euro area financial markets. 
Indeed, developments in China could affect the 
euro area in multiple ways from a financial 
stability perspective, including via trade, 
commodity and financial channels, which may 
work either directly or indirectly. 

Starting with the trade channel, trade between the euro area and China has increased substantially 
over the past decade, reflecting China’s rapid pace of growth, its accession to the World Trade 
Organization and the growth of global value chains (GVCs) in which China is a key player. China’s 
share in world GDP rose to 13% in 2014, which is more than half the size of that of the United 
States at 23% (using market exchange rate weights). Despite China’s size, euro area exports to 
China remain limited at around 6% of total extra-euro area exports of goods. At the country level, 

Chart A 
Trade linkages with China are limited 

Exports to China across the euro area 
(Q2 2015; percentage share of total extra-euro area exports of goods) 

 

Source: IMF Direction of Trade Statistics. 
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Germany has the largest share, with some 9% of its total extra-euro area exports of goods targeting 
China, while for other euro area countries the importance of China as an export destination ranges 
from around 1% (Lithuania) to 8% (Finland) of their total extra-euro area exports of goods (see 
Chart A). The majority of exports to China consist of manufactured goods, reflecting the relatively 
high share of investment in GDP. However, a growing share of euro area exports also relates to 
intermediate goods, which is due in part to China’s prominent role in GVCs, suggesting that the 
demand for euro area exports partially depends on foreign demand rather than domestic demand in 
China. 

Turning to the commodity channel, given the 
size of the economy, a slowdown in Chinese 
economic activity would also clearly affect global 
commodity markets (see Chart B), with 
subsequent repercussions for the euro area. 
China is an important driver of oil prices, 
accounting for 12% of total world demand for oil 
(compared with 21% for the United States).1 
While the oil price decline since mid-2014 has 
been largely driven by supply-side factors, such 
as robust US shale oil production, a decline in 
commodity prices induced by lower demand 
from China would dampen adverse growth 
spillovers from lower foreign demand. The 
commodity price channel could also affect euro 
area banks with direct linkages to commodity 
producers through debt or equity financing. The 
related risks appear to be limited though, as 
euro area bank exposures to oil-exporting 

economies and the energy sector are relatively small.2 

Beyond the oil sector, financial linkages between China and the euro area relate to direct bank 
exposures to Chinese counterparties, indirect exposures to third countries, mutual fund exposures 
(see Section 2) and asset price co-movements which may be partly driven by confidence effects. As 
regards direct bank exposures, aggregated banking supervision data suggest that cross-border 
claims of euro area banks on China are relatively small, accounting for less than 1% of home-
country assets (see Chart C).3 However, euro area banks could also be affected indirectly via 
exposures to third countries which are exposed to China. However, simulations factoring in such 
effects via network analyses find that only major financial centres can have large effects on the euro 
area.4 

                                                                    
1  Compared with the situation for oil, China plays a larger role in total demand for various metal 

commodities. For example, China’s share in total world demand for aluminium and copper is around 
50%. 

2 For further details, see Box 2 in Financial Stability Review, ECB, May 2015. 
3  These exposures to China mainly comprise traditional loans, while debt, equity and derivative 

exposures play a less significant role. 
4  See, for example, Espinosa-Vega, M. A. and Solé, J. (2010), “Cross-Border Financial Surveillance: A 

Network Perspective”, IMF Working Paper No 10/105, April. 

Chart B 
China has been an important driver of oil prices 

Oil prices and Chinese GDP growth 
(Q1 2001 – Q3 2015; USD per barrel; annual percentage change) 

 

Sources: Bloomberg and OECD. 
Note: Oil prices are nominal Brent crude oil prices. 
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Chart D 
Chinese shocks can have a large impact on the 
VIX index 

The Shanghai stock index and the VIX index 
(Nov. 2014 – Nov. 2015; index points) 

 

Source: Bloomberg. 
 

Despite limited direct financial sector exposures to China, shocks emanating from China during the 
third quarter of this year spilled over to global equity markets, with daily declines comparable to 
those seen in the context of the Lehman Brothers default and significantly larger than in earlier 
corrections in China or in the Fed tapering episode in 2013. The market reaction differed across 
countries, yielding a significant degree of heterogeneity in market responses. An empirical analysis 
of the determinants of cross-country heterogeneity in local stock market responses shows that 
these differences cannot be explained by traditional spillover channels including trade linkages, 
commodity prices and country risk.5 This indirectly lends support to the notion that global 
confidence shocks which would affect all risky assets irrespective of country-specific risk factors 
could be triggered by developments in China. This finding is consistent with an increase in the VIX 
index during China-related shocks (see Chart D). 

To conclude, direct trade and financial linkages between the euro area and China, while having 
increased rapidly over the past decade, appear to be limited, and thus are rather unlikely to induce 
major spillovers with negative implications for euro area financial stability. The commodity channel 
tends to dampen adverse spillovers, as the effect of lower foreign demand is partially offset by the 
positive impact of lower commodity prices on euro area growth. However, despite limited financial 
linkages with the rest of the world, developments in China may trigger significant volatility in global 
stock markets and more generally adversely affect global confidence. To the extent that such 
confidence effects may lead to significant global portfolio adjustments, spillovers from China to 
global growth and thus euro area financial stability can be more powerful than direct exposures 
suggest. 

                                                                    
5  In a sample of 30 countries, changes in domestic stock market indices are regressed in country-

specific settings on specific Chinese events and macroeconomic news in those countries, the United 
States and the euro area. The marginal effects of the Chinese event on exchange rates and stock 
markets are regressed on a set of explanatory variables, including standard gravity-type variables and 
proxies for the trade, commodity and country risk channels. 
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Chart C 
Euro area bank exposures to China are 
relatively small 

Euro area bank exposures to China 
(Q4 2014; percentage of home-country banking sector assets) 

 

Source: ECB. 
Note: Large euro area countries cover France, Germany, Italy, Spain and 
the Netherlands. 
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1.2 Sovereign debt sustainability risks remain elevated amid 
continued favourable financing conditions 

Sovereign stress conditions have remained contained in the euro area despite 
higher volatility triggered by renewed sovereign tensions in Greece. In fact, spillovers 
from the Greek events across the euro area were minimal, also cushioned by ECB 
action, including the expanded asset purchase programme. The composite indicator 
of systemic stress in euro area sovereign bond markets has remained close to the 
levels seen before the eruption of the global financial crisis in 2008 (see Chart 1.11). 
However, the aggregate indicator conceals substantial divergence in sovereign 
stress across countries. In particular, default risk expectations had increased in 
Greece amid high political uncertainty until July 2015 and, even though decreasing 
since then, they remain at heightened levels due to concerns about the prompt and 
full implementation of the third Greek financing programme. 

