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    Foreword


    The Financial Stability Review (FSR) reviews developments relevant for financial stability, in addition to identifying and prioritising main risks and vulnerabilities for the euro area financial sector. It does so to promote awareness of these risks among policy-makers, the ﬁnancial industry and the public at large, with the ultimate goal of promoting financial stability. The ECB defines financial stability as a condition in which the ﬁnancial system – intermediaries, markets and market infrastructures – can withstand shocks without major disruption in financial intermediation and in the effective allocation of savings to productive investment.


    The FSR also plays an important role in the ECB’s new macroprudential and microprudential tasks. With the establishment of the Single Supervisory Mechanism (SSM), the ECB was entrusted with the macroprudential tasks and tools provided for under EU law. The FSR, by providing a financial system-wide assessment of risks and vulnerabilities, provides key input to the ECB’s macroprudential policy analysis. Such a euro area system-wide dimension is an important complement to microprudential banking supervision, which is more focused on the soundness of individual institutions. At the same time, whereas the ECB’s new roles in the macroprudential and microprudential realms rely primarily on banking sector instruments, the FSR continues to focus on risks and vulnerabilities of the financial system at large, including – in addition to banks – shadow banking activities including non-bank financial intermediaries, financial markets and market infrastructures.


    In addition to its usual overview of current developments relevant for euro area financial stability, this Review includes eight boxes and three special features aimed at deepening the ECB’s financial stability analysis and basis for macroprudential policy-making. A first special feature presents a framework for evaluating cross-border spillover channels stemming from implemented macroprudential measures. A second examines the main drivers of euro area banks’ profitability over the last years, including bank-specific, industry-specific, macroeconomic and various structural factors. A third outlines issues related to non-performing exposures in the euro area banking system and their prospective resolution.


    The Review has been prepared with the involvement of the ESCB/SSM Financial Stability Committee. This committee assists the decision-making bodies of the ECB, including the Supervisory Board, in the fulﬁlment of their tasks.
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    Overview


    Euro area financial system stress has remained low over the past six months, despite a certain increase in global financial market volatility. Broad-based indicators of financial market and banking system risk have generally fluctuated at low levels and stood in mid-May around the marks observed before the outbreak of the sovereign debt crisis (see Chart 1). The low overall level of financial system stress in the euro area reflected an improving real economic outlook supported by ECB action allaying deflation fears that threatened to be harmful to both price and financial stability. Notwithstanding the generally positive financial market sentiment, intermittent bouts of market tension have continued to afflict global financial markets – spanning foreign exchange, commodities and, most recently, bonds. The recurrent incidence and amplitude of such bouts of market tension have suggested a tendency for pronounced sharp asset price sensitivity to investor sentiment.
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    Euro area financial and economic indicators continue to signal a stark dichotomy in risk-taking (see Chart 2). The prices of financial assets in most segments have continued to rise, not only in the euro area, but also in most advanced economies. The sharp increases in asset prices relative to the fundamentals have pushed valuations up, particularly in the fixed income market, but increasingly also in markets for other financial assets. Nonetheless, a broad-based stretch in euro area asset valuations is not evident. Moreover, the recent increases in asset prices have been accompanied neither by growing leverage in the banking sector nor by rapid private sector credit expansion.
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    In sharp contrast to the rise in financial risk-taking, economic risk-taking in the euro area is clearly lagging. This is vividly illustrated by the contrast between appreciating financial asset prices and a low level of real investment, which still remains below that of 2008, after a much more marked fall than those seen after previous recessions. Indeed, the prospect of an environment of low nominal growth remains the major factor underlying current challenges for financial stability in the euro area. While monetary policy can support the conditions for economic growth, other macroeconomic policies – such as structural reforms – are needed to underpin sustainable economic growth of the euro area.


    Financial system vulnerabilities continue to stem not only from the financial markets, but also from financial institutions, spanning banks, insurers and – increasingly – the shadow banking sector. Following the successful completion of the comprehensive assessment exercise, recent financial disclosures suggest that euro area banks’ capital positions have continued to improve, profitability has increased marginally and asset quality deterioration has slowed down. Still, profitability remains weak and the return on equity (ROE) continues to remain below the cost of capital for many banks. Looking ahead, a further reduction of problem assets is needed as high non-performing loans dampen banks’ potential lending capacity and, by extension, their ability to build up capital buffers. Despite the solid profitability reported so far, euro area insurers are facing growing challenges as the low-yield environment has tested their traditional reliance on fixed income assets as a means of generating portfolio returns. Last but not least, the shadow banking sector continues to grow robustly – and is in many ways changing into an important provider of funds to the real economy. As this process has accelerated, the systemic importance of this sector has increased concomitantly. Taken together, the rapid growth of this less regulated sector, the large systemic footprints of a number of entities, a more widespread use of synthetic leverage and the increasing prevalence of demandable equity imply that the potential for systemic impacts is increasing.


    Financial stability concerns also stem from outside the realm of the financial sector. Despite much needed improvement in both fiscal settings and the institutional framework since the height of the euro area sovereign debt crisis, debt sustainability challenges remain for euro area sovereigns – especially for those that remain highly indebted and therefore vulnerable to economic and financial shocks. On the side of the non-financial private sector, indebtedness of the euro area corporate sector continues to remain elevated, in contrast to household indebtedness which has fallen slightly and remains low compared with many advanced economy peers.


    In this environment, four risks emerge as key for euro area financial stability over the next year and a half (see Table 1). While each risk is tied to a specific scenario, the risks are all clearly intertwined and would, if they were to materialise, have the potential to be mutually reinforcing. Each risk is tackled in turn below.
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    Risk 1: Abrupt reversal of compressed global risk premia amplified by low secondary market liquidity


    Asset prices in the financial markets of most advanced economies have increased further as global risk-free rates remain low and risk premia have fallen further. In the euro area, sovereign bond yields across the entire maturity spectrum fell to historical lows and, in some cases, even entered into negative territory. Corporate bond markets have also benefited from the buoyant market sentiment. Fragmentation has eased, maturities have lengthened, yields have declined across most rating buckets and credit spreads have narrowed. However, while risk appetite among global investors has clearly increased, discrimination persists with respect to lower credit quality within the high-yield segment. Similarly, euro area stock prices have risen to multi-year highs amid strong portfolio inflows.


    The expanded asset purchase programme launched by the ECB in March has helped to diminish risks to price stability. It has also brought benefits for financial stability in the form of higher nominal growth prospects, which are critical for lowering imbalances and reducing the likelihood of risks materialising in the financial system. Notwithstanding these benefits, unintended negative consequences require close monitoring, especially any possibility of financial risk-taking becoming excessive.


    Monetary policy actions of the ECB, both conventional and unconventional, have clearly reduced stress and fragmentation in euro area sovereign bond markets throughout the last years (see Chart 3). In many Member States, long-term bond yields stood at historically low levels in mid-May, and intra-euro area spreads narrowed substantially, also resulting in very low term premia. Clearly, any implied deviation from long-term norms might very well prove to be transitory, so that it is important that investors have sufficient buffers and/or hedges to cope with any prospective normalisation of yields over the years ahead, either from global or from euro area-specific changes in financial risk sentiment.
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    Apart from the direct impact of ECB purchases on sovereign bonds, portfolio rebalancing effects extending to other asset classes have been visible as well. In particular, euro area stock prices have continued to increase rapidly. Standard valuation metrics suggest that deviations with respect to historical norms have been limited, remaining below the somewhat elevated stock market valuations prevailing in the United States (see Chart 4). In the field of tangible assets, the recovery of euro area residential and commercial property markets has continued and is becoming more broad-based across countries. Valuation metrics for the euro area as a whole suggest that residential property prices are broadly in line with fundamentals, but moved further away from their long-term average for prime commercial property given continued strong price increases.


    [image: 14805.jpg]


    Amid some signs of compressed risk premia, the risk of relatively low market liquidity becoming a potential amplifier of stress remains. Broad market liquidity measures for secondary fixed income markets indicate a deterioration of conditions. While bid-ask spreads have fallen considerably from their crisis peaks, turnover ratios show a steady decline across most market segments and the average deal size traded on the largest inter-dealer trading system for euro area government bonds has fallen sharply. Complementing these data-based signals, market intelligence also indicates reduced confidence among large banks with respect to their ability to make markets during periods of stress.


    Two main triggers can be identified that could reverse the current favourable market conditions in the euro area. First, yields on longer-dated bonds remain vulnerable to an increase in global benchmarks for term premia, notably those in the United States. In particular, a faster than expected withdrawal of US monetary policy accommodation harbours some potential to translate into higher risk premia, even in the euro area. Second, global investor sentiment continues to remain sensitive to changes in the economic outlook, geopolitical tensions and emerging market risks, notably related to the BRIC countries (Brazil, Russia, India and China) that had operated as a key driver of global economic growth in the last few years.


    Any possible emergence of country, sector and institution-specific challenges would call for the activation of macroprudential policies, as monetary policy retains a necessary focus on price stability.


    Risk 2: Weak profitability prospects for banks and insurers in a low nominal growth environment, amid slow progress in resolving problem assets


    Euro area banks continue to be challenged by relatively weak profitability. Although profitability improved somewhat, on average, in 2014, thanks to lower funding costs and a moderate decline in loan loss provisions, euro area banks continue to lag behind most US peers and European banks outside the euro area. Subdued profitability prevailing over the past few years has been driven by a confluence of factors, including bank-specific characteristics, banking sector structures and cyclical developments.


    The profitability of euro area banks remains characterised by substantial cross-country heterogeneity. The sharp fall in output and demand in some more vulnerable euro area countries at the height of the sovereign debt crisis and the still fragile recovery continue to weigh on asset quality and dampen profitability – contrasting with the situation in other euro area countries (see Chart 5 and Chart 6). One striking difference between the two groups is the development of non-performing loans (NPLs). In more vulnerable countries, the stock of NPLs remained high during the crisis, and a clear cyclical turning point has not yet been reached. In other euro area countries, the share of NPLs in total loans is significantly lower, and has even declined slightly over the past two years.
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    Euro area banks’ profitability will benefit from the ECB’s expanded asset purchase programme as it supports nominal growth, improves asset valuations and effectively rules out debt deflation. These benefits notwithstanding, net interest margins are expected to remain under pressure as a result of the low interest rate environment and flattening yield curves. Bank profitability might therefore be squeezed further if banks cannot compensate for this by increasing loan volumes and/or reducing credit risk.


    Weak profitability has meant that the return on equity for many euro area banks has remained below the cost of equity. Over the past six months, however, the gap between actual and required returns has narrowed somewhat, driven both by a slightly lower cost of equity and by the modest improvement in profitability (see Chart 7). Somewhat higher confidence with respect to the outlook for euro area banks is also confirmed by the slight increase in overall price-to-book ratios (see Chart 8). This somewhat more optimistic assessment is probably linked to the higher transparency regarding banks’ financial conditions provided by the ECB’s comprehensive assessment, which revealed only limited capital shortfalls among euro area banks. This notwithstanding, valuation levels are still far from those prevailing prior to the crisis and euro area banks trade at a significant discount relative to their US peers. The still substantial risk premia investors demand for holding euro area bank securities mainly reflect uncertainties regarding banks’ expected future cash flows, but also structural factors such as possible litigation costs and some reservations about banks’ ability to cope with new, stricter regulatory requirements. Challenges in meeting investors’ required returns – as expressed by the cost of equity (COE) – may cause banks to face restraints when attempting to raise new equity, which in turn hampers their ability to extend credit to the real economy.
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    A continuing legacy from the sovereign debt crisis is a large and, in some countries, still increasing stock of non-performing loans. Further progress in removing impediments to the supply of bank credit – including faster NPL resolution – is necessary to improve credit conditions, which should be also supported by the ECB’s targeted monetary policy measures. The resolution of systemic NPL problems requires a comprehensive strategy that encompasses necessary improvements in the operational environment and the selection of appropriate resolution strategies. In this respect, it can be concluded that tailored approaches – based on a thorough understanding of the country-specific dimensions of the NPL problem – that are driven as much as possible by the private sector may be most appropriate. The efforts to resolve the stocks of NPLs in parts of the euro area should be carefully designed so as to avoid an undue negative impact on bank capitalisation and to minimise moral hazard.


    While the comprehensive assessment ensured that significant banks in the euro area have sufficient capital levels, progress needs to continue in parts of the banking system to address remaining fragilities and uncertainties. While efforts to adjust business models continue, further measures need to be taken by banks to restore sustainable profitability. The actions required are likely to differ across banks or national banking sectors depending, for instance, on the size and complexity of institutions or on the structural features of the banking sector in question. With regard to the first aspect, several banks are endeavouring to streamline their business models by refocusing on activities where they have both sufficient economies of scale and better profit margins. In addition, there are signs that overcapacity in, or a high fragmentation of, certain banking markets could hinder the recovery of profitability, suggesting that consolidation could bring some benefits for profitability, at least in some parts of the euro area banking sector.


    The prevailing low-yield environment also poses challenges for the insurance sector. A prolonged period of low interest rates can dampen both investment income and the profitability of new policies sold. This is particularly relevant for those entities seeking sustained portfolio returns to match their liabilities, with limited scope for portfolio diversification (either geographical or across asset classes). In this vein, such market conditions pose a significant challenge for some insurance companies’ profitability in the medium term, with the potential to erode capital positions in the long run. The impact of the low interest rate environment is particularly relevant for those life insurers that have locked in high return guarantees and have large asset/liability duration gaps.


    Risk 3: Rise of debt sustainability concerns in the sovereign and corporate sectors amid low nominal growth


    Debt sustainability in the euro area non-financial sector remains a concern. Although the financial sector has reduced its leverage in the wake of the sovereign debt crisis, the aggregate indebtedness for the remaining sectors of the economy remains high (see Chart 9). Debt sustainability challenges are imminent in the sovereign and non-financial corporate sectors, given a combination of elevated levels of indebtedness, still weak economic growth prospects and the environment of low inflation. At the same time, the cost of issuance and investor appetite on sovereign and non-financial corporate debt markets remain favourable across most euro area countries, while downside risks to economic growth have diminished thanks to recent monetary policy decisions and the lower oil prices.
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    Prevailing financial market conditions clearly provide support for debt servicing capacity. At the same time, fiscal positions remain precarious in some countries. Sovereign risks emanating from Greece, in particular, have increased sharply owing to heightened political uncertainty over the past six months, while the banking sector in Greece has witnessed substantial deposit outflows, a loss of access to the wholesale funding market and deteriorating asset quality. Financial market reactions to the developments in Greece have been muted to date, but in the absence of a quick agreement on structural implementation needs, the risk of an upward adjustment of the risk premia demanded on vulnerable euro area sovereigns could materialise. More broadly, uncertainties relating to sovereign debt sustainability are likely to persist over the medium term as government debt-to-GDP ratios are projected to stay at elevated levels in several countries. At the same time, damaging feedback mechanisms between sovereigns and the banking sector which were at the heart of the euro area strains over the last few years appear less likely to play as destructive a role amid institutional improvements, including notably lowered contingent liabilities from the banking sector through new bail-in tools created by the Bank Recovery and Resolution Directive (BRRD), as well as through the entry into force of the SRM Regulation.


    The ratio of non-financial corporate debt to GDP also remains high, by both historical and international standards (see Chart 10). The pace of deleveraging has been slow, and indebtedness has been hovering well above the levels of past episodes of recession. The weak nominal growth environment and firms’ increased recourse to market-based debt financing in recent years are some of the factors that explain this persistence.
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    Triggers for the materialisation of risks from high non-financial sector indebtedness are manifold. They could stem from unexpected developments in Greece triggering an adjustment of risk premia, lower than expected domestic nominal growth or a sudden slowdown in global growth prospects. Just as importantly, benign financial market conditions may obscure the urgency of fiscal and structural reforms. If key reforms were to be delayed, a reassessment of sentiment towards euro area sovereigns is possible. Such a reassessment would probably also pose debt sustainability concerns for non-financial firms.


    Risk 4: Prospective stress and contagion effects in a rapidly growing shadow banking sector


    The investment fund sector has grown rapidly over the past five years. The assets of the sector increased by €4.0 trillion, or more than 70%, between 2009 and 2014 to reach €9.4 trillion. From a financial stability perspective, concerns about the risks posed by investment funds relate to the implications for the wider financial system and the real economy arising from the sector’s increasing role in credit intermediation and capital markets (see Chart 11). Possible channels of risk contagion and amplification include correlated asset exposures as well as mutual contractual obligations in securities lending and derivatives markets. Concerns are that shadow banking entities could be part of future systemic events, also on account of their increased size and remaining opaqueness.
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    The greater the leverage, liquidity mismatch and size of certain intermediaries, the more likely they are to amplify shocks and impose externalities on other parts of the financial system, such as those resulting from fire sales of demandable equity. Bond funds have the potentially highest market impact owing to their large size, the significant proportion of illiquid assets they hold on their balance sheets and their somewhat higher leverage in comparison with other investment funds (see Chart 12).
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    One of the main vulnerabilities stemming from the investment fund sector is the potential the sector has to amplify liquidity shortages in periods of financial stress. In fact, so-called liquidity spirals could be triggered if funds were to be confronted with high redemptions or increased margin requirements, as these could result in forced selling on markets with low liquidity. With these liquidity conditions, initial asset price adjustments would be amplified, triggering further redemptions and margin calls, thereby fuelling such negative liquidity spirals.


    Usage of implicit leverage among investment funds may contribute further to systemic stress. Regardless of the size of underlying cash positions in assets, contingent commitments created by positions in swaps, futures and other derivative positions can augment overall exposures to asset classes, and hence create “synthetic leverage” (see Box 8). Although data gaps make a solid quantitative understanding of prospective financial stability risks difficult, some qualitative indications suggest that synthetic leverage could be a larger concern than balance sheet leverage and cash-equivalent reporting suggest. High levels of synthetic leverage in the sector can be a source of concern since they can create individual or aggregate distress, which can propagate through direct linkages and information contagion, given the opacity of measurement and reporting, while margining and haircut practices in derivatives markets and securities financing transactions used to add synthetic leverage are pro-cyclical and may lead to negative liquidity spirals.


    The key trigger for spillovers from the investment fund industry to the rest of the financial system would be significant decreases in asset prices that could cause sector-wide redemptions. Large-scale outflows cannot be ruled out in the event of adverse economic or policy surprises over the medium term. The market impact of large-scale outflows could be aggravated by strategic complementarities among fund investors, in particular as a result of first-mover advantages and of asset managers being forced to adjust portfolios in a timely manner.


    Policy considerations


    A comprehensive overhaul of the regulation of the financial sector triggered by the financial crisis has continued to make progress, with most key building blocks nearing completion. For banks, a few remaining key elements of the new regulatory framework are still subject to finalisation and calibration, including parts of the liquidity regulation, leverage ratio provisions and securitisation rules, as well as measures aimed at increasing loss-absorption capacities, thereby addressing the too-big-to-fail problem of global systemically important banks (G-SIBs). For insurers, the implementation of the Solvency II Directive remains the key stream of work for regulators. Several steps have been taken to also strengthen the resilience of financial infrastructures, as well as to reflect upon policies needed to complement a growing shadow banking sector.


    The finalisation of the ongoing initiatives will significantly reduce the regulatory uncertainty regarding capital and liquidity rules for banks and other financial institutions, and will contribute to strengthening the resilience and loss-absorption capacity of the whole financial system. Importantly, the implementation of the measures is subject to thorough impact assessments, thus ensuring that the regulatory framework is designed and calibrated in a way that supports the stable provision of financial services over the whole financial cycle.


    Building on these regulatory initiatives, a number of euro area countries have already announced and also implemented targeted macroprudential measures. Based on newly acquired mandates and using the growing set of available instruments, macroprudential policy action has a key role to play in both attenuating financial cycles and enhancing the resilience of the financial system.


    More generally, ongoing advances continue in two broad initiatives at the European level to improve the soundness of the financial system – aimed at the banking sector and beyond. First, significant progress has been made in establishing a banking union in Europe, given that the Single Supervisory Mechanism (SSM) became operational on 4 November 2014 and that the Single Resolution Mechanism (SRM) was put in place on 1 January 2015. The Single Resolution Board (SRB) has also been established and will start working on the elaboration of resolution plans and related tasks, as most of the provisions in the SRM Regulation will only apply as from 1January 2016. Second, as a complementary element to the banking union, the establishment of a capital markets union has been identified as one of the main policy priorities in the years to come. Both initiatives, combined with a variety of targeted regulatory and prudential measures, should contribute to ensuring a more resilient and robust financial system in Europe.

  


  
    1 Macro-financial and credit environment


    Macro-financial conditions have brightened somewhat in the euro area, in the context of a continued shift in global growth momentum from emerging to advanced economies. While euro area growth prospects remain weak by international standards, the risks surrounding the economic outlook have become more balanced on account of recent monetary policy decisions, lower oil prices and the weaker euro exchange rate. Within the euro area, a broadening of improved financial market sentiment has contrasted with continued real fragmentation at the country level, despite some further progress made in terms of rebalancing. This suggests a fragile equilibrium with underlying risks, including several at the global level. In particular, the prospect of diverging monetary policy trends in major advanced economies, ongoing geopolitical tensions and major adjustments in global commodity markets have the potential to reignite risk aversion vis-à-vis countries, markets and asset classes, which could trigger an unwinding of global search-for-yield flows.


    In the public sector, euro area sovereign stress has remained contained despite a flare-up of sovereign tensions at the country level. Sovereign financing conditions have improved further in terms of both pricing and duration, supported by additional unconventional measures recently launched by the Eurosystem. Sovereign risks nonetheless remain in the current still fragile growth environment, with related challenges for several countries in durably restoring the sustainability of public finances in the context of a prolonged period of low nominal growth as well as waning fiscal and structural reform efforts.


    Amid this macro-financial environment, financing conditions have continued to ease for the euro area non-financial private sector, as unconventional measures by the Eurosystem gain hold and help reduce persistent financial fragmentation across countries and firm sizes. A strengthening economic recovery should contribute to improving income and earnings prospects for households and non-financial corporations, which together with the favourable interest rate environment should help support the ongoing process of balance sheet repair associated with elevated indebtedness in several euro area countries. At the same time, the recovery of euro area residential and commercial property markets is continuing and becoming more broad-based across countries and market segments amid continued favourable financing conditions and an improving economic outlook. Heterogeneity in property markets across countries appears to have declined, but developments continue to diverge strongly at the country and regional levels in terms of prices and valuations in both the residential and commercial market segments.


    1.1 Euro area recovery regaining momentum


    The economic recovery in the euro area has been gaining momentum, though remaining generally weak by international standards. A pick-up in aggregate euro area economic growth appears to have taken hold towards the end of 2014 driven by domestic demand. Strengthened private consumption has benefited from further easing financing conditions, while favourable real disposable income developments on the back of lower energy prices have translated into improved purchasing power, economic sentiment and confidence (see Chart 1.1). The euro area recovery has, however, continued to lag developments in other major advanced economies given the ongoing process of balance sheet repair as well as continued (albeit diminishing) real and financial fragmentation across countries. In particular, economic output in the euro area has, on average, remained below its pre-crisis level amid varying trends in vulnerable and other euro area countries (see Chart 1.2).
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    The latest economic indicators, including survey data and the flash GDP estimate for the first quarter of 2015, suggest that the euro area economy has gained additional momentum since the end of 2014. Looking ahead, the euro area economic recovery is expected to strengthen further in 2015 and beyond, driven by both domestic and external demand. First and foremost, support stems from the Eurosystem’s recently launched accommodative non-standard monetary policy measures, in particular the expanded asset purchase programme (see Box 1), but lower oil prices, continued benign financing conditions, a weaker euro and a lower fiscal drag will underpin economic activity in the near and medium terms. Against this backdrop, the March 2015 ECB staff macroeconomic projections for the euro area envisage a more favourable growth path than the December 2014 Eurosystem projections. Accordingly, real GDP is forecast to expand at a rate of 1.5% in 2015 which is expected to accelerate further to 1.9% in 2016 and 2.1% in 2017.


    While remaining on the downside, the risks surrounding the economic outlook for the euro area have become more balanced on account of the recent monetary policy decisions, lower oil prices and the lower euro exchange rate. Over the short to medium term, several factors continue to weigh on the underlying euro area growth momentum, including heightened geopolitical tensions across the globe, the ongoing process of balance sheet adjustment in the financial and non-financial private sectors as well as still adverse labour market conditions in vulnerable euro area economies. At the same time, a rather slow pace of implementation of structural reforms may weigh on the pace of the recovery in some euro area countries, especially those where the commitment to reforms has fallen most.


    Despite the improved growth outlook for the euro area as a whole, real fragmentation across countries – albeit somewhat lower than during the euro area sovereign debt crisis – remains a cause for concern, amid some recent signs of a renewed widening in cross-country divergence of growth rates (see Chart 1.3). Similarly, labour market conditions have shown some signs of improvement (see Chart 1.4), but developments continue to differ considerably within the euro area, as high unemployment rates in more vulnerable countries, such as Greece and Spain, contrast with relatively benign labour market conditions in other euro area economies, for example Austria and Germany. This heterogeneity continues to highlight inter alia the need for employment-enhancing structural reforms with a view to fostering a broad-based and inclusive economic recovery.
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    Overall competitiveness, as captured, for instance, in the current account balances of more vulnerable euro area countries, has improved considerably since the onset of the crisis. A large part of the underlying current account adjustment has been of a non-cyclical nature and is therefore likely to be sustained. Efforts to restore competitiveness are ongoing within the euro area, even if – after six years of observed efforts towards rebalancing – in 2014 the current account adjustment slowed down or reversed partially in some vulnerable euro area economies. This can be partly explained by the recovery of domestic demand, which was only partly offset by the impacts of continued adjustments in relative prices and costs (see Chart 1.5). Looking ahead, the near-term outlook for external rebalancing will be shaped by two conflicting forces. On the one hand, the cyclical upturn in economic activity in vulnerable euro area economies may exert downward pressures on current account balances, while, on the other hand, transitory factors – in particular the recent weakening of the euro and lower oil prices – should support external rebalancing. The longer-term prospects for external rebalancing depend on a number of determinants, such as the reallocation of resources towards high-productivity firms, which requires the continuation of structural reforms to help enhance the euro area’s medium-term growth potential and reduce the real fragmentation across the euro area.
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    The global economy has also continued on a muted growth trajectory, but developments remain uneven across countries and regions. While economic dynamics in advanced economies have gained some additional traction, emerging economies have lost further momentum even if remaining the main engine of global growth. The highly accommodative monetary policy stance in advanced economies – though showing potential for increased divergence – has continued to provide vital support to the global recovery. While global growth is expected to recover gradually further 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 unwinding of capital flows and sharp exchange rate movements along the path to normalisation of macroeconomic policies in key advanced economies remain causes for concern. In addition, heightened geopolitical risks (e.g. Russia), persistent macroeconomic vulnerabilities and/or financial imbalances in major advanced and emerging economies, as well as less buoyant growth prospects for emerging markets, may stand in the way of a more forceful global recovery.


    Regarding the main global economic regions, economic momentum in many advanced economies outside the euro area continued to firm gradually as highly accommodative monetary policies continue to support favourable financial conditions, while headwinds from private sector deleveraging, slack in labour markets and fiscal consolidation have started to wane in several countries. Recent trends indicate a continued recovery ahead, supported in particular by lower oil prices, but the pace of progress varies across countries. In this context, the uncertainty about the path of monetary policies across advanced economies represents a key source of risk, as a multi-speed economic recovery translates into divergent monetary policies. A faster than expected normalisation of interest rates in some advanced economies may increase volatility and trigger abrupt adjustments in currency markets that may spill over to other financial market segments and, eventually, weigh on global growth. In particular, a rise in US bond yields could lead to a wider repricing of risky assets and a rise in bond yields globally. At the same time, risks related to geopolitical tensions remain elevated, still harbouring the potential for adverse growth effects going forward.


    In the United States, the expansion in economic activity slowed in the first quarter of 2015, in part due to temporary factors such as adverse weather conditions and port disruptions, but also due to the appreciation of the US dollar that is weighing on export performance and to a decline in mining and oil sector investment given the drop in oil prices. However, economic fundamentals remain supportive and economic activity is also underpinned by benign financial conditions. Financial stress indicators have continued to hover at all-time lows, pointing to a possible underpricing of risk by market participants. Looking ahead, economic growth is expected to remain robust supported by lower oil prices, accommodative monetary policy, the ongoing recovery in labour and housing markets as well as fading headwinds from fiscal policy and household balance sheet repair. Downside risks to the growth outlook include a faster than expected normalisation of interest rates, a further appreciation of the US dollar and looming vulnerabilities in the non-financial corporate sector. While the near-term fiscal outlook has improved, long-term fiscal imbalances, if unaddressed, may trigger a reassessment of sovereign risk going forward.


    In Japan, the recovery in economic activity remains overall tepid. After returning to positive growth in the previous quarter, real GDP gained traction in the first quarter of 2015 largely on account of a higher contribution of private inventories. The rebound in domestic demand from the protracted slump following the April 2014 VAT hike has remained modest thus far, while net exports contributed negatively to growth. Looking ahead, growth is expected to continue on its moderate recovery path, partly supported by lower oil prices, a weak yen and continued accommodative monetary policies. At the same time, the government’s decision to postpone the planned second VAT hike to April 2017 and to provide additional fiscal stimulus should imply a lower fiscal drag on growth in 2015-16. Risks to the Japanese economy remain tilted to the downside amid increasing fiscal risks and key challenges with a view to ensuring long-term public debt sustainability. Given banks’ significant sovereign exposure (around 17% of total assets), a repricing of risk in financial markets and the related potential increase in government bond yields could harm the profitability and solvency of some financial institutions.


    Economic activity in the United Kingdom has gathered further momentum in 2014, despite some softening towards the end of the year. Economic activity was driven by robust domestic demand on the back of improving labour market conditions, buoyant housing market developments, an accommodative monetary policy stance and declining macroeconomic uncertainty. According to preliminary estimates, the economy decelerated in early 2015. Looking ahead, risks to growth are broadly balanced. On the upside, low energy prices and stronger wage growth might support private consumption, while continued favourable credit conditions might stimulate business investment. On the downside, however, the need for further balance sheet repair in both the private and public sectors as well as the lagged effect of the appreciation of the pound sterling could weigh on economic activity. In addition, a potential correction in residential housing markets may affect the debt-servicing capacities of highly indebted households, while a possible referendum on EU membership following the outcome of the May 2015 general election is likely to heighten political uncertainty.


    In general, emerging markets have lost further momentum on the back of heightened geopolitical tensions, unfolding adjustments of domestic and/or external imbalances and lower oil prices which adversely affected most oil-exporting emerging economies. Economic trends continued to diverge across the emerging market universe, with upbeat sentiment in central and eastern Europe contrasting with relatively muted economic dynamics in emerging Asia and Latin America (see Chart 1.6). Despite some positive stimuli for oil-importing emerging economies, the future growth trajectory in some countries is likely to be restrained by the limited scope for monetary and fiscal policy support as well as prevalent infrastructure bottlenecks and capacity constraints that weigh on potential output. In other countries, which are highly dependent on capital inflows, activity is likely to be dampened, as economies rebalance in response to tighter financial conditions and the expected adjustment of US monetary policy. Against the backdrop of the recent broad-based appreciation of the US dollar, concerns regarding potential currency mismatches on sovereign and corporate balance sheets in emerging markets have resurfaced (see Chart 1.7). That said, net foreign currency exposures appear to have declined across emerging markets over the past decade, inter alia given the increased issuance of domestic currency-denominated debt. 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.
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    The economic recovery continued in most emerging European economies, notably the EU countries in central and eastern Europe, driven by robust domestic demand that is supported by EU structural fund inflows and strengthening purchasing power of consumers amid very low inflation and declining energy prices. To date, the impact of the Ukraine-Russia crisis on the region has remained relatively contained, despite the pronounced (also oil price-driven) downturn of the Russian economy. A possible further escalation of the Ukraine-Russia conflict as well as the duration and scope of EU sanctions against Russia and potential retaliatory measures remain the main downside risks to the region’s economic outlook. At the same time, the ongoing economic recovery in the euro area is expected to underpin economic activity in the region via improved export prospects. That said, in several countries domestic demand continues to be constrained by a still incomplete process of balance sheet repair in the private and public sectors, which is often further exacerbated by existing legacy currency mismatches, in particular on household balance sheets. In the context of the latter, several countries (e.g. Hungary, Croatia) have taken measures to alleviate the pressure on unhedged borrowers in the aftermath of the Swiss National Bank’s decision to remove the EUR/CHF exchange rate cap in January 2015 (see Chart 1.8). This could put additional pressure on banks which in many countries still continue to be challenged by legacy asset quality problems. In spite of the ongoing economic recovery, credit growth remained muted in most countries given the still elevated level of non-performing loans and the ongoing (albeit slowing) deleveraging by foreign banks amid continued efforts to adjust towards a more self-sustained and domestically funded business model.
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    Economic conditions remained subdued in emerging Asia in 2014, in particular driven by developments in China where corrections in property markets weighed on investment activity. Looking ahead, economic momentum is expected to strengthen somewhat in the region driven by the overall positive impact of lower oil prices, stronger foreign demand from key advanced economies as well as further monetary easing in several countries, notably in India and China. Still, regional growth dynamics will fall short of the momentum seen in previous years. Risks to activity in the region remain tilted to the 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, a major slowdown of the Chinese economy may trigger additional knock-on effects for other Asian economies with close trade and financial links to China where high credit growth and leverage as well as a strongly expanding shadow banking sector indicate risks to financial stability.


    Economic activity in Latin America remained weak in 2014, while growth became more uneven across countries. Several countries have lost momentum or dipped into outright recession, in particular commodity exporters which saw their terms of trade deteriorate sharply as a result of lower commodity prices (e.g. Brazil, Venezuela). In other countries (e.g. Mexico), activity has remained solid, buttressed by strong foreign (US) demand. Overall, risks remain skewed to the downside and mainly relate to a further tightening of external financing conditions and to a disorderly rebalancing of the Chinese economy, on which commodity exporters in the region are strongly dependent. 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 recovery of the global economy is expected to continue at a moderate pace, but will remain uneven across countries and regions. Risks to the outlook have diminished somewhat, but remain tilted to the downside as long-standing and newly emerging underlying vulnerabilities continue to pose a threat to recovery across the globe, with inherent fragilities being partly masked by continued benign financial market sentiment. Alongside persistent real and financial global imbalances, which remain high in a historical context despite having narrowed since the onset of the global crisis, the ongoing geopolitical tensions represent a continued cause for concern – not only the tensions in the context of the ongoing Ukraine-Russia crisis, but also those relating to other parts of the world (e.g. the Middle East). Moreover, the – mainly supply side-driven – sharp adjustments in commodity markets (see Chart 1.9), while likely having a net positive effect on the global economy, may contribute to heightened volatility in global financial markets and challenge the macro-fiscal stability of major oil-exporting emerging economies (see Box 2), thereby triggering potential shifts in investor sentiment vis-à-vis and negative spillovers across emerging economies. Lastly, as evidenced by the temporary bouts of emerging market volatility in 2013 and 2014 (see Chart 1.10), the risk of a disorderly and broad-based unwinding of global search-for-yield flows in the context of the prospective exit from unconventional monetary policies by some major central banks in advanced economies remains a cause for concern. In the event of an abrupt US monetary policy tightening, emerging economies that rely heavily on short-term foreign financing might be particularly exposed to liquidity risk. As in previous sell-off episodes, countries that rely on short-term external financing are particularly exposed to capital flow reversal risks.
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    All in all, important macro-financial risks to euro area financial stability relate to global factors, including the ongoing geopolitical tensions, the uneven distributional effects of lower oil prices and the diverging monetary policies in major advanced economies. All these factors, beyond raising uncertainties regarding the pace and sustainability of the economic recovery in emerging and advanced economies, may trigger renewed tensions in global financial markets and a potential unwinding of global search-for-yield flows. At the same time, macro-financial risks also continue to originate from within the euro area in a still fragile, low nominal growth environment. In particular, continued real and financial fragmentation, as well as the ongoing balance sheet repair in both the private and public sectors in several countries, continue to weigh on euro area growth momentum.


    1.2 Benign sovereign financing conditions, but underlying vulnerabilities remain


    Sovereign stress conditions have remained relatively benign against the background of the expanded asset purchase programme, with the composite indicator of systemic stress in sovereign bond markets still considerably below the levels seen at the height of the euro area sovereign debt crisis in 2011-12 (see Chart 1.11). The aggregate indicator, however, conceals substantial divergence in sovereign stress across countries. In particular, default risk expectations have increased sharply in Greece amid heightened political uncertainty.
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    At the same time, fiscal deficits in the euro area continued to decline. The 2014 aggregate euro area fiscal deficit fell to 2.4% of GDP, from 2.9% in 2013. Fiscal conditions have improved in many countries, including former programme countries, as well as Germany and the Netherlands, while stabilising in other major euro area economies, such as France and Italy. According to the European Commission’s spring forecast, the aggregate euro area fiscal deficit is projected to decline further to 2.0% of GDP in 2015 and 1.7% of GDP in 2016, largely driven by positive cyclical developments.


    Despite the overall improvement in fiscal conditions in the euro area in recent years, sovereign risks remain elevated amid incomplete adjustment. Despite the progress of the last years, structural balances are expected to remain well below the medium-term objective set by individual euro area countries in the context of the Stability and Growth Pact (see Chart 1.12). In fact, the concrete implementation of reform and consolidation commitments appears to have dwindled, while also proceeding at an uneven pace across countries. For the euro area as a whole, the fiscal stance is expected to remain neutral given the lack of further intensification of consolidation efforts, as reflected by the flat profile of the euro area structural budget balance since 2013 at about 1% of GDP, following major consolidation efforts in 2011 and 2012. Further progress with fiscal consolidation is needed to anchor long-term public debt sustainability and restore fiscal buffers.
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    Notwithstanding these challenges to public finances, the unwinding of financial sector support is expected to contribute to the improvement of fiscal balances in many countries. In this context, following major one-off events in 2014 in Austria, Cyprus, Portugal and Slovenia, support to the financial sector is expected to decrease in almost all euro area countries in 2015 and 2016, with many countries already starting to recover at least part of the liquidity and/or capital support provided to financial institutions during the crisis. Going forward, bail-in and bank resolution arrangements based on the provisions of the Bank Recovery and Resolution Directive and the Single Resolution Mechanism should limit the future potential for contingent liabilities of any given country vis-à-vis its banking sector.


    Against this backdrop, structural reforms remain a key ingredient for bolstering economic recovery and reducing interest rate-growth differentials, thereby mitigating public debt sustainability concerns. On average, the euro area public debt-to-GDP ratio has reached 94.2% of GDP in 2014, and it is projected by the European Commission to fall to 92.5% of GDP by 2016. Having said that, compared with earlier projections, reduced fiscal efforts and slower than expected output growth have in the last few years contributed to the continuous shifts of the peak debt-to-GDP level over time (see Chart 1.13), which may undermine market confidence in public debt sustainability.
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    In terms of the evolution of public debt levels, the outlook has slightly improved after the adoption of the expanded asset purchase programme, thanks to somewhat lower interest payments and higher expected nominal growth. Still, the picture is rather heterogeneous at the country level. Ten euro area countries are forecast to reduce their debt ratios over the 2014-16 horizon, in particular on account of primary surpluses, but in most cases also driven by positive interest rate-growth differentials (see Chart 1.14). Regarding public debt sustainability, the most important risks across the euro area relate to complacency in terms of fiscal adjustment and structural reforms, a slower than expected recovery in economic activity and a prolonged period of low inflation. Such developments would impede the debt servicing abilities of sovereigns, in particular of those which currently face heightened market optimism and downward rigidities in fiscal positions. While the Eurosystem’s expanded asset purchase programme addresses the risk of a too prolonged period of low inflation (see Box 1), it may have the unintended consequence of reducing governments’ incentives to undertake the necessary structural reforms or fiscal adjustments in countries where they are needed. Against this background, maintaining an appropriate level of fiscal discipline and continuing reform efforts is key.
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    While medium-term risks persist, short-term sovereign financing pressures have continued to abate, inter alia thanks to further improving financing conditions in the run-up to (via market expectations) and following the operationalisation of the Eurosystem’s expanded asset purchase programme. In fact, even if still substantial, government refinancing needs are forecast to drop to about 13% of GDP for the euro area aggregate in 2015, down from approximately 27% of GDP in 2014, and are projected to decrease further in 2016. Overall lower liquidity pressures are also a function of the ongoing shift in issuance activity towards longer maturities in most countries, as highlighted by the gradual increase in the average total government debt (comprising debt securities and loans) maturity for the euro area aggregate (see Chart 1.15). 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 the purchased assets. As at end-April 2015, outstanding government debt securities with a residual maturity of up to one year accounted for about 18.5% of total outstanding debt securities in the euro area or 14% of GDP. The average residual maturity of outstanding euro area government debt securities was 6.5 years, with the residual maturities ranging from 2.9 years in Cyprus to 11.8 years in Ireland. Looking at the country level, 2015 refinancing needs are substantial for several countries, while based on country specificities considerable differences in financing costs prevail (see Chart 1.16). The financing needs are, however, gradually declining towards levels seen prior to the financial crisis, as lower interest rates pass through into reduced debt servicing costs.
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    Turning to the assets side of sovereign balance sheets, the financial assets of governments represent an important element in the assessment of sovereign liquidity and debt sustainability problems as they may – to some extent – alleviate sovereign financing needs. In fact, euro area sovereigns hold substantial financial assets in several countries, amounting to some 40% of GDP at the end of 2014 on average amid a considerable degree of cross-country variation (see Chart 1.17). At the same time, the market value of consolidated general government total financial liabilities in the euro area was 112% of GDP, yielding net financial liabilities of 73.3% of GDP. However, the value of liquid assets that can be effectively used as a buffer to finance the rollover of government liabilities varies across countries, ranging from 2.2% of GDP in France to some 18.2% of GDP in Slovenia. Shares and other equity 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 (see Chart 1.18) are used to retire public debt.
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    1.3 Improving financing conditions in the non-financial private sector underpin decreasing fragmentation


    The income and earnings dynamics of the euro area non-financial private sector have shown recent signs of improvement, though remaining muted and largely mirroring the euro area macroeconomic environment. The income situation of households has seen real disposable income growth accelerating amid low inflation outturns, while distance-to-distress indicators capturing household balance sheet risks suggest 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 (see Chart 1.19). A continued recovery of the euro area household sector is expected, buttressed by overall improving labour market conditions, even if the situation continues to be weak in more vulnerable euro area countries, thereby still weighing on households’ income prospects. That said, households’ expectations regarding their employment and financial situations have become more optimistic with the economic recovery regaining momentum. This perception is also corroborated by observed improvements in household net worth (see Chart 1.20). For the first time since end-2011, holding gains on housing assets have been mildly positive in recent quarters in accordance with the observed gradual strengthening in housing market dynamics at the aggregate euro area level. These developments should help alleviate balance sheet pressures of stressed households with outstanding debt obligations.
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    Corporate balance sheet risks have remained limited against the backdrop of improving growth prospects, historically low funding costs and low probabilities of default. However, estimated sectorial distance to distress signals somewhat increasing credit risks towards year-end 2014 as market volatility has edged up (see Chart 1.21). The earnings-generating capacity of euro area non-financial corporations has improved slightly, driven by the gradual economic recovery, yet corporate profitability has remained muted, with non-financial corporations’ gross operating surplus remaining broadly unchanged over the course of 2014. Being a function of overall economic developments, corporate earnings in the euro area are expected to rise as the economic recovery gathers pace.
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    These developments, combined with an environment of low interest rates, have brought the interest payment burden of households and non-financial firms to new record lows (see Chart 1.22). Borrowers, however, have seen some rise in their real debt burden amid recent low inflation outturns, in particular (but not only) in countries with still ongoing relative price adjustments. Looking ahead, the ongoing balance sheet repair should help offset the risks related to an eventual normalisation of interest rates and the ensuing rise in debt servicing costs. This might challenge borrowers in those countries where loans with floating rates or rates with rather short fixation periods are more widespread. 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 a pick-up in economic dynamics on households’ and firms’ income and earnings situation.
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    More favourable income and earnings prospects notwithstanding, legacy balance sheet concerns continue to constrain the non-financial private sector in the euro area, particularly firms. On average, euro area household indebtedness stood at slightly above 60% of GDP at end-2014, a figure which – while not remarkable by international standards – remains high by historical standards and has declined only marginally since the peak in mid-2010 despite weak loan dynamics. Muted household income growth over the past years and adverse labour market conditions in several countries, combined with lengthy insolvency regimes, have tended to inhibit a swift deleveraging. The level of indebtedness of the non-financial corporate sector was more elevated at 107% of GDP (on an unconsolidated basis, excluding trade credit) or 83% of GDP on a fully consolidated basis (see Chart 1.23). On average, corporate indebtedness remains elevated by historical and international standards, including benchmarks as defined in European macroeconomic surveillance, both on a consolidated and unconsolidated basis.
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    More generally, balance sheet repair has continued to be gradual, given weak nominal GDP growth and non-financial corporations’ increased recourse to market-based funding in recent years. The estimated debt overhang of euro area households and firms – i.e. the difference between (estimated) benchmark and actual debt-to-GDP levels – declined further over the course of 2014, reaching levels which imply some residual deleveraging needs (see Chart 1.24). Still, the aggregate euro area household and corporate debt figures continue to mask sizeable heterogeneity across countries, implying that in some countries the possible remaining deleveraging needs could imply a drag on growth going forward. 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 overindebted sectors, such as construction and real estate services, continue to deleverage more strongly than less-indebted ones such as industry or trade.


    [image: 14284.jpg]


    Bank lending flows to the non-financial private sector have remained muted overall given the ongoing process of balance sheet repair in both the financial and non-financial sectors. However, the underlying short-term dynamics of bank lending have shown incipient signs of a recovery on the back of strengthening demand and receding supply-side constraints (see Chart 1.25). On average, bank lending to euro area households has remained subdued, mirroring continued sluggish dynamics of household income, high levels of unemployment, remaining deleveraging needs and housing market weakness in some more vulnerable euro area countries. That said, this relatively lacklustre aggregate picture masks rather heterogeneous developments at the country level, with annual growth rates ranging from some -10% in Ireland to over +10% in Slovakia. Turning to the components of bank lending by purpose, modest annual growth in loans for house purchase has been offset by a continued (albeit decelerating) drop in consumer loans and other types of lending.
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    Looking ahead, the April 2015 euro area bank lending survey suggests further improvements in households’ financing conditions, as reflected by the continued easing of credit standards on loans to households, in particular for consumer loans and other lending, and the further net increase in demand for all loan categories. Supply-side constraints appear to be easing particularly for consumer loans and other lending to households given increased competitive pressures, but banks’ higher risk tolerance has also contributed to the net easing of credit standards. By contrast, banks tightened slightly their credit standards in net terms for loans to households for house purchase. While competition continued to be the dominant factor contributing to an easing of credit standards on housing loans, banks’ risk tolerance contributed marginally to the overall net tightening of credit standards for 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 a continued net increase in demand for housing loans and consumer credit.


    The net external financing of euro area non-financial corporations has stabilised at modest levels in early 2015, after recovering in 2014 (see Chart 1.26). The decline in new bank loans to non-financial corporations, albeit strongly decelerating over the course of 2014, was more than compensated for by funds obtained from other funding sources. The issuance of debt securities strengthened again towards the end of 2014 and in early 2015, after moderating in late summer and early autumn last year, with the latter partly explained by easing access to bank credit. The issuance of quoted shares has increased considerably in recent quarters amid improved stock market sentiment. That said, bank funding substitution has still remained limited to larger firms and mainly those which are domiciled in countries with more developed capital markets (e.g. Germany, France), while small and medium-sized enterprises (SMEs) and large firms located in more vulnerable countries remained more dependent on bank funding. 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 credit going forward, while at the same time contributing to a further decrease in funding costs for non-financial firms in the euro area.
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    That said, the results of the latest euro area bank lending survey suggest that underwriting terms for corporate loans have continued to improve, driven in particular by banks’ lower cost of funds and alleviating balance sheet constraints as well as increased competition. Across firm sizes, credit standards were eased on loans to both large firms and SMEs. However, according to the ECB’s latest survey on access to finance of enterprises in the euro area, banks’ willingness to grant a loan continues to be somewhat higher for large firms (see Chart 1.27). This is also corroborated by the fact that the success of large firms when applying for a bank loan was higher than for SMEs, indicating overall better access to finance of large firms compared with SMEs. Demand for corporate loans in the euro area continued to rise, but cross-country heterogeneity has remained considerable. Financing needs related to inventories and working capital and in particular the low general level of interest rates contributed strongly to the demand for loans to enterprises. The issuance of debt securities by non-financial corporations and firms’ internal financing capacity contributed negatively to loan demand.
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    Corporate liquidity buffers have remained high at some 30% of GDP in the euro area, suggesting that alongside external funding sources non-financial firms can also rely on internal funds as a financing source. That said, these high liquidity buffers may reflect a lack of investment opportunities but also precautionary motives (i.e.mitigating the risk of limited access to external financing in the future) in the context of a low opportunity cost of holding liquid assets and perceived risks associated with access to bank funding in some countries. Still, firming economic growth prospects coupled with waning uncertainty regarding the prevalent business conditions could unlock these resources and may help make an important contribution to financing the economic recovery.


    Funding costs of the euro area non-financial private sector have continued to decline across most business lines, maturities and funding sources. In fact, the composite cost-of-borrowing indicators for euro area households and non-financial corporations have continued to drop (see Chart 1.28), with a decreasing wedge between non-financial firms located in vulnerable and other euro area countries since the height of the euro area sovereign debt crisis. Still, fragmentation in financing conditions persists, with the impacts of the latest standard and non-standard monetary policy measures yet to be fully passed through.
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    More specifically, nominal financing costs for euro area households have reached their lowest levels since the start of the reporting of harmonised euro area bank lending rates in 2003 for all categories of lending (see Chart 1.29), while real funding costs tended to edge up at the turn of 2014-15 due to lower inflation outturns. Likewise, non-financial corporations’ overall nominal financing costs have continued to fall across all external financing sources, supported by a low interest rate environment as well as further improving financial market conditions and a better economic growth outlook following the announcement and implementation of the Eurosystem’s expanded asset purchase programme. In particular, the cost of market-based debt has reached record lows amid lower corporate default expectations and the ongoing search for yield. Bank lending rates declined further across the maturity spectrum as the monetary policy measures taken since June 2014 took hold, but lending rates continue to vary across countries and firm sizes, with still less favourable conditions faced by small firms, particularly in more vulnerable countries. The cost of equity for firms has dropped since the end of 2014 (see Chart 1.30), touching pre-crisis levels amid ebullient equity markets, falling equity risk premia and higher expected dividend payouts in many countries.
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    The overall development of euro area property markets remained muted in the second half of 2014, albeit amid growing signs of a firming recovery in a number of countries. After almost three years of price declines, residential property markets have exhibited a moderate growth path at the aggregate euro area level. Euro area commercial property markets have also continued their recovery, while underlying price trends in the prime and non-prime market segments have continued to diverge considerably (see Chart 1.31).
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    Despite signs that the recovery is becoming more broad-based across countries, particularly in the commercial property segment, cross-country heterogeneity remains high in both the residential and commercial property realms. This largely relates to signs that a major multi-year correction in the aftermath of the global financial crisis is nearing completion for many euro area countries. Indeed, country-level data indicate a strong rebound in residential and prime commercial property price growth in a number of countries, notably Ireland, the Netherlands and Spain (see Chart 1.32). By contrast, property prices continued to drop in countries such as Cyprus, Greece and Slovenia, in particular in the residential segment.


    [image: 14357.jpg]


    Given their inherent granularity, property price aggregates at the country level might not fully capture divergent underlying regional price trends, most notably in situations where strong house price growth in supply-constrained metropolitan areas contrasts with subdued price developments in other regions. In fact, price growth in the capital city/largest cities has exceeded the corresponding price changes at the national level in several countries in recent years, in particular in Austria, Germany and Ireland (see Chart 1.33), highlighting the risk that strong house price growth could potentially ripple out to surrounding areas. The potential for this is, however, likely to be limited in many countries at the current juncture, given favourable supply-side conditions outside large cities and/or newly adopted macroprudential measures which aim to rein in any potential house price exuberance going forward (e.g. in Ireland). So far the ongoing housing market recovery or the regional buoyancy of euro area residential property markets has not translated into rapid credit growth. Pent-up demand from domestic cash buyers in the current low yield environment as well as the presence of alternatively financed foreign buyers in certain (mainly high-priced) market segments, in particular in large cities, may help explain these developments.
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    A similar regional dynamic pertains to the prime commercial segment centred in large cities, which has continued on its ebullient course in the context of the current low yield environment and the ongoing search for yield. Accordingly, investment activity in commercial property markets has remained robust, with underlying transaction volumes reaching new post-crisis highs (see Chart 1.34). Activity has been increasingly driven by foreign investors, with non-European investors, in particular from the United States, further increasing their European commercial property holdings, most likely also supported by the recent weakening of the euro vis-à-vis the US dollar. Demand for commercial property has been considerable in countries that had previously experienced pronounced corrections in prices, such as Ireland and Spain. Overall, continued strong investor interest was accompanied by a broad-based decline in yields on prime commercial property (see Chart 1.35), with yields in several countries such as France, Germany and the Benelux states already at or below pre-crisis levels. That said, intensified competition for prime assets and yield compression in core euro area property markets is increasingly driving property investors towards the non-prime segment and non-core countries.
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    Valuation metrics for the euro area as a whole suggest that residential property prices are broadly in line with fundamentals, but moved further away from their long-term average for prime commercial property given continued strong price increases (see Chart 1.36). However, these aggregates harbour heterogeneous developments across countries, while similar disparities may emerge at the regional level, as reflected by signs of overvaluation of residential property in some large cities in Austria and Germany. It needs to be stressed though that valuation estimates are surrounded by a high degree of uncertainty as they do not capture country-level aspects, such as fiscal treatment or other structural market specificities (see Box 3).


    [image: 14400.jpg]


    All in all, the recovery in euro area residential and commercial property markets is ongoing and should gather further momentum on the back of favourable financing conditions and improving economic growth prospects. However, the outlook for euro area residential and commercial property markets remains vulnerable from two angles. First, adverse economic shocks could reverse improvements seen in many countries and market segments and would further challenge those investors and borrowers who are already confronted with difficulties. Second, any disruption to financing conditions through, for instance, increased global risk aversion could affect the debt servicing capacity of both households and commercial property investors via the more limited availability and higher cost of funding, thereby contributing to rising rollover risks and aggravating the interest payment burden. Against the backdrop of a strong rebound in some countries and asset classes, price developments should be carefully monitored in the current low yield environment with the related search for yield in some market segments.

  


  
    2 Financial markets


    Global financial markets have been characterised by intermittent resurgences in volatility in particular market segments (notably foreign exchange, commodity and, more recently, bond markets) and geographical regions (notably emerging markets). In the euro area, improving economic conditions accompanied by monetary policy measures contributed to dampening financial market volatility, with an associated increased appetite among investors for euro area assets, despite some flare-up of tensions at the country level. In money and credit markets, yields fell further, issuance increased, maturities lengthened, and country fragmentation declined amid reduced credit spreads and improved market access for entities of more vulnerable euro area countries. Euro area equity prices rose to seven-year highs and issuance increased in most of the more vulnerable euro area countries.


    While current benign financial market conditions have a fundamental counterpart in the form of improving economic prospects, their breadth across asset classes and regions underscores the widespread nature of an ongoing search for yield in global financial markets. Faced with a prolonged period of low nominal growth, the current environment of increased financial risk-taking has so far had a limited real economic counterpart. If it continues for a protracted period of time, it could result in a build-up of imbalances. For the euro area, the prospects for asset price misalignments appear to differ across individual market segments and have a limited counterpart in credit growth. At the same time, as the search for yield continues in a global context, an incipient build-up of systemic risk could ensue from both strategic factors (most notably the incentive to shift from fundamental-driven to momentum-driven investment decisions) and amplification mechanisms (for instance, in the form of a low level of secondary market liquidity amplifying price reversals, as well as elevated duration exposures). Such mechanisms could be triggered by a re-evaluation of economic fundamentals underpinning asset valuations, resulting for example from tensions in emerging markets, political uncertainty in the euro area or a sharp adjustment in market expectations regarding the future path of monetary policy across major economies (notably including a monetary policy tightening widely anticipated by financial markets for the United States).


    2.1 Money market rates hit historical lows as country fragmentation declines


    Developments in euro area money markets have been characterised by a further compression of rates as well as a decline in fragmentation in secured segments. At the same time, there have been contained bouts of stress in certain segments amid increased financial market volatility. A higher than expected level of excess liquidity, as well as the announcement and implementation of further non-standard measures, put downward pressure on the money market curve. Rates in both the secured and unsecured segments fell to record lows. In response to declining rates, investors have shown an increased willingness to take on duration and foreign exchange rate exposure, but remain cautious as regards credit risk.1 Nonetheless, fragmentation has declined amid improved access for the entities of more vulnerable countries to secured markets and a slight compression of credit spreads.


    The pass-through of negative rates has been less pronounced in the unsecured money market segment where access is more favourable for higher-rated entities. The three-month EURIBOR, which is used as a reference for commercial and financial transactions, fell into negative territory. EURIBOR futures are also currently quoted at slightly negative levels; however, regulatory and economic considerations could maintain longer-dated EURIBOR rates at positive levels. The EONIA rate remained broadly stable at a level above the ECB’s deposit facility rate. At the same time, market contacts report that rates for certain banks are drifting towards, if not below, levels where it may become unprofitable for them to trade. This may result in a decline in trading volumes.


    Rates in the secured money market segment fell deeper into negative territory and country fragmentation declined. The compression in rates was most pronounced at longer maturities and for entities from more vulnerable euro area countries. Access to repo markets has improved for Spanish and Italian banks using domestic collateral. Repo volumes collateralised with Spanish public sector assets and cleared via LCH.Clearnet increased to a record high and spreads narrowed further, amid better access to foreign funds and lower haircuts by central clearing counterparties. The first Italian bank joined Eurex GC Pooling, an encouraging sign that banks from vulnerable countries are again managing to diversify their funding sources especially towards international providers of liquidity.


    Notwithstanding these improvements, volatility in global financial markets translated into temporary bouts of stress in certain segments. Sharp adjustments in commodity markets and exchange rates contributed to a rise in global risk aversion. Price adjustments in riskier assets resulted in the closing-out of positions in short-term interest rate future markets to offset losses in other market segments. On certain occasions, in particular following the decision by the Swiss National Bank to abandon its euro ceiling, EURIBOR futures positions were closed to offset foreign exchange losses. While these short periods of tension did not translate into broad money market stress (see Chart 2.1), they indicate that despite well-anchored rate expectations, money markets can be vulnerable to significant bouts of volatility.
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    2.2 Despite an uptick in volatility, bond yields remain low and equity prices are higher


    While global bond yields fell further, financial market volatility has shown some resurgence from its very low levels over the last years. Measures of volatility across a broad range of global financial markets increased from historical lows, as capital flows adjusted to market expectations of a divergence in the monetary policy of major economies, lower oil prices and a growing divergence in the growth outlooks for advanced and emerging market economies (see Table 2.1). Increasing volatility in FX and commodity markets translated to emerging markets. More recently, a correction in global bond markets that began in late-April contributed to a sharp increase in volatility measures for government bond markets, in particular those of the euro area. The increase in yields on euro area government bonds from historically low levels triggered pronounced – and, in the case of Germany, extreme – price adjustments by historical standards.2
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    Increased volatility in foreign exchange markets mainly reflected a marked appreciation of the US dollar (USD) against other major global currencies (especially against the euro). This extended not only to exchange rates, but also to swap markets where euro cross-currency basis swap spreads exhibited a strong decline. In contrast to developments during the sovereign debt crisis, when a spread widening was directly linked to a loss of foreign funding for euro area banks, current developments are likely to instead reflect an increase in euro-denominated issuance by US firms following a pronounced narrowing in euro credit spreads. As a result, euro-denominated issuance has become more attractive for US institutions with access to the euro market.


    The combination of volatile FX and commodity markets contributed to stress in certain emerging markets. Volatility in FX and commodity markets quickly spread to credit and equity markets in regions with a high reliance on USD funding and commodity exports. Following a sharp appreciation of the US dollar and a decline in commodity prices, USD liabilities rose while USD revenues from commodity exports fell, reducing the natural exchange rate hedge for these regions. These more challenging financial conditions raised credit risk concerns, resulting in further capital outflows (see Chart 2.2). Tensions across all markets eased somewhat from February as commodity prices stabilised and market participants pushed back their expectations regarding the timing of US policy rate increases. However, capital flows remain sensitive to concerns regarding the growth outlook for Brazil, China and Russia and changing market expectations regarding the future path of global monetary policy.
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    Fixed income markets of advanced economies witnessed some sharp intraday movements which raised concerns that price adjustments were being amplified by low levels of secondary market liquidity. Indeed, broad measures of market liquidity for euro area markets seem to indicate that secondary market liquidity is low compared with the pre-crisis era. While bid-ask spreads relative to their mid-point prices have fallen considerably from crisis peaks, they remain slightly above pre-crisis levels (see Chart 2.3). Moreover, turnover ratios showed a steady decline across most market segments, while the average deal size traded on the largest inter-dealer trading system for euro area government bonds (MTS) has shrunk by 33% on average (see Chart 2.4).
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    Recent developments raise more general concerns that market liquidity, while plentiful on aggregate, might be prone to insufficiency in certain key bond market segments during periods of stress (see Box4). Market liquidity in sovereign and, to a larger extent, corporate bond markets depends on the ability and willingness of market-makers to respond to temporary imbalances. Worryingly, the ECB’s SESFOD survey reports reduced confidence among large banks in their ability to act as a market-maker in periods of stress.3 At the same time, balance sheet statistics imply a reduced capacity to act as market-makers. Euro area banks’ inventories of non-financial corporate bonds have fallen by a third since the onset of the global financial crisis. While banks’ holdings of government debt securities have increased since 2008, this has been driven, to a large extent, by growth in held-to-maturity and available-for-sale portfolios rather than trading portfolios.


    Despite bouts of market tension, there was a further compression of yields across global government bond markets. Prior to the recent correction that began in late-April, yields in some markets had fallen to unprecedented negative levels and multi-century lows. Such declines occurred amid an easing of monetary policy by a large number of major central banks – including the ECB and the central banks of Sweden, Switzerland, Denmark, Canada, Australia, China and a number of other emerging market economies. Despite recent yield increases, the government bonds of a number of euro area countries, Japan, Switzerland, Denmark and Sweden still traded at yields below zero at mid-May.


    Market expectations of a divergence in monetary policy cycles between the euro area and the United States contributed to a rise in volatility across market segments and a widening of the ten-year US Treasury-Bund spread to its highest level since 1990 (see Table 2.1 and Chart 2.5). Nonetheless, movements in these markets remain strongly correlated. Developments in yields on US long-term bonds appeared to lag those in yields on German government bonds following the ECB’s launch of the public sector purchase programme (PSPP). This trend contrasts with a historical regularity whereby developments in the United States tend to lead those in other regions.
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    Despite recent increases in long-term bond yields, both US and euro area yield curves remain relatively flat, prompting some concerns regarding compressed term premia (see Chart 2.6). In particular, the compressed level of US term premia has raised concerns about a sharp increase, which could translate globally, should market expectations regarding the future path of US monetary policy change suddenly. Market and survey-based expectations for the future path of US policy rate increases are currently below the forecasts of most members of the Federal Open Market Committee. Past experience suggests that developments in US term premia can have widespread ramifications for global markets – extending also to the euro area.
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    Within euro area government bond markets, developments were supported by improving economic conditions (see Section1) as well as expectations and subsequent announcements of a sovereign bond purchase programme by the ECB (see Box1). These developments contributed to a decline in yields, a compression of intra-euro area spreads and a flattening of yield curves across all markets, except Greece, that were only partially offset by the bond market correction that began in late April (see Chart 2.7).
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    Yields on euro area government bonds fell further in most jurisdictions, but their prolonged decline was interrupted in late-April by a noteworthy correction. Market reports suggest a multitude of factors behind the recent correction, including concerns that the protracted decline in yields had overshot, the triggering of stop-loss levels, high net bond issuance and improved economic data. There appears to be a broad consensus among analysts that recent price adjustments were amplified by relatively poor secondary market liquidity and the limited capacity of market-makers to absorb shocks.


    Intra-euro area spreads compressed further, in particular at longer maturities. While this is reflective of an improving economic outlook in light of recent ECB actions, it might also reflect an increased willingness among investors to accept higher credit and duration risk in order to avoid negative rates.4 Following further reductions, more of the yields on the outstanding stock of euro area government bonds have fallen into negative territory (see Chart 2.8). For example, on 15 May the German yield curve traded at a negative yield out to a four-year maturity, while roughly a third of the stocks of Dutch, Finnish and Austrian government bonds were trading at negative yields.
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    Developments in Greece contrasted with broader euro area trends as yields increased and spreads vis-à-vis Germany widened. The lengthy and uncertain process of negotiations between the newly formed Greek government and its creditors contributed to bouts of extreme volatility in Greek markets. Contagion from Greece to other euro area markets was limited; indeed it triggered only minor volatility in sovereign yields and also in the credit default swap levels of Portugal, Italy and Spain (see Chart 2.7). While there were short-lived intermittent rises in the correlation between sovereign yields for these countries and those of Greece, a broad-based rally in the context of positive sentiment related to the PSPP saw spreads of Irish, Italian, Portuguese and Spanish ten-year bonds vis-à-vis the Bund fall to fresh lows for the period following the onset of the sovereign debt crisis.


    Developments in euro area non-financial corporate bond markets were similar to those in sovereign bond markets: country fragmentation eased, maturities lengthened, yields declined across most rating categories, in some cases to negative levels, and credit spreads tightened.5 Euro area non-financial corporate (NFC) bonds continued to attract strong demand following an impressive performance in 2014: both the investment-grade and high-yield segments recorded equity-like total returns of 8% and 6% respectively. Investors showed an increased appetite for duration, credit risk and product risk in euro NFC debt markets, but exercised some caution regarding lower-rated issues within the high-yield segment.


    Bond issuance remained strong as firms took advantage of benign market conditions to lock in low rates at longer maturities. Yields declined across most rating categories and maturities of new issues lengthened further to 8.7 years for investment-grade bonds and to 8 years for high-yield bonds. However, market observers do not report any meaningful leveraging among euro area corporates. The share of callable bonds within new issues has also increased, driven by a strong growth in issuance by higher rated firms. Another noteworthy feature of recent developments in euro-denominated markets is the rise in issuance by companies from outside the euro area, in particular US firms.6 Given narrower credit spreads on euro-denominated debt, US NFCs can issue debt in euro that is swapped back into US dollars at a lower cost than directly issuing in US dollars.


    The investment-grade bond market remained particularly robust with limited volatility. Strong investor demand was evident in a further compression of yields and an additional increase in the weighted average maturity of investment-grade portfolios (see Chart 2.9). Yields on the euro-denominated securities of higher-rated corporates declined to negative levels, an unprecedented occurrence. As credit spreads between euro area and US markets widened, US firms took advantage of relatively benign conditions and increased their issuance of euro-denominated bonds. Fragmentation within euro markets fell as indices for vulnerable euro area countries outperformed those of non-vulnerable countries, resulting in a convergence of credit spreads within the euro area. While this development suggests that the sovereign drag, which has weighed on corporate markets since 2010, has diminished, pair-wise correlations indicate that movements in corporate and sovereign bond yields remain highly correlated.7 An increased willingness among investors to take on product risk was evident in a significant increase in share of callable bonds in new issues. In the first quarter of 2015, almost half of the issuance in the investment grade sector was in callable bonds (up from 25% in 2014).
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    Investor appetite for high-yield bonds improved in 2015, following significant outflows in the second half of last year. Yields compressed across most rating segments and issuance increased (see Chart 2.10 and Chart 2.11). Global investors poured a record amount of cash into European high-yield bonds in the week following the ECB’s announcement of the PSPP.8 While risk appetite among global investors has clearly increased, greater discrimination against lower credit quality within the high-yield segment continues. Investors appear more willing to search for yield within non-standard structures issued by firms with a B rating and above rather than expose themselves to firms with weak credit profiles. Lower-rated firms have faced some difficulties in accessing the market, while bond indices show further increases in yields on bonds rated CCC or below (see Chart 2.10).9 At the same time, the share of callable bonds in total high-yield bonds issued remained relatively high at 75% in the first quarter of 2015 (compared with an average of 50% for the past seven years).
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    Issuance of leveraged loans by euro area firms reached a seven-year high in 2014 and remains strong in 2015, while price indices rose further (see Chart 2.11). A deterioration in underwriting standards is evident in the increasing proportion of highly indebted issuers, below-average coverage ratios and growth in the covenant-lite segment. In the first four months of 2015, roughly half of European leveraged loan issuers had a debt/EBITDA ratio of 5 and above (compared with an average of a third of issuers over the past eighteen years). Interest coverage ratios for highly leveraged institutions, including high-yield bond issuers, are below long-run averages despite the low interest rate environment. This raises concerns that rising interest rates could create difficulties for firms and investors. Institutional investors have the largest exposures to recent issues as ongoing bank deleveraging and increased regulation have contributed to lower demand for leveraged finance products from banks (see Chart 2.12).
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    Euro area equity markets outperformed their global counterparts, soaring to seven-year highs amid strong portfolio inflows driven by positive economic data, more accommodative monetary policy and a weaker euro. Global investment flows into euro area equity markets have been relatively strong (see Chart 2.2). Although stock prices retraced some of their gains in recent weeks amid heightened financial market volatility, the EURO STOXX 50 index still recorded a year-to-date increase of 15%. The rally in share prices was equally pronounced for NFCs and banks, although large financial institutions outperformed. The median year-to-date gain on share prices of large and complex banking groups exceeded those of the broader EURO STOXX Banks index by nine percentage points.


    While the recovery in euro area stock prices since mid-2012 has been impressive, standard valuation metrics for the euro area stock market do not signal widespread imbalances. The EURO STOXX 50 index remains 25% below its 2007 peak and commonly used metrics of stock market exuberance, such as the cyclically adjusted price/earnings ratio, remain close to their long-run averages and below pre-crisis peaks (see Chart4 in the Overview section).


    
      
        1 For example, money market fund managers responded to the challenge of a negative rate environment by either creating new funds taking more duration risk or engaging in FX swaps which still enable them to generate positive returns.

      


      
        2 Daily price returns of ten-year German government bonds were within the lowest 6th percentile observed over the past 16 years for five out of the six trading days during the period from 29 April to 6 May 2015.

      


      
        3 See the December 2014 ECB “Survey on credit terms and conditions in euro-denominated securities financing and over-the-counter derivatives markets” (SESFOD).

      


      
        4 The average duration of euro area government bond portfolios has risen above long-run averages (for the period from January 1999 to March 2015), significantly so for AAA and AA-rated portfolios (1.5 years above long-run averages). Strong demand for longer-term debt of lower-rated sovereigns was evident in Ireland’s well-received auction for its first 30-year bond in February 2015.

      


      
        5 See Section 3 for a detailed discussion on financial corporate bond markets.

      


      
        6 US firms accounted for one-fifth of euro-denominated bonds issued by NFCs in the first quarter of 2015, compared with 9% in the first quarter of 2014.

      


      
        7 Dynamic conditional correlations and one-year rolling correlations between non-financial corporate and sovereign bond indices for vulnerable and non-vulnerable countries remain elevated, having strengthened since mid-2012. Correlations for vulnerable countries are above average. See Box 3 entitled “Co-movements in euro area bond market indices”, Financial Stability Review, ECB, May 2014.

      


      
        8 An inflow of over €1 billion into European high-yield bond funds was recorded for the week ending 28 January 2015. It is the largest weekly inflow since J.P. Morgan began recording such data in 2011 and significant higher than median weekly inflows of €95 million over the past four years.

      


      
        9 Certain issuers opted to discontinue their issuance process amid low demand from investors.

      

    

  


  
    3 Euro area financial institutions


    Euro area financial institutions have made further progress in dealing with legacy issues from the financial crisis. At the same time, the range of challenges to be faced has differed across the banking, insurance and rapidly growing shadow banking sectors.


    Building on the ECB’s comprehensive assessment exercise, euro area banks have strengthened their balance sheets further, and continued with their efforts to adjust business models to an evolving operating environment. At the same time, the challenges in the operating environment are still sizeable, while progress remains uneven across institutions. Persistently weak profitability and the large stock of legacy problem assets both continue to weigh on banks’ capacity to simultaneously build up capital buffers and provide credit to the real economy, which will eventually have systemic consequences. Despite survey-based signs of a broader easing of credit standards, there is still a risk that bank-based credit intermediation remains subdued, in particular in vulnerable countries that are most in need of a recovery of lending.


    Similar to banks, insurers are continuing to adjust to challenges to their operating environment, especially to that of generating returns in a low-yield environment. Low yields on investment create a headwind for earnings and could prompt firms to take on more credit risk in fixed income investment portfolios, leaving them more exposed to a potential reassessment of risk premia.


    While the euro area banking and insurance sectors have struggled in the aftermath of the crisis, the non-bank financial sector has continued to experience a secular growth trend, benefiting from financial disintermediation amid an expansion of non-money market investment funds. This has implied a growing systemic footprint of such firms and a potentially destabilising role of non-bank entities in asset price adjustments and liquidity spirals, with potential for contagion to the broader financial system. While the need for monitoring this growing segment of financial institutions is clear, a lack of comprehensive and harmonised reporting makes assessing specific risks difficult, including those related to synthetic leverage and to securities financing transactions.


    Against the background of these developments, progress has continued apace in the area of financial sector regulation, with most key building blocks nearing completion. Some key elements of the new regulatory framework that are still subject to finalisation and calibration include parts of the liquidity regulation, leverage ratio provisions, securitisation rules and measures aimed at increasing the total loss-absorption capacity of global systemically important banks (G-SIBs). The finalisation of the ongoing initiatives will significantly reduce the remaining regulatory uncertainty and will contribute to strengthening the resilience of the financial system. In addition, there has been significant progress in the implementation of a banking union in Europe, given the Single Supervisory Mechanism (SSM) and the Single Resolution Mechanism (SRM) that became operational on 4November 2014 and 1January 2015 respectively.


    3.1 Banking and insurance sector face several challenges, while expansion in activity outside the regulatory perimeter continues


    3.1.1 Weak bank profitability persists and progress in dealing with the legacy of problem assets remains slow1


    Euro area banks have made further progress in strengthening their balance sheets, while adapting to an evolving regulatory and a challenging operating environment. These efforts notwithstanding, the sector is facing continued challenges on at least two fronts. First, bank profitability remains low, or even negative, in large parts of the euro area banking sector, so that organic capital growth is limited in a period in which many banks are still adjusting to higher capital requirements. Profitability remains under pressure on account of elevated loan loss provisions (mainly banks in vulnerable euro area countries) and subdued revenue growth in an environment of low nominal growth and flat yield curves. A second challenge, particularly pressing for banks in vulnerable countries, relates to the large stock of problem assets. While asset quality deterioration has continued to decelerate, non-performing loan ratios remain above 10% for around half of the significant banking groups (SBGs) in the euro area, and progress in writing off bad loans remains slow. Overall, weak profitability and the large stock of low-return legacy assets continue to weigh on banks’ capacity to simultaneously build up capital buffers and provide credit to the real economy.


    Euro area banks’ financial condition


    A confluence of cyclical and structural factors continues to impair the profitability of large euro area banks, which has generally not kept up with that of their global peers (see Chart3.1). Admittedly, cyclical headwinds across regions differ, with euro area bank developments depressed by a still fragile and uneven economic recovery, and a flat yield curve environment is putting pressure on net interest margins. Ultimately, banks’ return on equity has remained below their cost of equity, despite some decline in the latter (see Box5), which points to a structural need for further balance sheet adjustment.
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    Banks’ financial performance has remained widely dispersed across the euro area, which is linked to prevailing economic conditions (see Chart3.2) in many ways, with around one-third of the significant banking groups that are located in vulnerable countries reporting losses in 2014 – almost double the proportion in other countries. For a number of banks in both vulnerable and other euro area countries, high loan loss provisions continued to be the main drag on profits amid weak domestic macroeconomic conditions, although they were partly also due to additional value adjustments necessitated by the outcome of the ECB’s asset quality review. In some cases, large write-downs related to cross-border operations (such as those in Russia, Ukraine and some central and eastern European countries) or litigation costs weighed on bank results.
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    Looking at the main drivers of bank profits, operating income, while still subdued, showed some improvement in 2014 as a whole. This was due mainly to an increase in net interest income (see Chart3.3), in particular in vulnerable countries (median growth of 6%). This in turn could be attributed to the fact that funding costs declined more rapidly than asset yields as banks in vulnerable countries benefited from a compression of sovereign bond yields and the resulting decreases in both deposit and wholesale funding costs (see Chart3.4). At the same time, net interest income for banks in other countries increased only marginally.
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    Looking forward, further improvements in net interest income may be difficult to sustain in an environment of low interest rates and flat yield curves since associated declines in asset yields are less likely to be compensated for by a further fall in funding costs. In fact, data for a sub-sample of quarterly reporting SBGs indicate that, for the majority of these banks, net interest margins narrowed somewhat in the first quarter of 2015.


    Against this background, there are signs that banks are stepping up their efforts to diversify income streams by increasing fee revenues. In fact, the median ratio of net fee and commission income to total assets for SBGs showed an increase in 2014 and data for a sub-sample of quarterly reporting SBGs suggest that this improvement may have continued in the first quarter of 2015 (see Chart3.5). A decomposition of fee income for a sub-sample of SBGs suggests that the improvement, at least for some banks, could be attributed to increasing asset management-related fees, possibly also reflecting these banks’ active strategies of cross-selling between commercial banking and asset management units. At the same time, trading income decreased in the second half of 2014, and in the year as a whole, due to subdued trading activity in particular in fixed income markets. However, data for a sub-sample of quarterly reporting SBGs show a rebound in trading income around the turn of the year (see Chart3.5), with trading performance improving in fixed income and currency as well as in equity markets.
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    Overall, the median growth of euro area SBGs’ operating income was over 2% in 2014 as a whole. However, profitability was not supported by broad-based improvements in cost efficiency. While a number of banks have announced, or are implementing, cost-cutting plans, progress has been moderate so far, with the median ratio of operating costs to total assets remaining broadly unchanged at 1.3%, year on year, in 2014.


    Loan loss provisions continued to be a drag on bank profitability in the second half of 2014, although provisioning levels showed significant heterogeneity across banks. In particular, credit risk costs of banks in vulnerable countries remained at elevated levels against a weak macroeconomic backdrop (see Chart3.6), while some of the increase in the fourth quarter of 2014 was related to value adjustments necessitated by the asset quality review (see Box6). In other countries, provisioning costs remained stable in 2014, except for those of banks that booked large provisions on their foreign exposures, especially on those in troubled emerging market economies, and in central and eastern European (CEE) countries. Looking at more recent developments, data for a sub-sample of SBGs reporting quarterly results suggest some moderation in loan loss provisions in the first quarter of 2015.
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    Taking a longer-term view, loan loss provisions tend to move together with GDP growth (see Chart3.7), although empirical evidence also points to a delay in loan loss recognition by euro area banks in the early phase of the global financial crisis, particularly in vulnerable countries (see Box6 in the May 2014 FSR).
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    Looking ahead, loan loss provisions are expected to fall in 2015 and beyond, but the normalisation of the cost of credit risk and its impact on overall profitability will depend very much on the pace of economic recovery. It should be noted that in the United States, much of the improvement in bank profits between 2009 and 2013 was due to a substantial decline in loan loss provisions amid improving macroeconomic conditions (see Special FeatureB).