In terms of fiscal fundamentals, flows are showing signs 
of continued (albeit gradual) improvement. Fiscal 
deficits in the euro area are expected to decline further 
in 2015-17, although at a slower pace than in previous 
years. According to the European Commission’s 
autumn 2015 economic forecast, the aggregate euro 
area fiscal deficit is projected to fall from 2.6% of GDP 
in 2014 to 2.0% in 2015, 1.8% in 2016 and 1.5% in 
2017, entirely driven by cyclical factors and lower 
interest expenditure. Headline fiscal balances are 
expected to improve in almost all euro area countries 
over the forecast horizon. Despite the overall 
improvement in fiscal conditions in the euro area in 
recent years, sovereign risks remain elevated given 
high debt ratios. Consolidation efforts appear to have 
lost momentum, while proceeding at an uneven pace 
across countries. Following major largely pro-cyclical 
adjustments in 2011-13, the underlying fiscal stance is 
expected to be broadly neutral for the euro area as a 
whole in 2015-17, as reflected by the flat profile of the 
euro area cyclically adjusted primary budget balance 
(see Chart 1.12). In the absence of further reform 
efforts, structural budget balances are expected to 
deteriorate in some countries, in many cases also 
moving further away from the medium-term objective 
set by individual euro area countries in their stability 
programmes (see Chart 1.13). In addition, several 
countries (e.g. Belgium, France, Spain, Slovakia and 
Slovenia) have postponed the targeted deadline for 

Chart 1.11 
Sovereign tensions contained in most (but not all) euro 
area countries 

Composite indicator of systemic stress in euro area 
sovereign bond markets (SovCISS) 
(Jan. 2007 – Oct. 2015) 

 

Sources: ECB and ECB calculations. 
Notes: The SovCISS aims to measure the level of stress in euro area sovereign bond 
markets. It is available for the euro area as a whole and for 11 individual euro area 
countries (Austria, Belgium, Germany, Finland, France, Greece, Ireland, Italy, the 
Netherlands, Portugal and Spain). Countries most affected by the financial crisis 
comprise Greece, Ireland, Italy, Portugal and Spain, while other euro area countries 
include Austria, Belgium, Germany, Finland, France and the Netherlands. The SovCISS 
combines data from the short end and the long-end of the yield curve (two-year and ten-
year maturity bonds) for each country, i.e. two spreads between the sovereign yield and 
the euro swap interest rate (absolute spreads), two realised yield volatilities (the weekly 
average of absolute daily changes) and two bid-ask bond price spreads (as a 
percentage of the mid-price). The aggregation into country-specific and euro area 
aggregate SovCISS is based on time-varying cross-correlations between all 
homogenised individual stress indicators pertaining to each SovCISS variant following 
the CISS methodology developed in Hollo, D., Kremer, M. and Lo Duca, M., “CISS – a 
composite indicator of systemic stress in the financial system”, Working Paper Series, 
No 1426, ECB, March 2012. 
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achieving their medium-term objectives, compared with the ones set in the 2013 
calendars of convergence, into the distant future.6 In these cases, further progress 
with fiscal adjustment and reform implementation is needed to ensure long-term 
government debt sustainability and to restore fiscal buffers. As long as large 
structural fiscal vulnerabilities remain at the country level, fiscal expansion would risk 
generating an adverse reaction in both sovereign and private funding markets. 

Chart 1.13 
… highlighting the need for continued reform efforts at 
the national level 

Structural budget balances and medium-term fiscal 
objectives across the euro area 
(2015; 2016; percentage of GDP) 

 

Source: European Commission’s autumn 2015 economic forecast. 
Note: The programme countries Cyprus and Greece are excluded as they are not 
covered by the European Semester. 

From the stock perspective, risks to government debt sustainability remain sizeable 
despite the deficit reduction observed over recent years. In fact, on average, the 
euro area government debt-to-GDP ratio appears to have reached a peak of 94.5% 
of GDP in 2014, but it is projected by the European Commission to fall only gradually 
to 91.3% of GDP by 2017. In terms of the evolution of government debt levels, the 
outlook at the aggregate euro area level has improved slightly since the adoption of 
the expanded asset purchase programme, thanks to lower interest payments and 
higher expected nominal growth. Still, the picture remains fairly heterogeneous at the 
country level, with seven euro area countries forecasted to see an increase in their 
government debt ratios over the 2014-17 period, in particular on account of positive 
debt-deficit adjustments, but in some cases also driven by primary deficits and/or 
positive interest rate-growth differentials (see Chart 1.14). 

In the short term, the main challenges to sovereign debt sustainability across the 
euro area relate to heightened political uncertainty in several countries in the context 
of upcoming elections, complacency concerning fiscal adjustment and structural 

                                                                    
6 For further details, see Box 8 on “The effectiveness of the medium-term budgetary objective as an 

anchor of fiscal policies”, Economic Bulletin, Issue 4, ECB, 2015. 
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Chart 1.12 
Implementation of reform and consolidation 
commitments appears to have dwindled… 

Output gap (x-axis) and changes in the cyclically adjusted 
primary budget balance (y-axis) in the euro area 
(2007-2017) 

 

Sources: European Commission and ECB calculations. 
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reforms as well as a prolonged period of low nominal growth. In the long run, these 
challenges are accentuated by vulnerabilities related to slow potential GDP growth 
and ageing-related costs7. 

Chart 1.15 
Financial exposure of euro area governments arising 
from interventions in financial institutions is falling, but 
remains high in some euro area countries 

Net fiscal costs of financial assistance measures and 
outstanding government guarantees 
(2008-2014; percentage of GDP) 

 

Source: ESCB. 
Notes: Net fiscal costs equal gross fiscal costs minus realised sales/repayments of 
acquired assets. Government guarantees do not include deposit insurance schemes. 
Country-level data as at end-2014. For more details, see the article entitled “The fiscal 
impact of financial sector support during the crisis”, Economic Bulletin, Issue 6, ECB, 
2015. 