    Looking beyond the impact of cyclical developments, the recovery of euro area bank profitability will also be dependent on structural factors. For instance, the tightening of corporate lending spreads (see ChartS.3.6) suggests that competition is increasing, or remains intense, in banking markets. In some cases, there are signs that overcapacity could hinder the recovery of profitability as weaker/less efficient banks distort competition, thereby making it difficult for other banks to reprice loans. In fact, there is some empirical evidence that EU/euro area banks operating in less concentrated markets tended to be less profitable in the period between 1991 and 2013 (see Special FeatureB). This suggests that consolidation in some of the least concentrated banking markets in the euro area could bring some benefits for profitability through increasing cost and/or revenue synergies. In this respect, initiatives taken at a national level to improve corporate governance in some segments of the euro area banking sector – such as the proposed reform of popolari banks in Italy – could help create a more favourable environment for mergers.


    Another factor that will influence banks’ return to a path of sustainable profit is the speed at which they adapt their business models to new realities and regulatory requirements. Before the crisis, euro area banks exhibited a higher leverage, on average, than their global peers – although some of this was related to prevailing institutional settings such as mortgage balance sheet retention and the degree to which corporate finance is bank-based (rather than market-based). Nevertheless, an implication has been that banks’ adjustment to higher capital requirements has contributed to lowering their return on equity. Efforts to adjust bank business models continue, although progress has remained uneven across banks. In response to market pressures, but also as a consequence of increasing (regulatory) costs of complexity, some banks are endeavouring to rationalise their strategies by focusing on business activities/geographical regions in which they have sufficient economies of scale and better profit margins.


    In this respect, banks also made further progress in divesting/running off assets separated in their non-core units in 2014. That said, this process is far from complete and losses booked by non-core units still weighed on overall profitability and reduced the pre-tax profits of some large and complex banking groups (LCBGs) by 40-60% in 2014. In a similar vein, the retrenchment in foreign operations continued in 2014, albeit at a slowing pace, as some banks sought selectively to increase their foreign presence, possibly also reflecting limited growth opportunities in domestic markets. However, taking a longer-term view, for a sub-sample of SBGs that report on the geographical breakdown of their loan portfolios, the median share of non-domestic loans decreased from 32% in 2007 to 27% in 2014.


    The deterioration of the asset quality of euro area banks slowed in the second half of 2014. While loan quality trends diverged across vulnerable countries, there are signs of improvement – ranging from a slower increase in non-performing loans (Italy, Portugal and Cyprus) to a reversal of worsening asset quality (Spain and Ireland). While domestic macroeconomic conditions are the main driver of asset quality for most banks, mainly affecting exposures to corporates and to small and medium-sized enterprises (SMEs), some cross-border banking groups in the euro area remain exposed to the potential resurfacing of emerging market stress. The coverage of non-performing loans (NPLs) by loan loss reserves improved somewhat for banks in vulnerable countries in 2014, partly as a result of the asset quality review (see Chart3.8).
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    While banks in some countries (e.g. Ireland) made substantial progress in writing off and/or disposing of non-performing loans, the average write-off rate remains rather moderate at 0.6% (see Chart3.9), and lags well behind that experienced in the United States, which peaked at 3.1% in 2009.
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    Notwithstanding the slowdown or reversal of NPL inflows, the large stock of legacy problem assets remains a burden on some banking sectors and may impair their ability to restore lending (for details on NPL-related issues, see Special FeatureC). For instance, the ratio of net NPLs to equity remains above 50% for around two-fifths of the euro area SBGs, leaving these institutions more exposed to possible further increases in loan losses. NPLs also act as a drag on profits – as they do not accrue interest income, while dealing with assets entails operational costs – so that banks with higher NPLs tend to charge higher interest rates on loans. Previous crisis episodes suggest that timely NPL resolution is crucial for restoring credit growth.


    In some countries, the disposal of NPLs is also being hindered by the lengthy foreclosure procedures that lead to a wide bid-ask spread between banks and potential buyers of distressed assets. While steps have been taken to improve the legal framework governing the resolution of NPLs in several countries, it may take considerable time before these changes take full effect.


    Euro area banks continued to strengthen their solvency positions in the second half of 2014. As a result, the median phased-in (transitional) common equity Tier1 (CET1) capital ratio of SBGs rose to 12.7%, from 11.9% in mid-2014. Similarly, fully loaded BaselIII CET1 capital ratios of SBGs also improved in the second half of 2014, rising from 10.9% in mid-2014 to 11.7% at the end of the year (see Chart3.10). The strategies to improve capital ratios differed somewhat across banks, but the general pattern shifted towards more capital-raising, away from reductions of risk-weighted assets (see Chart3.11). Following an average increase in risk-weighted assets in the first quarter of 2014, largely due to the implementation of the rules set out in the Capital Requirements Directive (CRD IV) and/or the Capital Requirements Regulation (CRR) as of 1January 2014, risk-weighted assets declined in the second half of the year, thereby also contributing to improving capital ratios in this period. More recently, some banks have completed large-scale capital-raising exercises or announced plans to improve their capital ratios further in the coming months, in part also to address capital shortfalls identified in the ECB’s comprehensive assessment exercise.
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    Mirroring developments in risk-weighted capital ratios, euro area banks’ leverage ratios also continued to improve in 2014. The median fully loaded Basel III leverage ratio for LCBGs stood at 3.7% at the end of 2014, although it varied somewhat across institutions (see Chart3.12).
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    Notwithstanding progress in the strengthening of capital positions, regulatory requirements for bank capital continue to evolve, which is likely to have implications for banks’ capital management and business planning in the period ahead. First, concerns remain with respect to the consistency of risk-weighted asset calculations made using the internal ratings-based method. This has caused regulators to consider policy proposals in this area, and work by the Basel Committee on reducing variability in risk-weighted assets continues (see Section 3.3.2).


    Second, several national differences exist in the euro area with regard to the current definition of regulatory capital, not least due to different phasing-in rules for certain capital deductions, including those related to goodwill and other intangible assets, deferred tax assets (DTAs) or holdings of participations in other financial sector entities. Nevertheless, legislative changes in some countries (Greece, Italy, Portugal and Spain) allow certain DTAs to be converted into assets that are guaranteed by the government, i.e. deferred tax credits (DTCs), which do not need to be deducted from CET1 capital. Such legislative initiatives may stem from factors specific to these countries – such as a less favourable tax treatment of loan impairment charges, as compared with that in the majority of other euro area countries where loan loss provisions are immediately deductible from taxes.


    Third, while the implementation of the new regulatory framework is nearing completion in most areas, some elements have yet to be finalised, including the calibration of requirements for the leverage ratio and the total loss-absorption capacity. Overall, further progress in all of the areas of capital regulation highlighted above is of key importance for the further strengthening of banks’ resilience. At the same time, the evolving regulatory requirements may have implications for banks’ capital management and could incentivise some banks to keep higher buffers, given the remaining uncertainty, which in turn could lead to some cautiousness in their risk-taking behaviour.


    Credit risk and bank lending conditions


    Credit risk conditions for the euro area banking sector have remained broadly unchanged since the finalisation of the November 2014 FSR. The economic recovery is progressing at a moderate pace against the background of the continued risk of a prolonged period of low nominal growth. This implies heightened income and earnings risks for households and non-financial corporations (NFCs), which – coupled with legacy balance sheet issues and ongoing corrections in the property markets of some countries – have a negative impact on borrowers’ debt servicing capacities.


    Data for euro area SBGs show that credit risk exposures are, on average, accounted for roughly equally by residential mortgages, loans to non-financial corporations (excluding SMEs) and loans to SMEs. However, the shares vary significantly across banks, due to their different specialisations (see Chart3.13). Loan quality in these segments likewise varies greatly across banks in the euro area, with the median share of defaulted SME exposures in vulnerable and other countries standing at 21% and 5% respectively at end-2013 (see Chart3.14).
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    For some euro area banks, credit risks also emanate from their significant cross-border exposures. Indeed, some SBGs remain highly exposed to emerging market economies (EMEs), with the ratio of their EME-related exposures to common equity exceeding 300%, in particular to countries in “developing Europe”. Against the background of ongoing geopolitical tensions, a few euro area banks with exposures to the most vulnerable EMEs (including Russia and Ukraine) incurred high credit losses on these exposures in 2014, and face the risk of further asset quality deterioration in the period ahead.


    Turning to bank lending conditions, the results of the ECB’s bank lending survey of April 2015 suggest continued signs of easing credit standards, although with some differences across different loan types (see Chart3.15). In fact, the further net easing of credit standards for corporate loans and consumer credit contrasted with a slight net tightening of those for housing loans. With regard to differences across firms of different size, credit standards have eased more strongly for SMEs than for large firms. Looking at country-level developments, the easing of credit standards for non-financial corporations could be observed in most of the largest euro area economies, while credit conditions/standards have become more diverse for housing loans. Credit demand was reported to have increased further, albeit to varying degrees across different loan types, with a continued strong increase in demand for housing loans contrasting with an only moderate increase in demand for corporate loans.
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    Overall, these survey results provide tentative signs of a possible turnaround in the credit cycle. It should be noted, however, that despite substantial improvements, credit standards for loans to non-financial corporations are still tight by historical standards.


    Despite continued signs of recovery, bank lending to the non-financial private sector in the euro area remained muted. Lending to non-financial corporations continued to contract, albeit at a gradually slowing pace (see Chart3.16). By contrast, lending to households has remained broadly stable since the last FSR. Developments differed significantly across the euro area (see ChartS.1.14), where continued significant declines in lending to the non-financial private sector in more vulnerable countries (e.g. Greece, Ireland, Portugal and Spain) contrasted with a moderate expansion of lending in other countries, such as Germany or France.
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    At the same time, legacy balance sheet issues continue to be a challenge in several countries. While write-off rates on monetary financial institutions’ loans to non-financial corporations remained on an upward path, with those on housing loans gradually increasing as well, albeit from a far lower level, the pace of writing off bad loans remains moderate, on average, with significant differences across countries. In fact, write-offs throughout 2014 were relatively modest in Italy and Portugal, which stood in contrast with significant increases in Ireland and, to a lesser extent, Spain.


    Overall, this highlights the need for a more pro-active stance of both banks and authorities in dealing with the issue of the large stock of NPLs (see also Special FeatureC). While the asset quality review/comprehensive assessment has helped dispel doubts regarding the soundness of banks’ balance sheets, further steps are necessary to ensure that the legal framework in place facilitates a timely and low-cost resolution of non-performing loans and enables a smooth interaction between banks and their distressed borrowers. Regarding the possible implications of NPL resolution, if managed carefully, it can create significant benefits in terms of freeing bank capital and boosting credit expansion. At the same time, NPL disposals should be carefully calibrated to avoid a significant (temporary) reduction in capital, for instance, by setting the price for disposals too low.


    Funding liquidity risk


    Market-based bank funding conditions have remained very favourable, with spreads continuing to stand at, or close to, multi-year lows in most bank debt markets. This notwithstanding, spreads on both senior unsecured and subordinated debt have edged up since early March, due to the resurfacing of tensions around Greece (see Chart3.17). At the same time, spreads on covered bonds issued by banks in vulnerable countries narrowed further, maintaining the positive pricing momentum triggered by the ECB’s announcement of its third covered bond purchase programme (CBPP3).
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    Bank debt issuance has slowed in gross terms since the third quarter of 2014 (see Chart3.18), primarily due to a drop in senior debt issuance. This can partly be attributed to lower refinancing needs and the replacement of some of the senior debt with long-dated central bank borrowing through the targeted longer-term refinancing operations (TLTROs). At the same time, covered bond issuance picked up somewhat, also supported by the ECB’s CBPP3, and the benign market environment also allowed issuers to lock in very low yields for longer durations. This is evidenced by the lengthening of the average maturity of newly issued covered bonds since the fourth quarter of 2014 for issuers from both vulnerable and other euro area countries (see Chart3.19).
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    At the same time, subordinated debt issuance has remained robust as banks are stepping up their efforts to adapt their funding structures to new regulatory requirements, which was supported by strong investor demand for higher-yielding bank debt. The composition of new subordinated debt issuance has shifted towards Tier2 instruments (see Chart3.20), partly in response to total loss-absorbing capital (TLAC) requirements. The issuance of additional Tier1 capital instruments also recovered in the first quarter of the year, although it remained below the level recorded for the same period last year.
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    Spreads have also tightened in the markets for asset-backed securities (ABSs) after the launch of the ECB’s asset-backed securities purchase programme (ABSPP), including those for securitisations in vulnerable countries. At the same time, issuance of ABSs by euro area banks remains moderate, with non-retained issuance standing at €11 billion until mid-May, which was, however, broadly in line with the average issuance volume over the same period in the last five years.


    Turning to structural changes in bank funding, the shift away from wholesale funding towards deposit funding continued with an acceleration of deposit growth since the last quarter of 2014 that was accompanied by further negative net flows of wholesale funding (see Chart3.21), including net redemptions of debt securities. Deposits increased mainly in core countries over the past six months, while they increased only slightly in the vulnerable countries. At the same time, reliance on Eurosystem funding has declined somewhat since late 2014 (continuing the trend since early 2013) as new borrowing through TLTROs was more than offset by final repayments of funds raised through the three-year LTROs. Funding difficulties in Greece had no negative repercussions in other vulnerable countries where average deposit growth turned positive in early 2015, reaching 1.9% in February.
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    Structural funding vulnerabilities abated further, as deposit growth continued to outpace loan growth for most euro area SBGs. As a result, the median loan-to- deposit ratio of SBGs declined from 115% at end-June 2014 to 106% at the end of the year (see Chart3.22). This improvement is consistent with the progress made by European banks in meeting new Basel III requirements on stable funding. In fact, according to the EBA’s latest Basel III monitoring report, in June 2014 about 67% of the large, internationally active banks and 85% of the other EU banks subject to the monitoring exercise already met the required minimum net stable funding ratio (NSFR) of 100%. That said, the dispersion of structural funding ratios (including loan-to-deposit ratios) remains significant even if it has narrowed since mid-2014.
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    Euro area banks also continued to build up liquidity buffers, thus making steady progress in meeting regulatory liquidity requirements. According to the latest BaselIII monitoring report, 82% of the EU banks subject to the monitoring exercise showed a liquidity coverage ratio (LCR) of more than 100% in June 2014, while the overall (gross) shortfall in relation to the 100% threshold dropped to €115 billion, from €154 billion at the end of 2013. In addition to the impact of the recalibration of the LCR framework, this progress could be attributed to banks’ structural adjustments on both the asset and the liability side, as represented by an increase in high-quality liquid assets (including government bonds) and a decrease of net outflows of short-term funding respectively.


    Looking at longer-term funding challenges, the implementation of bail-in rules as from 2016 and the draft TLAC proposal put forward by the Financial Stability Board (FSB) are also shaping banks’ funding strategies. With regard to potential implications of bail-ins, rating agencies have published their revised methodologies to account for the reduction in systemic support, resulting in downgrades of some banks. Where future TLAC requirements for G-SIBs are concerned, based on current FSB proposals, a particular challenge confronting euro area banks is that structural subordination (i.e. senior debt issued by holding companies) does not seem to be a feasible option, as is the case for US, UK and Swiss banks that have holding companies, whereas statutory subordination in the case of euro area banks is limited by the principle of “no creditor worse off” set out in the Bank Recovery and Resolution Directive (BRRD).2 Overall, once the FSB’s proposal has been finalised, addressing TLAC requirements will be an important challenge for euro area G-SIBs in coming years, with possible implications for profitability via increased funding costs.


    Market and operational risks


    Looking at the main sources of market risk, euro area banks remain most exposed to adverse movements in interest rates and/or credit spreads, given the composition of their securities portfolios. Banks’ interest rate risk has remained material against the background of high exposures to debt instruments, in particular sovereign debt. Since the finalisation of the November 2014 FSR, the slope of the euro area government bond yield curve has remained broadly unchanged, due to the significant yield increase at the long end of the curve since mid-April (see ChartS.2.5). Against this backdrop, euro area banks remain vulnerable to a potential reassessment of risk premia in global markets, in particular through their direct exposures to higher-yielding debt instruments, via possible valuation losses on their sovereign bond exposures, depending on the duration and accounting treatment of these portfolios, as well as on the extent to which their positions are hedged.


    Looking at banks’ interest rate risk exposures, the median share of debt securities in SBGs’ assets stood at 18% at end-2014, broadly unchanged from a year earlier (see Chart3.23). Banks’ reliance on interest income from debt securities has been on an upward trend since 2008. In fact, the median share of interest income earned on debt securities increased from 17% in 2008 to 23% in 2014, with around one-tenth of the SBGs earning at least 50% of their interest income from debt securities. Regarding the composition of debt holdings, bonds issued by euro area sovereigns account for around 6% of the total assets of euro area monetary financial institutions (MFIs), albeit with significant dispersion across countries. In fact, sovereign bond holdings, expressed as a percentage of total assets, remain well above their pre-crisis levels in some euro area countries (see Chart3.24), leaving banks in those countries vulnerable to adverse movements in sovereign yields. With respect to other fixed income exposures, euro area MFIs’ holdings of euro area non-financial corporate debt remained stable at 0.5% of total assets in the second half of 2014, but were still more than 40% below the peak level recorded in mid-2008. This suggests that the direct impact of a sharp adjustment of risk premia on euro area corporate bonds would be contained at the aggregate level. However, some banks with material exposures to high-yield or corporate bonds of EMEs could be more negatively affected in such a scenario.
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    Euro area banks’ exposures to equity markets remained contained, on average, with the median share of SBGs’ equity holdings standing just below 1% at end-2014. Significant heterogeneity across banks of different size remains, with some LCBGs having increased their exposures to this asset class since the end of 2012. This could be related, in part, to the fact that low equity market volatility tends to compress backward-looking risk measures, such as the value at risk (VaR), as illustrated by the broadly stable or decreasing equity VaRs of large banks in 2014, thereby inducing some banks to increase their exposures.


    Regarding operational risks, information technology-related risks are increasingly moving into the focus of both banks and supervisors. Banks have to deal with an increased vulnerability to higher-impact IT-related disruptions, given the wider use of information technology in retail payment systems (mobile and online banking) and the increasingly complex and interconnected systems of institutions. At the same time, the risks of cyber attacks are on the rise, given that cyber threats are becoming more complex and intense. In fact, an EBA survey found that most banks see the increased sophistication and complexity of these threats as a major challenge, and are taking actions that include increased spending on cyber security and resilience, as well as the strengthening of governance and business continuity plans. Similarly, supervisors are stepping up their efforts to address cyber security concerns by requiring institutions to reinforce IT controls and audits, carrying out targeted on-site inspections of IT security systems or initiating cyber security tests.


    3.1.2 Euro area insurance sector: lower yields on investment create headwind for earnings


    The prevailing low-yield environment poses a significant challenge for some insurance companies’ profitability over the medium term, with the potential to erode capital positions in the long run. The impact of the low interest rate environment is mostly relevant for life insurers and varies across both jurisdictions and companies, depending on the business mix. This relates mainly to interest rate sensitivity as a consequence of a combination of (i)asset/liability duration gaps, (ii)long-term investment return guarantees/policyholder bonuses and (iii)a lack of policy diversification/surrender penalties.


    Life insurers offering relatively high minimum guarantees 3 – as holds true of many firms in central and northern Europe – have faced the strongest headwinds in the environment of low returns on the fixed income assets at the heart of their balance sheets. On the other hand, non-life insurers appear to be focusing increasingly on pricing, thereby reducing their dependence on investment returns. The low interest rate environment is also inducing insurers to take more risks so as to maintain returns, thereby contributing to the general trend of a search for yield. For example, there is evidence of more infrastructure financing, and of shifts towards higher-yield but lower-quality bonds, in fixed income investment portfolios.


    Challenges to the sector were underscored by mixed performance in the 2014 stress test undertaken by the European Insurance and Occupational Pensions Authority (EIOPA), which concluded that in the medium to long term, a continuation of the current low (or lower) yield conditions exposes some insurers to the risk of not meeting promises to policyholders. Clearly, euro area insurers are continuing to adjust to such challenges, as well as to the common risk-sensitive and market-consistent regime under SolvencyII.


    Financial condition of large insurers 4


    Large euro area insurance corporations continued to report healthy profitability, supported by buoyant financial markets, asset re-risking, generalised cost-cutting throughout the industry and solid premium growth of both life and non-life insurers in the last quarter of 2014 and the first quarter of 2015 (see Chart3.25, Chart3.26 and ChartS3.22 in the statistical annex). On the life insurance side, while low economic growth has traditionally hampered activity in this segment, such pressures may be mitigated by demand for retirement, savings and health solutions also during economic downturns. Indeed, growth in life premiums remains positive overall, albeit in a context of substantial country fragmentation. On the non-life insurance side, premiums – mainly personal property and motor insurance – also remained stable. In general, non-life premiums are more stable than life premiums as many types of non-life insurance are mandatory. Overall premium growth of globally active insurers also benefited from positive business developments in emerging markets.
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    In the absence of large-scale loss events, combined ratios (i.e. incurred losses and expenses as a proportion of premiums earned) remained stable (see ChartS.3.23), with the median standing below 100% for the last three years, favoured by benign loss developments in the last quarter of 2014.


    While reported profitability was robust, challenges have emerged in investment returns, which continued to decrease in the last quarters. Such challenges appear to be linked to the prevailing environment of low interest rates (see Chart3.25). This is especially true for some life insurance companies, due to a higher reliance on investment income as their guaranteed business is that exposed most to a prolonged period of low interest rates.


    While the capital positions of the large euro area insurers have been relatively stable over the last few years (see ChartS.3.24 in the statistical annex), the current low-yield environment has put pressure on the capital bases of small to medium-sized life insurers, which tend to hold less diversified portfolios, including the potential for large duration mismatches between assets and liabilities. Indeed, the recent EIOPA 2014 stress test found that while the top 30 European insurers have Solvency II ratios of above 100%, 14% of the core stress participants (representing 3% of total assets in the sample) have a solvency capital requirement ratio below this threshold.5 This demonstrates that the vulnerability of some insurers becomes visible in market-based valuations. A potential sharp unwinding of risk premia (credit spreads increasing) would have a substantial impact on insurance companies via decreasing asset values, given their high exposures to fixed income securities – in particular corporate bonds – on the asset side.


    The EIOPA 2014 stress test also suggested that some euro area insurers – particularly life insurers that offer guarantees and have implied duration mismatches between assets and liabilities – are vulnerable under scenarios with coincident stress to both the asset and the liability side of balance sheets – for instance, adverse price developments in assets held by an insurance company (e.g. losses on sovereign holdings), combined with an increase of liabilities due to lower interest rates (which damages the ability of insurers to match their liabilities).


    Insurance sector outlook: market indicators and analyst views


    The European insurance equity index has outperformed the overall stock market significantly since the third quarter of 2014 (see ChartS.3.30 and Chart3.32). Despite the challenging operating environment that may constrain capital in the long term, waning euro area country fragmentation, high capital gains on bond holdings and the release of excess capital as a result of lower claims given falling inflation have boosted share prices. Market-based indicators suggest a relatively favourable outlook for next year (see Chart3.27). Credit spreads on insurance bonds remain stable at low levels, which reflects the positive view of large insurers’ performance (see ChartS.3.28).
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    Notwithstanding such strong equity performance in the past, analysts expect profitability challenges to remain significant, especially for life insurance companies in a low interest rate environment. Life insurers that have sold products with guaranteed returns are expected either to increase their premiums charged from customers or to reallocate their portfolios towards more risky assets – as it is becoming difficult to write profitable spread business that is attractive to policyholders. On the non-life insurance side, better combined ratio margins, and higher and more stable returns on equity, are expected.


    Investment risk


    Large euro area insurers have been gradually re-risking their investment portfolios in response to low yields on portfolios traditionally dominated by fixed income instruments. Indeed, such pressures are inherent in rolling over assets – implying a need to reinvest at lower yields, or to seek alternative, less traditional investments. In practice, this has involved two mechanisms: rotation within fixed income portfolios and an extension of duration risk. This re-risking has been done on an incremental basis as assets are rolled over and new money is reinvested with a greater weighting towards higher-yielding bonds (see Chart3.29)6, rather than by liquidating balance sheet assets. Contrary to the signals of the investment uncertainty map (see Chart3.31), exposures to sovereign bonds and covered bonds have increased over the past year, whereas exposures to structured credit have fallen, with slight movements in other asset classes as well (see Chart3.28). At a sectoral level, the trend towards investment in illiquid assets (e.g.securitisations, corporate loans, real estate loans, infrastructure investments 7 and mortgage loans) is accelerating, although only slightly, in some cases facilitated by recent changes in the calibration of the future SolvencyII regulatory regime.
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    Investments in government bonds – in some cases, with a high domestic sovereign focus – continue to be the most important element of most portfolios. Further decomposition of sovereign bond exposures in terms of geographical orientation (see Chart3.30) shows that large euro area insurers have recently increased their total amounts outstanding of exposures to vulnerable euro area countries and other jurisdictions (with emerging economies’ bond markets accounting for an increasing share), while decreasing their exposures to other euro area countries. However, these aggregate exposures conceal a high degree of heterogeneity at the country and company level. For instance, exposures to Greece and Portugal have fallen by 95% and 37% respectively since 2011, while the recent decrease in exposures to higher-rated euro area countries has been driven mainly by a reduction of German sovereign bond exposures.
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    Insurers may act pro-cyclically8 with their asset allocation, given a prospect of commonality in behaviour due to common exposures and business models, the increased use of asset managers, benchmarks and mechanical investment rules and regulation. Insurers reacting pro-cyclically may also contribute to the building-up of risk in periods of financial exuberance, in which risk (such as credit and liquidity risk) is under-priced, by taking on more risk. In addition, life insurers are major users of interest rate swaps. Apart from increased counterparty and liquidity risks, derivatives activity may contribute to pro-cyclicality in some cases. For example, when risk-free rates are falling, insurers may increase their demand for interest rate swaps (as receivers of fixed interest rates) to insulate themselves against further falls, which could push rates down further.
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    Other activity


    Reliance on carry trades to generate profits – whereby the insurer offers a guarantee to a customer and tries to invest that money in a bond (or any other asset class) to obtain higher returns so as to earn a spread – has been challenged by declining risk-free interest rate and credit spreads. If the duration of companies’ assets and liabilities were completely matched, the primary impact from lower yields would be on the profitability of new business. Euro area insurers are still managing to write new business as they are continuing to reduce the guaranteed rates on such business, but margins will continue to decline as interest rates fall further.


    Pressures in non-life insurance arise mainly from retail business, in particular motor and property insurance. Intense competition – also from non-insurance companies – is likely to continue to weigh on profitability. Aggressive pricing and uncontrolled growth are factors that can endanger the continuity of the provision of insurance coverage by driving competitors out of business and diminishing the natural substitutability across the different providers of insurance cover. In addition, aggressive pricing can result in under-reserving building up unnoticed over time.


    In life insurance, new business presents options in terms of changes in product design or changes in the mix of business to counteract the effect of low interest rates. Enhanced asset management operations allows fee-based revenue streams to be tapped that help to diversify earnings away from underwriting performance and spread-based investment income, because they are also less capital-intensive than designing guaranteed products that place the expense of hedging on the insurer’s balance sheet. Life insurance corporations have already started to focus on these options, with increased sales of unit-linked products without guarantees, while also exploring new lines of business and improving analytics 9 to better cope with the low-yield environment.


    Involvement in non-traditional and non-insurance activities 10 remains limited at the euro area aggregate level. These activities imply material liquidity transformation, maturity mismatch, leverage, complex risks and financial system interconnectedness, all of which make insurers particularly pro-cyclical and vulnerable to financial risks, especially in the event of a financial crisis where insurers might face correlated and larger than expected losses, and be confronted with liquidity pressures that potentially amplify external shocks. Although credit intermediation activities by euro area insurers are not extensive, they are not insignificant in some countries, nor are they insignificant when taken together. The extension of credit to households and corporates is only significant in the Netherlands, Belgium and Germany. In these countries, loans account for more than 5% of insurers’ total financial assets. However, these loans (mainly mortgages) are not significant when compared with the total credit extended in these countries. Sales of credit protection are also reported to have increased slightly in recent times.


    The reinsurance industry has benefited from a decline in overall losses in 2014, and from the fact that the insured losses caused by global natural disasters were the lowest recorded since 2009. This prolonged period of relatively benign catastrophe activity – combined with continued inflows of new capital – has had a further dampening effect on reinsurance rates, especially those in catastrophe business. Reinsurance pricing – which is, in turn, an important driver of primary commercial insurance pricing – had declined by 10-15% at the beginning of the 2015 renewal period. Weakening rates are affecting all lines of reinsurance business and all regions. Whilst demand for reinsurance cover has increased in the wake of rate cuts in 2014, this has partly been offset by the fact that large insurance groups are centralising their purchasing of reinsurance, leading to an increase in retentions (i.e.purchases of less reinsurance).


    Catastrophe bond issuance reached a record high of USD8 billion in 2014, reflecting increasing investors’ appetite in this sector. The ongoing search for yield in the current environment continues to make it attractive for alternative capital 11 to flow into the reinsurance industry, in particular through insurance-linked products (see Chart3.32), which in turn drives down the price of the insured risks (even though the risks themselves may not have changed materially). The increased issuance of these types of products creates tighter links between reinsurers and financial markets, potentially resulting in some degree of opaqueness where it is not entirely clear who holds the risk. This also makes the reinsurance market vulnerable to pro-cyclical behaviour on the part of investors. In addition, insurance-linked securities may lead to the building-up of tail risk for investors who are not aware of, let alone appropriately able to manage, this risk. For instance, longevity risk transfer exposes investors to relatively unknown risks. In the euro area, the absolute volumes, although increasing sharply, are currently still modest.
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    Although cyber insurance products have been around for over a decade, general awareness has only recently increased after a number of high-profile breaches. Cyber insurance has been conceived to mitigate losses of business income caused by damage stemming from a cyber attack. New data protection legislation is in the pipeline across Europe,12 with the potential to increase demand for cyber insurance in the near future. Lack of expertise and an inadequate understanding of cyber risks by both underwriters and policyholders remain a major obstacle to even greater growth in this field. Cyber attacks differ from traditional insurable risks in that their scale and, consequently, the associated financial loss could be significantly higher and more widespread than in the case of any other risk that is insured today. Aggregation risk should be particularly closely monitored as the cross-border nature of cyber attacks undermines geographical diversification through reinsurance.


    The potential use of captive reinsurance 13 for capital arbitrage is regarded as a prominent risk to financial stability that emerged in the United States last year.14 In the euro area, group supervision and strict rules on the equivalence of supervisory regimes outside the euro area should prevent regulatory arbitrage. However, euro area insurance groups with subsidiaries in the United States could benefit from shifting risks to captive reinsurance subsidiaries of that US subsidiary, if the solvency regime of the United States is considered equivalent for the next decade. Evidence of such activities exists and warrants close monitoring. Finally, capital arbitrage may also occur in the application of macroprudential tools in the banking sector. Instances could emerge where activities and risks targeted by the use of such tools in the banking sector could migrate to insurers either directly or indirectly via funding or credit instruments. Incentives to move risks between entities, especially within financial conglomerates, cannot be ruled out due to differences between SolvencyII and the CRDIV.


    3.1.3 Euro area non-bank entities


    The role of non-bank entities in credit intermediation, and their links to the wider financial system, has strengthened amid historically low nominal rates and an ongoing search for yield. Using the broad definition of shadow banking by the Financial Stability Board (FSB), assets of non-bank financial entities in the euro area have more than doubled over the past decade, to reach €23.5 trillion by December 2014.15 Since 2009, the shadow banking entities have increased their share in the total assets of the financial sector from 33% to 37%, while – in parallel – credit institutions have seen their share in intermediation shrink from 55% to 49% of the approximately €60 trillion of total financial system assets in the euro area. This strong growth, and the increasing role of the non-bank entities in the euro area’s financial system, warrants closer scrutiny of structural and cyclical developments in these entities, including risks to financial stability.16


    Growth of the non-bank financial sector has gathered pace again in recent years, following the global financial crisis and a shift to market-based funding. The expansion of the non-money market investment fund sector has been the main source of growth of the shadow banking sector. Notably, at the same time, money market funds and financial vehicle corporations have declined in volume terms. The broad shadow banking aggregate continued to grow strongly over the past six months, at an annualised rate of 14% (see Chart3.33).
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    While it is difficult to discern a direct replacement of bank credit by non-bank financial intermediation in the euro area, the growing role of non-bank entities in the financial sector there implies that the systemic relevance of these entities is increasing and that the potential for difficulties, should they emerge, within non-bank financial entities to reverberate to the wider financial system is growing. As the non-bank financial entities have strong direct and indirect links with the traditional banking sector, there are concerns that shadow banking entities could be part of future systemic events. Possible channels of risk contagion and amplification include correlated asset exposures, as well as mutual contractual obligations in derivatives markets, and securities lending and financing transactions. Where the direct links are concerned, euro area non-bank entities are important providers of bank funding and hold roughly 10% of bank debt securities. Conversely, euro area banks’ direct exposures to non-bank entities amount to 8% of the aggregate balance sheet of MFIs. In addition, banks can provide liquidity backstops, indemnification or credit lines to non-banks in times of stress.


    Two factors are particularly relevant from a financial stability perspective. First, there is a growing concern about the potentially destabilising role of non-bank entities in sharp price adjustments in asset markets. While key vulnerabilities result from liquidity transformation and the pro-cyclical provision of liquidity to financial markets, solvency concerns are somewhat muted due to a high share of equity in some relevant parts of the sector. Second, while important data collection projects are underway, the ability of the authorities to monitor specific risks remains limited. For instance, the use of leverage embedded in derivatives positions, as well as in securities lending and financing transactions, is difficult to monitor, but market intelligence suggests that these activities have become widespread in the non-bank financial sector.


    The investment fund sector


    The rapid expansion of non-money market investment funds (non-MMFs) has been the main driver of growth in the non-bank financial sector and accounts for a significant proportion of its assets. The sector has expanded by almost 30% since 2010, excluding valuation effects. Assets managed by investment funds other than MMFs have increased by €4.0 trillion (74%) over the past five years, and by €660 billion (7.5%) in the past six months, to reach €9.4 trillion in the fourth quarter of 2014. The bulk of these funds are domiciled in Luxembourg, Germany, Ireland, France and the Netherlands, where the concentration of assets under management in key locations has increased further since 2009 (see Chart3.34).
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    From a financial stability perspective, concerns relate to investment funds’ increasing role in credit intermediation and capital markets, and the implications for the wider financial system and the real economy. The fire-sale properties of demandable equity, the explicit or implicit leverage and the large footprint of some individual funds and asset management companies17 provide channels for contagion and risk amplification to the wider financial system. Industry-wide risks could be triggered, for instance, by a crisis of confidence in one or more large asset management companies and the funds they manage. Since almost all large asset management companies in the euro area are owned by banks or bank holding companies, reputational problems in the asset management arm could spill over to the parent company, or vice versa.


    The greater the leverage, liquidity mismatch and size of certain intermediaries, the more likely investment funds are to amplify shocks and impose externalities on other parts of the financial system.18 Bond funds, real estate funds and hedge funds, in particular, have a potentially high impact. The bond fund sector is large in size (€3 trillion), holds a significant proportion of illiquid assets and plays an important role as provider of marginal liquidity in secondary bond markets. Smaller in size, real estate funds likewise engage in liquidity transformation with a focus on investment in assets that are highly illiquid. The hedge fund sector domiciled in the euro area appears to be relatively small. However, hedge funds within and outside the euro area are important providers of market liquidity, especially in the less liquid asset markets. Hedge funds also rely more heavily on bank funding than other types of funds.


    The market impact of the sector is high, in particular for euro area secondary bond markets, as investment funds hold a relevant and growing proportion of the debt securities of euro area banks, governments and non-financial corporates (see Chart3.35). In the less liquid non-financial corporate markets, more than 25% of debt securities outstanding are now held by investment funds, a share that has increased significantly not only over the last few years, but also in the recent past. In the much larger markets for government and bank debt securities, investment funds still hold relevant shares of 12% and 9% respectively. Any large-scale portfolio rebalancing among investment funds could therefore result in significant swings in asset prices and market liquidity, possibly increasing funding costs for key euro area sectors.
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    Market intelligence suggests that crowded trades and search for high beta have made certain segments of the bond markets susceptible to bouts of low liquidity and the repricing of risk. Herding among fund managers and the unwinding of crowded trades is a relevant vulnerability in this context. Other factors include performance benchmarking and a rising share of passive investments that may aggravate herding among asset managers, especially in times of high uncertainty.


    Concerns have been rising over the past few years that, given the growing size of the investment fund sector,19 large-scale fund outflows could adversely affect market liquidity, leading to structurally declining liquidity in some market segments and correlated exposures of funds (see Section2.2). In the past, substantial outflows could be observed, in particular after major market events and sustained periods of stress. Following debt sustainability concerns in the euro area in August 2011, for instance, funds experienced comparably large outflows that amounted to more than 15% of the total assets for European high-yield institutional funds.20


    Any future large-scale fund outflows could be aggravated by strategic complementarities among funds’ investors that result from first-mover advantages. Run-like risks arise from the issuance of callable equity used to fund relatively illiquid portfolios. Investment funds that invest in thinly traded assets face higher asset liquidation costs, but may also find it much harder to price their shares efficiently. While redemption fees or “swing-pricing” can mitigate risks associated with first-mover advantages, they cannot rule out that investors may wish to redeem their shares, also on a large scale.


    Even though active portfolio management may enhance market liquidity under normal market conditions, investment funds could consume, rather than provide, liquidity under stressed conditions. Since large-scale outflows cannot be ruled out in the wake of economic and policy surprises, asset managers may be forced to replenish their liquidity buffers, to adjust portfolios within a short time span or to suspend the redemption of shares, thereby affecting market liquidity and exposing other market participants to spillover effects. Some asset managers may be further constrained in their ability to bridge acute periods of stress by internal investment policies and regulatory caps that prevent them from holding on to assets that are falling in value. Any outflows will probably add to existing sell-off pressures, even if they may not initially be caused by fund outflows.


    A further concern relates to the growing use of leverage in the investment fund sector. Since average leverage ratios of investment funds are more than ten times smaller than those of banks, solvency risks seem to be limited – even when considering the more highly leveraged real estate and hedge funds. Comparing balance sheet leverage in the investment fund sector to banks clearly shows how differently these two sectors intermediate credit and perform liquidity and maturity transformation. Banks are funded mainly by callable debt, i.e. deposits and notes, in addition to longer-dated liabilities, while investment funds issue predominantly callable equity. Therefore, balance sheet leverage ratios are relatively low for investment funds.


    However, leverage differs greatly among the various entities and there may be pockets of high leverage in parts of the investment fund sector where it is potentially destabilising, but masked by the aggregate figures. For instance, some hedge fund strategies are known to involve high leverage, such as relative-value and global macro strategies.21 Leverage may be high and growing, in particular for funds not governed by the UCITS regulations which limit the use of debt funding.


    Data from the ECB’s investment fund statistics show that balance sheet leverage has been on an upward trend since 2013, in particular in the case of hedge funds and bond funds (see Chart3.36). This is also due to a relative increase in the balance sheet item which captures remaining assets and liabilities, including accrued interest and derivatives positions. Further data suggest that the use of derivatives is especially high and growing not only among hedge funds, but also among bond funds in comparison with other types of investment funds.
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    Swaps, futures and other derivatives allow investment funds to gain exposures to asset classes even without having them fully funded. In addition to balance sheet leverage, contingent commitments from such transactions create “synthetic leverage”. Although the UCITS Directive regulates leverage, it is possible under the current regulatory framework to gain exposures synthetically. Depending on the metric used, such exposures can imply higher leverage than suggested by headline ratios (see Box7). While solvency concerns play a lesser role than in banks, synthetic leverage can add to liquidity spirals, especially in times of distress, due to the high volatility of synthetically created exposures and the pro-cyclical nature of margining requirements associated with them.


    Data availability still limits the ability of authorities to monitor synthetic leverage from a financial stability perspective, i.e. taking into account both on-balance-sheet and off-balance-sheet exposures. The European Securities and Markets Authority (ESMA), which is tasked with harmonising reporting practices, can request access to supervisory data from national authorities. However, supervision of investment funds remains vested de facto in national authorities, and statistical data on exposures and synthetic leverage in the investment fund industry are not collected in a systemic manner at the European level.