While the Eurosystem’s expanded asset purchase programme addresses the risk of 
a prolonged period of low inflation and thereby provides support for economic 
growth, governments may see reduced incentives to undertake the necessary 
structural reforms or fiscal adjustments. Credible compliance with the commitments 
made under the Stability and Growth Pact together with continued reform efforts 
would clearly help to build resiliency to adverse shocks. In terms of the sovereign-
bank nexus, the unwinding of financial sector support has continued, with most 
countries having already recovered part of the liquidity and/or capital support 
provided to financial institutions since the onset of the global financial crisis in 2008.8 
Still, the financial exposure of governments arising from interventions in financial 
institutions remains high in some euro area countries (see Chart 1.15). Recent steps 
towards a genuine European banking union, including bail-in and bank resolution 
arrangements based on the provisions of the Bank Recovery and Resolution 
Directive and the establishment of the Single Resolution Mechanism, should, 

                                                                    
7 For an overview and assessment of the latest ageing cost estimates, see Box 7 entitled “The 2015 

Ageing Report: how costly will ageing in Europe be?”, Economic Bulletin, Issue 4, ECB, 2015. 
8 For further details, see the article entitled “The fiscal impact of financial sector support during the 

crisis”, Economic Bulletin, Issue 6, ECB, 2015. 
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Chart 1.14 
Government debt levels are projected to increase 
further in several euro area countries in 2014-17 
 

Changes in government debt levels across the euro area 
 
(2014-2017; percentage points of GDP; percentage point contributions) 

 

Sources: European Commission’s autumn 2015 economic forecast. 
Note: For more details on the deficit-debt adjustment, see the article entitled “From 
government deficit to debt: bridging the gap”, Monthly Bulletin, ECB, April 2007. 
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however, limit the future potential for contingent liabilities of any given country vis-à-
vis its banking sector. 

Chart 1.17 
… partly driven by a shift of issuance activity towards 
the long end of the maturity spectrum… 

Issuance of government debt securities by original maturity 
(2010-2014; Jan. – Sep. 2015; EUR billions) 

 

Source: ECB Government Finance Statistics. 
 
 
 
 

While sovereign financing conditions became more volatile in the context of the 
Greek events, overall financing conditions have remained favourable inter alia 
thanks to increased demand for government bonds against the backdrop of the 
Eurosystem’s ongoing expanded asset purchase programme. Even if still 
substantial, government liquidity needs are forecast to drop to about 22.5% of GDP 
for the euro area aggregate in 2015, down from approximately 31.5% of GDP in 
2012 (see Chart 1.16), and are projected to decrease further in 2016. The drop in 
refinancing needs is driven by the end of the borrowing cycle that started in 2009 
and consisted predominantly of short- and medium-term financing, as well as by the 
ongoing shift in issuance activity towards the long end of the maturity spectrum. Net 
issuance of government securities with maturities below five years remains negative 
and contrasts with strong increases in issuance activity beyond the 15-year horizon 
(see Chart 1.17). As a result, the average residual maturity of outstanding euro area 
government debt securities continued to increase, reaching 6.6 years in September 
2015, with the average residual maturities ranging from 3.1 years in Cyprus to 11.9 
years in Ireland (see Chart 1.18).9 Given the current environment of low and further 
declining (or even negative) government bond yields at short maturities, this trend is 
likely to continue in the near term, as investors search for higher returns by 
increasing the duration of purchased assets, while governments aim to lock in long-

                                                                    
9 Note that the average residual maturity of outstanding Cypriot government securities increased 

markedly after the issuance of a €1 billion ten-year bond on 4 November 2015. 
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Chart 1.16 
Government financing needs have fallen considerably 
in several euro area countries… 

Gross general government financing needs in the euro area 
(2012; 2015; percentage of GDP) 

 

Sources: ECB CSDB database and ECB calculations. 
Note: The financing need is calculated as the sum of the budget deficit and the gross 
redemption of outstanding government debt for a given year. For more details on the 
CSDB database, see “New and timely statistical indicators on government debt 
securities”, Statistics Paper Series, No 8, ECB, June 2015. 
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term financing at low costs. Looking at the country level, 2015 refinancing needs 
remain substantial for several countries, while gradually declining towards levels 
seen prior to the financial crisis, as lower interest rates pass through into reduced 
debt servicing costs. 

Chart 1.19 
Available short-term liquid financial assets may help 
cushion possible sudden financing needs 

Structure of euro area governments’ financial assets 
(Q2 2015; percentage of GDP) 

 

Sources: Eurostat, national sources and ECB calculations. 
Note: Other assets classified as short-term include short-term debt securities, short-term 
loans and monetary gold. 

Turning to the asset side of sovereign balance sheets, the financial assets of 
governments represent an important element in the assessment of sovereign 
liquidity and debt sustainability prospects as they may cushion possible sudden 
increases in sovereign financing needs. In fact, financial assets held by euro area 
sovereigns are substantial, amounting to some 40% of GDP at the end of the second 
quarter of 2015 on average, with a considerable degree of cross-country variation. 
However, the value of highly liquid assets that can be effectively used as a buffer to 
finance the rollover of government liabilities (i.e. currency and deposits) varies 
across countries, ranging from 1.5% of GDP in the Netherlands to some 16.3% of 
GDP in Slovenia (see Chart 1.19). Equity and investment fund shares/units 
accounted for the largest part of financial assets in most euro area countries, 
suggesting that privatisation of state-owned assets could play an important role in 
mitigating debt sustainability concerns – provided that privatisation proceeds are 
used to retire government debt. 

0
10
20
30
40
50
60
70
80
90

100
110
120
130
140

FI LU SI AT FR EE IE PT EA CY GR NL DE ES MT BE IT LT SK LV

long-term debt securities
other assets classified as short-term
other accounts receivable
equity and investment fund shares/units
medium and long-term loans
currency and deposits
total assets

Chart 1.18 
… leading to a gradual increase in the average 
government debt maturity across the euro area 

Average residual maturity of government debt securities 
(Dec. 2009 – Sep. 2015; years) 

 

Source: ECB Government Finance Statistics.  
Note: The chart shows the interquartile distribution as well as the average and median 
values across euro area countries. 
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1.3 Decreasing country fragmentation in the non-financial 
private sector 

Mirroring the euro area macroeconomic environment, the income and earnings 
position of the euro area non-financial private sector has shown further signs of 
improvement, though it remains weak. The distance-to-distress indicator indicates 
that overall credit risks related to household balance sheets in the euro area are 
much less pronounced than at the height of the euro area sovereign debt crisis at the 
turn of 2011-12 (see Chart 1.20). A similar picture can be observed in terms of risks 
related to corporate balance sheets (see Chart 1.21), with the positive impact of 
gradually improving economic fundamentals and very low funding costs more 
recently being largely offset by the negative impact of heightened market volatility. 

Chart 1.21 
… similarly to corporate balance sheet risks lower than 
during the euro area sovereign debt crisis  

Non-financial firms’ distance to distress in the euro area 
(Q1 2007 – Q2 2015; number of standard deviations from estimated default point) 

 

Sources: ECB, Bloomberg, Thomson Reuters Datastream and ECB calculations. 
Notes: A lower reading for distance to distress indicates higher credit risk. The chart 
shows the median, minimum, maximum and interquartile distribution across 11 euro 
area countries for which historical time series cover more than one business cycle. For 
details on the indicator, see Box 7 in Financial Stability Review, ECB, December 2009. 

Risks to corporate and household balance sheets are expected to continue to 
diminish gradually. The euro area household sector is expected to recover further, 
buttressed by overall improving labour market conditions, even if high unemployment 
still weighs on households’ income prospects in some euro area countries. In fact, 
euro area households have seen accelerating real disposable income growth (see 
Chart 1.22) amid low inflation outturns that, coupled with continued improvements in 
household net worth on the back of gradually strengthening housing market 
dynamics across the euro area, should help bolster households’ balance sheets and 
counterbalance the negative impact of recent declines in financial asset prices on 
household wealth. Similarly, the earnings-generating capacity of euro area non-
financial corporations has improved somewhat on the back of the ongoing economic 
recovery. Still, corporate profitability has remained muted in the aftermath of the 
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Chart 1.20 
Risks related to euro area household balance sheets 
prevail, but are… 

Households’ distance to distress in the euro area 
(Q1 2007 – Q2 2015; number of standard deviations from estimated default point) 

 

Sources: ECB, Bloomberg, Thomson Reuters Datastream and ECB calculations. 
Notes: A lower reading for distance to distress indicates higher credit risk. The chart 
shows the median, minimum, maximum and interquartile distribution across 11 euro 
area countries for which historical time series cover more than one business cycle. For 
details on the indicator, see Box 7 in Financial Stability Review, ECB, December 2009. 
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crisis, inter alia reflecting the limited possibilities of non-financial firms to pass on 
cost increases to output prices in an environment of weak demand and needed 
competitiveness gains. Looking ahead, corporate profitability is expected to improve 
as the recovery gathers pace, thereby alleviating balance sheet pressures of 
stressed firms. 

Chart 1.23 
Interest payment burden of households and non-
financial corporations has reached record lows 

Interest payment burden of the euro area non-financial 
private sector 
(Q1 2007 – Q2 2015; four-quarter moving sums; percentages) 

 

Sources: ECB and Eurostat. 

Improving income and earnings prospects in tandem with record low interest 
payment burdens (see Chart 1.23) should support borrowers’ debt servicing 
capabilities. The sensitivity to any prospective rise in interest rates depends 
fundamentally on the predominance of loans with floating rates or rates with short 
fixation periods. A higher debt service burden for borrowers in a rising interest rate 
environment is, however, likely to be partly offset by the positive impact of 
accelerating economic growth on households’ and firms’ income and earnings 
situation. 

Notwithstanding these improvements in income and earnings prospects, legacy 
balance sheet concerns continue to constrain the non-financial private sector in the 
euro area. On average, euro area household indebtedness stood slightly above 
60% of GDP in mid-2015. Although this figure is not remarkable by international 
standards, it remains high by historical standards. The level of non-financial 
corporate debt was more elevated, at 107% of GDP on an unconsolidated basis 
(excluding trade credit) or 83% of GDP on a fully consolidated basis, by both 
historical and international standards (see Chart 1.24). Balance sheet repair in the 
household and non-financial corporate sectors has been gradual at the aggregate 
euro area level, with debt levels declining only marginally since the peak at end-2009 
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Chart 1.22 
A gradually improving income position underpins 
households’ debt servicing capabilities 

Euro area households’ real and nominal gross disposable 
income  
(Q1 2007 – Q2 2015; annual percentage changes; percentage point contributions) 

 

Sources: Eurostat and ECB. 

-4

-2

0

2

4

6

2007 2008 2009 2010 2011 2012 2013 2014 2015

compensation of employees
gross operating surplus and mixed income
real gross disposable income
direct taxes
net property income
net social benefits and contributions
gross disposable income



 

Financial Stability Review, November 2015 35 

or even increasing somewhat when compared with the pre-crisis period (see Chart 
1.25). In fact, a weak nominal growth environment, legal impediments in several 
countries and non-financial firms’ increased recourse to market-based funding in 
recent years have tended to inhibit a swift deleveraging in the non-financial private 
sector. 

Chart 1.25 
… with a weak economic growth environment being 
one obstacle to household and corporate deleveraging 

Decomposition of the change in household and consolidated 
corporate debt in the euro area and other currency areas 
since mid-2007 
(Q2 2007 – Q2 2015; percentage of nominal GDP; percentage point contributions) 

 

Sources: Eurostat, Federal Reserve, Office for National Statistics, Bank of Japan, ECB 
and ECB calculations. 
Notes: Household debt includes total loans granted to households. Consolidated 
corporate debt is defined as the sum of total loans granted to non-financial corporations 
net of inter-company loans, debt securities issued and pension liabilities. Other factors 
include possible debt write-offs, valuation effects and reclassifications. 

Significant heterogeneity across countries underlies the aggregate euro area 
household and corporate debt figures. In some countries continued deleveraging 
needs clearly imply a potential drag on economic growth. Particularly in terms of 
corporate deleveraging, the pace of adjustment differed markedly across the euro 
area, with deleveraging being more forceful in countries which had accumulated 
large amounts of debt prior to the crisis, e.g. Ireland and Spain. The same is true for 
deleveraging at the sector level, where arguably overindebted sectors, such as 
construction and real estate services, continue to deleverage more strongly than 
less-indebted ones such as industry or trade. That said, in the context of a low 
opportunity cost of holding liquid assets, non-financial corporations retain historically 
high cash balances, which could make an important contribution to reducing 
leverage or financing the economic recovery. 

Bank lending flows to the non-financial private sector have continued to recover. 
The underlying short-term dynamics of bank lending gathered further momentum 
(see Chart 1.26), in particular in the household sector, on the back of strengthening 
credit demand – which is supported by higher economic and housing market activity 
and further declines in the cost of bank lending – and receding supply-side 
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Chart 1.24 
Euro area household and non-financial corporate debt 
levels remain high by historical standards… 

Development of household and consolidated corporate debt 
levels in the euro area and other currency areas over time 
 
(Q4 1999 – Q2 2015; percentage of nominal GDP) 

 

Sources: Eurostat, Federal Reserve, Office for National Statistics, Bank of Japan, ECB 
and ECB calculations. 
Notes: Household debt includes total loans granted to households. Consolidated 
corporate debt is defined as the sum of total loans granted to non-financial corporations 
net of inter-company loans, debt securities issued and pension liabilities. 
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constraints. On average, bank lending to euro area households has remained weak 
though (albeit stronger than lending to the non-financial corporate sector), mirroring 
continued high levels of unemployment, remaining deleveraging needs and housing 
market weakness in euro area countries which have been more affected by the 
crisis. This aggregate picture also masks diverging developments at the country 
level, with annual growth rates ranging from -6% in Ireland to +10% in Slovakia. 
Turning to the sub-components of bank lending by purpose, modest annual growth in 
loans for house purchase and consumer loans has been offset by a continued drop 
in other types of lending. 