    Money market funds


    The assets of the euro area money market fund (MMF) sector have shrunk from a peak of nearly €1.3 trillion in early 2009 to €835 billion in mid-2014. More recently, the sector has been growing again, namely by more than €100 billion in the period from June 2014 to December 2014. Growth in the second half of 2014 was driven predominantly by MMFs domiciled in Ireland and, to a lesser extent, by funds in Luxembourg, whereas funds in France shrank slightly in volume terms.


    The consolidation of the MMF sector has continued as the number of these funds has more than halved since the global financial crisis, from around 1,600 before 2007 to slightly above 700 in December 2014, while the average fund size has increased by more than 70% over this period. Euro area MMFs remain highly interdependent with the euro area banking sector as around 73% of euro area money market fund exposures are to MFIs. The geographical concentration of the euro area MMF sector is high, with France, Ireland and Luxembourg accounting for up to 96% of the total money market fund sector.


    The maturity mismatch of euro area MMFs is limited by definition as both assets and liabilities are largely short-term in nature.22 Moreover, money market funds have only limited leverage as they are largely funded through shares/units issued, rather than through debt. From a financial stability perspective, concerns relate mainly to liquidity mismatch and the role of money market funds in funding the regular banking system.


    Money market funds may experience difficulties in meeting redemption claims and would add to sell-off pressures in short-term debt markets if there were large-scale outflows in a stress scenario. A lack of liquid assets could prove problematic, as – under the most conservative measure, which would include deposits at MFIs, government debt securities and equity as liquid assets – only around 20% of the balance sheet can be deemed liquid. Under a very broad definition of liquid assets, which also includes all (short-term) debt securities, this would increase to almost 90%, which is still less than the sum total of short-term liabilities. First-mover advantages can become a concern, depending on which asset valuation methods are used and how regularly the net asset value (NAV) is checked and adjusted.


    There is a high degree of interdependence with the regular euro area banking system as more than 40% of money market funds’ assets take the form of loans to euro area MFIs or holdings of euro area MFI debt securities. Bank debt securities remain by far the most important asset class held, accounting for three-quarters of the MMF balance sheet. At the end of 2014, euro area money market funds held €220 billion of euro area bank debt and €250 billion of non-euro area bank debt (see Chart3.37). Moreover, US money market funds have been a key source of US dollar funding for euro area banks, which could prove problematic in the case of sudden outflows from these funds.
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    The investor base of MMFs differs significantly across countries. While French money market funds are almost exclusively euro area investors, the aggregate euro area money market fund balance sheet data suggest a sizeable reliance on non-euro area investors. Investors in Irish funds and, to a lesser extent, those in Luxembourgish funds are largely non-euro area residents. The regional differences in the money market fund investor bases are mirrored by regional differences in MMF assets. The Irish money market funds – and, to a lesser extent, also Luxembourgish money market funds – invest mainly in non-euro area bank debt or in loans to non-euro area MFIs, with Irish funds having strong links to UK banks. French money market funds are invested almost exclusively in the euro area.


    Regional differences in types of investment fund are also important from a regulatory perspective. The proposal that constant net asset value (CNAV) money market funds should hold capital equivalent to 3% of their total assets raised concerns about a further shrinkage of the MMF industry and its impact on euro area banks. While on aggregate, somewhat more than 40% of the industry’s assets under management are invested by CNAV money market funds, European CNAV funds are all based in Ireland (two-thirds) and Luxembourg (one-third). As a rule, such funds also have a larger non-euro area investor base than variable net asset value (VNAV) funds. While such CNAV funds may be more vulnerable to runs,23 it is at the same time plausible that a withdrawal of non-euro area investors would impact mainly funds that are largely invested in non-euro area assets (non-euro area bank debt and loans to non-euro area MFIs).


    In the euro area, MMFs hold quite a sizeable proportion of the short-term debt securities issued by both euro area banks (33%) and NFCs (52%), although the absolute amounts of NFC debt held by MMFs are much smaller than those of financials. The relative shares of holdings fluctuate significantly and have recently shifted from credit institutions to securities issued by non-bank corporates, also due to seasonal effects (see Chart3.38). MMFs are important providers of liquidity in these markets, and their rebalancing of portfolios or withdrawal of funds may contribute to liquidity risk.
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    Financial vehicle corporations


    Assets held by financial vehicle corporations (FVCs) have shrunk by 30% since the end of 2009, when reporting of the series started.24 The decline in FVC assets can be explained by a weakening of loan origination and securitisation activity by euro area credit institutions over the past few years (see Chart3.39), which in turn was largely driven by a reduced securitisation of loans to households.
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    With €1.9 trillion of assets, this sector is still a sizeable and important component of the euro area’s non-bank financial entities. FVCs remain an important channel for intermediating credit to euro area households. More than 10% of all MFI loans extended to euro area households are securitised through FVCs. For the Netherlands and Ireland, nearly one-third of all MFI loans to households are securitised through FVCs. Broken down by assets, most FVCs are located in countries that have experienced either a banking sector crisis or a house price collapse, or both.


    FVCs are strongly interlinked with euro area banks; loans originated by euro area credit institutions account for 71% (nearly €1 trillion) of the FVC balance sheet. Securitised loans originated by euro area non-MFIs amounted to €279 billion by the end of 2014 (see Chart3.40).
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    FVCs are generally set up to transfer credit risk from sponsors to investors. They engage in liquidity transformation, but do not necessarily carry a maturity mismatch. The FVCs take illiquid loans on their balance sheets and issue securities that are marketable or can be pledged by holders as collateral to obtain liquidity.


    A large proportion (approximately 75%) of the total assets of FVCs are longer-term assets, and this share has remained stable throughout the crisis. However, most of the FVC balance sheets (€1.4 trillion) are financed through the issuance of longer-term debt securities (with an original maturity of more than one year), so that the maturity mismatch of assets and liabilities on FVC balance sheets appears to be limited on aggregate.


    Owing to their heavy reliance on debt financing and large holdings of private sector loans, FVCs have much higher levels of leverage and illiquid assets than other non-bank entities. Capital and reserves represent less than 2% of the FVC balance sheet; 8% of funding comes from loans, and the remainder from the issuance of debt securities, most with an original maturity in excess of one year. Assets of these entities are 40times greater than their capital and reserves, while the share of illiquid assets in their total assets reaches 89%. Available data suggest a notable rise in the issuance of short-term liabilities, while at the same time the relative share of liquid assets has shrunk (see Chart3.41). A large proportion of the FVCs in the euro area tend to match the maturity of their assets and liabilities, but it cannot be excluded that a growing proportion of the sector engages in maturity transformation.
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    Remaining non-bank entities


    While the ECB’s recent data collection and classification exercise with respect to balance sheet data on investment funds and FVCs has provided detailed data and facilitated a better surveillance of the euro area non-bank financial sector, granular statistics are still not available for more than 50% of the sector’s assets. Following the recent reclassification under the ESA2010, some limited information on the size, asset composition and geographical distribution of this “residual” has become available (see Chart3.42). Two-thirds of these residual assets are held in the Netherlands and Luxembourg. In the Dutch case, they are likely to be held by special financial institutions (SFIs), since De Nederlandsche Bank estimates that such entities account for two-thirds of the broad Dutch shadow banking sector.25 SFIs are set up by corporations (mainly non-financial corporations) for tax purposes, to attract external funding and facilitate intra-group transactions. Although classified as falling within the OFI sector, the bulk of these SFIs do not engage in shadow banking activities. In the case of Luxembourg and Belgium, the residual includes a significant proportion of holding companies and other entities not engaged in shadow banking activities that have very limited financial links to the banking sector.
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    Limited balance sheet statistics would add some weight to the assumption that most of the residual entities are SFIs or holding companies: half of their assets are loans, the bulk of which are extended to euro area NFCs, and the other half largely comprises equities, possibly held by dedicated holding companies for which no breakdown is available. SFIs issue debt securities and provide credit to firms, while holding companies do not undertake operations, but hold shares of other companies. The residual component also includes other entities, e.g. broker-dealers, if not consolidated in bank balance sheets. In addition to a more targeted monitoring of sectors with a known composition, the residual must be monitored as part of the broad shadow banking aggregate.


    3.2 Assessing the resilience of euro area financial institutions through scenario analysis


    This section provides a quantitative assessment of four macro-financial scenarios that map the main systemic risks identified in the analysis presented in the previous sections of this FSR (see Table3.1). The baseline scenario used in the assessment is derived from the Winter Economic Forecast of the European Commission. The assessment of the impact of macro-financial shocks on euro area financial institutions is based on a macroprudential simulation exercise involving top-down stress-testing tools.26 The four risks are summarised below:


    (i) the risk of global financial market turbulence – reflected in a sharp increase of risk premia, amplified by low market liquidity, leading to falling stock and corporate bond prices, and to lower euro area external demand;


    (ii) bank profitability and asset quality risk linked to further deterioration in credit quality – materialising through negative shocks to aggregate demand in a number of EU countries amid a negative price shock originating from commodity markets, which contribute to negative nominal growth;


    (iii) the risk of renewed tensions in euro area sovereign debt markets due to rising concerns about debt sustainability – materialising through an increase in long-term interest rates and declining stock prices; and


    (iv) the risk of an adjustment in the shadow banking sector – propagated to the euro area banking sector through lower asset valuation, a reduced access and an increased cost of market-based financing, which puts constraints on the loan supply and reduces the value of bank bonds.


    The materialisation of the first and second risks, identified as medium-level systemic risks, is considered more likely than the materialisation of the third and fourth risks, which are deemed to be potential systemic risks.
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    Global risk aversion scenario


    The first adverse scenario reflects the risk of an abrupt reversal of investor confidence and risk aversion worldwide. In the risk aversion scenario, a negative confidence and stock price-driven shock emanating from the United States is assumed. Simultaneously, adverse effects are assumed to materialise in major emerging markets, namely a financial market shock accompanied by a slowdown of potential GDP growth. These shocks, in turn, would lead to a recession in the United States and a sharp slowdown in key emerging market economies, and would – via trade and confidence spillovers – have negative implications for the global economic outlook. This effect also includes the impact of derived increases in oil and other commodity prices. In addition, the reversal of the search for yield is assumed to lead to a marked worldwide increase in corporate bond spreads from their current low levels.


    In this scenario, the shock to US stock prices amounts to -18% in the fourth quarter of 2014, with stock prices assumed to remain at this distance to the baseline until end-2016. The shock to corporate bond prices, in turn, corresponds, on average, to a haircut of around -4% on banks’ corporate bond holdings. The resulting negative impact on the EU’s external demand, derived with the NiGEM model,27 amounts to 7.4% by end-2016, relative to the baseline.


    The impact of the global shock on the euro area economies is subsequently derived using stress-test elasticities (STEs).28 The scenario translates into an overall drop in real euro area GDP, to 3.1% below baseline levels by end-2016. The real economic impact differs considerably across countries (ranging from -1.0% to -5.7% deviation from baseline levels at the end of 2016), depending, in particular, on their respective export orientation and sensitivity to commodity price shocks.


    Weak bank operating environment scenario


    In order to capture the risks related to weak profitability and the slow resolution of asset quality issues, this scenario involves country-specific negative shocks to aggregate demand in the form of an imposed slowdown in fixed investment and private consumption. Prices of oil and other commodities are assumed to remain strongly depressed with respect to the baseline scenario, which, on one hand, supports real economic growth, but on the other, puts an additional downward pressure on inflation and increases, in real terms, the debt-servicing burden of the non-financial sector. The negative inflation further reinforces the contraction of aggregate demand, as consumption and investment are deferred in expectation of lower future prices.


    The impact of the weak euro area bank operating environment scenario has again been derived using the STE model framework. Overall, the real euro area GDP stands -1.8% below the baseline level by end-2016. The real economic impact differs considerably across euro area countries (ranging from -1.0% to -5.6% deviation from baseline levels at the end of 2016).


    Sovereign debt crisis scenario


    The sovereign debt crisis scenario envisages a renewed increase in euro area sovereign bond yields to elevated levels, as well as expected co-movements of other asset prices (stock prices, in particular). The bond yield shocks have been calibrated at a 1% probability level for the aggregate euro area sovereign credit spreads. To that end, a non-parametric simulation approach has been employed to simulate the joint forward distribution of bond yields and stock prices over a horizon of 60business days. The underlying sample covers the period between 3August 2012 and March 2015, with the starting point chosen so as to account for the significant regime change that was likely to have been introduced by the ECB’s announcement regarding OMTs on 2August 2012. However, this sample may not be fully informative for future developments, as – going forward – the low yields of euro area sovereign bonds would be further supported by the expanded asset purchase programme of the ECB. This approach may also not fully reflect the tail risks related to the recent political developments in Greece.


    Long-term government bond yields are assumed to increase, and to retain a constant spread over the baseline over the horizon until the end of 2016. The adverse spread over the baseline for the euro area as a whole equals 50basis points (nominal GDP, weighted average). The implied increase in government bond yields in all countries ranges from 2 to 155basis points, with the most pronounced impact projected for Cypriot, Greek, Hungarian and Portuguese sovereigns.


    The slope of national yield curves relative to the national ten-year benchmark bond yields (at the cut-off date of 31December 2014) is used to transpose the simulated shock to maturities other than ten years. It is furthermore assumed that interest rates for all maturities remain at such higher levels until the end of 2016.


    Next to the implied shocks to government bond yields, the resulting shock to stock prices derived from the simulation ranges from -1.5% to -25% across the euro area countries, with the strongest negative impact observed in Austria, France, Greece and Portugal. The weighted average impact on stock prices across the euro area countries amounts to -12%.


    Finally, based on estimated regressions of credit default swap (CDS) spreads on long-term government bond yields, country-specific shocks to CDS spreads have been determined by the calibrated shocks to ten-year government bond yields.


    The rise in sovereign bond yields, or declines in the prices of these bonds, along with other related asset price shocks, has three main effects on banks’ profit and loss accounts.


    First, it implies marking-to-market valuation losses on banks’ sovereign exposures in the trading book, as well as in the portfolios of exposures designated as available for sale (AFS) or at fair value through profit or loss. End-2016 transitory provisions of the Capital Requirements Regulation (CRR) are applied with respect to the phasing-out of the prudential filters related to unrealised losses on AFS exposures.29 By contrast, sovereign exposures not subject to marking to market are not stressed.


    Second, the increase in sovereign credit spreads, via its impact on money market rates and CDS spreads, raises the cost of banks’ funding.


    Third, the country-specific shocks to interest rates and stock prices have direct implications for the macroeconomic outlook, which in turn affects banks’ credit risk.


    The effect of these assumptions on GDP is derived using the STEs: by end-2016, euro area-wide real GDP stands at -0.2% below baseline levels.


    Shadow banking spillover scenario


    The shadow banking spillover scenario considers the spillovers from the non-bank financial sector to the EU banking sector via the funding channel and lower asset valuations. The loss of confidence in the shadow banking sector triggered by an abrupt drop in returns on investment in that sector would lead to a reversal of the improvement in euro area banks’ funding conditions, as observed since mid-2013, especially in the countries where the sovereign remains under stress. This would manifest itself through a set of shocks to money market interest rates, asset prices and credit costs for the private sector in the EU Member States. Banks are assumed to maintain access to market-based funding; however, they would be able to do so only at materially higher funding spreads.


    The impact of distress in the non-bank financial sector on asset prices has been calibrated using statistical simulations which start with an assumption that returns on investment in the non-bank financial sector would fall abruptly. That initial drop in the valuation of the shadow banking sector would correspond to the 1% probability level. The response of other asset prices, notably stock prices and bond prices, would be consistent with that initial drop. The valuation of exposures held by banks in the portfolios subject to marking to market would be depressed, with negative effects on banks’ capital.


    Owing to the role of non-bank financial institutions as providers of wholesale funding to the EU banking sector, the loss of confidence in these institutions would trigger a reduction of the funding available to banks. This would, in turn, cause a deterioration of bank funding conditions and affect the banking sector through three channels.


    First, a shock of 80basis points to the three-month EURIBOR captures the risk of worsening conditions in money markets. It emerges in the fourth quarter of 2014, and persists for the duration of the scenario.


    Second, banks affected by funding constraints are assumed to increase the cost of extending credit to the private sector and to limit the supply thereof. To account for this effect, a set of country-specific shocks to the cost of corporate credit (via the user costs of capital) and to interest margins on loans to households (via the financial wealth of households) is considered.30


    Third, the rolling-over of maturing wholesale funding at higher spreads directly erodes the net interest margins of the banks.


    The effect of these assumptions on GDP is derived using the STEs: by end-2016, euro area-wide real GDP stands -0.3% below baseline levels.


    Table3.2 summarises the scenarios in terms of their resulting impact on euro area GDP, expressed in percentage point deviations from baseline growth rates (along with the deviations from baseline GDP levels at end-2016).31 The baseline scenario is aligned with the 2015 Winter forecast of the European Commission. The impact of the adverse scenarios is assumed to start generating stress as from the fourth quarter of 2014.


    [image: 21597.jpg]


    Solvency results for euro area large and complex banking groups


    The impact on bank solvency is broken down into that on individual profit and loss results, on the one hand, and that stemming from cross-institutional contagion, on the other.


    The impact of the four scenarios on the profit and loss accounts of large and complex banking groups (LCBGs) in the euro area 32 (and on solvency positions) is obtained from a projection of the main variables that determine banks’ solvency, such as the credit risk parameters, profits and risk-weighted assets. Having computed the effects of the various shocks on the above-mentioned balance sheet components, the overall impact is expressed in terms of changes to banks’ common equity Tier1 (CET1) capital ratios.


    Under the baseline scenario, the LCBGs’ aggregate CET1 capital ratio is projected to decrease from 11.4% in the third quarter of 2014 to 11.3% by end-2016 (see Chart3.43). The positive retained earnings (contribution of 3.0percentage points to the aggregate CET1 capital ratio) are more than sufficient to absorb the flow of impairment charges on loans and other financial assets (contribution of -1.6percentage points to the aggregate CET1 capital ratio). However, the concurrent increase in risk-weighted assets and other effects – related mainly to the gradual phasing-in of the requirements set out in the Capital Requirements DirectiveIV (CRDIV) – lead to an overall decline in the CET1 capital ratio.
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    The end-2016 impact on banks’ solvency positions under the adverse scenarios is illustrated below (see Chart3.44). Of all four distinct scenarios, the global shock scenario and the weak bank operating environment scenario have the strongest adverse impact on euro area banks’ solvency positions: the aggregate CET1 capital ratio of LCBGs is projected to fall by about 2.4percentage points to 9.0% by end-2016. The sovereign debt crisis scenario, in spite of the limited impact on GDP, implies that the banks’ aggregate CET1 capital ratio would drop to 9.2%, similar to the outcome of the shadow banking spillover scenario. The limited variability of the impact of the scenarios is to some extent driven by the significant contribution of other effects, which are related – as under the baseline scenario – mainly to the transition to the CRDIV capital regime. In addition, the methodological assumptions of this exercise are largely consistent with the EBA’s EU-wide stress-test exercise, which implies that several items in the banks’ profit and loss accounts are projected using historical values.33
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    The drop in the capital ratio with respect to the result of the baseline scenario is driven mainly by the reduction of pre-provision profits, which are projected to contribute between 1.9 and 2.2percentage points to the aggregate CET1 capital ratio. This reduction would be most pronounced under the global risk aversion scenario. Loan losses are projected to increase to between 1.9 and 2.0percentage points of the CET1 capital ratio,34 and an increase in risk-weighted assets would reduce the CET1 capital ratio by between 1.1 and 1.3percentage points.


    Adverse shocks to individual banks’ solvency positions can lead to contagion effects via interbank liabilities. This can happen if, for example, the failure of a bank to comply with a threshold capital level would imply losses for interbank creditors – resulting in additional system-wide losses. In the absence of detailed data on interbank exposures, publicly available information and dynamic network modelling are used to simulate instances where a financial institution can cause contagious effects throughout the financial system.35


    The interbank contagion results are derived by applying such a methodology to the four adverse shocks considered above (see Chart3.45).36 For the simulated networks with the strongest contagion effects, the system-wide CET1 capital ratio falls by about 0.27percentage point in some countries under the global risk aversion scenario. Contagion effects are more muted under the other three scenarios. Although the aggregate capital levels recorded under the four scenarios are similar, the group of vulnerable banks that fuel the propagation of interbank contagion differs, leading to these material differences in the contagion effects. Moreover, should the banks respond to capital pressure by shedding assets at fire-sale prices, the impact on the CET1 capital ratio would be larger (see Box 8).
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    Assessing the resilience of euro area insurers


    The assessment of the impact of the main euro area financial stability risks on large euro area insurers is conducted using publicly available data for 11 major euro area insurance groups up to the fourth quarter of 2014. It relies on a market-consistent approach to the quantification of risks, and is applied to insurance corporations, to both assets and liabilities. Due to the lack of sufficiently granular data, this impact assessment aims to spell out the main risks in economic terms, rather than trying to gauge the impact in terms of prudential solvency ratios.


    The following market, credit and underwriting risks are assessed: (i)an increase in interest rates; (ii)a fall in equity and property prices; (iii)a deterioration of the creditworthiness of borrowers through a widening of credit spreads for marketable instruments; (iv)an increase in lapse rates;37 and (v)an increase in loss rates on loan portfolios. This assessment uses two scenarios that are most relevant for insurers – the global risk aversion scenario and the sovereign debt crisis scenario – as well as a joint scenario which combines individual scenarios used in the banking section to illustrate the adverse effects of a scenario in which all the previously described shocks materialise at the same time (see Table3.3).38
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    Against this background, the risks for insurance companies are transmitted through three channels, namely through (i)valuation effects on financial securities and liabilities owing to changes in sovereign yields and swap rates, (ii)sales of assets due to unforeseen payments resulting from increased lapse rates and (iii)changes in the credit quality of loan portfolios.


    In this context, a number of simplifying assumptions had to be made for this exercise.


    First, decreases in market values of insurance corporations’ holdings of shares, bonds and property are assumed to occur instantaneously, before institutions have an opportunity to adjust their portfolios. This implies that no hedging or other risk-mitigation measures39 were taken into account; consequently, losses may be overestimated.


    Second, available granular data (e.g. on investment in sovereign bonds, broken down by jurisdiction, on investment in corporate bonds and on loans, broken down by credit ratings, and on liabilities and debt assets, broken down by maturity) were used wherever possible, but broad aggregates of financial investments were used in some instances.


    Third, all income and expenses related to the underwriting business are assumed to be fixed. For example, reduced demand for insurance products is not taken into account, and each maturing contract is expected to be replaced, so that the underwriting income of each insurer remains constant. The underwriting component of income is stressed only in the form of increasing lapse rates (see Table3.4).
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    Although the degree of vulnerability to the materialisation of macro-financial risks is heterogeneous across individual insurance groups, the results of this assessment confirm the importance of interest rate risk for the euro area insurance sector as the most important driver of the decline in net asset values across all adverse scenarios (see Chart3.46). This result is particularly severe under the global risk aversion and the joint scenarios. Indeed, under these two scenarios, the interest rate risk implies a decline of 3.6% and 2.1% respectively in net asset values expressed as a percentage of total assets. Insurance companies also experience the most significant changes in their total net asset values under these two scenarios – with average total declines amounting to 5% and 6% respectively of their total assets. These results are mainly driven by the increase in interest rates, and by the flattening of the yield curve, combined with the shorter average duration of insurance companies’ assets with respect to the duration of their liabilities. Indeed, these factors cause insurers’ assets to decrease faster than their liabilities, and thus lead to a decline of their net asset value as a percentage of total assets.
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    Credit risk appears to be the second most relevant vulnerability for insurance companies. At the aggregate level, it implies an average change of between -1% and -1.7% in the insurers’ net asset values across the adverse scenarios. This outcome is driven mainly by corporate credit risk.


    Variations in equity price losses are largely related to the heterogeneous severity of the equity shocks applied across the adverse scenarios. The negative impact of the adverse equity price shocks ranges from 0.3% of total assets under the sovereign scenario to about 0.6% under the joint scenario.40 Finally, lapse risk-related losses are higher under the joint scenario, amounting to about 0.7% of total assets.


    In addition to the scenarios considered in this report, which correspond to the main risks to financial stability in the euro area, euro area insurers would be vulnerable to a low interest rate environment. This is confirmed by the results of the EIOPA 2014 stress test,41 which indicate that the impact of a low-yield scenario – while not as severe as that of a stress on asset values – would pose a challenge to insurers, in particular in some jurisdictions.


    3.3 Continued progress in regulatory and macroprudential policy implementation


    3.3.1 Macroprudential policy measures


    This section considers the macroprudential measures that have been implemented in a number of euro area countries since November 2014. The measures introduced by the countries concerned can be grouped into three categories, real estate measures, systemic risk measures and reciprocation of measures.


    Real estate measures


    Real estate measures have been adopted with the aim of addressing undesirable developments in domestic property markets. Real estate typically represents a large proportion of banks’ credit exposures, and of households’ assets, thus making imbalances in this sector particularly important in terms of financial stability. In this regard, Ireland introduced limits on loan-to-value (LTV) and loan-to-income (LTI) ratios in order to increase the resilience of banks and households to property market risks.


    In January 2015, the Central Bank of Ireland announced the introduction of new regulations on mortgage lending, following a public consultation process. The measures introduce proportionate limits on LTV and LTI ratios for both primary-dwelling-house (PDH) and buy-to-let (BTL) mortgages. The underlying rationale for the regulations is the need to increase the resilience of Irish households and banks to residential real estate, in the context of the high exposure of these sectors to property, and given the fact that a significant share of new lending is taking place at high LTVs and there have been sharp movements in house prices. Furthermore, the objective of these regulations is to reduce the risk of adverse bank credit and house price spirals. There are different limits for different categories of buyers. For non-first-time buyers of PDHs, a limit of 80% LTV applies on new mortgage lending. For first-time buyers of PDHs, a limit of 80-90% LTV applies, depending on the value of the property. Different approaches have been taken for first-time buyers of lower-value properties and for other borrowers, so that access to credit for first-time buyers is not overly restricted, while at the same time the effectiveness of the regulations is maintained. For BTL mortgages, a limit of 70% LTV applies. Furthermore, there is a LTI limit of 3.5times gross annual income, which applies to all new lending for PDH purposes. The proportionate caps allow a certain percentage of new lending above each of these limits, providing an appropriate balance between allowing sufficient flexibility yet maintaining prudent lending standards. The rationale behind adopting limits on LTV and LTI together is that the two measures complement each other, with the LTI addressing the borrower’s loan affordability and the LTV addressing the lender’s losses in the event of default. The Central Bank of Ireland also views such thresholds as a way of ensuring a greater degree of safety around the mortgage business. The regulations were introduced through legislation adopted in February 2015.


    Systemic risk measures


    A number of member countries have recently taken decisions on the level of a countercyclical capital buffer. This buffer is an instrument provided for in the Capital Requirements Regulation/Capital Requirements DirectiveIV (CRR/CRDIV). The requirement of a countercyclical capital buffer aims to achieve the broader macroprudential goal of protecting the banking sector against periods of excessive aggregate credit growth that have often been associated with the build-up of system-wide risk. It requires banks to increase capital at times when credit is growing rapidly. The buffer can be released when the economic cycle turns. As from January 2016, all Member States will be required to decide on banks’ capital buffers on a quarterly basis (with Finland, Latvia and Slovakia having decided to implement this requirement as from the beginning of 2015).


    In March 2015, Finland decided to set the countercyclical capital buffer at 0%. The decision of the Financial Supervisory Authority (FSA) is based on the analysis of the key indicators of systemic risk. In particular, although the credit-to-GDP ratio has exceeded its long-term trend, other important indicators for setting the countercyclical buffer – e.g. developments in housing prices, lending and the external balance of the economy – do not signal a rise in systemic risk. With protracted weak economic activity, credit growth has already subsided significantly.


    In April 2015, Slovakia decided to set the countercyclical buffer rate at 0%. In its decision, Národná banka Slovenska argued that, over the past few years, developments across the main leading indicators for setting the countercyclical capital buffer did not suggest that an increase in the rate was warranted. However, Národná banka Slovenska also highlighted that aggregate credit growth masks substantial divergence. While lending to the corporate sector in 2014 contracted for the third consecutive year, lending to the household sector continued to accelerate in the fourth quarter, with a year-on-year growth of 12%, albeit from a relatively low basis. In Slovakia’s view, under these circumstances and at this stage, other, more targeted macroprudential measures (such as those in Národná banka Slovenska’s recommendation of October 2014), rather than the countercyclical capital buffer, appear to be more appropriate.


    In April 2015, Latvia decided to keep the countercyclical buffer rate at 0%. According to the Financial and Capital Market Commission’s calculations, the deviation of the credit-to-GDP ratio from its long-term trend remains significantly negative, and the buffer guide calculated in accordance with Capital Requirements Regulation is 0%. In fact, credit has been contracting since mid-2009, as a result of both demand and supply-side factors, and may act as a drag on the economic recovery and bank profitability going forward. After having fallen substantially in 2009, residential property prices have been recovering at a moderate pace and remain well below the pre-crisis level.


    Reciprocation of macroprudential measures


    In accordance with the Capital Requirements Regulation, reciprocation of a macroprudential measure refers to the application of the measure by other countries for bank activities in the country that initially adopted that measure. Lack of reciprocation may open up the possibility of regulatory arbitrage by cross-border banking groups that are able to shift their activities between group entities across borders and as a result, reduce the effectiveness of the macroprudential measure (see also Special Feature A that discusses cross-border spillover channels). With few exceptions, reciprocation by other Member States is typically voluntary.


    In December 2014, De Nederlandsche Bank (DNB) notified its decision to reciprocate the measure on residential mortgage lending adopted by the Nationale Bank van België/Banque Nationale de Belgique (NBB). In December 2013, NBB had introduced a 5-percentage point add-on to the risk weights of Belgian residential mortgage loans calculated by banks that apply the internal ratings-based (IRB) approach. This was prolonged in March 2014. In NBB’s assessment, the main reasons for introducing the measure were the significantly lower capital requirements applicable to residential mortgages for credit institutions relying on the IRB approach than for those applying the BaselII framework. DNB decided to apply the same measure to mortgages on residential real estate issued through branches of Dutch banks located in Belgium. Given the fact that the activities of branches of Dutch Banks in Belgium are limited, the impact of the measures is expected to be very small. Most activities of Dutch banks in Belgium are performed through subsidiaries, which are already subject to NBB supervision.


    3.3.2 Regulatory framework


    This section provides an overview of a number of regulatory initiatives in the banking, insurance and market spheres that are of primary importance for enhancing financial stability in the EU. Importantly, in addition to strengthening the resilience and loss-absorption capacity of the whole financial system, the finalisation of the ongoing initiatives will significantly reduce the regulatory uncertainty regarding capital and liquidity rules for banks and other financial institutions as well.


    Regulatory initiatives for the banking sector


    The key elements of the prudential standards for banks and banking groups operating at the global level, as well as the framework for the supervisory review and evaluation process, are set out in the international capital and liquidity standards (BaselIII) developed by Basel Committee on Banking Supervision (BCBS). These standards are implemented in the EU via the Capital Requirements Regulation/Capital Requirements DirectiveIV (CRR/CRDIV). Importantly, the prudential rules are generally applicable to all credit institutions and investment firms in the EU. While the comprehensive overhaul of banking regulation triggered by the financial crisis is coming to an end, certain remaining elements of BaselIII and the CRR/CRDIV framework are still subject to finalisation and calibration, including parts of the liquidity regulation, the leverage ratio provisions and the securitisation rules.


    The EU has been making significant progress with regard to the implementation of the international framework for liquidity regulation. In January 2015, the EU published the Delegated Act in the Official Journal for the liquidity coverage ratio (LCR).42 The final calibration of the LCR reflects a number of EU specificities in relation to the definition of high-quality liquid assets and the importance of banks for the financing of the real economy. In the EU, the LCR will enter into force in October 2015, with a starting level of 60%, and will be phased-in gradually to reach 100% in 2018.43 At the current juncture, the impact of the LCR on the functioning of markets, and on the real economy, appears to be largely muted. This is supported by the evidence provided in a report published by the European Banking Authority (EBA) in January 2015, and may be related to the compliance of the majority of banks with the LCR.44


    As regards the net stable funding ratio (NSFR), the Basel Committee published a final document in October 2014, which introduced changes with regard to the treatment of short-term financing transactions with financial counterparties, as well as for derivative exposures and initial margins.45 With respect to the latter, the BCBS agreed to conduct a quantitative analysis in view of the ongoing implementation of regulatory requirements for the margining of derivatives. In the EU, the CRR mandates the EBA to conduct a comprehensive impact and calibration assessment of the NSFR, which it will submit to the Commission by the end of 2015.


    The ECB is supporting the direction and work on liquidity regulation at the international and the European level. The need for liquidity regulation is one of the main lessons learnt from the financial crisis when many banks recorded significant shortcomings in their liquidity risk management. The insufficient holdings of liquid assets and excessive maturity mismatches in the balance sheets of some banks contributed considerably to the spreading of stress and instability throughout the financial system. The ECB is actively involved in the assessment of the market impact of the NSFR, with a view to understanding its impact on the transmission of monetary policy and the interaction with other regulatory standards, as well as the cumulative effects of regulation on banks and markets.


    Work on the leverage ratio is progressing on various fronts. The Basel Committee is currently working on final aspects regarding the definition of the leverage ratio and will consider the calibration this year, with a view to migrating to Pillar 1 treatment on 1January 2018. At the European level, the EBA has started work on its report on the impact and calibration of the leverage ratio. This will include the question as to whether the leverage ratio should differ for institutions following different business models. If introduced as a binding requirement in Pillar1 and calibrated correctly, the leverage ratio will be a useful complementary measure for reinforcing capital requirements. The aim is to ensure systemic stability and allow the authorities responsible for macroprudential supervision to address risks stemming from the build-up of excessive leverage.


    With regard to securitisation, work on simple, transparent and standardised securitisation has gained momentum this year, after the European Commission had announced in its work programme for 2015 that it will develop an EU framework for such instruments. The Commission launched a public consultation in mid-February, to seek input on the key components of such a framework; the ECB responded to this consultation together with Bank of England at the end of February. The ECB supports the Commission’s proposal to implement such a framework, as this would encourage the revival of the European securitisation markets in a sustainable manner and would support banks’ diversification of funding sources, their continued lending to the economy and a better allocation of risk in the EU financial system.


    In parallel to the ongoing initiatives on the finalisation of BaselIII – CRR/CRDIV, the BCBS has embarked on a strategic review of the capital framework in response to concerns about excessive complexity and a potential lack of comparability regarding banks’ capital ratios across jurisdictions, and across institutions more broadly. This work will consider the costs and benefits of basing regulatory capital requirements on banks’ own models for credit, market, and operational risk.


    Options under consideration in this context include measures that increase transparency, as well as restrictions on modelling so as to increase the consistency of the capital framework. One potential strategy for reform would start from the premise that models can be repaired, and would therefore focus on seeking enhancements to them. By way of an alternative on the other extreme, one could start with the premise that models have fundamental shortcomings and must somehow be replaced. The final recommendations of the strategic review will probably fall between these two poles, in a “hybrid” approach. This will result in models being retained and enhanced where they work well, but where models do not work well, their use will be ruled out and alternative means of risk-weighting assets will be found.


    The ECB is supportive of the ongoing work undertaken by the BCBS in this context. From a macroprudential perspective, it will be important that the strategic review – in addition to reducing the variability and increasing the comparability of capital ratios across institutions – also duly takes into account systemic considerations. Two areas of particular importance in this regard are that the review also aims to (i)address the variability of capital requirements over the cycle (pro-cyclicality) and (ii)ensure that the application of models does not result in a potential underestimation of risks and, consequently, a decline in the overall level of capital at the systemic level.


    Furthermore, in a separate work stream, the BCBS has initiated work on risks linked to sovereign exposures that both the ECB and international standard-setting bodies consider an issue that needs, ideally, to be addressed at a global level. The ECB supports the potential revision of the regulatory framework by the BCBS in a careful, holistic and gradual manner. The work at the international level can, to a large extent, build on the analysis carried out by European Systemic Risk Board (ESRB), which published a full-fledged report on this issue on 10 March 2015. The report provides an overview of the current regulatory framework for sovereign and government-related exposures, the specific risks, the scale of banks’ and insurers’ exposures to sovereigns and explores a wide range of policy options to address these risks.


    Finally, misconduct risk is also considered an area where regulatory measures may need to be taken. The past years since the financial crisis have revealed a range of cases where banks’ conduct has fallen far below the standards that authorities and citizens deem acceptable. These indicators of cultural problems in elements of the banking sector have induced authorities and private sector parties to seek ways of improving conduct, and restoring trust where this has been undermined. The ECB supports such work, in particular that within the ESRB and the Financial Stability Board (FSB), which will help bring a structured approach to authorities’ efforts to address these issues. An internationally coordinated approach to enforcement action and enforcement strategies that benefit from the lessons of global best practices will be the way to most effectively change undesirable behaviour and to set the right framework of incentives to promote sound cultures within banks.


    In terms of specific measures, the ECB would highlight the important recommendations within the ESRB report – which represent a sound basis to build upon. The Supervisory Review and Evaluation Process (“PillarII”) provided for under the Single Supervisory Mechanism (SSM) will include an analysis of banks’ corporate governance and risk appetite – and this will influence microprudential choices on the use of supervisory tools to address misconduct risk. For instance, this could include measures to enhance risk management arrangements, enhance corporate governance structures, or to impose additional capital requirements. Going forward, further consideration will be given to the appropriate treatment of misconduct risk in stress tests. Work will soon begin in both the ESRB and the EBA to develop a methodology for banks to calculate the potential impact of misconduct risks within such stress-test exercises. The ECB supports these initiatives and will contribute to taking them forward wherever relevant.
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    As of 1January 2015, the Bank Recovery and Resolution Directive (BRRD) will have to be implemented by all Member States. The BRRD establishes common and efficient tools and powers for managing failures of credit institutions and investment firms in an orderly manner throughout the EU. In particular, the BRRD introduces the bail-in tool46 that will be of paramount importance for the aim to shift the cost of bank failures from the taxpayer to, first and foremost, the shareholders and creditors of the failing bank.


    One key reform on the regulatory agenda is addressing the too-big-to-fail problem of global systemically important banks (G-SIBs). The FSB has developed a proposal on the total loss-absorbing capacity (TLAC) for G-SIBs in resolution. An international agreement on a TLAC requirement should help to increase the resolvability of G-SIBs without recourse to public funds, formally by setting minimum standards on the amounts and characteristics of capital and eligible debt that G-SIBs must issue. This would ensure that there is sufficient loss-absorbing capacity within G-SIBs when they fail, thereby underpinning the efficient application of the bail-in tool. Designed as a minimum PillarI requirement, with a possibility for case-by-case (PillarII) top-up, TLAC introduces a robust standard that ensures a global level playing field for these large and internationally active banks.


    The TLAC proposal has been subject to public consultation and is currently undergoing a comprehensive impact assessment, before being finalised in time for the November meeting of the G20. The outcome of the impact assessment should inform the final international standard on TLAC. Finalisation of the design and calibration of the TLAC proposal will be crucial with respect to significantly reducing the regulatory uncertainty regarding bail-in requirements for G-SIBs and tackling the issue of too big to fail.


    In the EU, a requirement for own funds and eligible liabilities (MREL) has been set out in the BRRD.47 While TLAC will only apply to G-SIBs, MREL is applicable to all banks. Although some features of MREL and TLAC differ, the introduction of TLAC would, in the ECB’s view, not be inconsistent with the provisions of the BRRD. The BRRD allows the introduction of a harmonised minimum requirement that takes account of, inter alia, international standards. It will thus be possible to address differences between TLAC and MREL via the BRRD review clause in 2016, and thereby to ensure consistency and to contribute further towards reducing much of the regulatory uncertainty regarding bail-in requirements and minimum requirements for loss-absorbing capacity in banks.


    Significant progress has been made in the setting-up of a banking union in Europe. The first pillar of the banking union, the Single Supervisory Mechanism (SSM) became operational on 4November 2014, while the second pillar of the banking union, the Single Resolution Mechanism (SRM) became operational on 1 January 2015. The Single Resolution Board has been established, and has started to work on the elaboration of resolution plans and related tasks. It must be noted, however, that most of the provisions in the SRM Regulation only apply as from 1 January 2016 and later. Cooperation between the ECB and the SRB has already started on a number of issues, and the Vice-Chair of the Supervisory Board has also been designated by the ECB to be its permanent observer at the meetings of the SRB.


    Finally, the European Commission presented its proposal for a Regulation on structural measures for EU credit institutions on 29 January 2014. The ECB’s Opinion on that proposal was published on 19November 2014. The ECB considers the possibility of separating a bank’s business activities in two separate entities as beneficial, i.e. as an instrument into be part of the supervisor’s toolkit that can facilitate both effective supervision and resolution. Moreover, the ECB welcomes the flexibility of the provisions in the draft proposal, which leaves the decision to separate an institution to the competent authority. To the extent that such separation is effective, i.e. that the entities are no longer too big to fail, the proposal will reduce systemic risk. Moreover, the separation also offers the possibility to impose specific macroprudential requirements on the separated entities, which may further facilitate a reduction of systemic risk.


    The aim of the current Latvian Presidency is to attain agreement in the Council in the summer of 2015, with trialogue negotiations starting in the second half of 2015.


    Regulatory initiatives for financial markets and infrastructures


    In addition to initiatives in the area of banking regulation, several steps have also been taken to strengthen the resilience of financial infrastructures.


    The ECB Regulation on oversight requirements for systemically important payment systems entered into force on 12August 2014. Four payment systems are subject to this Regulation: TARGET2 (operated by the Eurosystem), EURO1 and STEP2-T (both operated by EBA Clearing), and CORE (FR) (operated by STET). These systemically important payment systems will have to comply with the requirements of the Regulation by August 2015.
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    In the aftermath of the financial crisis, the Leaders of the G20 issued a declaration at the 2009 Pittsburgh meeting that called for improvements to over-the-counter (OTC) derivatives markets. One of the EU’s main legislative initiatives to implement the G20 mandate is the European Market Infrastructure Regulation (EMIR), the implementation of which has continued to make progress. The Regulation seeks to bring more stability, transparency and efficiency to derivatives markets by requiring, inter alia, that standard derivative contracts be cleared through central counterparties (CCPs), and that all European derivative transactions be reported to trade repositories. It fosters regulatory certainty and market confidence by subjecting all European CCPs and trade repositories to the same stringent rules and rigorous supervisory regime. The European Securities and Markets Authority (ESMA) is in the process of consulting on various proposals for implementing the central clearing requirement to OTC derivatives. The first products to be subject to this requirement – which should enter into force gradually as from mid-2015 – will be certain classes of interest rate derivatives.


    The Regulation on improving securities settlement in the EU and on central securities depositories (the CSD Regulation) entered into force on 17September 2014. The aim of the Regulation is to increase the safety and efficiency of securities settlement and settlement infrastructures (i.e. central securities depositories) in the EU. It harmonised settlement periods for most transactions in such securities as from 1January 2015 (T+2) and introduced, inter alia, settlement discipline measures and common rules for CSDs. ESMA and the EBA are currently in the process of drafting, in close cooperation with the members of the European System of Central banks (ESCB), technical standards that have to be submitted to the Commission before end-June 2015.


    In the field of shadow banking, the FSB has continued with its work on the deliverables laid out in the roadmap on “Transforming Shadow Banking into Resilient Market-based Financing”, published on 14November 2014.48 Milestones attained in the last six months include:


    (i) the publication in November 2014 of the consultation document on standards and processes for global securities financing data collection and aggregation that are relevant for financial stability monitoring and policy responses; and


    (ii) the publication in January 2015 of the consultation document on the assessment methodologies for identifying non-bank non-insurer global systemically important financial institutions (NBNI G-SIFIs), extending the SIFI framework that currently covers banks and insurers to other financial institutions.


    Looking forward, the FSB has identified the need for further work on financial stability risks emerging from market-based intermediation through asset management entities as a priority task in 2015. The ECB actively supports this work, given the growing importance of this part of the financial system and the need to extend the regulatory toolkit to mitigate risks to stability in other parts of the financial system.


    Regulatory initiatives for the insurance sector


    The implementation of the SolvencyII Directive is still the key stream of work for regulators. The SolvencyII regime introduces, for the first time, a harmonised and risk-sensitive prudential framework for insurance firms in the European Economic Area. In order to ensure its uniform application, Implementing Technical Standards (ITSs) and Guidelines on SolvencyII are being developed by EIOPA, which should be finalised and published by July 2015, before Solvency II will become applicable as of 1January 2016. The final implementation of SolvencyII, as well as of the related ITSs and Guidelines, will help to reduce regulatory uncertainty for insurance corporations and will contribute to a more robust and resilient insurance sector. To complement and develop the Solvency II framework further, additional work is ongoing on recovery plan, finance scheme and supervisory powers in deteriorating financial conditions, as well as on the calibration of infrastructure investments in SolvencyII.49


    At the international level, the International Association of Insurance Supervisors (IAIS) has continued its work on the improvement of the assessment methodology for global systemically important insurers (G-SIIs). It is envisaged that a revised GSII assessment methodology will be applied as from 2016. The IAIS is also working on the development of a risk-based group-wide global insurance capital standard (ICS) to serve as the foundations for higher loss absorbency requirements that are to be applied to G-SIIs as from January 2019.
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    Other initiatives


    The European Commission has identified a capital markets union (CMU) as one of its main policy initiatives for its five-year term of office. On 18February 2015, it published a Green Paper on CMU, with a three-month consultation period. First results of the consultation will be presented by the European Commission at its conference on CMU in June 2015, where it will also set out the prioritisation of policy measures to be included in an Action Plan on CMU that is to be published in September 2015. The main building blocks of CMU are intended to be in place by 2019.


    CMU has the potential to complement the banking union, strengthen Economic and Monetary Union and foster financial stability. If properly implemented, CMU can be expected to mark a significant leap forwards toward deeper financial integration. Hence, it would support a smooth transmission of monetary policy throughout the euro area. In addition, the CMU agenda can contribute to enhanced financial stability by creating deeper cross-border markets with increased risk-sharing across the EU (thereby enhancing capital markets’ ability to cushion shocks) and increasing the resilience of the financial system through the creation of alternative sources of funding for the economy (thereby reducing the economy’s dependence on bank funding in periods of bank deleveraging).


    While deeper cross-border markets with increased risk-sharing across the EU can contribute to enhanced financial stability, increased financial integration can also have a negative impact on it. Deeper integration can exacerbate the size and speed of contagion. Moreover, increased market-based financing that is triggered by the development of CMU may lead to the building-up of systemic risks in this part of the economy, which is typically less regulated and information on which is still lacking. Therefore, the development of capital markets could imply new sources of idiosyncratic and systemic risks. As the CMU agenda is being pursued, attention should therefore be devoted to safeguarding financial stability by providing authorities with the tools necessary to deal with the build-up of risks in market-based activities outside the regulated banking sector.
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        49 On request of the EU Commission, EIOPA provided its Technical Advice on the first matter at the end of March 2015 (available at: https://eiopa.europa.eu/Publications/Reports/EIOPA-BoS-15-052_Final-Report_Advice_Recovery_for_Publication_27032015.pdf).

      

    

  


  
    Special features


    A   A framework for analysing and assessing cross-border spillovers from macroprudential policies1


    Macroprudential measures implemented in individual Member States may have cross-border or cross-sectoral repercussions. This special feature discusses cross-border spillover channels. To limit negative spillover effects, macroprudential instruments should be applied consistently across countries, and reciprocity agreements must be applied transparently.


    Introduction


    Macroprudential policy measures within the EU are generally designed to address specific, systemic, financial stability risks in individual Member States, including those stemming from specific sectors or even individual financial institutions.2 They should enhance financial stability in the long term, as lowering the probability of a systemic crisis in one EU (or euro area) Member State means there is less risk of contagion in the others. However, macroprudential policy may generate unintended negative cross-border or cross-sectoral spillovers in the short term, owing to regulatory arbitrage by financial institutions. Policy instruments should therefore be designed to reap the benefits of positive spillovers in terms of increased financial stability, while also seeking to contain potential negative spillovers.


    Conceptual issues of macroprudential spillovers


    In order to analyse the cross-border effects of macroprudential measures, three main aspects of spillovers need to be considered.


    The first is the direction of cross-border spillovers: do spillovers from macroprudential measures mainly affect conditions abroad or are foreign financial institutions able to circumvent national macroprudential policy, i.e. are they inward or outward spillovers?


    Outward spillover means that other countries are affected by a macroprudential policy action carried out by an individual Member State. These spillovers may then require the affected country, or countries, to adopt their own macroprudential policies to counter these effects. Coordination between countries is thus important, and reciprocity arrangements may be called for in instances where these spillovers have a material knock-on effect.


    On the other hand, inward, or “waterbed”, spillovers occur where foreign financial institutions circumvent macroprudential policy that does not apply to them by exploiting arbitrage opportunities. One such example is where branches of foreign banks increase lending as a result of tighter credit standards or capital requirements imposed on domestic banks, since branches – in the absence of reciprocity arrangements – are not bound by domestic macroprudential policy measures. This leads to “leakages” of macroprudential policy.


    In the United Kingdom, Aiyar, Calomiris and Wieladek3 find evidence that macroprudential regulation does leak across UK financial sub-sectors and unregulated institutions take up the business from the regulated institutions. Ongena, Popov and Udell4 further find for eastern Europe that regulatory conditions in the country of the parent institution also influence the risk-taking behaviour of the parts abroad, thereby indicating spillover effects.


    A second aspect of spillovers is that they can have positive or negative effects on systemic risk in the affected country. Whether the spillovers are beneficial or detrimental may depend on the relative position of financial cycles across countries. During a credit boom, a tightening macroprudential policy can generate outward spillovers which may pose additional financial stability risks to the foreign country if it is also in a boom phase. Conversely, the same outward spillovers would stabilise the financial system if the foreign country is experiencing a phase of excessive deleveraging. The degree of synchronisation of financial cycles across countries is therefore of relevance when assessing spillovers.


    Third, the magnitude and reach of spillovers also depends on whether macroprudential instruments are applied at the solo, sub-consolidated or consolidated balance sheet level, as well as on what exposures they cover. The incentives for banks to adjust their asset portfolios or their funding composition vary significantly based on this, especially for large cross-border banks. Similarly, incentives for conducting cross-border arbitrage may differ, depending on whether measures are applied only to domestic exposures or to all exposures.


    If an exposure-based measure is applied at the solo level, it is typically applicable in a geographically confined area to which the affected individual institutions are exposed. The main aim of such a measure may therefore not only be to improve the banking sector’s resilience, but also to counter excessive risk-taking or lending by financial institutions in a geographically confined area. Conversely, if capital buffers are applied at the consolidated level, i.e. at group level, the measures also affect the activities of groups’ branches and subsidiaries located in foreign countries, which, in turn, influences the credit supply in those countries. The main rationale behind these additional buffers at consolidated level may thus be to strengthen the resilience of the banking groups, irrespective of the impact on lending and economic activity. At the same time, such a measure applied at consolidated level may lead to outward spillovers and its specific effects in different countries will depend on the internal decision of the banking groups on how to allocate capital and liquidity buffers across their substructures.


    With these conceptual categories in mind, the following section describes the main transmission channels of macroprudential instruments.


    Spillover channels


    There are several channels of propagation through which macroprudential policy action can have cross-border effects. Some propagation channels may be particularly relevant for one macroprudential instrument, but negligible for another. Yet other channels may exist theoretically, but have little quantitative impact in practice. This section identifies the possible channels of propagation and classifies them in terms of the main ways they operate, namely: (i) cross-border adjustment of lenders’ risk exposures; (ii) a change in networks and the associated potential for contagion; (iii) regulatory arbitrage; (iv) a change in the functioning of the monetary transmission mechanism; and/or (v) trade effects (see Table A.1).
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    In practice, not all channels are equally important in determining the level of cross-border spillover of macroprudential policy. The channels that operate by altering incentives for financial institutions to adjust either the asset or liability side of their balance sheets (see channels 1 to 3 in Table A.1) are likely to be more pronounced than indirect channels that alter monetary policy transmission or relative goods prices (see channels 4 and 5 in Table A.1).


    Moreover, the relative importance of the different channels also depends on the specific macroprudential instrument activated. In general, domestic considerations are likely to be the main factor in determining whether a macroprudential instrument is activated. In addition, cross-border effects occurring through different channels may be of relevance when choosing a specific measure (see Table A.2). Capital and sector-specific measures have potentially important effects on banks’ cross-border lending to the real economy (cross-border corporate and household lending) as they lead to a change in lending incentives, causing banks to readjust their outstanding loan portfolios. The adjustment need not be done exclusively through a change in quantities, but may also involve a change in relative cross-border lending costs. Measures that are applied to specific bank exposures or even borrowers, such as caps on loan-to-value or debt-service-to-income ratios, are less prone to negative spillovers, as the possibility for arbitrage is limited.5 Yet, they may still induce portfolio adjustments, as these measures affect the demand for loans and the riskiness of the exposure and, therefore, the relative risk-adjusted price of credit risk between the portfolios affected and unaffected by the measures. By contrast, liquidity-based measures tend to have stronger effects on interbank relationships (interbank lending). Overall, all types of measure could have an impact on the non-bank sector, but there is a particularly strong potential for spillover when it comes to liquidity-based measures.
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    Potential for spillovers


    Potentially the most important channels of propagation are the risk adjustment channel, the network formation channel and the arbitrage channel. Implied spillover risks depend on the structure of financial institutions and their cross-border exposures. A range of datasets are available, covering either locational or consolidated data, which may be used to gauge different aspects of the cross-border phenomenon.6


    As regards the risk adjustment channel, locational statistics indicate that countries whose banking sectors are reliant on sizeable deposit funding relative to the size of the economy, such as Luxembourg, Cyprus, Ireland, Malta and Finland, are large cross-border net lenders to other countries (see Chart A.1). These countries’ banking sectors are thereby potentially more vulnerable to external shocks to their asset portfolios, but outward spillovers to other countries may also result when macroprudential instruments are applied to those banking sectors.
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    While a perspective from the lender’s side indicates possible financial hubs, a perspective from the borrower’s side may reveal vulnerabilities linked to the borrower’s reliance on banks in specific other countries. If macroprudential measures are changed in the lending country, the borrower country may be strongly affected. The locational data indicate that lending to the real sector in south-eastern Europe stems to a large degree from Austria (see Chart A.2). The Austrian banking sector is thereby an important provider of cross-border loans and may either easily provide additional lending when south-eastern European countries tighten macroprudential policies through inward spillovers or be strongly affected by macroprudential measures applied to Austrian banks. For a full assessment, the legal structure (e.g.branches or subsidiaries) of the banking sector needs to be fully mapped.
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    While available data sources for locational statistics provide detailed information on the cross-border aspects of lending flows and cross-border exposures, they do not distinguish between the real sector and non-bank financial institutions (such as investment funds or insurance companies). Furthermore, they do not distinguish between the activities of foreign subsidiaries of banking groups and those of their branches. The importance of the risk adjustment channel, however, may be linked to large banking groups that adjust their activity across borders by optimising the consolidated balance sheet to the changing regulatory conditions through their subsidiaries and branches. As indicated, the distinction between branches and subsidiaries is relevant as only branches are subject to the regulatory conditions of their host country.


    Comparing the relative importance of subsidiaries or branches across EU countries reveals that banking activity by foreign banks is predominantly conducted via subsidiaries. The ratio of foreign subsidiaries’ assets to GDP is largest in Ireland, Belgium, Luxembourg, Denmark, Finland, Estonia, Latvia, the Czech Republic, Slovakia, Croatia, Bulgaria and Cyprus, where it exceeds 50% (see Chart A.3). The same ratio for branches reveals that assets in foreign branches exceed 30% of GDP in Ireland, the United Kingdom, Belgium, Estonia and Cyprus (see Chart A.4). A large share of branches could imply spillovers through adjustments to the relative macroprudential stance of the home and host country. Branches are subject to the macroprudential policy in the home country of the bank and are therefore prone to divert lending towards the host country if macroprudential policy is tighter in the home country. Although subsidiaries are subject to the regulatory conditions in the host country, a large share of subsidiaries in one country can indicate substantial potential for regulatory arbitrage through two main channels. Inward spillovers would result from circumvention of the macroprudential measures when financial intermediation that previously took place via subsidiaries is shifted to branches or if subsidiaries are converted into branches. In addition, these spillovers may occur if lending in the country is substituted with direct lending from the home country of the banking group. In either case, the financial intermediation would no longer fall within the realm of macroprudential policy in the host country. Nevertheless, in some countries the high share of branches is explained by their function as intermediary for international financial transactions with limited relevance for domestic activity, but data limitations make these distinctions difficult at the current stage.
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    In addition to the impact that cross-border lending to the real economy and branch activity have on financial stability, cross-border interbank activity also paves the way for the formation of networks that facilitate contagion between financial institutions in times of systemic stress. More gradual, yet still sizeable, adjustments may take place when macroprudential policy is changed, especially in the case of liquidity measures, as these encourage banks to adjust liquidity positions across entities.


    Locational data identifies the United Kingdom as an important interbank hub: in many European countries, cross-border interbank lending is dominated by lending to banks located in the United Kingdom.7 In addition to the United Kingdom, Sweden, Austria and Greece also appear to act as local hubs (see Chart A.5). These hubs are not only important in terms of the share of interbank lending of which they are the recipients, but are also relevant in terms of the liquidity they provide to the banking sectors in neighbouring countries (see Chart A.6). For example, a large share of interbank loans from neighbouring countries is directed to Sweden and Austria, and these two countries, in turn, provide a sizeable volume of funding back to banks in their neighbouring countries. If equity participation structures between banks in “hub countries” are also considered, this leads to the conclusion that “hub countries” are involved in maturity transformation, e.g. subsidiaries provide short-term loans to the parent company, while the parent provides more stable long-term funding to its subsidiaries.
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    In addition to cross-border lending to the real economy and branch activities, the risk adjustment channel can also come into effect via banks’ exposures to foreign sovereign risk. Such linkages played a very prominent role in the spread of the recent sovereign debt crisis, for example. Locational data indicate that, in addition to some idiosyncratic links, Belgian banks hold large amounts of German government bonds, Irish banks hold a significant amount of UK debt, while Austrian banks tend to keep sovereign bonds of neighbouring countries (see Chart A.7).
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    The potential for cross-sectoral leakage of macroprudential policy measures can be assessed by the ability of other sectors to take over banking sector activities. This can be measured by the relative size of the non-MFI financial sector, including the shadow banking sector, which is largest in Luxembourg, the Netherlands and Ireland (see Chart A.8). The relative importance of the shadow banking sector in these countries is partly due to tax incentives, which means that there tends to be a greater emphasis on international rather than domestic financial intermediation. Furthermore, while the assets of the non-bank financial institutions are concentrated in these three countries, the activities of the shadow banking sector, in particular, are only marginally constrained by borders. The global and implicitly pan-European reach of this sector poses challenges for the efficient conduct of macroprudential policy, which has been focused on banking so far, precisely because of leakages or waterbed effects.
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    Concluding remarks


    Macroprudential policies are intended to increase the resilience of financial market participants and to smooth financial cycles. In a financially integrated monetary union, there is a large potential for these macroprudential policies to spill over across borders. Moreover, it can be difficult to assess these spillovers, not only because their magnitude depends on the type of instrument used, the level of synchronisation of the financial cycles and the level of consolidation, but also because data may be incomplete, especially for historical developments. With the ECB’s new macroprudential powers, cross-border analysis is highly relevant for assessing the impact of specific instruments, particularly if a consistent macroprudential approach is to be ensured within the Single Supervisory Mechanism (SSM). The ECB therefore monitors the extent of cross-border exposures, the changing network links and the adjustments made in response to macroprudential policies that have been implemented. When using existing datasets, the ECB also identifies data gaps and seeks to close these over time through data collection initiatives. Here, the availability of supervisory data collected by the SSM is an important step towards achieving a harmonised reporting standard. This should also facilitate the analysis of regulatory capital and liquidity arbitrage.


    The ECB, as a supervisor for SSM countries, is in an ideal position to develop expertise on data issues. In parallel, the ESRB and its expert group on cross-border spillovers and reciprocity are developing recommendations for a lenient and transparent reciprocity framework.


    To ultimately counter spillovers, macroprudential instruments need to be applied consistently across countries and reciprocity agreements must be applied transparently. So far, only one reciprocity arrangement has been implemented on a voluntary basis, partly due to the fact that a number of activated macroprudential instruments relate to capital surcharges for systemically important banks and are entity-based, and therefore do not require reciprocity. Going forward, as different and more exposure-based measures are taken, more countries will need to follow the example of the Dutch authorities, who have reciprocated a measure taken by the Nationale Bank van België/Banque Nationale de Belgique, if a level playing field is to be achieved in the Single Market (see Section 3.3).


    
      
        1 Prepared by Stephan Fahr and Dawid Żochowski.

      


      
        2 ECB staff, in particular in the context of the ESRB’s expert group on cross-border spillovers and reciprocity, are working on developing a framework for analysing spillovers from macroprudential policies and are gathering data-based evidence on the relative importance of various identified transmission channels. The expert group intends to build on these findings to develop recommendations on reciprocity for macroprudential policies.

      


      
        3 Aiyar, S., Calomiris, C.W. and Wieladek, T., “Does Macroprudential Regulation Leak? Evidence from a UK Policy Experiment”, Journal of Money, Credit and Banking, 46 (1), 2014.

      


      
        4 Ongena, S., Popov, A. and Udell, G.F., “When the Cat’s Away the Mice Will Play: Does Regulation At Home Affect Bank Risk Taking Abroad?”, Journal of Financial Economics, 108(3), 2013, pp. 727-750.

      


      
        5 Indeed, recent research suggests that exposure-based measures, such as caps on loan-to-value and debt-to-income ratios, could be more efficient as macroprudential tools than capital-based measures (see Żochowski, D., “Macroprudential policy in a monetary union”, ECB, forthcoming).

      


      
        6 Locational data, developed for monetary policy purposes, can be used to assess the extent of direct cross-border lending and borrowing, while consolidated data can be used to measure cross-border exposures, including via branches and subsidiaries.

      


      
        7 The predominance of the United Kingdom is partly due to intragroup activity, as many European banks have subsidiaries located in London that specialise in international banking services, and these subsidiaries need funding from the parent companies to provide these services.

      

    

  


  
    B Bank profitability challenges in euro area banks: the role of cyclical and structural factors1


    Weak profitability among euro area banks is one key risk to financial stability. This special feature examines the main drivers influencing banks’ profitability, including bank-specific, macroeconomic and structural factors. The empirical part of the special feature finds that challenges appear to be mainly of a cyclical nature, although there may also be material structural impediments to reigniting bank profitability.


    Introduction


    Weak bank profitability has been highlighted as a key risk for euro area financial stability in recent issues of the Financial Stability Review. The relevance of low bank profitability for financial stability is at least twofold. First, bank capital represents the first line of defence against unexpected shocks. Therefore, the inability of banks to build capital buffers by retaining earnings hampers their shock-absorption capacity. Second, persistently low profitability could incentivise banks to take on undue risks in order to generate higher returns, which can lead to increased financial fragility going forward.


    Looking at the main drivers of weak profitability in the euro area, it has been argued that the recent weakness of bank performance can be explained by both cyclical and structural factors, although views somewhat differ on their relative importance.2 Against this background, this special feature aims to identify the main determinants of bank profitability in the EU, with special emphasis on distinguishing between cyclical and structural factors.


    The article is structured as follows. First, some stylised facts about the profit developments of euro area banks are presented, also in comparison with US banks. Second, the article discusses the main determinants of bank profitability and, third, it presents an empirical analysis based on a large sample of EU banks. The fourth section concludes.


    Developments in bank profitability in the euro area and in non-euro area peer countries – a long-term view


    In the first decade of this century, until the 2008 financial crisis, bank profitability in the euro area, other EU countries and the United States followed broadly the same trends. A notable difference, however, was that US banks significantly outperformed EU peers in terms of return on assets (ROA) (see Chart B.1), while profitability levels were more comparable across regions when measured by return on equity (ROE) (see Chart B.2).3
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    Since 2009, however, euro area and US bank profitability has been on diverging paths, with US banks showing a rebound in bank earnings, contrasting with a more persistent weakness in bank profits in the euro area, particularly in vulnerable countries (see Chart B.2). Arguably, cyclical differences explain much of this divergence, as euro area banks’ profitability remained under pressure against a weak macroeconomic backdrop that was prolonged by the sovereign debt crisis (see Chart B.3). By contrast, US banks benefited from a more favourable macroeconomic environment, with most of the improvement in US bank profits being linked to declining loan loss provisions (see Chart B.4).
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    Focusing on euro area developments, the impact of cyclical factors on bank profitability may have also been exacerbated by other factors of a more structural nature. In fact, bank profitability remained weak in those euro area countries that did not experience a recession in 2012-13. This suggests that structural factors such as deleveraging and de-risking of balance sheets or overcapacity in certain domestic banking markets could have also hindered the recovery of euro area banks’ profitability, albeit to varying degrees across countries and individual institutions.


    Main factors influencing bank profitability


    A large body of empirical studies has investigated the role of different factors influencing bank performance. Based on these studies, determinants of bank profitability can be broadly categorised into three groups: (i) bank-specific factors, (ii)macroeconomic factors, and (iii) structural factors.


    Bank-specific factors Bank-specific determinants of profitability typically include factors controlled by bank management, such as bank size, efficiency, risk management, capital and diversification or business strategy.


    The evidence from the empirical literature investigating the impact of bank size on profitability is inconclusive. The proponents of size benefits argue that larger banks are likely to have a higher degree of product and loan diversification than smaller banks and should benefit from economies of scale, which in turn leads to higher profits.4 Other studies suggest that the size/profitability relationship may be either non-linear5 or, even if large banks are more efficient than small ones, profitability benefits derive from emulating industry best practice in terms of technology and management structure, rather than from increasing the size of the bank.6 It has also been argued that economies of scale only exist for smaller banks and that larger banks suffer from diseconomies of scale owing, for example, to agency costs, overhead costs of bureaucratic processes and other costs related to managing large banks.7


    A number of studies conclude that operational efficiency is an important driver of bank profitability. Most studies find that higher efficiency – typically measured by cost-to-income or cost-to-assets ratios – positively affects bank profitability.8


    Bank capitalisation (or capital management) is another important factor influencing profitability, according to a number of studies. Existing literature suggests that the impact of bank capital on profitability is ambiguous, although the majority of studies find a positive relationship. On the one hand, banks with higher capital ratios tend to face lower funding costs owing to lower prospective bankruptcy costs.9 On the other hand, higher capitalisation can be associated with lower risk-taking, which in turn leads to lower (expected) returns.10


    Risk management and the level of risk are among the most important bank-specific factors determining performance. Empirical evidence suggests that higher credit risk – measured by non-performing loan or provisioning ratios – is associated with lower bank profitability.11 These results reflect the fact that banks exposed to higher-risk loans incur higher loan losses, which translate into lower bank returns.


    A number of recent studies have investigated the impact of diversification on bank performance. While some studies identified a “diversification premium”, implying that banks with more diversified revenue streams are more profitable,12 others found that the higher share of non-interest income is likely to be associated with lower and/or more volatile bank profitability.13 Another view is that the impact of income diversification on profits is non-linear, i.e. diversification benefits accumulate only up to a certain degree.14


    A recent strand of research focuses on the identification of bank business models and the comparison of bank performance and risk across these business models.15 Results from these studies suggest that retail (or diversified retail) banks tend to outperform banks with other business models, such as wholesale and investment banks.


    Furthermore, some bank-level studies investigate the relationship between ownership type and bank performance, with results varying according to the geographical region and/or time period under investigation. More recent evidence for European banks suggests that mutual banks and government-owned banks exhibit lower profitability than privately-owned banks.16


    Macroeconomic factors A number of studies incorporate macroeconomic variables into the analysis in order to examine cyclical patterns in bank performance and behaviour. It is generally found that bank profitability tends to be pro-cyclical, driven in particular by the cyclical patterns in lending and other financial intermediation activities and loan loss provisions.17 First, an increase in economic activity through higher demand for bank intermediation services (including lending and securities underwriting, advisory services and trading activities) will tend to increase banks’ net interest income and income generated from fees and commissions. Second, weaker economic activity contributes to a worsening of bank asset quality and higher loan loss provisioning, thus exerting a negative influence on bank profits.


    Among other macroeconomic factors, inflation as well as the level and the term structure of interest rates are thought to have an impact on bank profitability. In particular, the slope of the yield curve is expected to positively influence bank profits via higher interest income (a wider margin) from maturity transformation activities.18 The effects may, however, differ across banks depending on their interest rate sensitivity.


    Structural factors Turning to structural factors affecting bank profitability, industry structure is the most frequently examined variable in this respect.19 Two alternative hypotheses exist on the relationship between market structure (market concentration) and bank profitability. The “structure-conduct-performance” hypothesis argues that more concentrated markets lead to collusive behaviour, giving banks the opportunity to earn monopolistic profits. By contrast, the “efficient structure” hypothesis states that the positive relationship between profitability and concentration can be driven by efficiency, in that more efficient banks gain market share and improve profitability.


    Evidence on the impact of capital market orientation on bank profitability is ambiguous.20 A possible explanation for a positive relationship could be that in a financial system geared towards more capital market financing, banks may be forced to focus more strongly on profitability objectives.21 Among other factors of a more structural nature, the supervisory regimes (i.e. the stringency with which supervisory power is applied) could also be expected to have an impact on banks’ performance. The empirical evidence is, however, ambiguous.22


    Determinants of EU banks’ profitability: an empirical assessment


    In the following, an empirical analysis is conducted to shed further light on the main determinants of EU banks’ profitability, focusing on the different factors highlighted in the previous section, namely (i) bank-specific characteristics, (ii) macroeconomic and financial conditions, and (iii) structural market features.23 The empirical analysis is based on a large sample of 98 EU banks.24 In the analysis, profitability is measured by ROA.25


    A dynamic modelling approach is adopted in order to account for the potential time persistence of profitability.26 The main feature of a dynamic panel data specification is the inclusion of the lagged dependent variable among the regressors of the estimated model:27
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    where ∆yit is the first difference of the main variable of interest (i.e. ROA) and ∆yit-1 is the first difference of the lagged dependent variable for each individual bank i at time t. Furthermore, ∆Xt is a vector (k x 1) containing the first difference additional k explanatory variables and ∆ԑit is the first difference of the zero-mean bank-specific error term. Notably, in all the estimated specifications of the model, the bank-specific variables are treated as endogenous, while the other regressors are treated as exogenous.


    More specifically, the bank-specific variables included in the model as regressors, in addition to the lag of the dependent variable, are: (i) the bank size, which captures the effect of scale efficiency and is measured as the logarithm of the bank’s total assets; (ii) equity over total assets as a proxy for the solvency position; (iii) loan loss provisions over total loans as a proxy for credit risk; (iv) loan growth28; (v) a measure of cost efficiency defined as operating expenses over total assets; (vi) the retail ratio defined as the ratio of customer deposits plus net customer loans over total assets29; and (vii) a measure of income diversification, defined as the share of non-interest income over total revenue. The latter two variables are used as proxies for the bank’s business model.


    The macroeconomic variables included in the model as independent variables are: (i)real GDP growth, (ii) the inflation rate, and (iii) the credit extended by the banking system to the private sector as a ratio to GDP.


    As regards the structural indicators, two variables capturing the degree of concentration of each country’s banking sector are included: (i) the Herfindahl index30, and (ii) the top-five bank concentration (CR5) index, defined as the market share of the top five institutions in terms of assets. Furthermore, an indicator of the official supervisory power, sourced from Barth, Caprio and Levine,31 is also included. This indicator measures the extent to which official supervisory authorities have the authority to take specific actions to prevent and correct problems.


    Finally, time dummies are also included among the explanatory variables to ensure the absence of correlation across banks in their idiosyncratic error terms.


    Table B.1 shows the regression results for six different specifications based on the explanatory variables discussed above. Throughout the different specifications, all the estimated coefficients display the expected signs when significant.
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    It is found that the lagged dependent variable is not a significant regressor, which suggests only weak persistence of profitability over time. This result could be driven by the marked decline in ROA experienced by European banks in recent years owing, in particular, to the headwinds stemming from the financial crisis.


    Bank size is found to be negatively and significantly related to banks’ returns, suggesting that larger institutions over the sample period have been less profitable. This could be explained by the more complex and, thus, more costly structure often characteristic of larger banks.32


    Furthermore, the results indicate that, on average, a higher capital ratio is positively and significantly associated with higher profitability. This could reflect the fact that well-capitalised banks have more room for manoeuvre to seek profit opportunities.


    Not surprisingly, an increase in the ratio of operating expenses over total assets tends to be negatively related to bank profitability.


    The estimated coefficient of the retail ratio, which is meant to assess the relative importance of banks’ retail business activities, is generally positive and significant. This seems to suggest that more traditional banks tend to have higher returns on assets. This is also corroborated by the fact that the share of non-interest income over total revenue has a negative sign, in line with the results from Stiroh.33 Therefore, greater reliance on non-interest income in general seems to be associated with comparatively weaker bank profitability. This finding could be especially driven by the income generated by risky, highly volatile and unreliable trading activities that for some banks represent a primary source of non-interest income.34


    Loan growth is positively and significantly related to ROA, suggesting that, all other things being equal, an expansion of the loan book might create new business opportunities for banks and, thus, be associated with higher incomes.


    Loan loss provisions are negatively and significantly related to banks’ profitability. This negative relationship might be explained by the fact that worsening asset quality is accompanied by rising forgone interest and costs of provisions. Hence, banks might enhance their profitability by strengthening their risk management policies and, in particular, by enhancing their screening and monitoring of credit risk.


    As regards macroeconomic variables, while the inflation rate is not significant, both real GDP growth and the credit extended by the banking system to the private sector over GDP are positively and significantly related to banks’ ROA.


    As regards the banking sector structural factors, both concentration indexes exhibit a positive and significant relationship with ROA. This finding suggests that in a highly concentrated banking system, banks are either more efficient or in a better position to exploit their market power to operate with higher intermediation margins and thus obtain higher returns.


    Finally, the estimated coefficient of the official supervisory power indicator has a positive sign. While the coefficient is not statistically significant (at the 10% probability level), this may nevertheless indicate that more stringent supervision improves bank performance, possibly reflecting stronger incentives for good risk management and more adequate capital buffers.35


    Chart B.5 displays a decomposition of the average contribution of the different explanatory factors to bank profitability over time.36 It can be observed that, until 2008, banking factors were the most important contributors to the evolution of ROA, while macroeconomic factors were also important and mostly made a positive contribution to bank profit generation. From 2009 onwards, however, the developments in bank profits seem to have been mainly driven by macroeconomic factors together with unobserved “other” factors37 that likely reflect the extraordinary losses and rises in funding costs resulting from the financial and sovereign debt crises.
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    One way of using the empirical analysis to assess EU banks’ low profitability levels observed in recent years is to measure how the indicators of the identified bank profitability determinants stand at the current juncture compared with their historical averages.


    In this respect, Chart B.6 illustrates that, from a historical perspective, the main factors currently suppressing European banks’ profitability are of a cyclical nature. Indeed, compared with their historical averages, GDP growth is currently very low and, at an aggregate level, loan growth is subdued and loan loss provisions are historically high. At the same time, other bank-specific determinants and structural indicators are broadly in line with their historical averages.
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    Following a similar approach, the presented analysis may contribute to improving the understanding of European banks underperformance compared with their international peers.


    This is explored in Chart B.7, which shows the current indicators of bank profitability determinants in Europe as compared with the United States.38 It can be seen that cyclical indicators in Europe are substantially less conducive to bank profit generation than in the United States. As regards the less cyclical indicators, the picture is more mixed. While, on average, US banks are better capitalised (on a leverage ratio basis) and operate with a higher retail ratio than their EU peers, their operating expense ratios are slightly higher and their dependence on non-interest income is also somewhat more pronounced than in Europe. Bank size and concentration indices are broadly similar, on average, in the two regions.
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    Concluding remarks


    This article has provided evidence that European banks’ profitability is determined by a confluence of factors, including bank-specific characteristics, macroeconomic factors and structural market features.


    However, the main challenges that EU banks face in terms of their profit generation capacity appear to be mostly of a cyclical nature, although there may also be some material bank-specific and structural impediments. At the same time, some of the recent policy initiatives at the European level, such as the banking union, which is already well advanced, as well as the initiatives to foster a capital markets union in the EU, may help to alleviate a number of both cyclical and structural factors currently depressing bank profits.
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    C Resolving the legacy of non-performing exposures in euro area banks1


    The weight of non-performing exposures (NPEs) on the balance sheets of European banks is a cause for concern for policy-makers; yet resolving the issue presents a number of challenges. This special feature presents an overview of the scale of the NPE problem, highlights several operational aspects that are critical for effectively resolving the problem, and outlines the merits of various resolution strategies.


    Introduction


    Financial crises or prolonged economic contractions often trigger a rapid and substantial increase in non-performing exposures (NPEs) on banks’ balance sheets, as asset valuations decrease and borrowers become unable to service their debt. In the European context, macro-financial stresses over recent years have resulted in a significant stock of NPEs: the 130 largest euro area banks held close to €900 billion of impaired assets at the end of 2013. More recent data, though not comparable across countries, indicate that the figure has risen since then.


    A number of different approaches are available to address the NPE problem and these are presented here. Strategies vary between on- and off-balance sheet approaches, with the former involving the internal workout of NPEs by the banks concerned, supported by regulatory guidance on provisioning, loan restructuring and the protection of borrowers, whereas the latter may involve outright sales to private investors, or a centralised workout, possibly by a government-sponsored asset management company. Regardless of the approach, the legal and judicial frameworks must be conducive to the swift and efficient resolution of NPEs.


    The resolution of systemic NPE problems requires a comprehensive strategy, encompassing necessary improvements in the operational environment and the selection of appropriate resolution strategies. Recent experience shows that tailored approaches, based on a thorough understanding of the country-specific dimensions of the NPE problem and driven as much as possible by the private sector, are the most effective means to tackling system-wide surges in NPEs. Depending on the prevailing circumstances, it may be that the state’s role is best confined to contributing to an operational environment that facilitates NPE resolution, although in other cases, greater intervention may be warranted.


    Non-performing exposures in the euro area banking sector


    The measurement of NPEs in Europe has long suffered from a lack of harmonisation and transparency. Prior to the financial crisis, there was no single, harmonised EU-wide definition of NPEs. In addition, banks could use loopholes in existing national definitions to conceal forbearance. As a result, policy-makers and external stakeholders alike faced difficulties in trying to establish a true picture of credit quality in EU banks, both within and across jurisdictions.


    The European Banking Authority (EBA) has only recently adopted a common definition of an NPE, which fully harmonises the disclosure of such exposures, including, in particular, forborne exposures.2 The ECB’s 2014 comprehensive assessment used a simplified version of the EBA’s NPE definition and found that – following adjustments made to the classification of loans in the course of that exercise – significant euro area banks held NPEs totalling €879 billion at the end of 2013, equivalent to about 9% of euro area GDP.3 These aggregate results mask, however, considerable heterogeneity across euro area countries: NPEs as a share of total banking sector assets range from 4% to 57% across national banking sectors (see Chart C.1).
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    High shares of NPEs constitute a serious macroprudential problem and are likely to have far-reaching macroeconomic consequences. First, a large stock of NPEs indicates that households and non-financial firms are excessively indebted and impaired, which may depress consumption and investment, and thus delay economic recovery. Second, scarce resources in the banking sector, capital, funding, as well as operational capacity, are absorbed by legacy assets and cannot be deployed to support new viable investment projects. This, in turn, may lengthen the period of subdued economic activity, further aggravating the NPE problem for the banking sector and the economy as a whole.


    Key aspects of the operational environment for NPE resolution


    A supportive operational environment is a necessary precondition for effective NPE resolution. This environment is rather complex, involving a large number of stakeholders, including banks, supervisors, various ministries, consumer protection authorities, as well as non-governmental bodies, such as banking associations.