Looking ahead, the October 2015 euro area bank lending survey suggests a mixed 
picture regarding households’ financing conditions. Supply-side constraints have 
continued to ease for consumer loans and other lending to households, mainly 
driven by increased competitive pressures. Credit standards have tightened for loans 
for house purchase, largely driven by other factors, in particular those relating to 
national regulation. At the same time, competition continued to contribute most to an 
easing in credit standards on housing loans. On the demand side, improving 
consumer confidence, the low general level of interest rates, more favourable 
housing market prospects and increased financing needs for spending on durable 
consumer goods have translated into an increase in demand for housing loans as 
well as consumer credit and other lending. 

Chart 1.27 
External financing flows for euro area non-financial 
corporations have stabilised 
 

External financing of euro area non-financial corporations 
(Q1 2004 – Q3 2015; EUR billions; four-quarter moving flows) 

 

Sources: Eurostat, ECB, Dealogic and ECB calculations. 
Note: Loans from monetary financial institutions to non-financial corporations are 
corrected for loan sales and securitisations, while loans from non-monetary financial 
institutions exclude loan securitisations. 
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Chart 1.26 
Bank lending to the euro area non-financial private 
sector has shown further signs of recovery over the 
course of 2015 

Bank lending to the euro area non-financial private sector 
(Jan. 2010 – Sep. 2015; annual percentage changes; percentages) 

 

Sources: ECB. 
Note: Data have been adjusted for loan sales and securitisation. 
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levels similar to those observed in the first half of 2012 and in 2004 before the strong 
credit expansion took place (see Chart 1.27). Having declined for three consecutive 
years, bank loans to non-financial firms turned positive at the beginning of 2015, but 
loan dynamics have remained subdued, despite some strengthening during the year. 
Monthly data show that the net issuance of debt securities moderated towards the 
autumn, after the temporary rebound in mid-summer. This development was most 
likely driven by the recent increases in the cost of market-based debt financing and 
possibly also by a further strengthening of retained earnings (which reduces the 
need for external finance). This suggests that the strong issuance of debt securities 
by non-financial corporations and their conduits observed during the first months of 
2015 was temporary, possibly relating to the launch of the Eurosystem’s public 
sector purchase programme and the exceptionally low level of corporate bond yields. 
The issuance of quoted shares has slowed markedly in recent months amid 
unfolding corrections in global (including euro area) stock markets. Going forward, 
alongside improving supply and demand-side conditions, targeted Eurosystem 
measures to revive lending, i.e. the targeted longer-term refinancing operations or 
the asset-backed securities and covered bond purchase programmes, should 
promote the recovery of bank credit, while also lowering funding costs for non-
financial firms in the euro area. At the same time, the recent repricing in bond 
markets and heightened stock market volatility may constrain the recourse to market 
financing by firms and dampen issuance activity further. 

The results of the latest euro area bank lending survey 
suggest that underwriting terms for corporate loans 
have continued to improve, mainly on the back of 
increased competitive pressures and banks’ lower risk 
perceptions. Looking at maturities, banks have eased 
their credit standards for short- and long-term loans to 
the same extent. Across firm sizes, credit standards 
have eased in particular on loans to SMEs and to a 
lesser extent also to large firms. Still, according to the 
ECB’s latest survey on the access to finance of 
enterprises in the euro area, financing conditions 
continued to improve for non-financial corporations 
irrespective of firm size, but banks’ willingness to grant 
a loan continues to be still somewhat higher for large 
firms (see Chart 1.28). Demand for corporate loans in 
the euro area has improved further amid continued 
divergence across countries. Alongside the low general 
level of interest rates, financing needs related to fixed 
investment as well as inventories and working capital 
have contributed positively to the demand for loans to 
enterprises. At the same time, the issuance of debt 
securities by non-financial firms and their internal 

financing capacity have contributed negatively to loan demand. 

Chart 1.28 
Financing conditions continued to improve for non-
financial corporations irrespective of firm size 

Financing conditions of euro area non-financial corporations 
across firm sizes 
(H1 2009 – H2 2014; net percentages of respondents; changes over the past six 
months) 

 

Source: ECB survey on the access to finance of enterprises (SAFE). 
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Funding costs of the euro area non-financial private 
sector remain at low levels across most business lines, 
maturities and funding sources. Still, fragmentation in 
financing conditions persists across countries and firm 
sizes, albeit further declining as the impacts of the 
latest standard and non-standard monetary policy 
measures gradually feed through to the economy. More 
specifically, nominal financing costs for euro area 
households have increased somewhat, but remained 
very close to the record lows touched in mid-2015 in all 
lending categories (see Chart 1.29). The financing 
conditions of non-financial firms remain favourable and 
supportive to financing investment, even though the 
overall nominal cost of external financing for non-
financial firms has increased slightly since mid-2015. 
This development was mainly driven by a correction in 
financial asset prices after significant increases in the 
early months of the year, translating into a pick-up of 
both the cost of market-based debt and equity. 
However, these increases were partly offset by the 
continued fall in bank lending rates across the maturity 
spectrum (see Chart 1.30), as the full transmission of 
monetary policy measures taken by the Eurosystem 
since June 2014 takes hold and banks progressively 
pass on the improvement in funding costs in the form of 
reduced bank lending rates. SMEs continued to face 
somewhat less favourable financing conditions than 
large firms. However, as evidenced, for example, by the 
declining spread between bank lending rates for very 
small loans (likely to be taken out by SMEs) and large 
loans, the pass-through of monetary policy measures to 
corporate lending was more pronounced for SMEs than 
large firms, in particular in countries which have been 
more affected by the crisis. Looking ahead, favourable 
lending conditions should provide continued support to 
a further recovery in lending to both households and 
non-financial corporations. However, remaining political 
uncertainty in the euro area, heightened stock market 
volatility and expectations regarding the prospective 
monetary policy normalisation in the United States may 
dampen the positive effects of very accommodative 
policies on the cost of financing for non-financial firms 
in the euro area. 

 

 

Chart 1.29 
Nominal funding costs for euro area households have 
remained close to record lows in all lending 
categories… 

Euro area nominal bank lending rates on new loans to 
households 
(Jan. 2007 – Sep. 2015; percentages) 

 

Source: ECB. 
 

Chart 1.30 
… as have the overall funding costs of euro area non-
financial firms, despite a pick-up in the cost of market-
based debt 

Nominal cost of external financing of euro area non-financial 
corporations 
(Jan. 2007 – Oct. 2015; percentages) 

 

Sources: ECB, Merrill Lynch, Thomson Reuters Datastream and ECB calculations. 
Notes: The overall cost of financing for non-financial corporations is calculated as a 
weighted average of the cost of bank lending, the cost of market-based debt and the 
cost of equity, based on their respective amounts outstanding derived from the euro 
area accounts. The cost of equity estimates are based on a three-stage dividend 
discount model. 
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Box 2 
The relationship between business and financial cycles 

Boom-bust cycles in financial variables such as credit volumes and residential property prices play 
an important role in the build-up of financial instability and subsequent financial crises.10 Against 
this background, one of the key goals of macroprudential policy is to attenuate such boom-bust 
cycles, often termed the financial cycle. To inform such policies, various recent studies have 
presented estimates of cyclical fluctuations in financial indicators for major advanced economies.11 

Notwithstanding the expansion of the literature to date, the evidence on the co-movement of 
financial cycles with the business cycle and differences in cyclical characteristics across countries is 
still limited. The relationship between business and financial cycles has implications for the policy 
mix at the aggregate euro area level, while differences in the properties of financial cycles provide a 
case for country-specific policies.  