    The operational environment tends to be quite country-specific. Generally speaking, however, it will normally encompass a number of key “building blocks”, the two most important of which are reviewed below.4


    Legal framework and efficient judicial system A key aspect of the operational environment needed for successful NPE resolution is an effective legal framework and judicial system. Experience shows that these systems are often unable to cope efficiently with a substantial increase in the number of defaulting credits and may thus represent a major impediment for efficient NPE resolution.


    For corporate NPEs, insolvency legislation in many euro area countries tends to emphasise liquidation rather than the restructuring of viable businesses. Moreover, corporate bankruptcy procedures are usually very protracted, which render the rehabilitation of viable distressed debtors less likely and can destroy the value of a company’s assets. Voluntary, out-of-court workout frameworks, based on the consent of a binding majority of creditors, can thus in many cases offer a useful alternative to lengthy judicial procedures, court backlogs and a lack of experienced insolvency judges and practitioners. Moreover, the implementation of fast-track judicial procedures is a necessary addition to support the functioning of out-of-court workout frameworks.


    With respect to household NPEs, an effective personal insolvency regime is important, so that the right incentives are provided for debtors and the number of judicial procedures is minimised. The insolvency regime should enable banks to foreclose on NPE collateral within a reasonable timeframe, while remaining cognisant of social considerations and providing cooperative borrowers with restructuring alternatives. Out-of-court dispute resolution mechanisms, consumer protection initiatives and debt counselling programmes can enhance the fairness and accessibility of the process. These are important in order to ensure that the political appetite for resolving less socially-sensitive NPE portfolios is not undermined.


    Support from the sovereign Another important aspect influencing the operational environment for NPE resolution is the willingness and ability of the sovereign to support the process. Fiscal limitations often play an important role here. Countries experiencing protracted economic downturns may lack the fiscal space to recapitalise their banking systems should the capital losses arising from NPE resolution exceed the available buffers.5


    There are also important political and legal constraints to the support that the sovereign can render to the banking sector. Besides possible national limitations, which tend to be linked to political considerations, the EU state aid framework restricts a state’s ability to provide support for the NPE resolution process. The requirements of the Bank Recovery and Resolution Directive (BRRD) may make state support less attractive for certain portions of the banking sector.


    Ensuring a supportive operational environment for NPE resolution is a key role for the state, regardless of the specific nature of the NPE problem. Where circumstances allow, this should be the extent of the sovereign support and private sector solutions should dominate. However, in some cases, the role of the sovereign may be broader, encompassing capital support.


    Different approaches to tackle the NPE problem


    The various available approaches to tackle NPEs can be categorised as either on-balance-sheet or off-balance-sheet resolution, although both types of approach may be usefully employed in parallel. In the former, the risk related to future recoveries remains with the originating bank. In the latter, the bulk of the risk may be transferred to another entity.


    On-balance-sheet approaches A priori, the resolution of NPEs is a normal part of the banking business. Nonetheless, banks are usually not well prepared for widespread, systemic deteriorations in credit quality and typically lack the necessary capacity and expertise when confronted with a large-scale problem. As a result, investments in human resources, organisational processes and information systems are needed to develop or upgrade in-house capacities. Practice from euro area countries suggests that it can take up to three years to implement sufficiently strong improvements in banks’ internal workout capacity for dealing with systemic NPE problems. This highlights the importance of reacting quickly to a growing NPE problem and of implementing pre-impairment monitoring. Moreover, achieving sufficiently strong enhancements in workout capacity often requires a considerable push from the competent authorities to avoid widespread and excessive forbearance.


    An appropriate starting point for enhancing internal workout processes is a diagnostic exercise for NPE-related operations, to determine which areas need improvement and which measures should be prioritised. Banks can conduct such an exercise on their own initiative or they may need to be incentivised by the competent authorities to do so. Following up on such an exercise, banks should develop clear quantitative objectives, or “key performance indicators”, including both operational variables (e.g. staffing indicators or case numbers) and financial variables (e.g. default rates or migration rates from performing to non-performing loan categories).


    Competent authorities may provide guidelines on the specific tools and strategies employed by the banks. Such guidelines should not be overly prescriptive. However, they should also not give leeway for excessive forbearance. Meaningful portfolio segmentation of the NPE stock should normally be part of the requirements, given that specific solutions should always be tailored to individual portfolios. Solutions should also be tailored to the duration of arrears. From the very early stage of arrears, decision-making should be based on a viability assessment of the borrower, to minimise the risk that forbearance be extended to non-viable entities, which should instead be swiftly resolved.


    Competent authorities may also want to provide clear and appropriate guidance on the minimum expected degree of conservatism in NPE provisioning and the prudent recognition of losses. This pertains, in particular, to assumptions regarding collateral valuation, timing of recovery cash flows and discount rates. While such guidance may initially increase the capital needs of banks with large NPE stocks, it has a number of important benefits. First, it helps to prevent “extend and pretend” approaches by banks and the negative macroeconomic consequence of forbearance at a systemic level. Second, it provides buffers for sustainable loan restructuring and, third, it helps to restore market confidence in banks’ financial reporting, which in turn may reduce banks’ funding costs and facilitate capital increases, if needed.6


    If on-balance-sheet solutions are dominant and large exposures are left on the balance sheets of originating banks, there may be a need for coordination of actions among lenders. Otherwise, incentives for lenders are often misaligned owing to differences in collateralisation and seniority of their exposures, which may lead to very different recovery rates for the same borrower. Without such coordination, a minority of creditors may block a sustainable solution leading to socially suboptimal outcomes.


    There are two options to overcome these kinds of “coordination failure”: (i) privately-led coordination; and (ii) public sector-led coordination, which can both ensure that banks’ collective incentives are better aligned and ensure a proactive approach. Ideally, the privately-led approach, which can involve a banking association or a third party as a hub supporting negotiations between creditors and debtors, should be applied.


    On-balance-sheet approaches to NPE resolution can be supported by partial risk transfer, either to the private sector (e.g. synthetic securitisations) or to the public sector (e.g. asset protection schemes). In such cases, part of the tail risk is transferred to a third party. However, the bank remains responsible for servicing the NPEs and for the resulting losses up to a given threshold.


    Off-balance-sheet approaches Off-balance-sheet approaches, using various means of asset separation, have been shown to be an effective policy response to a build-up of NPEs under specific conditions. Asset separation may be achieved with public sector support, through the provision of guarantees, for example, or by private means, in its simplest form, through the direct sale of assets.


    Asset management companies7, often referred to as “bad banks”, have, in numerous cases, been established to manage assets that were removed from banks’ balance sheets. Historically, asset management companies were established to manage assets that remained in the case of a bank failure (a single bank case) or to address system-wide, but asset-class-specific, distress. In recent years, examples of the latter include the NAMA in Ireland and SAREB in Spain, both established to deal with legacy assets arising from distress among commercial real estate assets, as well as BAMC in Slovenia, which was established to deal with impaired corporate loans.


    While it remains premature to draw lessons from these relatively recent experiences, in particular for BAMC, the track record of these asset management companies, combined with the outcomes of other historical examples, suggests that they can be an effective means for dealing with particular types of NPE. Through the separation of assets, participating banks’ funding and liquidity conditions can be improved, concerns around asset quality can be ameliorated to a large extent, coordination problems can be resolved, and the feedback loop that may have emerged between funding and solvency problems can be reversed. In addition, participating banks’ operational capacity is relieved.


    Since 2009 the ECB has published a number of documents outlining some relevant criteria for consideration in asset separation and the establishment of asset management companies.8 In particular, asset management companies may be desirable where market prices and collateral values are depressed; where banks have lost access to funding markets; where banks lack the capacity to manage NPEs on the balance sheet; where economies of scale can be achieved by pursuing an off-balance-sheet approach; where credit origination may be improved by asset separation; and, finally, where adverse incentives are at play, affecting banks’ willingness to pursue creditors. Transparent and clear eligibility criteria for the selection of assets for separation must be laid down, in advance and in accordance with the policy objective. In addition, the asset management company must have reasonable prospects of being effective in working out the NPEs. This implies that it must have sufficient legal empowerments to foreclose on loan assets and to seize underlying collateral. It must also be able to quickly obtain all relevant information concerning the creditor and the collateral.


    An important constraint in the establishment of asset management companies is the European state aid conditionality9, as revised in August 2013, and the associated provisions of the BRRD, which became effective in January 2015. They come into play when transfer prices of assets are set at the long-term economic value of the assets, which is higher than the estimated market value of assets. According to these rules, banks benefiting from state aid support are in principle required to bail in shareholders and subordinated creditors. These conditions, designed to reduce the risk that taxpayers’ money is used to support the financial sector through burden-sharing with private creditors of troubled banks, effectively limit the role of asset management companies to periods of acute crisis and effectively deny banks and national authorities the potential to harness the available benefits of such schemes outside such a context.


    An alternative off-balance-sheet approach for dealing with NPEs is the direct sale of assets onto a “secondary” NPE market, where specialised investors may provide the necessary know-how and capital to facilitate the resolution of at least some types of NPE. If, however, specific asset classes are systemically impaired, for example in the aftermath of a housing bubble, asset sales become more challenging. It may not be possible to avoid fire sales and banks’ management may be unwilling or unable to realise the significant capital losses that are associated with sales at fire-sale prices.


    Investor interest in distressed assets usually increases once the prospects for economic recovery become clear and uncertainty about the long-term value of assets subsides. Besides these economic considerations, the acquisition of NPE portfolios by specialised investors is often held back by legal and regulatory impediments, which authorities should review as part of the NPE resolution process. Possible impediments in this respect may include rules for the transfer of credit contracts, licensing requirements for the type of companies involved and targeted tax (dis)incentives. Therefore, measures to support the development of an NPE market are of the utmost importance, in order to support the direct sale of selected NPE portfolios.


    Towards a comprehensive strategy for NPE resolution


    The resolution of systemic NPE problems requires a comprehensive strategy, encompassing the necessary improvements in the operational environment and the selection of the appropriate approaches to be employed. While the impediments in the operational environment have to be removed before an effective NPE resolution process can get underway, the work on the identification, selection and implementation of approaches must start in parallel.


    The identification of the best NPE resolution approaches requires a thorough understanding of: (i) current NPE resolution solutions applied and their effectiveness; (ii)the characteristics of NPE portfolios; (iii) the condition of distressed debtors; and (iv)the condition of lenders and their capacity to absorb future losses. In order to reach that understanding, a wide range of “non-standard” information may be needed, e.g. an external review of banks’ internal workout practices and a system-wide asset quality review and stress test, to remove possible uncertainty about point-in-time and forward-looking asset values.


    More specifically, a range of factors need to be considered before deciding on how to implement the favoured approaches. The most important determining factors include the following.


    •The composition and heterogeneity of NPE portfolios. This is important when deciding between on- and off-balance-sheet approaches. If NPEs are concentrated in a specific asset class and include large ticket non-core assets, and a high proportion of debtors has become gone concern, so that recoveries would be made mainly from assets, an off-balance-sheet solution (e.g. an asset management company) may be most appropriate. Conversely, if NPEs are very heterogeneous, carving out NPEs may not be the optimal solution. Moreover, large stocks of SME and retail NPEs are typically better addressed using on-balance-sheet solutions.


    •The state of the real estate market. This may be a big impediment in the resolution of NPEs, preventing the large-scale liquidation of collateral in a systemic crisis. A depressed real estate market has a strong impact on the bid-ask spread in the pricing of NPEs collateralised with real estate, which in turn increases the capital cost of NPE disposals and reduces the incentives of banks to do so voluntarily.


    •Consumer protection and social issues. These aspects play an important role in the resolution of owner-occupied real estate. Moreover, if not properly addressed, social concerns may be used to prevent a successful NPE workout, even for portfolios that are not normally considered to be socially sensitive.


    •The level of concentration in the banking system and the size of individual institutions. This is an important determinant for the effectiveness of coordination among banks and whether the banks can build sufficient internal capacity to resolve NPEs. In more concentrated banking sectors with relatively large institutions, it tends to be easier to work out NPEs internally. That said, a significant presence of common/interconnected borrowers may favour centralised, off-balance-sheet solutions, as the pooling of debt increases the negotiation power vis-à-vis the debtor. An important factor for dealing with common borrowers and ensuring a coordinated NPE resolution process is the presence of a strong and competent central coordination entity.


    •The availability of private capital for the establishment of off-balance-sheet solutions. The absence of private capital makes the establishment of an asset management company more problematic: first, owing to the fiscal impact of a fully publicly-owned off-balance-sheet scheme; second, owing to possible governance concerns associated with a fully state-controlled asset management company; and third, owing to the possible complications arising from EU state aid rules and the BRRD.


    •Moral hazard. This is a very delicate issue in the NPE resolution process. In situations where more drastic restructuring solutions may be considered (e.g.partial debt forgiveness), banks face a material risk of performing exposures being contaminated as well. This implies, first, a need to apply such solutions only very selectively and with clear and stringent eligibility requirements. Second, banks could reduce the risk of contagion by implementing an organisational separation of performing and non-performing portfolios.


    Ultimately, the decision about the best-suited NPE resolution approach (i.e.on- or off-balance-sheet approach, single approach only or combination of approaches, private sector only or with public sector involvement) will depend on the size and complexity of the NPE problem, which in turn tends to be related to the origin of the financial crisis in the country concerned (e.g. a burst real estate bubble versus a prolonged recession).


    A combination of different solutions, driven as much as possible by the private sector, may be the most appropriate approach. First, a multi-pronged approach appears better suited to deal with the multifaceted nature of the NPE problem in most countries. Second, it minimises the fiscal costs, the moral hazard problems that may be associated with substantial state involvement, and the additional complexity arising from EU state aid rules and the BRRD. This general guidance notwithstanding, the complexity and heterogeneity of the NPE problem across euro area countries will normally call for tailored, country-specific solutions.


    Irrespective of the selected approaches to deal with systemic NPE problems, strengthening the banks’ internal workout capacity is always highly advisable. First, there will always be NPE segments that are better dealt with within banks, rather than being carved out, e.g. owner-occupied real estate. Second, strengthening internal bank NPE resolution capacity helps to prevent new episodes of systemic NPE formation, as banks will be able to act at an earlier stage of the NPE build-up process and provide solutions before the default. In this respect, improvements in the strategies, processes and tools to deal with early arrears are as important as the tools to deal with more long-term arrears that are usually a consequence of a prolonged crisis period.
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        8 ECB, Guiding principles for bank asset support schemes, February 2009; and O’Brien, E. and Wezel, T., “Asset support schemes in the euro area”, Financial Stability Review, May 2013.

      


      
        9 Pricing of NPEs and underlying collateral is often challenging in a distressed environment due to the illiquidity of the asset markets and heightened economic uncertainty. Asset prices are therefore lower than the long-term economic value of the assets. The transfer at market prices would crystallise the losses and therefore may not be desirable from a macroprudential perspective. In any event, the transfer pricing methodology, used in the absence of prices derived from a liquid market, may give the authorities some discretion to reduce the negative impact of the asset transfers on the participating institutions.

      

    

  


  
    Box 1


    
      
        	
          Accommodative monetary policy and euro area financial stability

        
      

    


    


    Amid concerns that inflation would remain too low for a prolonged period, implying risks to medium-term price stability, the ECB’s Governing Council has implemented a number of monetary policy measures since June 2014 to provide further monetary policy accommodation to the euro area economy.1 Most recently, in March 2015 the expanded asset purchase programme (APP) was launched encompassing a set of euro-denominated investment-grade public sector securities. In addition, the expanded APP integrates the existing purchase programmes for asset-backed securities (ABSPP) and covered bonds (CBPP3) that were launched in autumn 2014. Under this expanded programme, which is intended to be carried out at least until the end of September 2016, the combined monthly purchases will amount to €60 billion per month or €1,140 billion in total. As there had been market expectations for some time of a purchase programme and because its size exceeded expectations, it has already produced a substantial easing of broad financial conditions, which is expected to support price stability and foster financial stability in the euro area. At the same time, unintended side effects on financial stability cannot be ruled out as very accommodative monetary conditions stimulate not only economic risk-taking – as intended – but may also lead to excessive financial risk-taking. It should be borne in mind that the prices of financial assets traded across borders are affected not only by the ECB’s monetary policy stance, but also by global monetary conditions, which have remained very accommodative for some years now, as reflected e.g. in central bank balance sheet sizes (see Chart A) and general reductions in market interest rates. In this environment, financial stability has to be monitored closely to inform the potential activation of macroprudential policy instruments best suited to addressing in a targeted manner associated risks specific to particular countries, sectors or institutions.
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    From the viewpoint of the main prevailing risks for financial stability, a lack of ECB monetary policy action would have been detrimental not only to the maintenance of price stability, but also to the safeguarding of financial stability in the euro area. Not taking additional action could have triggered a further reduction of inflation expectations with a direct impact on real interest rates, thus leading to an unwarranted tightening of financial conditions and ultimately lower nominal growth. In this sense, the ECB’s expanded APP should be beneficial for financial stability in the euro area. First, in pursuit of price stability, the further easing of the monetary policy stance strengthens aggregate demand via improved confidence and lower real interest rates, increasing capacity utilisation and supporting money and credit growth. Second, it also helps to alleviate the real debt burdens of households, firms and governments, which otherwise could have been subject to adverse debt dynamics with ramifications for financial stability.2 In addition, rising asset prices improve the net worth of firms and households, enhancing borrowers’ creditworthiness and thereby providing scope for banks to further ease their credit standards without endangering financial stability. Lastly, the ECB’s monetary policy measures provide additional funding cost relief for banks via targeted longer-term refinancing operations (TLTROs) and a reduction in long-term government bond yields, which are the basis for the pricing of a large variety of assets and loan contracts. This will support banks’ essential financial intermediation function for the real economy.


    Notwithstanding these financial stability benefits, an accommodative monetary policy stance geared towards maintaining price stability can, in principle, lead to potential risks to financial stability that supervision and macroprudential policy have to address.3 For example, the direct reduction in interest rates of asset classes purchased by the Eurosystem and other asset classes indirectly affected via portfolio rebalancing activities boosts asset and collateral values, by increasing the net present value of future cash flows, as well as income and profits. This fact provides the potential for increased risk tolerance or reduced levels of risk perception and would be reflected in lower risk premia and lower volatility. Greater appetite for risk in the presence of abundantly available liquidity may have the potential to push certain asset prices to values that are not justified by their fundamental values, a development that could be amplified by herding behaviour of investors in an environment of over-optimistic beliefs. Notably, in the residential property sector, which has been at the heart of many previous episodes of financial distress, such developments would be accompanied by strong credit growth. Therefore, there is a need to monitor risk-taking behaviour and specifically asset price growth that is accompanied by increased leverage as such developments could amplify the risk of an abrupt asset price correction. If such developments were to be widespread, they would lead to instability in the financial system, thereby hampering monetary policy transmission and ultimately price stability.
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    To date, broad-based risks stemming from excessive risk-taking or asset price developments are contained in the euro area. Estimates of financial cycle sub-components generally provide additional evidence for that assessment (see Chart B), though financial asset prices in some countries appear to have been drifting away from historical norms at the end of 2014. Most notably, the credit cycle component (see Chart B, panel a) estimated for the euro area and euro area countries does not support the view of a credit-driven asset price boom. All countries experience cyclical real credit growth rates below their long-term average, but in a number of euro area countries credit growth has started to recover even if remaining below its long-term value. These developments are also confirmed by the growth rates for loans to the non-financial private sector, notably mortgage lending, and are reflected in the cyclical component of real residential property prices (see Chart B, panel b). With regard to financial asset prices, equity prices are in an upswing phase of the cycle (see Chart B, panel c), but are still close to associated long-run values, while long-term real interest rates have come down further and appear to be below long-run values in almost all euro area countries (see Chart B, panel d).


    With financial cycles and business cycles not always synchronised across countries in the euro area, the price stability-oriented monetary policy stance influencing all sectors of the euro area economy needs to be complemented by policy measures that can be used in a targeted manner to address country, sector or institution-specific systemic risks. Macroprudential policy, comprising a set of granular measures in this vein, provides the most appropriate instruments for staving off risks to financial stability and containing systemic risks to support monetary policy that is clearly focused on fulfilling its price stability mandate. This requires close monitoring not only of asset markets, but also of regulated financial institutions (i.e. banks, insurance corporations and pension funds) and the less regulated non-bank financial sector, as well as broader financial developments in the non-financial private sector. Indeed, since the beginning of 2014 a number of macroprudential policy instruments have been implemented in euro area countries, including the activation of capital instruments available under the Capital Requirements Directive IV and the Capital Requirements Regulation, as well as other instruments available under national legislation, such as loan-to-value limits. Notably, a number of these measures address the property sector – for example, in terms of adjustments to the risk weights applicable to property lending, as well as loan-to-value and loan-to-income limits.


    All in all, while the recent further substantial easing of the monetary policy stance may contribute to financial stability in the euro area by increasing nominal growth, any potential for unintended adverse ramifications requires close monitoring. However, to date, such unintended consequences appear to be contained for the euro area as a whole. Any possible emergence of major side-effects in specific sectors and countries would call for the activation of macroprudential policy instruments, as monetary policy retains a necessary focus on maintaining price stability.


    
      
        1 For details, see the Overview section of Economic Bulletin, Issue 2/2015, ECB.

      


      
        2 See the box entitled “Financial stability challenges posed by very low rates of consumer price inflation”, Financial Stability Review, ECB, May 2014.

      


      
        3 For theoretical arguments, see Borio, C. and Zhu, H., “Capital regulation, risk-taking and monetary policy: A missing link in the transmission mechanism?”, Journal of Financial Stability, Vol. 8, 2012, pp. 236-251. Empirical evidence is provided in e.g. Altunbas, Y., Gambacorta, L. and Marqués-Ibáñez, D., “Do bank characteristics influence the effect of monetary policy on bank risk?”, Working Paper Series, No 1427, ECB, 2012 and references therein.
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    Box 2


    
      
        	
          Lower oil prices and their implications for financial stability in the euro area

        
      

    


    


    The oil market has seen an upheaval since mid-2014, exhibiting a more than 50% peak-to-trough drop in prices (see Chart A). Despite a relatively benign global volatility environment and some recovery since early 2015, going forward, prices are likely to remain below the highs observed after the 2009 recovery, in particular given the supply and price elasticity of North American unconventional oil. The net impact on the global economy, including the euro area, is expected to be beneficial on average given positive growth effects, but its distribution will be clearly asymmetric between oil-exporting and oil-importing economies1 (see Chart B). Oil-exporting emerging economies seem particularly vulnerable given less diversified economic structures and high oil dependency, notwithstanding varying levels of fiscal space and reserves to cope with related challenges. In this environment, the direct linkages of euro area banks require monitoring from a financial stability perspective. Such linkages comprise the exposure, investment and ownership channels, including petrodollar flows in the form of debt and/or equity funding.
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    On the assets side of euro area bank balance sheets, BIS data suggest a rather modest and manageable exposure to oil-exporting emerging economies. Nonetheless, the variability across country-specific exposures is evident and can lead to the emergence of pockets of localised risk. Under a tail-risk scenario, these pockets of risk could be amplified by broader shifts in investor sentiment, with spillovers across emerging markets and a negative feedback loop with the world economy, and could implicitly affect euro area financial stability. That said, euro area banks’ claims on the world’s major oil-exporting emerging economies amounted on average to some 2.5% of their total foreign claims as at end-2014, with Portugal and Austria having the largest relative exposures. These countries were the most exposed also relative to their GDP (see Chart C). The countries to which euro area banks are exposed the most are Russia, Saudi Arabia and the United Arab Emirates.
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    Similarly, euro area banks’ direct exposure to the oil and gas sector appears to be relatively small and concentrated in a few institutions. Zooming in on the syndicated loan market, euro area banks arrange about one-fifth of the USD 1.8 trillion global syndicated loan market for oil and gas (about half of the share of North American banks). French banks (BNP Paribas, Crédit Agricole and Société Générale), followed by Deutsche Bank and ING, appear to be the most active in absolute terms. However, the level of exposure concentration seems limited, with the share of oil and gas in total syndicated loan commitments exceeding 15% only for ABN AMRO, Natixis and BBVA (see Chart D). The regional distribution of oil and gas borrowers appears almost equally divided between the Americas (50%) and Europe, the Middle East and Africa (44%).
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    On the liabilities side of euro area bank balance sheets, investment risks may emerge to the extent that petrodollars represent a source of funding (see Chart E). In the event of limited alternative funding sources (e.g. wholesale), decelerating petrodollar inflows or even potential outflows could result in balance sheet pressures which, in turn, could trigger asset divestments and downward pressure on prices. Ownership risks may arise via the equity stakes of investors from oil-exporting economies (often sovereign wealth funds) in euro area banks (see Table A). Notwithstanding the generally long-term nature of this type of investment, divestments may be triggered by a prolonged period of low oil prices and the related need for a major rebalancing in home countries.
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    All in all, the direct transmission channels of lower oil prices to euro area banks would suggest only limited associated challenges to euro area financial stability. Nevertheless, country and sector-specific exposure concentrations as well as banks’ funding profiles should be monitored carefully, especially as any related vulnerabilities can be amplified by indirect effects stemming from a fragile global growth environment, policy asymmetries in advanced economies and geopolitical tensions.


    
      
        1 According to the US Energy Information Administration, the world’s largest net oil-exporting emerging economies in 2013 with exports of more than 1,000 barrels a day were, in descending order, Saudi Arabia, Russia, the United Arab Emirates, Kuwait, Iraq, Nigeria, Venezuela, Qatar, Angola, Kazakhstan, Algeria and Iran.
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          Statistical valuation metrics for residential property markets

        
      

    


    


    Misaligned asset prices are among the key root causes of financial instability. This pertains particularly to residential property assets upon which the bulk of bank lending is secured. However, measures of the degree of house price misalignments from fundamentals are surrounded by a high degree of uncertainty. This reflects the challenge of adequately capturing the complex interaction of housing, rental and mortgage markets, as well as data constraints and measurement issues. In a cross-country setting, the challenge of identifying misalignments is made all the more difficult by the substantial heterogeneity in structural market characteristics across countries. Commonly used metrics are two statistical-based indicators, the house price-to-rent and house price-to-income indicators. This box assesses the usefulness of these statistical indicators when applied across euro area countries.


    House price valuation metrics can provide useful information and a means of benchmarking developments against historical norms. In a cross-country setting, they can also provide a comparative framework for assessing imbalances in housing markets. From the policy perspective, such metrics entail a consistent benchmark to indicate whether further in-depth analysis is warranted at the country level at which point fuller cognisance can be taken of country specificities. Commonly used cross-country housing valuation metrics for this purpose can be broken down into two broad strands.


    The first strand comprises statistical indicators and is the main focus of this box. This includes an indicator that relates house prices to rents based on an arbitrage assumption. Accordingly, if house prices rise beyond what is justified by fundamentals then households will postpone purchasing a house and rent instead, thereby producing downward pressure on house prices. The validity of this assumption rests on households having a viable alternative in the rental market. The extent to which this holds differs across euro area countries and largely depends on the scale and composition of national rental and owner-occupied markets. While on average rental markets only account for about 30% of the overall euro area housing sector, this differs considerably across countries (see ChartA). Further complicating this, rents may not always be set at market rates given considerable regulation of the sector. Last but not least, the house price-to-rent indicator typically assumes a constant long-term average, but there may be important structural breaks arising from policy changes. For these reasons, the house price-to-rent indicator, although commonly used as a benchmark for house price valuation, may not be a reliable metric for assessing valuations in some euro area countries.
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    Another statistical indicator relates house prices to income. Similar to the house price-to-rent ratio, such indicators are generally related to their long-term average. If the ratio lies above its long-term average, prospective buyers may find purchasing a home, and servicing the associated debt, more difficult, which should reduce demand and lead to downward pressures on house prices. Given a strong prevalence of mortgage financing, such indicators are often transformed into “affordability” measures, which are adjusted to reflect the prevailing average interest rate on bank loans for house purchase.


    The affordability ratio can be adjusted for interest rate developments in a number of ways. An interest rate variable, derived from a standard annuity formula, can be incorporated directly into the affordability ratio1. Alternatively, house prices can be regressed on income and mortgage interest rates and the residuals can be taken as the valuation estimates. To allow for the non-linear effect of interest rates on housing demand, the regression equation could be supplemented by a quadratic polynomial on interest rates. By way of illustration, house prices in the euro area as a whole appear moderately undervalued in 2014 when interest rates are taken on board (either by an annuity-based or a regression-based approach) rather than broadly in line with fundamentals as suggested by the basic house price-to-income indicator (see Chart B).


    A separate strand relates house prices to a broader set of fundamental driving factors through multivariate regression analysis. While relating house prices to rents and incomes offers intuitive appeal and ease of construction, such measures might fail to capture important fundamental factors, notably those relating to the supply side of the housing market. In addition, given the symbiosis between housing and mortgage markets, developments in mortgage credit to households should be jointly modelled with house prices. That said, the fundamental factors themselves may be fragile. This is especially relevant in the case of mortgage credit2, as an assessment of misalignments in house prices can only be meaningfully arrived at if allowances are also made for misalignments in mortgage credit. Further issues include the impact of structural breaks arising from, for instance, substantial changes to mortgage interest tax deductibility.
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    The three strands of metrics evaluated in this box form the basis of valuation assessments, both for the euro area and at the country level. The house price-to-rent and house price-to-income indicators offer simplicity, transparency and ease of computation, but given the numerous caveats attached to these indicators they may give an unduly distorted picture of the state-of-play regarding house prices in some countries. Thus, it may be preferable to place greater reliance on model-based approaches that take into account a wider set of fundamental factors. Work is under way to devise an analytical toolkit to address these issues, with the aim of rolling out further valuation metrics later this year.


    
      
        1 The ratio is constructed as follows: r/(1-(1+r)^(-T))*(house price index)/(income index) where T is the mortgage term and r is the nominal mortgage interest rate. Typically, a mortgage term of 20 years and a fixed mortgage interest rate are assumed. The interest rate-adjusted affordability indicator is then calculated as the deviation in percentage terms of the ratio from its long-term average.

      


      
        2 Muellbauer, J., “When is a housing market overheated enough to threaten stability?”, Discussion Paper Series, No 623, Department of Economics, University of Oxford, 2012.
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          Commonality of bid-ask spreads in euro area bond markets

        
      

    


    


    Low secondary market liquidity and the potential for it to evaporate across market segments during periods of stress represent sources of systemic risk. In an environment of low liquidity, market shocks are amplified and propagated at a faster rate. While many measures indicate that global market liquidity is abundant on aggregate, its distribution within the financial system is not uniform. Broad liquidity measures for secondary fixed income markets indicate a deterioration in conditions (see Section2.2). This development, alongside reports from large banks of reduced confidence in their ability to act as market-makers during stressed periods, raises concerns regarding the potential for liquidity to evaporate precisely at the moment when it is needed most.1 One means of measuring the propensity for systemic liquidity stress is to separate bond market liquidity into elements common across all market segments (such as investors’ risk perception and appetite for risk or general financial conditions) and elements that are largely idiosyncratic. This box analyses common factors of bid-ask spreads in euro area bond markets, thereby focusing on one particular aspect of liquidity, notably the “tightness” dimension.2


    More specifically, a principal component analysis applied to normalised bid-ask spreads across a number of euro area market segments, including large vulnerable (Spanish and Italian) and non-vulnerable (German, French and Dutch) sovereign and corporate bond markets, provides two striking results. First, two factors explain roughly 80% of the variation in bid-ask spreads across all market segments over the past decade (see ChartA). Second, the importance of these factors in driving liquidity conditions shifts from calm periods to periods of market distress (see ChartsA and B). It appears that correlations of individual market segments and the common factors display characteristic patterns (see ChartB). One factor is positively correlated with all market segments, but it moves from the second principal component during the pre-crisis period (StageI) to the first principal component at the onset of the global financial crisis (StageII). Another factor mirroring the first displays opposing correlations with different segments, also changing over time; it moves from the first to the second principal component.3
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    A possible way of explaining this predominant factor which drives liquidity conditions across markets in the same direction is to relate it to risk aversion. Before the onset of the global financial crisis, the explanatory power of this possible “risk aversion” factor – as reflected by the second principal component in Stage I – was relatively low (20-30%). It strengthened and is captured by the first principal component from the onset of the global financial crisis (StageII onwards). At the height of the financial crisis – when risk aversion measures reached unprecedented levels following the collapse of Lehman Brothers – the factor explained over 90% of the variation in bid-ask spread movements across euro area markets. Its explanatory power was also elevated (above 80%) during the euro area sovereign debt crisis, peaking in the first half of 2012, a period during which the yields on ten-year Spanish and Italian government bonds rose to exceptionally high levels. More recently, the percentage of variation in bid-ask spread movements explained by a risk aversion factor rose sharply (to over 70%) in the second half of 2014, a period of increasing global uncertainty amid rising geopolitical tensions, concerns regarding Greece, and sharp adjustments in US Treasury and foreign exchange markets. However, the explanatory power of this factor has fallen to its lowest level since the global financial crisis emerged.


    Mirroring this development, the explanatory power of another factor, possibly associated with risk-seeking affected market liquidity predominantly before the onset of the global financial crisis, has declined in recent years; it seems to have moved from the first (StageI) to the second (StagesII to V) principal component. Since the onset of the global crisis, bid-ask spreads for sovereign markets, when compared with financial and non-financial corporates, appear to be inversely related to this factor, suggesting that a rebalancing of portfolios affected market liquidity. During the sovereign debt crisis (StageIV), this rebalancing channel was concentrated mainly on non-vulnerable sovereigns and non-financial corporations from vulnerable markets. Financial institutions and vulnerable sovereigns were only marginally correlated with this factor throughout the sovereign debt crisis. More recently (StageV), this factor starts to correlate more strongly with non-financials from non-vulnerable markets and has become stronger in explaining liquidity conditions (see ChartA).


    Altogether, the analysis depicts strong commonality in forces driving the “tightness” dimension of liquidity across euro area secondary bond markets, with the two predominant factors possibly related to risk aversion and risk-seeking. In light of recent shifts in the main factors, it can be argued that risk-seeking may play a greater role in determining market liquidity amid a lower propensity for risk aversion to affect all markets simultaneously. Not least since risk-seeking is shown to be important for only a few market segments, pockets of illiquidity have become more likely. Thus, there is a key need to monitor the fragmentation of liquidity in bond markets, also given that bond yields in many segments are well below historical norms and banks report declining confidence in their ability to act as market-makers.


    
      
        1 See, e.g., “Market-making and proprietary trading: industry trends, drivers and policy implications”, CGFS Papers, No 52, Committee on the Global Financial System, 2014.

      


      
        2 For a definition of the different dimensions of liquidity, see Kyle, A., “Continuous auctions and insider trading”, Econometrica, Vol. 53, 1985, pp. 1315-1335.

      


      
        3 It should be noted that the analysis considers non-overlapping sample periods, suggesting that the interpretation of principal components may change over time.
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          Measuring the cost of bank equity in the euro area

        
      

    


    


    Adequately capturing the cost of bank equity is key for regulators, supervisors and banks given the fundamental role of equity in banks’ capital structures. At the same time, the cost of equity cannot be directly observed and must be inferred from a combination of market prices and expectations of future cash flows. Indeed, measuring the rate of return investors expect from an investment in bank equity is not straightforward given difficulties in estimating future cash flows and assumptions about the retention of earnings; a high degree of uncertainty is therefore intrinsic to any estimate of the cost of equity, irrespective of the methodology employed.1


    One means of inferring the cost of bank equity is by combining insights from the capital asset pricing model and the dividend discount model (CAPM and DDM respectively). Such an approach can be applied to a portfolio of large and listed euro area banks, by imputing the equity risk premium for the whole equity market via the DDM and by projecting this onto individual banks via their respective CAPM beta, thus yielding bank-specific equity risk premia.2


    The (time-varying) equity risk premium is computed using a two-stage version of the DDM. Dividend growth in the first period is derived from the Institutional Brokers’ Estimate System (I/B/E/S), assuming that dividends are a constant fraction of earnings. In the second period, dividend growth converges to the long-term growth expectations for the whole economy over a period of ten years.3


    Next, bank-specific betas are estimated through the CAPM where the “market portfolio” is proxied by the EURO STOXX index. The choice of using the euro area market as the pricing factor in the CAPM is motivated by the (virtual) absence of currency risk and the low cross-border transaction costs that characterise the currency union. Betas are estimated with standard linear regression, on short rolling windows of one year of daily data.4


    According to model estimates, the beta for the portfolio of listed banks was fairly stable between 2000 and the first half of 2007, ranging between 1.0 and 1.2. Since the eruption of the financial crisis, the quantity of risk carried by bank shares (i.e. banks’ beta) constantly increased until it reached 1.7 in the second half of 2012. Consequently, banks’ equity premia (orange area in Chart A representing a “beta-amplified” version of the market equity premium) became the main driver of the cost of equity after the crisis, while the risk-free rate continued to drop. The real risk-free rate, which has recently turned negative, contributed to keeping the real and nominal cost of equity subdued in the most recent period. In the last part of the sample, banks’ equity premia declined, possibly as a reflection of banks’ deleveraging processes. Results for most individual banks currently lie within the 8% to 10% range, i.e. broadly in line with estimates from surveys of financial sector practitioners (ChartB).5
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    Diverging national developments in the cost of bank equity can be gauged by applying the CAPM to national portfolios of listed banks, weighting each bank by its market capitalisation. Prior to the global financial crisis, the banking sectors of the largest four euro area economies enjoyed similar levels of cost of equity. Following the peak observed after the collapse of Lehman Brothers in November 2008, the cost of equity diverged along country lines (ChartC), displaying considerable fragmentation in recent years. While signs of a gradual reversal to pre-crisis levels can be observed, it is hard to predict where a stable resting point for banks’ cost of equity will lie. To the extent that reductions in bank leverage can contribute to containing bank risk and reducing the cost of equity, less-leveraged institutions may experience cheaper equity market access. Nevertheless, in the face of low banking sector profitability and limited progress in leverage ratios (see Chart3.12), developments in the cost of bank equity continue to require close monitoring in terms of financial stability.
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        1 “Valuing stock markets and the equity risk premium”, Monthly Bulletin, ECB, November 2008.

      


      
        2 The portfolio includes 33 euro area banks included in the EURO STOXX index. These banks account for approximately 55% of euro area banks’ total assets and 85% of those of listed banks.

      


      
        3 Fuller, R.J. and Hsia, C., “A simplified common stock valuation model”, Financial Analysts Journal, Vol. 40, No 5, 1984, pp. 49-56. In this model, H = 5, the number of years for which “abnormal” growth rate forecasts are available as reported in the I/B/E/S database. Within ten years, the forecasted growth rate of earnings transits smoothly to the forecasted long-term growth rate (of GDP) as reported by Consensus Economics forecasts.

      


      
        4 Fama, E. and MacBeth, J., “Risk, Return, and Equilibrium: Empirical Tests”, Journal of Political Economy, Vol. 81, No 3, 1973, pp. 607-636.

      


      
        5 The majority of respondents to the latest EBA risk assessment questionnaire (December 2014) reported cost of equity estimates in the range of 8-10%, while they reported a 10-12% range in all previous waves. These ranges, presented in Chart B as black squares, embrace a large part of the cross-sectional distribution of our estimates for individual banks.
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          Evaluating the drivers of forbearance and underprovisioning

        
      

    


    


    Forbearance (or the renegotiation of a loan contract in the event that a borrower fails, or is likely to fail, to fulfil its obligations) is not captured on balance sheets and is therefore not straightforward to measure. It is closely related to underprovisioning, which – alongside forbearance – also includes insufficient provisioning for declared non-performing exposures (NPEs) as a main element.


    The ECB’s comprehensive assessment contributed to highlighting possible pockets of forbearance and underprovisioning. The results of the comprehensive assessment can be used as proxy variables for these concepts, to the extent that changes to NPEs act as a suitable proxy for forbearance, and the adjustments to loan loss provisions (LLPs) can be a measure of underprovisioning.1 ChartA illustrates the connection between these two concepts.
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    Regression analysis using these two measures as endogenous variables can provide an insight into the main drivers of forbearance and underprovisioning. The regression analysis has to take into account specific features of these variables, namely potentially clustered deviations at the country level (via clustered standard errors) and truncation of the endogenous variables.2 The analysis is conducted on variables normalised by bank size to make the measures comparable across banks.