Multivariate structural time series (STS) models are a powerful tool to gain an insight into the 
interplay of series associated with financial and business cycles.12 These models are designed to 
decompose multiple series into trend and cyclical components. They have several advantages 
compared with the non-parametric univariate filters that have been used in most earlier studies. 
Non-parametric filters require a priori assumptions about the dynamic properties of cycles and are 
applied separately to each individual series, while multivariate STS models permit researchers to 
estimate the dynamic properties of both trend and cyclical components jointly for all series. This has 
the advantage of estimation accuracy by reducing the risk of extracting spurious cycles. 

Chart A shows estimates of the cyclical fluctuations in GDP, total credit volumes and residential 
property prices for the United States and three major European economies (Germany, France and 
the United Kingdom). In line with earlier studies, the multivariate STS model finds large medium-
term cyclical components in the two financial series. However, there are also substantial differences 
in cyclical characteristics across countries. Germany stands out with very small cycles with a length 
of about seven years. For the remaining countries, the average cycle length in both financial series 
is estimated at 13 to 15 years, compared with 8 to 13 years for GDP cycles. Another notable feature 
is the large amplitude of credit and residential property price cycles in the United Kingdom, a 
country with a high rate of private home ownership. 

Generally, differences in the cyclical characteristics of residential property prices correspond quite 
closely to differences in the rates of private home ownership: cycles are larger and longer for 
countries with high home-ownership rates (see Chart B). The same finding holds for credit volumes. 

                                                                    
10  See for example Jordà, Ò., Schularick M. and Taylor A., “The Great Mortgaging: Housing Finance, 

Crises, and Business Cycles”, Working Paper Series, No 20501, NBER, 2014. 
11  Composite financial cycle indicators for euro area countries are found in Schüler, Y., Hiebert, P. and 

Peltonen, T., “Characterising the financial cycle: a multivariate time-varying approach”, Working Paper 
Series, No 1846, ECB, 2015; see also Drehmann, M. et al., “Characterising the Financial Cycle: Don’t 
Lose Sight of the Medium Term”, Working Paper Series, No 380, BIS, 2012, and Special Feature B, 
“Capturing the financial cycles in euro area countries”, Financial Stability Review, ECB, November 
2014. 

12  Rünstler, G. and Vlekke, M., “Business and financial cycles: an unobserved components models 
perspective”, mimeo, ECB, 2015. The study includes the United States, the United Kingdom, Germany, 
France, Italy and Spain. The model is an extended version of Rünstler, G., “Modelling Phase Shifts 
Among Stochastic Cycles”, Econometrics Journal, Vol. 7, 2004, pp. 232-248. 
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Chart A 
Cycles in credit volumes and residential property prices are closely aligned with a medium-term 
component in GDP cycles 

Cycles in GDP, real total credit volumes and residential property prices 
(1973-2014; percentage deviations from trend (*100)) 

 

 

 

Source: Rünstler and Vlekke (2015). 
Notes: Data on GDP were obtained from the OECD Main Economic Indicators. Data on total credit volumes and residential property price indices were taken 
from two BIS databases. All variables are deflated with the GDP deflator. 

Furthermore, medium-term fluctuations in credit, residential property prices and GDP cycles are 
closely aligned (see Chart A). Cross-correlations are in a range of 0.5 to 0.9. The cycles in 
residential property prices move contemporaneously with GDP cycles, while credit cycles tend to 
lag the latter by about one to three years. With the exception of Germany, booms arise in the late 
1970s, the early 1990s and the period before the recent financial crisis. At the same time, the 
estimates show some de-synchronisation of fluctuations between the series at business cycle 
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frequencies: shorter-term fluctuations in economic activity are reflected in the financial series – in 
particular in residential property prices – only to a limited extent.13  

Chart B 
Differences in the length and size of cycles in credit volumes and residential property prices 
correspond to private home-ownership rates 

Private home-ownership rate (x-axes), cycle length (y-axis left-hand chart) and standard deviations (y-axis 
right-hand chart) 
(years; percentages) 

 

 

Source: Rünstler and Vlekke (2015). 
Note: Data on private home-ownership rates are from the FRED database for the United States, and from Eurostat for the United Kingdom, Germany, France, 
Italy and Spain. 

All in all, while the estimates suggest that credit, house prices and real activity are closely linked 
over the medium term, there are important divergences between financial cycles (i.e. in credit 
volumes and a broad set of asset prices) and cycles in real economic activity at the shorter 
business cycle frequencies. This, along with the presence of country-specific factors, suggests a 
need for a country-specific application of macroprudential policies moving beyond system 
resilience, aimed not only at stemming financial cycles but also limiting economic booms and busts.  

 

In line with overall trends in the economy, a gradual recovery of euro area property 
markets has continued in the first half of 2015. Having returned to a moderate 
growth path in mid-2014, residential property markets have gained some further 
momentum at the aggregate euro area level. Similarly, euro area commercial 
property markets have continued their recovery, with a somewhat larger amplitude 
than their residential counterpart in line with historical patterns (see Chart 1.31 and 
Box 2). 

                                                                    
13 This finding is also supported by Schüler et al (2015), who find concordance of financial and business 

cycles only for two-thirds of turning points. On the coincidence of troughs in credit and house price 
cycles with deep recessions, see Claessens, S., Kose, M. and Terrones, M., “How Do Business and 
Financial Cycles Interact?”, Journal of International Economics, Vol. 87(1), 2012, pp. 178-190. 
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There are growing signs that the recovery is becoming 
more broad-based across countries, as major multi-
year corrections in residential and commercial property 
markets in the aftermath of the global financial crisis 
abate. This is also evidenced by the gradually 
decreasing negative contribution of euro area countries 
most affected by the financial crisis to euro area house 
price growth (see Chart 1.32). Indeed, there has been 
a rebound in residential property prices in many 
countries since the troughs observed in 2012-13, 
notably Ireland and – to a lesser extent – Spain, where 
property price corrections were particularly pronounced. 
Cross-country heterogeneity has declined further also 
in the commercial property sector amid signs of a 
firming recovery in a number of countries, 
encompassing not only Ireland and Spain, but also 
Portugal. As valuations return towards historical norms, 
continued favourable financing conditions, households’ 
improving expectations regarding their financial 
situation and employment prospects, and increasing 
confidence in the construction sector, even if only from 
low levels, are likely to underpin the sustainability of the 
ongoing recovery in residential and commercial 
property markets going forward (see Chart 1.33). 

Chart 1.33 
… and is underpinned by favourable employment and 
income prospects for households as well as gradually 
increasing confidence in the construction sector 

Construction confidence as well as households’ financial 
situation and unemployment expectations in the euro area 
(Jan. 2005 – Oct. 2015; percentage balances; three-month moving averages) 

 

Source: European Commission. 
Note: Unemployment expectations are presented using an inverted scale, i.e. an 
increase (decrease) of this indicator corresponds to more (less) optimistic expectations. 
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Chart 1.31 
Euro area residential and commercial property markets 
continued to recover, mirroring overall economic 
developments 

Euro area commercial and residential property prices and the 
economic cycle 
(Q1 2005 – Q2 2015; percentage change per annum) 

 

 

Sources: Eurostat, ECB and experimental ECB estimates based on MSCI and national 
data. 
Note: Latest available data for commercial property price developments are for Q4 2014. 
 

Chart 1.32 
The ongoing recovery in euro area residential property 
markets is becoming more broad-based across 
countries… 

Decomposition of euro area residential property price growth 
by groups of countries 
(Q1 2005 – Q2 2015; percentage change per annum, percentage point contributions) 

 

Source: ECB calculations based on national data. 
Notes: The countries most affected by the financial crisis are Cyprus, Greece, Ireland, 
Italy, Portugal, Slovenia and Spain. Last observation is Q2 2015 for all countries but 
Belgium (Q4 2014). 
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As property price developments have an inherently 
regional component, country-level aggregates can 
mask divergent underlying regional price trends – in 
particular in metropolitan areas, where strong demand 
amid supply constraints may lead to stronger price 
pressures than in other regions. Price growth in the 
capital city/largest cities has continued to exceed the 
corresponding price changes at the national level in 
many countries, such as Austria, France, Germany and 
Ireland (see Chart 1.34), which could potentially ripple 
out to surrounding areas. The related risks are likely to 
be limited at the current juncture, as the ongoing 
housing market recovery or the regional buoyancy of 
euro area residential property markets has so far shown 
no signs of translating into rapid credit growth, while the 
new macroprudential toolkit equips authorities with 
instruments to mitigate possible risks to financial 
stability at the country level in a targeted and granular 
way (see Section 3.3.1). 

A similar regional pattern can be seen for prime 
commercial property markets, in addition to the strong 

dichotomy between developments in the prime and non-prime market segments (see 
Chart 1.35). In particular, the prime retail segment has continued on its ebullient 
course in the context of the current low-yield environment and the ongoing search for 
yield. Correspondingly, investment activity in commercial property markets has 
remained robust, with underlying transaction volumes reaching a new post-crisis 
high year-to-date (see Chart 1.36). Activity has continued to be driven by cross-
border investment, with non-European investors, in particular international funds and 
US investors, further increasing their European commercial property holdings. 
Strong demand was accompanied by a continued decline in expected returns on 
prime commercial property (see Chart 1.37), which in several countries, such as 
Belgium, France and Germany, have already dropped to below pre-crisis levels. That 
said, continued competition for prime assets and yield compression in core euro area 
property markets are increasingly driving property investors towards the non-prime 
segment and non-core countries. 

Chart 1.34 
Country-level developments often mask underlying 
regional disparities 

Residential property prices in the capital city/big cities vis-à-
vis the national aggregate 
(Q1 2010 – Q2 2015; index: Q1 2010 = 100) 

 

Sources: BIS, national sources and ECB calculations. 
Note: Last observation is Q2 2015 for all countries but Belgium and Germany (Q4 2014). 
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Chart 1.36 
Investment activity in commercial property markets has 
remained strong, with underlying transaction volumes 
reaching new post-crisis highs 

Commercial property investment volumes in the euro area 
(H1 2001 – Q3 2015; EUR billions) 

 

Source: Cushman & Wakefield. 
Note: Based on legacy DTZ data. 
 
 
 

Valuation estimates for the euro area as a whole 
suggest that residential property prices are slightly 
below the levels that fundamentals would suggest (see 
Chart 1.38), but have moved further away from their 
long-term average for prime commercial property amid 
continued strong price increases (see Chart 1.39). 
However, these aggregate figures capture highly 
heterogeneous developments at the country level, 
which also hide strong regional disparities, as 
suggested for example by signs of overvaluation of 
residential property in some large cities in Austria and 
Germany. While these valuation estimates provide a 
consistent set of benchmarks to gain cross-country 
insights into prospective trends, their national relevance 
is conditioned by country-level specificities, such as 
fiscal treatment or structural property market 
characteristics like tenure status (see Box 3). 

All in all, a gradual recovery of euro area residential and 
commercial property markets is under way and should 
gather further strength. With the macroprudential toolkit 
being arguably the most complete for the real estate 
sector, price developments may need to be carefully 

monitored amid buoyant developments in some countries and asset classes in the 
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Chart 1.35 
Buoyant developments in euro area prime commercial 
property markets have continued, driven predominantly 
by the retail segment 

Commercial property price indices 
(Q1 2005 – Q3 2015; index: Q1 2005 = 100) 

 

Sources: Jones Lang Lasalle and experimental ECB estimates based on MSCI and 
national data. 
Notes: Retail establishments include inter alia restaurants, shopping centres and hotels. 
Latest available data for overall commercial property price developments are for Q4 
2014. 

Chart 1.37 
Expected returns on prime commercial property across 
euro area countries have dropped further amid 
continued signs of a search for yield 

Yields on prime commercial property in the euro area 
(Q1 2007 – Q3 2015; percentages; minimum, maximum, interquartile distribution and 
average) 

 

Source: Jones Lang Lasalle. 
Note: The euro area countries covered are Austria, Belgium, Finland, France, Germany, 
Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain. 
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context of the current low-yield environment and the related ongoing search for yield 
(see Section 3.3). The outlook for euro area residential and commercial property 
markets remains vulnerable to adverse economic shocks which may endanger the 
sustainability of the nascent recovery and reverse the ongoing process of 
“defragmentation” across countries and market segments. Moreover, deteriorating 
financing conditions could affect the debt servicing capacity of households and 
commercial property investors via the more limited availability and higher cost of 
funding, further challenging the situation of those investors and borrowers who are 
already confronted with difficulties.  

Chart 1.39 
… while commercial property values have moved 
further away from their long-term average 

Valuation estimates of prime commercial property at the euro 
area and country levels 
(Q1 2001 – Q2 2015; percentages; distribution across valuation estimates) 
(Q2 2015; percentages; distribution across valuation estimates) 

 

Sources: Jones Lang Lasalle and ECB calculations. 
Note: For details on valuation estimates for prime commercial property, see Box 6 in 
Financial Stability Review, ECB, December 2011. 
 