    The explanatory variables can be grouped as macroeconomic variables, indicators for the quality of banking supervision, measures of collateral valuation, balance sheet-based measures of bank profitability, balance sheet-based measures of bank weakness and market-based measures of bank weakness. Using this categorisation, the variables are aligned with commonly suspected drivers of underprovisioning and forbearance. While the endogenous variables were published in October 2014, the explanatory variables are lagged, referring to end of 2013 for balance sheet data, averages from 2011 to 2013 for macro-economic data and averages over 2013 for market based data.


    ChartsB, C and D illustrate the correlations between some of the explanatory variables with the highest univariate explanatory powers and the endogenous variables. High sovereign yields indicate weak backstops and a bad business environment for banks. Credit default swap (CDS) spreads reflect market perceptions of banks’ weakness, while the impaired loan ratio is a key measure of the quality of the banks’ loan books based on balance sheet information.
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    Multivariate regression analysis3 confirms these relationships, revealing both their statistical and economic significance and robustness against different specifications. Overall, the empirical results suggest that weak macroeconomic conditions, moral hazard, a low valuation of collateral and individual bank weakness are the key drivers of forbearance and underprovisioning.


    Putting these results in a financial stability context, forbearance may be warranted for individual counterparties in the event of temporary liquidity-related problems. But it is not appropriate if: (i)it is used to deal with structural issues such as credit-related problems; or (ii)it becomes systemic, as widespread use entails externalities in the form of adverse selection. Likewise, underprovisioning can avoid excessive pro-cyclicality of capital requirements in a downturn; however, if widespread, it contributes to balance sheet opaqueness and ultimately undermines confidence in the banking sector as a whole. The findings here can provide guidance on where to expect pockets of forbearance and underprovisioning, based on publicly available information.


    
      
        1 While the changes to NPEs and forbearance also include the results of the harmonisation of non-performing loan definitions, the asset quality review (AQR) adjustment to LLPs captures precisely the underprovisioning in European banks.

      


      
        2 The AQR adjustment to LLPs is taken to be non-negative and the adjustments to NPEs can also assume negative values. Therefore, Tobit methodology is used instead of ordinary least squares in the regressions involving the AQR adjustment to LLPs.

      


      
        3 The results of a detailed empirical analysis can be found in Homar, T., Kick, H. and Salleo, C., “What drives forbearance? Evidence from the ECB’s comprehensive assessment”, Working Paper Series, ECB (forthcoming).
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          Synthetic leverage in the investment fund sector

        
      

    


    


    Excessive leverage is a key contributor to systemic stress. At the same time, measuring leverage has become more complex as financial innovation has given rise to contingent commitments not being captured ex ante by traditional leverage ratios. Such “synthetic leverage” can stem from derivative instruments or securities financing transactions that create exposures contingent on the future value of an underlying asset, which becomes evident, for instance, when a derivative position’s value moves strongly, potentially creating a profit or loss.


    For the banking sector, concern relates to whether leverage embedded in derivative positions is adequately captured in capital ratios and whether regulatory arbitrage is possible by creating leverage synthetically. However, synthetic leverage is also relevant for the investment fund sector, which is subject to a different set of prudential rules. While solvency concerns in this sector are less prevalent due to a broad equity investor base, synthetic leverage can still play a role in fuelling liquidity spirals given pro-cyclical margining1 and collateralisation practices. Moreover, as most sizeable asset management companies in Europe are owned by banks,2 i.e. providing services or products to investment funds, synthetic leverage may play a role in amplifying shocks and transmitting them to the wider financial system.


    A common way to capture synthetic leverage is by calculating cash-equivalent portfolios.3 Estimates of the market value of that equivalent portfolio are set in relation to the equity position to gauge synthetic leverage incurred. An important factor for calculating cash-equivalent portfolios is the calculation of exposures taking into account relevant netting sets. The definition of these is not trivial as many contracts differ in maturity, coupons or other contractual details. Some assets entering the netting sets may not be perfectly correlated; others potentially offset each other but have differing counterparty exposures.


    The key regulations that govern leverage in the investment fund sector in the European Union are (i)the Undertakings for Collective Investment in Transferable Securities (UCITS) Directive and (ii)the Alternative Investment Fund Managers Directive (AIFMD). Under the UCITS Directive, funds have to comply with strict limits on leverage. Depending on the type of investment strategy, UCITS have to use a different method and comply with the limits applicable to that method.4 For basic investment strategies, UCITS should use the “commitment approach” under which derivatives exposures are converted into equivalent positions. The resulting “global exposure” comprises equivalent positions after netting and reinvested cash collateral. Global exposure must not exceed the fund’s total net asset value (NAV).5 For more complex investment strategies, UCITS should use the value at risk (VaR) and again, depending on the type of investment strategy, different types of VaR and limits should be used. UCITS are further limited in the amount they can borrow, i.e. with a limit of up to 10% of their assets on a temporary basis.6
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    Whereas the UCITS Directive limits the use of leverage, the AIFMD does not set any hard limits. Under the AIFMD, asset managers have to report the leverage of the funds they manage according to the commitment approach and the “gross method”, which use slightly different definitions of leverage than the methods applied under the UCITS Directive.7 The AIFMD also foresees the possibility for national authorities to impose limits on the leverage employed by an AIFM under its jurisdiction.8


    An illustration of how funds’ perceived risk exposures can vary for a given portfolio is depicted in the chart above, depending on which of the reporting methods is used. The first panel relates to the UCITS Directive, which limits a fund’s balance sheet leverage by restricting the amount of debt it can hold. The second panel considers cash-equivalent portfolios under the commitment approach. The commitment approach allows for the netting and hedging of equivalent derivative positions with opposite directions, making it a less conservative measure of leverage. The VaR approach9 in the third panel captures a different dimension of synthetic leverage, notably the volatility in portfolio values it creates. Limits may or may not be stricter depending on the volatility of the underlying assets. The last panel shows the gross method, for which netting and hedging are not allowed, making it a more conservative calculation of leverage.


    While these qualitative indications suggest that the amount of leverage could be a larger concern than balance sheet leverage and cash-equivalent reporting suggest, remaining data gaps prevent a definitive quantification of prospective financial stability risks. Although reporting obligations provide information on effective leverage, data on leverage in the investment fund sector are not yet readily available in the official statistics and are not collected with a view to monitoring systemic risks.10 This suggests scope for a more systematic collection of statistical data on exposures and synthetic leverage in the investment fund sector, not least given the rapidly growing importance of this sector in the euro area.


    
      
        1 The risks arising from pro-cyclicality in margining and haircut practices are described in detail in “The role of margin requirements and haircuts in procyclicality”, CGFS Papers, No 36, Committee on the Global Financial System, March 2010.

      


      
        2 See Box 2 entitled “Structural and systemic risk features of euro area investment funds” in Financial Stability Review, ECB, November 2014.

      


      
        3 See Breuer, P., “Measuring off-balance-sheet leverage”, Journal of Banking and Finance, Vol. 26 (2-3), 2002, pp. 223-242.

      


      
        4 The methods for calculating leverage are set out in the implementing Directive 2010/43/EU and further detailed in “CESR’s Guidelines on Risk Measurement and Calculation of Global Exposure and Counterparty Risk for UCITS”, 28 July 2010.

      


      
        5 This limit is set out in Article 51(3) of the UCITS Directive, 2009/65/EC.

      


      
        6 This limit is set out in Article 83 of the UCITS Directive, 2009/65/EC.

      


      
        7 The methods for calculating leverage under the AIFMD are set out in Directive 2011/61/EU and further detailed in the supplementing Regulation (EU) No 231/2013.

      


      
        8 ESMA can issue advice to national authorities on measures that it believes should be taken, such as the imposition of leverage limits.

      


      
        9 Depending on the type of investment strategy, different types of VaR and limits should be used. Under one option, funds reporting absolute VaR need to comply with a maximum VaR limit of 20% of their NAV, calculated over a one-month holding period at a 99% confidence interval. UCITS funds may further opt to report relative VaR, where the maximum VaR needs to be less than twice the VaR of the reference portfolio.

      


      
        10 Information collected by competent authorities at the national level can be shared with other EU authorities, such as ESMA or the ESRB. Moreover, EMIR establishes a comprehensive reporting regime for derivative transactions and positions, from which, in principle, the funds’ derivatives exposures can be derived and used for monitoring purposes.


        Return to text

      

    

  


  
    Box8


    
      
        	
          Measuring the propagation of macro-financial shocks at the level of individual euro area financial institutions

        
      

    


    


    The global financial crisis has highlighted that impaired financial institutions can significantly propagate aggregate or institution-specific stress to the overall economy. With financial contagion a key conduit of these impacts, data at the individual firm level are crucial to account for both cross-firm and macro-financial linkages. While traditional stress-testing methods offer considerable insights into these interdependencies, their findings can be complemented by the use of reduced-form models that exploit past empirical regularities. One such framework, drawing on the infinite-dimensional vector autoregressive (IVAR) framework of Chudik and Pesaran, includes both firm-level risk indicators and a global set of macroeconomic variables.1 This approach offers a means of linking firm-level default probabilities to aggregate international macro-financial variables.


    Firm-level dynamics during the crisis suggest a strong role for heterogeneity. On aggregate, default probabilities tended to peak towards the end of 2008 during the period following the Lehman Brothers bankruptcy (see ChartA).2 At the same time, some firms experienced stronger distress during the euro area sovereign tensions in early 2012, while other firms showed high stress episodes in the early 2000s.
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    Building on this evidence, the international transmission of shocks can be assessed within the global IVAR framework of Al-Haschimi et al. through the lens of two simulations: (i)a simulated decline in US equity prices by 20% (which is close to the decline in stock prices observed following the Lehman Brothers bankruptcy); and (ii)the impact of a shock to the default probabilities of global systemically important financial institutions (G-SIFIs) – each presented in turn below.


    Results from the first simulation suggest that a 20% decline in US equity prices has a strong international spillover effect on the euro area economy and financial institutions. Euro area equity prices decline and the shock to US equities also affects real variables, with euro area industrial production declining by 3.4% after one year and remaining 4.2% below the level reached without the shock after five years (see ChartB). Importantly, the adverse financial shock in the United States has sizeable spillover effects on euro area financial institutions, albeit with marked heterogeneity among the responses across firms. A negative shock to equity prices in the United States has an adverse impact on the default probabilities of euro area financial firms that is of an economically significant magnitude when considering recent historical episodes such as the financial crisis (see ChartC). Moreover, the results show that the model can capture significant spillovers between financial firms, as the transmission of the macro-financial shocks to the financial institutions is amplified by the cross-firm linkages.
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    The second simulation suggests that a shock to the default probabilities of the euro area GSIFIs yields significant and heterogeneous impacts on other institutions (see ChartD). There is a positive and statistically significant spillover of firm-level distress from the G-SIFIs to the majority of – typically larger – financial institutions. By contrast, some smaller firms lack statistically significant responses in their default probabilities.3 Notably, the median responses of some of the largest non-G-SIFI financial institutions are of a similar order of magnitude to the responses of the G-SIFIs themselves, while other financial firms experience a much more muted spillover or contagion effects from the distress of G-SIFIs. This points to the importance of using firm-level data to capture essential differences in institution-specific responses to financial stress.
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    All in all, these applications of the methodology suggest heterogeneous impacts of common shocks, as do the applications to systemically important institutions. An analysis of firm-level data is essential in this regard, as assessments using aggregate banking sector-level indicators fail to differentiate between the varied impacts of both common and idiosyncratic shocks. With such firm-specific risk, the considerable granularity in the current macroprudential toolkit appears well suited to assessing financial stability risks, with a capacity to strengthen the resilience of the financial system accordingly.


    
      
        1 See Chudik, A. and Pesaran, H., “Infinite dimensional VARs and factor models”, Journal of Econometrics, Vol. 163, 2011, pp. 4-22, and Al-Haschimi, A., Dées, S., di Mauro, F. and Jančoková, M., “Linking distress of financial institutions to macro-financial shocks”, Working Paper Series, No 1749, ECB, 2014.

      


      
        2 Due to the lack of harmonised bankruptcy data, the exercise presented here is based on 12-monthahead default probability measures obtained from the Kamakura Corporation for 35 euro area financial firms (banks and insurance companies). Altogether, the firms selected capture more than three-quarters of all assets in the Kamakura database for financial firms in the eight largest euro area countries.

      


      
        3 Note that in ChartD, the responses of the largest 25 firms are shown to improve readability. The impulse responses of the remaining ten smallest firms all have positive peak median responses, but about half are not statistically significant. This is likely due to smaller financial institutions being relatively more affected by local shocks, which are not explicitly modelled in this framework (for full results, see Al-Haschimi et al., loc. cit., 2014).
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Chart 1.19
Risks related to household balance sheets remain at
elevated levels...

Households’ distance to distress in the euro area
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Notes: A lower reading for distance to distress indicates higher credit risk. The chart
shows the median, minimum, maximum and interquartie distribution across 11 euro
area counties 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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Chart B.5
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Chart C.1
NPEs in individual countries
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Notes: The NPE ratio was aggregated from bank-level data using total exposures to
retail and corporate customers as weights. AQR stands for asset quality review.
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Chart 3.20

Subordinated debt issuance remains strong, driven by
banks’ efforts to adapt to new regulatory requirements
and strong investor demand
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Chart 8.2.2
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Chart 3
Marked fall in bond yields during the recent phase of
monetary easing
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Chart 1.8
Swiss franc exposures are sizeable in some EU
countries, suggesting heightened credit risk
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Chart S.3.25
Investment distribution for a sample of large euro area
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Chart 3.1
Euro area bank profitability remains below that of
international peers...
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Chart 8.1.2
Actual and forecast unemployment rates
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Chart S.2.4
Spreads between interbank rates and overnight
indexed swap rates
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Quarterly changes in gross external debt
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Chart B
Persistent low oil prices may challenge the
macro-fiscal stability of major oil exporters
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Chart 3.14
... with SME loan books accounting for most defaulted
exposures, in particular in vulnerable countries

Share of defaulted exposures per type of credit exposure

(end-2013; percentage of total exposures ; median, 10th and 90th percente and
interquartil range distrbution across SBGs)

Vulnerable countries Other countries.

Source: EBA
Note: Specialised lending includes project financing, commercial real estate loans and
other forms of asset-based finance (e.g. shipping loans).





OEBPS/Images/21505.jpg
Chart 3.35
Rising share of investment funds in euro area bond
markets
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Chart 8.3.7
Net loan impairment charges for euro area significant
banking groups
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Sources: SNL Financial and ECB calculations.
Note: Includes publily available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis.
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Chart 1.21
Corporate balance sheet risks remain lower than during
the euro area sovereign debt crisis
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Notes: A lower reading for distance to distress indicates higher credit risk. The chart
shows the median, minimum, maximum and interquartie distribution across 11 euro
area counties 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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ChartA.8
Shadow banks pose challenges for the efficient
conduct of macroprudential policy
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Sources: EBA, ECB.
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pension funds. The reference period is the first quarter of 2014.
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Chart 1.1
Economic sentiment has improved considerably in the
euro area since the beginning of 2015...
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Sources: Eurostat and European Commission.
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Chart 7
Still substantial gap between euro area banks’ cost of
equity and the return on equity

Cost of equity (COE) and return on equity (ROE) for a large
sample of listed euro area banks

(Q11999 - Q4 2014, percentages)
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e median ROE e median COE
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Sources: Bloomberg, Thomson Reuters Datastream, Consensus Economics and ECB
calculations,
Note: Based on the sample of 33 euro area banks included in the EURO STOXX index.
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Chart 3.21
Deposit growth has picked up since mid-2014, while
wholesale funding continued to decline...

Twelve-month flows in main liabilities of the euro area
banking sector

(2010 - Mar. 2015; EUR billions)

s Eurosystem funding

s foreign deposits
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s wholesale funding (euro area)
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Source: ECB
Note: Excludes retained deals and govemnment-guaranteed issuance.
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Chart 3.29
. with lower rated bond exposures increasing

Bond investments of selected large euro area insurers split
by rating category

(2011-2014; percentage of total investment portfolio; weighted averages)
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Sources: JPMorgan Cazenove, individual institutions’ financial reports and ECB.
calculations.
Note: Based on available data for 15 large euro area insurers and reinsurers.
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Chart S.1.6
Current account balances in selected external surplus
and deficit economies

(1997 - 2020; USD billons)
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Source: IMF World Economic Outiook.
Notes: Ol exporters refers to the OPEC countries, Indonesia, Norway and Russia.
Figures for 2015 to 2020 are forecasts.
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Chart $.3.12
Leverage ratios for euro area significant banking
groups

(2011 -Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups.
@ median for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.

Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Leverage is defined as the ratio of shareholders’ equity to tofal assets.
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Chart 3.30

Sovereign exposures remain high, with increases in
debt issued by emerging market economies and
vulnerable euro area countries

Geographical split of the government bond holdings of
selected large euro area insurers

(2011-2014; EUR bilions)
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Sources: JPMorgan Cazenove, individual institutions’ financial reports and ECB
calculations.

Notes: Vulnerable countries are Spain, Italy, Portugal, Greece and Ireland. Non-
vulnerable countries are Germany, France, Belgium, Netherlands and Luxembourg
Based on available data for 15 large euro area insurers and reinsurers.
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Chart 3.39
Securitisation activity in the euro area still subdued

Quarterly transaction volume by sector of the originated loan
(Q12010 - Q4 2014; EUR billions)
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Sources: ECB and ECB calculations.
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Chart 3.11
... with capital increases showing a higher contribution
than risk-weighted assets changes in 2014

Contribution of changes in capital and risk-weighted assets
to phased-in common equity Tier 1 capital ratios

(2012-2014; percentage points)
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Sources: SNL Financial and ECB calculations.
Notes: Based on publicly available data on SBGs. Changes in risk-weighted assets are
shown with negative sign. ie. a deciine in risk-weighted asset indicates a positive
contribution to the capital ratios.
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Chart
Leverage can be higher than what headline ratios suggest

Reporting options, exposure limits and synthetic leverage in investment funds
(arrows reflect perceived risk exposures for a given portfolio under different reporting options)
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Notes:
1) Under the UCITS Directive, a fund may not borrow more than 10% of its assets on a temporary basis.

2) Under the UCITS Directive, global exposure after netting may not be higher than the fund's net asset value (NAV).

3) Maximum potential loss for a confidence interval, assuming a certain probabiy distrbution for historical observations.

) Sum of gross exposures, i.e. portfolio equivalents for derivatives, excluding cash; metric to be reported under the UCITS Directive and the AIFMD.
5) Maximum potential loss over a 20-day period at a 99% confidence interval; restrictions apply to UCITS.

6) Other limits may be binding, including counterparty exposure for UCITS.
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Chart 1.14
...but developments at the country level are fairly
heterogeneous

Changes in public debt levels across the euro area
(2014-2016; percentage points of GDP)
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Source: European Commission's spring 2015 forecast
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Chart 1.22
Interest payment burdens of households and non-
financial corporations have touched record lows

Interest payment burden of the euro area non-financial
private sector

(Q112007 - Q4 2014; four-quarter moving sums; percentages)

e it interest payments-to-gross operating surplus ratio of non-financial
corporations (left-hand scale)

e grOss interest payments-to-gross operating surpius ratio of non-financial
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(left-hand scale)
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Sources: ECB and Eurostat
Note: Based on ESA 2010 standards.
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Chart $.2.15
Value of securities settled by CSDs and ICSDs

(2013; EUR tilions; settiement in all currencies)
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Source: ECB.
Note: See notes of Chart $.2.14.
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Chart $.3.20
Issuance of syndicated loans and bonds by euro area
banks

(Q12004 - Q1 2015; EUR billons)
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Sources: Dealogic DCM Analytics and Loan Analytics and ECB calculations.
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Chart 3.27

Despite the challenging environment, market-based
indicators suggest a stable outlook for euro area
insurers

Earnings per share of selected euro area insurers and real
GDP growth

(@12002-2016)

actual eamings per share (EUR)

real GDP growth (percentage change per annum)

= eamings per share forecast for 2015 and 2016 (EUR)
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Sources: ECB, Thomson Reuters and ECB calculations.
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ChartE

Increasing, but still relatively low importance of
oil exporters as a funding source for euro area
banks

BIS reporting banks’ liabilities to major oil-exporting
emerging markets

(Q12000- Q4 2014; USD billons, percentages)
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Source: BIS.

Notes: Liabiities comprise loans and deposits. Gulf countries include
Kuwait,Iraq, Iran, Qatar, the United Arab Emirates and Saudi Arabia
Afican countries comprise Algeria, Angola and Nigeria, while the
Commonwealth of Independent States (CIS) and Latin American countries
cover Russia and Kazakhstan as well as Venezuela, respectively.
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Chart 5
Non-performing loans broadly stable in the majority of
euro area countries...

Return on equity (ROE), non-performing loans (NPLs) and
GDP growth in non-vulnerable countries
(2006-2014; annual percentage changes (GDP); median NPLs as a share of total oans,
median ROE)

— NPLS (lefthand scale)
ROE (efthand scale)
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Sources: SNL Financial, Eurostat and ECB calculations.
Note: Euro area countries excluding Spain, tal, Portugal, Greece, Cyprus and
Slovenia.
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Chart B.7

The importance of cyclical developments for EU bank
profitability is confirmed when comparing it with that of
their US peers

Current state of EU banks’ profitability determinants against
their US peers (US measures normalised to 100)

(end-2013; ratios and percentages)

——— EU banks 2013 size ()
US banks 2013 300 "
CRs(y 250 equity ratio (+)
200

LLP over total
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real GDP
arowth (+)

foan growth (+)

mvelszﬁ)mon ineficiency ()

retail ratio (+)

Sources: Bloomberg, Eurostat, SNL Financial and ECB calculations.
Notes: The US-based indicators have been normalised to 100. Current values of the
EU-based indicators are measured in terms of deviations from the US indicators. 24
large US banks are considered.





OEBPS/Images/14077.jpg
Chart1.3

Improving economic growth prospects in the euro area,
but developments continue to diverge both within the
euro area and across advanced economies

Evolution of forecasts for real GDP growth in the euro area
and selected other advanced economies for 2015

(Jan. 2014 ~ May 2015; percentage change per annum, minimur-maximum range)
——cunarea
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—— Japan
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Sources: Consensus Econorics and ECB calculations.

Note: The chart shows the minimum, maximum, median and interquartie distrbution
across the 11 euro area countries surveyed by Consensus Economics (Austria,
Belgium, Finland, France, Germany, Greece, Ireland, ltaly, the Nethertands, Portugal
and Spain).
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Chart A3
Foreign subsidiaries exhibit the greatest amount of
activity in the smaller EU countries

Foreign subsidiaries’ total assets as a percentage of GDP

Source: EBA
Note: Based on 2013 transparency exercise with EEA counterparties.
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Chart $.2.13
Volumes and values of foreign exchange trades settled
via the Continuous Linked Settlement Bank

(Jan. 2004 - Apr. 2015; volumes and values)

——  volume of transactions (thousands, left-hand scale)
* value of transactions (bilions equivalent, right-hand scale)
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Source: ECB.
Notes: The Continuous Linked Settiement Bank (CLS) s a global financial market
infrastructure which offers payment-versus-payment (PvP) settlement of foreign
‘exchange (FX) transactions. Each PvP transaction consists of two legs. The figures
‘above count only one leg per transaction. CLS transactions are estimated to cover
‘about 60% of the global FX trading activiy.
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Chart $.1.17
Changes in residential property prices

(Q11999 - Q4 2014; annual percentage changes)
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‘Sources: National data and ECB calculations.

Notes: The target defintin for residentia property prices i total dwelings (whole
country),but there are national diflerences. The hatched/shaded areas indicate the
minimum-maximum and interquartil ranges across euro area countries. Euro area
data efer to the Euro 19.
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Chart S.2.12
Payments settled by the large-value payment systems
TARGET2 and EURO1

(Jan. 2004 - Mar. 2015; volumes and values)
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Source: ECB.
Notes: TARGET2 is the reaktime gross settlement system for the euro. TARGET2 is
operated i central bank money by the Eurosystem. TARGET2 is the biggest large-
value payment system (LVPS) operating in euro. The EBA CLEARING Company’s
EURO1 is a euro-denominated net settiement system owned by private banks, which
settles the final positions of its participants via TARGET2 at the end o the day. EURO1
is the second-biggest LVPS operating in euro.
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Chart 10
Slow deleveraging in the corporate sector

Paths for corporate debt ratios during banking crises and
average cycles in 20 advanced economies

(percentage of nominal GDP)

= = = = systemic crises = = = = “average” cycle
——— curo area (current) ———— United States (current)

885838
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Sources: Eurostat, European Commission, IMFF and ECB

Notes: In order to ensure cross-country comparability, figures are shown on a fully
consolidated basis. Accordingly, corporate debt includes loans net of intra-sectoral
loans, debt securities and pension reserves. The dashed dark biue line shows the
average profile of corporate debt ratios during five systemic banking crises in advanced
economies: Spain in 1977, Norway in 1987, Finland in 1991, Sweden in 1991 and
Japan in 1992. In each case, the period T represents the peak in GDP growth. The
dashed yellow line shows the mean path for debt ratios across cycles in 20 advanced
econormies as from the 1970s. The shaded grey area shows the interquartile range of
those “normal” cycles. For the euro area and the United States, T represents the peaks
in GDP growth in the first quarter of 2008.
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Chart $.1.3
Citigroup Economic Surprise Index

(1 Jan. 2008 - 15 May 2015)
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Source: Bloomberg.

Note: A positive reading of the index suggests that economic releases have,
on balance, been more positive than consensus expectations.
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Chart 3.9
. but write-off ratios still indicate only moderate
progress in resolving problem assets

Write-off rates on loans of euro area monetary financial
institutions to the non-financial private sector

(Jan. 2007 - Mar. 2015; percentages)
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Source: ECB.
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Chart 3.43
Relatively modest impact on CET1 capital ratios under
the baseline scenario

Average contribution of changes in profits, loan losses and
risk-weighted assets to the CET1 capital ratios of euro area
LCBGs under the baseline scenario
(percentage of CET1 capital ratio and percentage point contribution)
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Sources: Individual institutions’ financial reports, EBA, ECB and ECB calculations.
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Chart B
Liquidity-driving forces shift from calm periods
to periods of market distress

Correlations of first and second principal
components with normalised bid-ask spreads

(correlations)
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Sources: iBoxx and ECB calculations.
Notes: Stage | refers to the pre-crisis period from January 2004 to May
2007; Stage l refers to the period from June 2007 to mic-March 2009;
Stage Il refers to the period from mid-March 2009 to November 2009;
Stage IV refers to the period from December 2009 to July 2012 and
Stage V refers to the period from August 2012 to February 2015.
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Chart 8.3.5
Actual and forecast earnings per share for euro area
significant banking groups

(Q12008- Q3 2015 EUR)
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‘Sources: SNL Financial and ECB calculations.
Note: The shaded area indicates the interquartile ranges across the diluted earings
per share of selected significant banking groups in the euro area.
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Chart $.1.15
Changes in credit standards for residential mortgage
loans

(Q12003 - Q2 2015; percentages)

= euro area (loans to households for house purchase)
United States (allresidential mortgage loans)

— — United States (prime residential mortgage loans)
——  United States (non-traditional residential mortgage loans)
= = United Kingdom (secured credit to households)
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‘Sources: ECB, Federal Reserve System and Bank of England.
Notes: Weighted net percentage of banks contributing to the ightening of standards over
the past three months. Data for the United Kingdorn refer to the net percentage balances
for secured credit availabilty to households and are weighted according to the market
share of the participating lenders. Data are only avalable from the second quarter of
2007 and have been inverted for the purpose of this chart. For the United States, the data
series for all residential mortgage loans was discontinued owing to a splitinto the prime,
non-tradiional and sub-prime market segments from the April 2007 survey onwards.

From the January 2015 survey, prime and non-raditional mortgages are proxied by new
morigage categories introduced in the Senior Loan Officer Opinion Survey (SLOOS).
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Chart S.3.27
Credit default swap spreads for euro area significant
banking groups

(1 Jan. 2008 - 15 May 2015; basis points; senior debt; five-year maturity)

——  median for euro area significant banking groups.
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‘Sources: Thomson Reuters, Bloomberg and ECB calculations.

Note: The hatched/shaded areas indicate the minimum-maximum and interquartie
ranges across the CDS spreads of selected large banks. For presentafional reasons,
this chart has been truncated.
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Chart 3.17
Bank debt spreads remained low

Spreads on banks’ senior debt, subordinated debt and
covered bonds

(Jan. 2010 - May 2015; basis points)
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Sources: ECB and Markit
Notes: Covered bond spreads for vulnerable countries are calculated as averages for
Ireland, ltaly, Portugal and Spain.
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Table A.2
Cross-border spillover channels and their potential importance by macroprudential policy instrument

Degree of importance of the channels for spillovers
Potentially strong transmission
Potentially medium-strong transmission
Potentially weak-medium transmission
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Global systemically important institution
buffer (G-SIIY Other systemically
important insfitution buffer (O-SIl)

Systemic risk bufferl Other systemically
important insitution buffer (O-Sil)

Capital instruments

Counter-cyclical buffers

Leverage ratio

Sector-specific captal buffers, large
exposure restrictions.

Risk weights
Loss given defautts

‘Sectoral choice.

Loan-to-value, loan-to-income, debt-to-
income, debt-servicing-to-income (on new
loans)

Liquidity coverage rato, liquidity charges

Net stable funding ratio

Liquidty positions

Loan-to-deposit

Note: The importance of channels was decided based on expert judgement.
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Chart S.3.24
Capital distribution for a sample of large euro area
insurers

(2010- Q1 2015; percentage of total assets; 10th and 90th percentie and interquartiie
range distribution)
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‘Sources: Bloomberg, individual insttutions reports and ECB calculations.
Notes: Capital is the sum of borrowings, preferred equity, minority interests,
policyholders' equity and total common equity. Data are based on available figures for
21 euro area insurers and reinsurers.
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Chart B.6
Currently, EU bank profitability is mainly being
suppressed by weak cyclical factors

Current state of EU banks’ profitability determinants against
historical benchmarks (sample average)

(1994-2013; ratios and percentages)

——— sample average
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Sources: Bloomberg, Eurostat, SNL Financial and ECB calculations.
Notes: The historical averages have been normalised to 100. Current values of the
indicators are measured in terms of deviations from historical averages.
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Chart C

Euro area banks’ overall exposures to oil-
exporting economies seem relatively modest,
but cross-country heterogeneity is high

Claims of BIS reporting banks on major oil-exporting
economies

(Q42014; percentage of GDP, immediate borrower basis)
s other Gulf and central Asian countries
s other African countries
— Venezuela
— Angola
s United Arab Emirates
— Russia
— Saudi Arabia
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Sources: BIS consolidated banking staistics and ECB calculations.

Note: Values are reported on an immediate borrower basis instead of the
ultimate risk basis given better data coverage. Figures comprise total
exposures to the sovereign as well as the financial and non-financial private
sectors. Other Gulf and central Asian countries include Kazakhstan, Kuwait,
Iraq, Iran and Qatar, while other African countries comprise Algeria and
Nigeria. Russian exposure data for Austia refer to the latest observation
point from the hird quarter of 2012. The euro area average is the average
value of the eleven countries shown in the chart.
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Chart S.3.1
Return on shareholders’ equity for euro area significant
banking groups

(2011 -Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)
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‘Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Quarterly figures are annualised.
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Chart 8.3.2
Return on risk-weighted assets for euro area significant
banking groups

(2011 -Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups
@ median for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Quarterly figures are annualised.
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Chart 2.6
Relatively flat yield curve raises some concerns
regarding compressed term premia

Spread between yields on ten-year and two-year US and euro
area government bonds

(Jan. 2001 - May 2015; percentages)

——eu area
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Sources: Bloomberg and ECB calculations.
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Chart 6

...while the cyclical downturn in certain countries has
contributed to a high outstanding stock of non-
performing assets

Return on equity (ROE), non-performing loans (NPLs) and
GDP growth for vulnerable countries during the crisis
(2006-2014; annual percentage changes (GDP); median NPLs as a share of total oans,
median ROE)
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Sources: SNL Financial, Eurostat and ECB calculations.
Note: Vuinerable euro area countries include Spain, Italy, Portugal, Greece, Cyprus and
o retth iy
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Chart 2.9

Strong demand for investment-grade bonds evident in
a compression of yields and increased maturity of
portfolios

Yield and weighted average maturity of euro area non-
financial corporate investment-grade index

(Jan. 1999 ~ May 2015; percentages; years)
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Sources: Bloomberg, Merrill Lynch and ECB calculations.
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Chart S.3.15
Customer loan-to-deposit ratios for euro area
significant banking groups

(2011 - Q1 2015; multple; 10th and 90th percenile and interquartie range distribution
across significant banking groups)

@ median for euro area arge and complex banking groups
@ median for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.
Note: Includes publily available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis.
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Chart 1.10
Bond and equity flows to the euro area and other
advanced economies continue to rise

Equity and bond flows to advanced and emerging market
economies

(Jan. 2008 - May 2015; index: Jan. 2008 = 100)
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Source: EPFR.

Note: Bonds include both sovereign and corporate bonds.
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Chart S.1.14
Annual growth of MFI credit to the private sector in the
euro area

(Jan. 2006 - Mar. 2015; percentage change per annum)

—— euoarea
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Sources: ECB and ECB calculations.
Notes: MFI sector excluding the Eurosystem. Credit to the private sector includes loans
toand debt securities held by non-MFI residents excluding general government; MFI
holdings of shares, which are part of the definition of credit used for monetary analysis
purposes, are excluded. The hatchedshaded areas indicate the minimummaximum
‘and interquartile ranges across euro area countries.
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Chart 8.1
EU and US bank profitability has been on diverging
paths since the financial crisis

Return on assets of euro area, other EU and US banks
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Sources: Bloomberg, SNL Financial and ECB calculations.
Note: Weighted averages for a fixed sample of euro area, non-euro area EU and US

banks.
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Chart 1.25
Bank lending to the euro area non-financial private
sector has shown signs of recovery

Bank lending to the euro area non-financial private sector
(Jan. 2010 - Mar. 2015; annual percentage changes; percentages)
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Source: ECB.
Note: Data have been adjusted for loan sales and securitisation.
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Chart S.1.9
General government deficit/surplus (+/-)

(percentage of GDP)
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Sources: National data, European Commission (AMECO, Spring 2015 forecast) and
ECB calculations

Notes: Euro area data refer to the Euro 19. Data for four-quarter moving sum refer to
‘accumulated deficitisurplus in the relevant quarter and the three previous quarters
expressed as a percentage of GDP. For LU, annual GDP for 2014 supplied in the
context of the Excessive Deficit Procedure was used.
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Chart 1.35

Yields on prime commercial property across euro area
countries have dropped further amid continued signs of
search for yield

Yields on prime commercial property in the euro area
(Q1.2007 - Q1 2015; percentages, maximum, minimum, interquartt distribution and
average)
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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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Chart 8.3.21

Investment income and return on equity for a sample

of large euro area insurers

(2012- Q1 2015; percentages; 10th and 90th percentile and interquarile range

distribution)
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‘Sources: Bloomberg, individual insttutions reports and ECB calculations.
Note: Based on available figures for 21 euro area insurers and reinsurers.
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Chart 3.34
Significant growth and further concentration of assets
under management in key locations

Fund assets by location and type
(Dec. 2009 - Dec. 2014; percentage of total assets)
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Sources: ECB and ECB calculations.
Notes: The columns refer to fund assets by location and type. The first and second rows
represent the situation in 2009 and in 2014, respectively.
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Chart $.1.16
Changes in credit standards for loans to small
and medium-sized enterprises

(Q12003 - Q2 2015; percentages)

—— euroarea (loans to small and medium-sized enterprises)
United States (commercial and industrial loans to small enterprises)
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‘Sources: ECB, Federal Reserve System and Bank of England.
Notes: Weighted net percentage of banks contributing to the tightening of standards
over the past three months. Data for the United Kingdom refer to the net percentage
balances for corporate credit availabilty and are weighted according to the market
share of the partcipating lenders. Data are only available from the second quarter of
2007 and have been inverted for the purpose of this chart.
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Chart 3.6
Loan loss provisions remained elevated in vulnerable
countries...

Loan loss provisions of euro area significant banking groups
(2007-2014; percentage of totalloans; median values)
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Source: SNL Financial.
Notes: Vulnerable countries include Cyprus, Greece, Ireland, ltaly, Portugal, Siovenia
and Spain. Based on publicly available data on SBGs.
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Chart 1.2
...but developments in the euro area economy continue
to lag those seen in other advanced economies

GDP levels in the euro area, the United States and the United
Kingdom

(Q12006 - Q4 2014; indexc Q2 2009 = 100)
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Sources: Eurostat and ECB calculations.
Note: Vuinerable euro area countries comprise Cyprus, Greece, Ireland, laly, Portugal,
Slovenia and Spain.
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Chart 3.24
... with significant cross-country dispersion in sovereign
bond holdings

MFIs’ holdings of sovereign debt in selected euro area
countries

(Jan. 2003 - Mar. 2015; percentage of total assets)
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Sources: SNL Financial and ECB calculations.
Note: Based on publicly available data on SBGs.
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Chart 1.29
Nominal funding costs for euro area households have
reached record lows in all lending categories...

Euro area nominal bank lending rates on new loans to
households

(Jan. 2007 - Mar. 2015; percentages)
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Chart 2

High financial risk-taking, sovereign yields near zero
and subdued credit growth coupled with low economic
risk-taking

Euro area sovereign and corporate bond yields, real fixed
investment and bank lending to non-financial corporations

(Jan. 2008 — Apr. 2015, index: Jan. 2008 = 100, percentages per annum)
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Sources: Thomson Reuters Datastream and ECB.
Note: The iBoxx euro corporate bond all maturity index is employed.
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Chart 3.28
Investment portfolios still dominated by fixed income
securities...

Investment portfolio split of selected euro area insurers
(2011-2014; percentage of total investments; weighted averages)
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Sources: JPMorgan Cazenove, individual institutions’ financial reports and ECB
calculations.
Note: Based on available data for 15 large euro area insurers and reinsurers.
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Chart 3.4
mainly on account of declil

ing funding costs

Interest spread and its drivers for euro area significant
banking groups
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Sources: SNL Financial and ECB calculations.

Notes: Vulnerable countries include Cyprus, Greece, Ireland, ltaly, Portugal, Slovenia

and Spain. Based on publicly available data on SBGs.
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Chart 3.22
... resulting in a reduction of structural funding
vulnerabilities

Loan and deposit growth and the loan-to-deposit ratio of
euro area SBGs

(2007-2014; percentages; median values)
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Chart S.3.22
Gross-premium-written growth for a sample of large
euro area insurers

(2010- Q1 2015; percentage change per annun; 10th and 90th percentie and
interquartie range distrbution)
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‘Sources: Bloomberg, individual insttutions reports and ECB calculations.
Note: Based on available figures for 21 euro area insurers and reinsurers.





OEBPS/Images/23547.jpg
Chart S.2.6
Sovereign credit default swap spreads for euro area
countries

(1 Jan. 2007 - 15 May 2015; basis points; serior debt; five-year maturity)
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Sources: Thomson Reuters and ECB calculations.
Notes: The hatched/shaded areas indicate the minimun-maximum and interquartile
ranges across national sovereign CDS spreads in the euro area. Following the.
decision by the Intemational Swaps and Derivatives Association that a credit event had
occurred, Greek sovereign CDSs were not traded between 9 March and 11 April 2012
Due to the lack of contributors, the Greek sovereign CDS spread is not available
between 1 March and 21 May 2013. For presentational reasons, this chart has been
truncated.
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Chart 1.4
Labour market conditions have continued to improve in
the euro area, but unemployment remains high

Developments in the number of unemployed, unemployment
rate and unemployment expectations in the euro area

(Jan. 2005 - Apr. 2015; percentages; percentage balances; number in tens of
thousands; three-month moving averages)

euro area recession
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Sources: Eurostat, European Commission and ECB calculations.
Note: An increase (decrease) of the indicator on unemployment expectations
comresponds to less (more) optimistic expectations.
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Chart D

Syndicated loan commitments to the oil and gas
sector are small and concentrated in a few
institutions

Syndicated loan commitments of major euro area
banks

(outstanding amounts due after 1 March 2015; USD billons, percentages)
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Sources: Dealogic and ECB calculations.
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Chart 1.13
Reduced fiscal effort and lower than expected output
growth lead to a shift of debt peak forecasts over time...