 
 
 
 
 

Box 3 
A model-based valuation metric for residential property markets 

Reliable valuation metrics are key for monitoring residential property market developments from a 
financial stability perspective. Due to the heterogeneity and complexity of housing markets, no 
single metric of housing valuation at the macro level is sufficient to capture all relevant factors. 
Statistical indicators for measuring residential property price valuations offer intuitive appeal and 
ease of construction, but may fail to capture important fundamental factors.14 By contrast, model-
based approaches offer the advantage that they can explore a wider set of fundamental factors in a 

                                                                    
14 For further details, see Box 3 in Financial Stability Review, ECB, May 2015. 
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Chart 1.38 
Euro area residential property prices are slightly below 
the levels that fundamentals would suggest… 

Valuation estimates of residential property prices at the euro 
area and country levels 
(Q1 2001 – Q2 2015; percentages; distribution across valuation estimates) 
(Q2 2015; percentages; distribution across valuation estimates) 

 

Source: ECB and ECB calculations. 
Notes: Last observation is Q2 2015 for all countries except Belgium and Finland (Q4 
2014). Valuation estimates for residential property prices are based on four different 
valuation methods: two statistical indicators (i.e. the price-to-rent ratio and the price-to-
income ratio) and two model-based methods (asset pricing approach and model-based 
approach). For methodological details on the two statistical indicators and the asset 
pricing approach, see Box 3 in Financial Stability Review, ECB, June 2011, while for 
more details on the model-based approach see Box 3 in Financial Stability Review, 
ECB, November 2015. 
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multivariate regression framework, but still can only go so far in capturing the symbiotic relationship 
between housing, rental and mortgage markets.  

One such model-based approach is to adopt a textbook model where the supply of houses is given 
in the short run and prices are determined by the inverted demand curve.15 The benefit of using a 
commonly applied model is that priors are available for the key long-run elasticities. The inverted 
demand equation can be formulated as follows: 

log rhpt = [a0+a1logyt−log hst−a3 intt]
a2

 + εt 

where rhpt denotes real house prices, yt is real disposable income per household, hst is the real 
housing stock per capita, intt is the real average mortgage interest rate variable (as a proxy for the 
user cost of housing) and  εt is a residual. In terms of expected signs, higher income is expected to 
exert upward pressure on house prices, while a higher housing stock and/or higher real interest 
rates should both dampen house prices. The residuals in the equation are then interpreted as 
misalignments of actual house prices from fundamentals. 

The inverted demand equation is estimated for each individual country using Bayesian techniques 
to alleviate potential short sample issues.16 The Bayesian estimator combines the information in the 
data with the prior beliefs of the econometrician concerning the value of the parameters. The prior 
distributions of the model coefficients are centred at the values typically found in the literature.17 
The same prior means are used for all euro area countries. The intensity with which the prior beliefs 
are enforced, referred to as the prior tightness, is obtained by maximising the marginal likelihood of 
the model. The prior distribution of the constant term is centred at zero and is flat. 

The estimated misalignment can be embedded in a vector autoregressive (VAR) model. Given the 
symbiosis between housing and mortgage markets, developments in mortgage credit to households 
are also included as an additional variable in the VAR model. This model can then be used to 
produce conditional forecasts for house prices and for scenario analysis. An out-of-sample forecast 
assessment is performed in order to determine the optimal model for each country based on the 
root mean squared forecast error. On the basis of this assessment, country models would typically 
either include house prices, income, interest rates and the housing stock or all except the housing 
stock, with the latter model close in spirit to a housing affordability model. 

                                                                    
15 See, for example, Muellbauer, J., “When is a housing market overheated enough to threaten stability?”, 

Department of Economics Discussion Paper Series, No 623, University of Oxford, 2012. 
16 See Koop, G., Bayesian Econometrics, Wiley, 2003. Although panel estimation could also help to cope 

with short time series, it may not adequately accommodate the inherent cross-country heterogeneity in 
the structure of housing markets. Therefore, a Bayesian country-by-country approach is preferred. 

17 The prior means for the model coefficients are -0.015 for interest rates, 1.6 for income and -2.5 for the 
housing stock. For example, an increase in real disposable income of 1% gives rise to a 1.6% increase 
in real house prices. See Meen, G., Modelling spatial housing markets: theory, analysis and policy, 
Norwell, MA: Kluwer Academic Publishers, 2001. Also, normal-gamma prior distributions are assumed, 
because they are a natural conjugate of this framework, having the same functional form as the 
likelihood. This is an algebraic convenience as analytical results are available. 
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The new model-based valuation indicator 
suggests that house prices were slightly below 
equilibrium levels in the euro area as a whole in 
the second quarter of 2015. However, it also 
suggests significant heterogeneity at the country 
level (see Chart A). According to the model 
metric, house prices in Luxembourg and Austria 
exhibit modest overvaluation, whereas those in 
the Baltic States, Ireland and Spain may be 
undervalued. Although generally preferable to 
statistical house price valuation metrics, the 
model-based measure is surrounded by a large 
degree of uncertainty. This reflects the 
challenge of adequately capturing in a similar 
fashion across countries the complex interaction 
of housing, rental and mortgage markets. 
Moreover, measurement issues can distort the 
picture, while the Bayesian approach may only 
partially offset any small sample bias. 

In view of these limitations, other valuation 
measures need to be taken into consideration, 
the precise extent of which may differ given 
country specificities. In fact, the range across 
different valuation estimates can be quite wide 
for some countries (see Chart A), although the 

new model metric lies in the middle of the range for the euro area and a significant number of euro 
area countries. Moreover, these country-wide results do not preclude the possibility of strong 
overvaluations at the regional level within certain euro area countries. In a euro area context, 
estimates such as those presented offer a guide to prospective (over/under)valuations, but need to 
be cross-checked with a variety of other information to ensure the right balance between cross-
country consistency and national relevance. 

 

 

Chart A 
House price valuation metrics are surrounded 
by a large degree of uncertainty 

Residential property price valuations for euro area 
countries 
(Q2 2015, percentages; deviation from long-term averages or model-based 
equilibria of indicators) 

 

Sources: Eurostat and ECB calculations. 
Notes: Last observations refer to Q2 2015, except for Belgium and Finland 
(Q4 2014). Euro area valuations are estimated directly based on euro area 
aggregate data. There is no estimate for Estonia based on the asset pricing 
approach. Countries are ranked according to the results of the model-based 
approach. The sample size for all measures starts in the mid-1990s or later 
for all countries. For methodological details on the two statistical indicators, 
i.e. the house price-to-rent and the house price-to-income ratio, as well as 
the asset pricing approach, see Box 3 in Financial Stability Review, ECB, 
June 2011.  
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