Public debt forecasts for the euro area
(2012-2016; percentage of GDP; different lines indicate different forecast vintages)
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Source: European Commission (diferent forecast vintages).
Note: The impact of the transition to the European System of Accounts 2010 between
the spring 2014 forecast and the autumn 2014 forecast s eliminated by assuming a
common deb ratio in 2012 for all vintages equal to the value reported in the winter 2015
forecast. From this common starting value, i the pre-ESA 2010 forecast vintages the
debt ratio follows the profile specific to each forecast vintage.
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ChartB.3
Cyclical differences explain much of the divergence
between euro area and US banks’ profitability...

Relationship between bank profitability and GDP growth in
the euro area and the United States

(2000-2013; solid fines for the euro area and dotted lines for the United States;
percentages)

—— return on assets (ift-hand scale)

e GDP growth (right-hand scale)
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Sources: Bloomberg, Eurostat, SNL Financial and ECB calculations.
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Chart Ao
Local interbank hubs emerge...

Interbank cross-border loans as a percentage of cross-
border interbank lending
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Notes: The arrows represent values from September 2014 and the colour of each arrow
represents the percentage change from the respective values in September 2011 The
percentage denotes each country’s share of foreign loans in total loans. The node size
is proportional to this percentage. The reference period is September 2014
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Chart A
Rental markets are relatively small in several
euro area countries

Tenure status in euro area countries
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Sources: European Commission SILC Survey and ECB calculations.
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Chart 3.2

... with particularly weak financial performance in large
parts of vulnerable countries’ banking sectors
underlining the importance of cyclical factors

Return on equity of significant banking groups in vulnerable
and other euro area countries

(2007-2014; percentages; median values)
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Source: SNL Financial.
Notes: Vulnerable countries include Cyprus, Greece, Ireland, ltaly, Portugal, Slovenia
and Spain. Based on publicly available data on SBGs.
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Chart 1.16
2015 financing needs are substantial for several euro
area countries

Public debt levels and gross financing needs across the euro
area
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Sources: European Commission and Bloomberg.
Note: The size of the bubble reflects the 2015 year-to-date average ten-year
government bond yield.





OEBPS/Images/148531.jpg
Chart B

Sovereign yields can be indicative of
forbearance and underprovisioning in a
country’s banking sector

Scatter plot of sovereign yields, adjustments to
NPEs and adjustments to LLPs

(x-axis in percentage points, y-axis in basis points)
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Sources: ECB and Bloomberg.
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Chart 3.45
Impact of interbank contagion on bank capital ratios

Reduction of the CET1 capital ratio of euro area banks due to
interbank contagion: dispersion across simulations

(basis points of CETH capital rato; box: interquartile range, bars: 10th-90th percentile
range)
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Sources: Individual institutions’ financial reports, EBA, ECB and ECB calculations.
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Chart 3.32

Reinsurance prices continue to fall, driven by (among
other factors) inflows of alternative capital attracted by
outperforming catastrophe bond returns

Cumulative return profiles, broken down by market asset
class and reinsurance pricing

(Q12002-Q1 2015; indexc Q1 2002 =100)

pricing (right-hand scale)
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Sources: Bloomberg, Guy Carpenter and ECB calculations,
Notes: The series for pricing ends Q4 2014. S&P 500 and EURO STOXX are used as
benchmark indices for US and euro area stocks respectively. The Guy Carpenter World
Property Catastrophe RoL_ Index tracks changes in property catastrophe reinsurance
premium rates on a worldwide basis.





OEBPS/Images/24029.jpg
Chart S.3.26
Expected default frequency for banking groups

(Jan. 2005 - Apr. 2015; percentages; weighted average)

——  euro area significant banking groups
«++ " euroarea large and complex banking groups
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Sources: Moody's KMV and ECB calculations.
Note: The weighted average is based on the amounts of non-equityliabilies.
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Chart 1.6
Economic prospects diverge considerably across
emerging market regions

Economic surprise indices across emerging economies
(Jan. 2008 — May 2015; deviation from median forecasts; six-month moving averages)
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Sources: Citigroup and Bloomberg.
Notes: Deviations are weighted by their impact on foreign exchange markets. Central
and eastem Europe, Middie East and Africa comprises Turkey, South Afrca, Poland,
the Czech Republic and Hungary. Asia-Pacific includes China, Hong Kong, India,
Indonesia, South Korea, Malaysia, the Phiiippines, Singapore, Taiwan and Thailand,
while Latin America covers Brazil, Mexico, Chile, Colombia and Peru.
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Chart A
Banks’ equity premia have become the main
driver of the cost of equity

Euro area banks’ cost of equity and components
(Jan. 2000 - Mar. 2015; percentages)
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Sources: Bloomberg, Thomson Reuters Datastream, Consensus Econorics
and ECB calculations.

Notes: Gost of equity computed for the portfolio of 33 euro area banks
included in the EURO STOXX index. Inflation expectations are measured
using point forecasts of CP infiation five to ten years ahead (arithmetic
mean of individual estimates) and are derived from Consensus Economics
forecasts; the real risk-free rate is given by the interest rate on ten-year
inflation-linked bonds.
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Chart 3.5

Diverse developments in non-interest income in 2014,
with an increase in fee income contrasting with a
decrease in trading income

Ratios of net fee and commission income and trading income
to total assets for significant banking groups in the euro area
(2007 - Q1 2015; percentages; median values)
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Source: SNL Financial.
Notes: Based on pubiicly avalable data on SBGs. The right-hand panel ofthe chart
shows annualised quarterly figures for SBG that report on a quarterly basis.
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Chart 3.38
MMFs are important investors in euro area corporate
short-term debt

MMFs’ holdings of short-term euro area debt securities
relative to total short-term debt securities issued by
monetary financial institutions and non-financial
corporations
(Q2 2006 - Q4 2014; percentages)
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Sources: ECB and ECB calculations.
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Chart 2.12

Banks have been replaced by institutional investors as
the dominant investor in European leveraged loan
markets

Percentage of leveraged loans purchased on the primary
market by investor type

(1999-2015; percentage of securites issued)
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Source: S&P Capital IQ's LCD.
Note: Data for 2015 refer to the period up to 8 May. Given the lack of primary issuance,
LCD did not track enough observations to compile a meaningful sample for 2009. As a
result, data are unavailable for 2009.
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Chart C
The US equity shock also leads to a significant
rise in financial stress in euro area G-SIFls

Impact of a negative US equity shock (20% decline)
on the default probability of euro area financial
institutions
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Notes: Defautt probabilty in log-0dd ratio transformation (see the notes to
Chart A). The bars denote min-max ranges. The diamond shows the median
of the response distribution among the 35 financial firms.
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Chart S.2.14
Value of securities held in custody by CSDs and ICSDs

(2013; EUR tiions; settiement n all currencies)

Source: ECB.
Notes: GSDs stands for central securites depositories and ICSDs for intemational
central securities depositories. 1 - Euroclear Bank (BE):

2~ Clearstream Banking Frankfurt - CBF (DE); 3 - Euroclear France;

4~ Clearstream Banking Luxembourg - CBL; 5 - CRESTCo (UK):

6 - Monte Titoli (IT); 7 - Iberclear (ES); 8 - Remaining 40 CSDs in the EU.
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Chart 3.41
Liquidity transformation among FVCs increasing

FVCs’ short-term liabilities and liquid assets
(Q4 2009~ Q4 2014; percentage of total assets)
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Sources: ECB and ECB calculations.
Note: Short-term liabiltes include debt securities issued with an original maturity of less
than one year liquid assets include deposits at MFIs, debt securities with an original
maturity ofless than one year and equity (excluding securitisation fund units issued by
other FVCs)
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Chart 8.1.7
Current account balances (in absolute amounts) in
selected external surplus and deficit economies

(1997 - 2020; percentage of world GDP)
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Source: IMF World Economic Outiook.

Notes: Al large surplus/deficit economies refers to oil exporters, the EU countries,

the United States, China and Japan. Figures for 2015 to 2020 are forecasts.
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Chart 3.13

Credit risk exposures of euro area SBGs are
concentrated in corporate, SME and residential
property segments...

Breakdown of euro area SBGs’ credit exposures by type

(end-2013; percentage of total exposures; median and interquartie distribution across
SBGs)
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Notes: Specialised lending includes project financing, commercal real estate loans and
other forms of asset-based finance (e.q. shipping loans) Total exposure is the sum of
corporate and retail exposures (1. it xcludes equity, securitisation and other non-
credit obligation assets).
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Chart A.6
.. which are possibly involved in maturity
transformation

Interbank cross-border loans as a percentage of borrowers’
total assets
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Notes: The arrows represent values from September 2014, and the colour of each
armow represents the percentage change from the respective values in September 2011
The percentage denotes each country’s share of foreign loans in total loans. The node:
size is proportional to this percentage. The reference period is September 2014
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Chart $.1.13
Corporate debt-to-GDP and leverage ratios
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Sources: ECB, Eurostat, US Bureau of Economic Analysis and Bank of Japan.
Notes: The figures for Japan are based on ESA 95 methodology.

For Estonia iniial deb data refer to 2008, while change in deb refers to 2008
and 2013. For Malta nitial debt data refer to 2009, while change in debt refersto
2009 and 2013,
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Chart A.7
The post-crisis cross-border bank/sovereign nexus has

weakened

Sovereign bond holdings as a share of total bank assets

Source: 2014 comprehensive assessment database.
Notes: The arrows represent sovereign holdings as a share of the lending country's total
assets. The reference period is the end of 2013,
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Chart $.2.1
Global risk aversion indicator
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Sources: Bloomberg, Bank of America MerrillLynch, UBS, Commerzbank and ECB

calculations.

Notes: The indicator is constructed as the first principal component of five currently
‘available fisk aversion indicators. A ise in the indicator denotes an increase of risk
aversion. For further details about the methodology used, see “Measuring investors"
tisk appetite", Financial Stability Review, ECB, June 2007.
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Chart A
Sharp drop in oil prices amid a relatively benign
global volatility environment

Developments in the oil price and the VIX index

(Jan. 1986 — Apr. 2015; US dollars per barre, percentages)
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Chart 3.16
Lending to the non-financial private sector continues to
contract, but at a slowing pace

GDP growth and credit growth to households and NFCs in
the euro area

(Q12003- Q1 2015; annual percentage changes)
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Table 3.6

Selected new legislation and legislative proposals for financial markets and infrastructure in the EU

iative

Des

Current status

ECB Regulation on oversight requirements,
for systemically important payment
systems

European Market Infrastructure Regulation
(EMIR)

Regulation on improving the safety and

efficiency of securties settlement in the EU

and on central securities depositories (CSD
Reguiation)

Review of the Markets in Financial
Instruments Directive and Regulation
(MFID IIMIFIR)

Proposal for a Money Market Fund
Regulation (MMF Regulation)

Proposal for a Regulation on reporting and
transparency of securities financing
transactions

“The Regulation aims at ensuring the efficient management of all types of
risk that systemically important payment systems (SIPSs) face, together
with sound govemance arrangements, objective and open access, as
wellas the efficiency and effectiveness of SIPSs.

“The Reguiation aims to bring more safety and transparency to the over-
the-counter derivatives market and sets out rules for,inter ala, central
counterparties and trade repositories.

“The Regulation introduces an obiigation of dematerialisation for most

securities, harmonised settiement periods for most transactions in such

securities, settiement discipline measures and common rules for central
securities depositories.

“The legisation will apply to investment fims, market operators and
senvices providing post-rade transparency information in the EU_ it is set
ut in two pieces of legisiation: a directly applicable regulation dealing,
inter alia, with transparency and access to trading venues, and a
directive goveming authorisation and the organisation of trading venues
and investor protection

The proposal addresses the systemic risks posed by this type of
investment entity by introducing new rules aimed at strengthening their
liquicity profile and stabilty. It also sets out provisions that seek, inter
alia, to enhance their management and transparency, as well as to
standardise supervisory reporting obligations.

“The proposal contains measures aimed at increasing the transparency of
securities lending and repurchase agreements through the obligation to
report alltransactions o a central database. This seeks to faciltate
regular supervision and to improve transparency towards investors and
on re-hypothecation arrangements.

‘The Regulation entered into force on 12 August 2014,

‘The Regulation entered into force on 16 August 2012

‘The Regulation entered into force on 17 September 2014,

Implementation and drafting of technical standards is in
progress.

“The Directive 2014/65EU on markets in financial
instruments (MFID Il) and the Regulation (EU) No
60012014 on markets in financial instruments (MiFIR)
were both published on the Official Joumal of the EU on
12 June 2014,

The European Commission's proposal was published in
‘September 2013. The ECON Committee of the European
Pariament adopted ts position on 26 February while
discussions are sl on-going in the Council, the ECB
‘adopted ts postion on 21 May 2014.

“The European Commission's draft proposal was
published in January 2014. The EGB expressed its
support, in principle, of the proposal i its legal opinion of
24.June 2014. The Council of the EU adopted its general
approach on 14 November 2014, and the ECON
Committee of the European Pariament adopted its report
on 24 March 2015
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Chart S.3.14
Liquid assets ratios for euro area significant banking
groups

(2011 - 2014; percentage of total assets; 10th and 90th percentile and interquartile
range distribution across significant banking groups)

@ median for euro area large and complex banking groups
@ median for global large and complex banking groups

2011 2012 2013 2014

Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report
‘annual financial statements. Liquid assets comprise cash and cash equivalents as well
as trading securities. Quarterly data are not included on account of the inadequate:
availabilfty of interim resuls on the date of publicafion.





OEBPS/Images/21458.jpg
Chart 3.31
Investment uncertainty map shows potential for corrections in several markets

Investment uncertainty map for the euro area
(Jan. 1999 - Apr. 2015)

Government bond
markets

Corporate bond
markets

‘Structured credit

oo Too Jor T oo Jor os Tos
greaterthan 09 between 07 and 08
Ihm;musamus below07 datanot avaiable

Sources: ECB, Bloomberg, JPMorgan Chase & Go., Moody's, Jones Lang LaSalle and ECB calculations.

Notes: Each indicator is compared with its ‘worst” level since January 1999, “Govemment bond markets” represent the euro area ter-
year government bond yield and the option-implied volailty of German ten-year government bond yields, *Corporate bond markets” A-
rated corporate bond spreads and speculative-grade corporate default rates, “Stock markets” the level and the priceleamings ratio of
the Dow Jones EURO STOXX 50 index, “Strucured credit” the spreads of residential and commercial mortgage-backed securities, and
“Commercial property markets” commercial property values and value-to-rent ratios.





OEBPS/Images/13460.jpg
Chart A
Abundant central bank liquidity provision

Central bank balance sheets
(total assets in local currency; index: Q1 2007 = 100)

e U0 62
e Japan
e United States
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Sources: Haver Analytics, ECB and ECB calculations.
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Table A.1

Channels of cross-border spillover from macroprudential policy

Channel Transmission Description

1_Cross-borderrisk A Adjustments of Macroprudential policy affects banks’ cross-border portiolio allocation in that banks change their holdings of foreign credit

adjustments cross-border credit ‘expostres, be they in the form of cross-border direct lending or securities exposures or through subsidiaries or branches active in
exposures the other country.

B. Adjustments of Macroprudential policy may alter banks'incentives to transfer credit risk to another country, for instance by

cross-border encouraging/discouraging the originate-to-distribuite business model, which may also rely on intemational funding sources.

securitisation activity

C.Accesstocross-  Access to capital markets and the related abilty/willingness to raise funds may be an important faciltating/mitigating factor for

border capital markets  deleveraging, which affects the second-round effects of shocks.

2Network formation  D. Adjustments of Macroprudential policy may affect banks' instrument mix on the liability side, in particular in terms of reliance on cross-border
and potential for  cross-border funding, e.g. subordinated loans and liquidty (interbank and repo markets). This, in tum, affects the network structure of the
contagion liquidity/funding lines  system, which is an important factor determining contagion.

E. Adjustment of asset  Macroprudential policies may change the demand for certain financial assets and thus their prices. Asset prices, in tum, may

prices affect banks’ portfolio choices: overvaluation can invite pro-cyclical isk-taking, while extreme downward price adjustments can
iead o portfolio rebalancing and spur fire sales.

F. Common exposures  Macroprudential policies, in particular the introduction of large exposure limits, can make banks' portfolio composition more
granular, thereby reducing common exposures to certain sectors within the system, for instance to sovereign risk. This in tum
increases the system’s resiience to sectoral shocks and decreases the potentil for cross-border contagion as a resut.

3. Regulatory G. Capital reguiatory  Increasing capital requirements may alter incentives for circumventing the regulatory restrictions by actively shifting capital within
arbitrage arbitrage the group, by shedding capitabintensive activiy offthe balance sheet to special purpose vehicles, or by opening (or converting

4. Atering monetary
transmission

5. Trade effects

H. Liquidity regulatory
arbitrage

1. Shadow banking
activity

J. Relative cost of
lending

K_Changing term
structure

J. Foreign trade

K_Relative prices of
tradable and non-
tradable goods.

subsidiaries into) branches in urisdictions where capital requirements are higher.

Liquidity restrictions couid lead to liquid assets being moved abroad, mostly in the form of intragroup transfers, without, however,
changing the liquidity position of the entire banking group.

Sticter regulation of banks could also lead to “waterbed effects” by paving the way for credit growth in a non-regulated (shadow)
banking sector. As the shadow banking system operates more strongly intemationally, liquidity conditions can easily be
transmitted across borders. On the other hand, macroprudential instruments targeting financial markets and non-bank financial
insfitutions can help prevent such leakages and ensure consistency in regulation across sectors.

Macroprudential policy can affect the relative cost of lending in a cross-border context. This may reinforce or weaken the
monetary policy transmission depending on whether monetary and macroprudential policy work in tandem o in opposite
directions. Macroprudental policy may provide a more targeted instrument to account for different cross-country positions in the
financial cycle

Amending bank liquidity and funding requirements or restticting investment funds’ iquidity mismatch may affect the term structure:
of the yield curve. In a cross-border context, this may lead to a different level of propagation of monetary policy across countries
‘owing to the relative importance of demand for and supply of longer-term assets, as well as through difering expectations about
their timing

By influencing credit, macroprudential policy may affect economic activity, which in tum could lead to changes in foreign trade:
activity by atering exports and imports.

Housing cannot be traded across borders. However, macroprudential policy can change the relative prices of certain tradable and
non-tradable goods and in this way affect foreign trade paterns.
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Chart A

Adjustments to non-performing exposures
strongly correlated with adjustments to loan loss
provisions

Scatter plot of normalised adjustments to NPEs and
normalised adjustments to LLPs

(basis points)
2

Adjusiment to LLPs/total assets

Source: ECB.
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Chart 1.30
..as have euro area non-financial corporate funding
costs

Nominal cost of external financing of euro area non-financial
corporations

(Jan. 2007 - Apr. 2015; percentages)

= overall cost of financing e cost of market-based debt
e srt-term bank lending rate fong-term bank lending rate
e cOst of quoted equity
10
9
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3
2
1
0
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Sources: ECB, MerillLynch, 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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Chart 8.3.4
Diversification of operating income for euro area
significant banking groups

(2011 -Q1 2015 individual instituions' standard deviation dispersion; 10th and 90th
percentile and interquarte range distribution across significant banking groups)

@ median for euro area arge and complex banking groups
@ median for global large and complex banking groups

12

2011 2013 114 (n 115
2012 e O gare B qare @

Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis.
Avalue of “0" means full diversification, while a value of “50° means concentration on
one source only. Annual and quarterly indicators are based on common samples of

65 and 21 significant banking groups in the euro area, respecively.
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Chart 1.26
External financing conditions for euro area non-
financial corporations continued to improve

External financing of euro area non-financial corporations
(Q12006 - Q1 2015; EUR bilions; four-quarter moving flows)

s 021 ffOM noR-moNetary financial institutions
s netissuance of quoted shares

— et issuance of debt securties

s 021 from monetary financial insttutions
e total

-100
200
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Sources: Eurostat, ECB, Dealogic and ECB calculations.
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Table A

Investors from oil-exporting economies have
shown interest in acquiring stakes in euro area
banks in the aftermath of the financial crisis

Selected ownership stakes held by investors from
oil-exporting countries in selected euro area banks

(2014; EUR bilions, percentage of capital)

Investment
Bank Owner Country volume
Paramount
Deutsche Bank  Holdings 175 billon /
(DE) Senvices Qatar 58%
Paramount
AphaBank  Holdings
(GR) Senvices Qatar na /9%
BIL
() Precision Capital Qatar na /9%
UniCredit Aabar
m Investments ~ AbuDhabi 1.0 bilion/5.0%
UniCredit Central Bank of
(W) Libya Libya 06 billion /29%

Sources: Banks' annual reports.
Note: Data for Alpha Bank are on a full warrant basis as of June 2013.





OEBPS/Images/23546.jpg
Chart 2.7

Contagion from Greek stress was largely contained
and spreads for vulnerable sovereigns vis-a-vis the
Bund fell to new lows

Spreads between yields on selected ten-year euro area
government bonds and the yield on the Bund

(Jan. 2007 ~ May 2015; basis points)

Es m 3 GR (hs)

1600 Publication ~ 5000 500 1500
of the Nov.!

1400 2014 FSR1 4500

1
'
'
1
'
'
|
1

2007 2000 2011 2013 2015 15 Nov. 15 Apr.

1200

900

600

300

Sources: Bloomberg and ECB calculations.
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Chart $.3.30
Stock performance of a sample of large euro area
insurers

(3Jan. 2007 - 15 May 2015; index: 2 Jan. 2007 = 100)

—— median

‘Sources: Thomson Reuters, Bloomberg and ECB calculations.
Note: The hatched/shaded areas indicate the minimum-maximum and interquartle:
ranges across equiies of selected large insurers.
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Chart 1.20
..but improving net worth of households helps mitigate
balance sheet pressures

Change in the net worth of euro area households

(Q112007 - Q4 2014; four-quarter moving sums; percentage of gross disposable
income)

s other flows in non-financial assets

s other flows in financial assets and libilfies

s change in net worth due to net saving

e change in net worth

2007 2008 2009 2010 2011 2012 2013 2014

Sources: ECB, Bloomberg, Thomson Reuters Datastream and ECB calculations.
Notes: Other flows in non-financial assets include mainly holding gains and losses on
real estate (including land). Other flows in financial assets and liabilies include mainly
holding gains and losses on shares and other equity, while changes in net worth due to
net saving comprise net saving, net capital transfers received and the discrepancy
between the non-financial and the financial accounts. Based on the standards of the
European System of Accounts 2010 (ESA 2010).
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Chart 2.5
Ten-year US Treasury-Bund spread reaches a twenty-
five-year high amid diverging monetary policy cycles

Yields on ten-year US and German government bonds and
the ten-year Treasury-Bund spread

(Jan. 1988 ~ May 2015; percentages; basis points)

Treasury-Bund spread (right-hand scale)
Germany
United States

10 400
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0 200
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Sources: Bloomberg and ECB calculations.
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Chart A
Strong commonality in liquidity-driving forces,
especially in periods of market distress

Principal component analysis of bid-ask spreads
across selected euro area bond markets
(Jan. 2004 — Feb. 2015; percentages)

percentage of variation explained by first and second
principal components
percentage of variation explained by first principal
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Sources: iBoxx and ECB calculations.
Notes: Stage | refers to the period from January 2004 to May 2007 (pre-
cisis); Stage I refers to the period from June 2007 to mid-March 2009
(global financial crisis): Stage Il efers to the period from mid-March 2009 to
November 2009 (signs of tentative recovery in global economy): Stage IV
refers to the period from December 2009 to July 2012 (sovereign debt
crisis); and Stage V refers to the period from August 2012 to February 2015.
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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

(Jan. 2005 - Apr. 2015)

‘minimum-maximum range “——— wuinerable euro area countries
- euro area average ——— other euro area countries.
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Sources: ECB and EGB calculations.
Notes: Aggregation of country indicators capturing several stress features in the
corresponding government bond markets (changing default risk expectations, risk
aversion, liquiity risk and uncertainty) for vuinerable (Greece, Ireland, faly, Portugal
and Spain) and other (Austria, Belgium, Germany, Finland, France and the
Netherlands) countries. The range reflects the maximum and minimum across the enire:
set of the above-mentioned countries. For further details on the CISS methodology, see
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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Chart 1.24
Debt overhang is gradually easing in the non-financial
private sector

Excess level of corporate and household debt in the euro
area

(Q12006 - Q4 2014; percentage of real GDP)

e non-financial corporations' real loan gap
(benchmark real GDP, left-hand scale)
e hoUSENOId rel loan gap
(benchmark real GDP, left-hand scale)
e non-financial corporations' real loan gap
(benchmark loan stock, right-hand scale)
e househoId real loan gap
(benchmark loan stock, right-hand scale)

20 60
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10 20
5 10
0 0
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Sources: ECB and ECB calculations.

Notes: The loan gaps denoe the deviation of actual loans from the levels that would
have resulted from reference paths for loan growth calculated on the basis of
assumptions for “trend" developments i the model determinants weighed together with
the estimated long-run model elasticites. For the model and methodology underlying
the calculation of loan gaps in more detai, see Annex 6 of Chapter 7 in Enhancing
Monetary Analysis edited by Papademos, L and Stark, J., 2010.
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Chart 2.8

The proportion of outstanding government bonds
trading at negative yields reached unprecedented
levels across euro area markets

Proportion of outstanding euro area government bonds

trading at negative yields (left-hand scale) and maturity at

which yields trade negatively (right-hand scale)
(15 May 2015; percentages; maturity in years)
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Sources: Bloomberg and ECB calculations.
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Chart 1.34
Buoyant developments in euro area prime commercial
property markets have continued

Commercial property price changes and investment values in
the euro area

(Q1 2009~ Q4 2014; average of price changes in Austria, France, Germany, Ireland,
the Nethertands and Spain)

transaction volume (ieft-hand scale)
——— overall market (fighthand scale)

prime property (fight-hand scale)

2 20
20 2
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4 -15
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Sources: DTZ Research, ECB, experimental ECB estimates based on IPD and national
data, and Jones Lang Lasalle.
Note: Four-quarter moving average of investment volumes.
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Chart A
Financial stress at 35 large financial firms in the
euro area has varied widely over the last

15 years

Default probabilities for 35 firms in the sample

(July 1998 - Dec. 2012; log-odd ratio transformation, monthly data)

s minmax
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Source: Kamakura.
Notes: As the defaul probabiiies (OP) are defined on the interval 0; 1], &
log-odd transformation s used for firm i (%, ) defined on the interval
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Chart S.3.18
Issuance profile of long-term debt securities by euro
area significant banking groups

(Apr. 2014 - Oct. 2015; EUR billions)

B conporate bonds B mdium-term notes

assetbacked instruments netissuance
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‘Sources: Dealogic DGM Analytics and ECB calculations.
Notes: Net issuance is the total gross issuance minus scheduled redemptions. Dealogic
does not trace instruments after their redemption, so that some of e instruments may
have been redeemed early. Asset-backed instruments encompass asset-backed and
mortgage-backed securities, as well as covered bond instruments.
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Table 3.2

Overall impact on euro area GDP growth under the baseline scenario and adverse

shocks

2013 2014

2015

2016

Q42016

Baseline (EC Winter forecast, annual growth rates in percent) 05 0.8

percentage point dev. from baseline

growth
‘Globalrisk aversion scenario 01
Weak bank operating environment scenario 01
‘Sovereign deb crisis scenario 00

‘Shadow banking spillover scenario 00

13

16
EX]
01
01

19

15
07
01
02

% dev. from baseline
level

31%
1.8%
02%
03%
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Chart 1.32
Rebound in residential property price growth in several
euro area countries following post-crisis adjustments

Residential property price growth in selected euro area
countries

(Q12005 - Q4 2014; percentage change per annum)

——euarea — France ——taly
——— Spain ——— Nefherlands = Germany
—— Ireland —— Portugal

25
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Sources: ECB and national sources.
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Chart $.3.13
Risk-adjusted leverage ratios for euro area significant
banking groups

(2011 -Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups
®——  median for giobal large and complex banking groups.
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2 2
18 18
1 1
1 it

o | -

‘ 6

12

10

2011 2013 at4 Q34 ar1s
2012 2014 Q14 as14

Sources: SNL Financial and ECB calculations.

Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Risk-adjusted leverage is defined as the ratio of shareholders' equty to risk-weighted
asses.
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Chart 1.17
Available short-term liquid financial assets may help
cushion possible sudden financing needs...

Structure of euro area governments’ financial assets
(Q4 2014; percentage of GDP)

‘=long-term debt securities. =other assets classified as shortterm
=other accounts receivable = shares and other equity

=medium and long-ferm loans. = currency and deposits

«total assets
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Sources: Eurostat, national sources and ECB calculations
Note: Other assets classified as shortterm include short-term debt securites, short-
term loans and monetary gold.
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Chart S.3.16
Interbank borrowing ratio for euro area significant
banking groups

(2011 - Q1 2015; percentage of total assets; 10th and 90th percentie
and interquartle range distribution across significant banking groups)

®— median for euro area large and complex banking groups.
®— median for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.
Note: Includes publily available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis.
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Table 1
Key risks to euro area financial stability

-_— pronounced systemic risk %:érx:)lm

L mediumevel systemic risk racent change
B potential systemic risk (arrow)*

1. Abrupt reversal of compressed global risk premia
‘ampiffied by low secondary market iquidity

2. Weak profitabilty prospects for banks and insurers in a
fow nominal growth environment, amid slow progress in
resolving problem assets

3. Rise of debt sustainability concems in the sovereign and
corporate sectors amid low nominal growth

4. Prospective stress and contagion effects in a rapidly
growing shadow banking sector

* The colour indicates the cumulated level of risk, which is a combination of the
probabilty of materialisation and an estimate of the likely systemic impact of the
identified risk over the next year and a half, based on the judgement of the ECB's staff
The arrows indicate whether the risk has increased since the previous FSR.
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Chart 3.25
Investment income suffers from low interest rates, but
profitability remains stable...

Investment income and return on equity for a sample of large
euro area insurers

(2008 - Q1 2015; percentages; 10th and 90th percentiles, interquartie distribution and
median)
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Sources: Bloomberg, individual institutions’ financial reports and ECB calculations.
Notes: Investment income excludes unrealised gains and losses.
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‘Table 3.0

Selected new legislation and proposals for legislative provisions on the banking sector in the EU

Initiative

Description

Current status

Bank Recovery and Resolution Directive.
(BRRD)

Deposit Guarantee Scheme Directive
(DGS Directive)

Single Resolution Mechanism Regulation
(SRM Regulation)

Regulation on structural measures

“The BRRD sets out a framework for the resolution of credit
institutions and investment firms, with harmonised tools and
powers relating to prevention, early inervention and resolution
for all EU Member States.

‘The DGS Directive deals mainly with the harmonisation and
simplfication of rules and criteria appiicable to deposit
‘guarantees, a faster pay-out, and an improved financing of
‘schemes for all EU Member States.

The SRM Regulation establishes a single system, with a single
resolution board and single bank resolution fund, for an efficient
‘and hamonised resolution of banks within the SSM.

‘The SRM is governed by two main legal texts: the SRM
Regulation, which covers the main aspects of the mechanism,
‘and an Intergovemmental Agreement (IGA) relating to some.
specific aspects of the Single Resolution Fund (SRF).

The proposed Regulation would introduce restrictions on certain
activities and sets out rules on structural separation, ith the aim
‘of improving the resilience of EU credit institutions.

The BRRD entered into force on 2 July 2014. Several Member
States have now transposed the BRRD into national legisiation and

are applying the framework. However, the baikin provisions will only

be applicable as of 1 January 2016, at the latest

The DGS Directive entered into force on 2 July 2014. Member
‘States wil have to transpose most provisions into national
legislation by 3 July 2015, and in full by 31 May 2016

The SRM Regulation entered into force on 19 August 2014 and
became applcable 1 January 2015. The Single Resolution Board
has been set up and is operational, however most resolution
functions (including the SRF) will apply as from 1 January 2016.

‘The IGA on the SRF was signed by all Member States (except the
United Kingdom and Sweden) on 21 May 2014, and has now been
ratfied by several national pariiaments.

The European Commission's proposal was published on 29 January
2014_ Discussions are on-going in the European Parliament and the
Council of the EU. The ECB's legal opinion on the proposal was
published on 19 Noverber 2014
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Chart 9
Euro area debt remains elevated

Euro area debt-to-GDP ratios (households, non-financial
corporations and general government)

(Q12000- Q4 2014)
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Sources: Eurostat and ECB.

Notes: Based on ESA 2010 standards, except for general government debt from Q1
2000 to Q4 2005, for which the ESA 1995 has been used. Non-financial corporate debt
is unconsolidated, comprising loans (incl.intra-sectoral loans), debt securities and
pension reserves. For the household sector, the series ends in Q3 2014. For the
remaining series, the last data points are for Q4 2014,
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Chart 4

Stock prices broadly in line with fundamentals in the
euro area, valuations somewhat stretched for US stock
prices

Cyelically adjusted price/earnings (CAPE) ratios for the euro
area and the United States

(Jan. 1983 ~ May 2015; yellow area represents the 25th-75th percentie)

s euro area CAPE
e US CAPE
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Sources: Thomson Reuters Datastream and Robert Shiler's homepage.
(nttphwww.econ yale edul~shiller/data. htm) and ECB calculations.

Notes: The cyclically adjusted pricelearnings ratios for the euro area are imputed from
Datastream’s stock market indices. The US CAPE is taken from Robert Shiller’s
homepage.





OEBPS/Images/23507.jpg
Chart 8.2.3
Spreads between interbank rates and repo rates

(3 Jan. 2003 - 15 May 2015; basis points; one-month maturity: 20-day moving average)
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‘Sources: Thomson Reuters, Bloomberg and ECB calculations.

Notes: Due to the lack of contributors, the series for GBP stopped in October 2013,
“The series for EUR stopped on 2 January 2015 due to the discontinuation of the
underlying Eurepo index.
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Chart B.4
.. with loan loss provisioning showing strong pro-
cyclical patterns

Relationship between banks’ loan loss provisions and GDP
growth in the euro area and the United States

(2000-2013; solid fines for the euro area and dotted lines for the United States;
percentages)
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Sources: Bloomberg, Eurostat, SNL Financial and ECB calculations.
Notes: Loan loss provisions as a percentage of total loans. GDP growth is shown on an
inverted scale.
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Chart C
National developments in banks’ cost of equity
diverged after 2008

Cost of bank equity in selected euro area countries
(Jan. 2000 - Mar. 2015; percentages)
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Sources: Bloomberg, Thomson Reuters Datastream and ECB.
Notes: 10 banks are included in the German portfolio of banks, 18 in the
French, 18 in the ltalian and 10 in the Spanish. Cut-off date: February 2015.
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ChartB

Residential property price valuations vary
significantly across different house price-to-
income metrics

House price-to-income ratios
(Q1 1996 - Q2 2014; percentage deviations)

——— basic house price-to-income indicator
——— adjusted using annuty formula
———— adjusted using quadratic polynomial on interest rate

20

15

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014

Sources: Eurostat and ECB calculations.
Notes: Disposable income per household is used s the proxy for income
rather than GDP per capita used in the existing framework. The interest rate
is the average mortgage interest rate.
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Chart 12

Bond and real estate funds most likely to amplify
shocks and impose externalities on the system

Liquidity mismatch and leverage among euro area money

market and investment funds

(data as of Q4 2014; x-axis: leverage (otal assets/shares and units issued), y-axis
Tiquidity mismatch (shares and units issued/liquid assets))
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Sources: ECB and ECB calculations.
Note: Bubble size: total assets in EUR trillions.
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Chart 3.10
Risk-weighted capital ratios remained stable or
increased on a fully loaded basis.

Core Tier 1/common equity Tier 1 capital ratios of significant
banking groups in the euro area

(2008-2014; percentages; 10th and 90th percentile and interquartile range distrbution
across SBGs)

e median for SBGS
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Source: SNL Financial.
Note: Based on publicly available data on SBGs.
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Table 3.1

Mapping main systemic risks into adverse macro-financial scenarios

Risk

Scenario

Key assumptions driving impact on GDP

Abrupt reversal of compressed global risk premia ampified
by low secondary market liquidity

Weak profitabilty prospects for banks and insurers in a low
‘nominal growth environment, amid slow progress in
resolving problem assets

Rise of debt sustainabiity concerns in the sovereign and
corporate sectors amid low nominal growth

Prospective stress and contagion effects in a rapidly growing
shadow banking sector

Global isk aversion
scenario

Weak bank operating
environment scenario

‘Sovereign deb crisis
scenario

‘Shadow banking
spillover scenario

‘Shacks to isk aversion and investor confidence worldwide fuelling stock price declines,
‘widening of corporate bond spreads, and lower euro area foreign demand

Shacks to private investment and consumption

Renewed rise in sovereign bond yields to elevated levels and stock price deciines

Reversal of the improvement in euro area bank funding conditions, leading to higher
money market rates and funding cost to the real economy
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Chart 3.37
Large and rising share of non-euro area investors in
euro area MMFs

Composition of assets of, and investors in, euro area money
market funds
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Sources: ECB and ECB calculations.
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Chart 3.19

Banks continue to lengthen the maturity of new
covered bond issues in order to benefit from low
funding costs

Average maturity and yield of covered bonds issued by euro
area banks

(2009 - May 2015; years; percentages)

mm— yieid (right-hand scale)
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Source: Dealogic.
Notes: Based on non-retained issuance with a deal value of atleast €500 millon
Figures for 2015 refer to the period between January and May.
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Chart .1.8
Foreign exchange reserve holdings

(Feb. 2010 - Feb. 2015; percentage of 2009 GDP)
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‘Sources: Bloomberg, IMF World Econoric Outiook and IMF Intemational Financial
Statistcs.

Note: CEE/CIS stands for central and eastern Europe and the Commonwealth

of Independent States.





OEBPS/Images/23682.jpg
Chart S.2.16
Value of transactions cleared by central counterparties

(2013; EUR tilions)
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Source: ECB.
Notes: 1 - EUREX Clearing AG (DE); 2 - ICE Clear Europe (UK); 3 - LCH
Cleamet Ltd; 4 - LCH Cleamet SA (FR); 5 - CC&G (IT): 6 - Others

‘The chart includes outright and repo transactions, and financial and commodity
derivaives.
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Chart 3.18
Debt issuance by euro area banks has slowed
somewhat since mid-2014

Gross issuance of medium and long-term debt by euro area
banks

(Jan. 2010 — Apr. 2015; 12-month flows; EUR billons)
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Source: Dealogic.
Note: Excludes retained deals and government-guaranteed issuance.
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Chart 2.11

Issuance of euro area leveraged loans reached a
seven-year high in 2014 and outpaced high-yield bond
issuance

Issuance of high-yield bonds and leveraged loans by euro
area non-financial corporations

(2005 - Q2 2015; EUR billions)

‘=high-yield bond issuance
= leveraged loan issuance
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2005 2005 2007 2008 2009 010 2011 212 2013 W14 2015

Sources: Dealogic and ECB calculations.
Note: Data for 2015 refer to the period up to 8 May.
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Chart 2.1

Increased volatility in the euro area money market
evident in a slight uptick in market-based measures of
stress but conditions remain relatively calm

Spreads between unsecured interbank lending and overnight
index swap rates

(Jan. 2007 ~ May 2015; basis points; three-month maturities)

e8P usD EUR

400 20

Finalisation of the
Nov 2014 FSR

20

10

y

0
2007 2008 2009 2010 2011 2012 2013 2014 2015 17 Nov. 17 Feb.
euro
area

UK

us

Sources: Bloomberg and ECB calculations.
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Chart 3.33
Expansion of non-bank entities in the euro area driven
mainly by growth in the investment fund sector

Broad euro area shadow banking assets
(Mar. 1999 — Dec. 2014; EUR tiions)
‘=shadow banking sector for which no breakdown available
financial vehicie corporations
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‘=money market funds
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Sources: ECB and EGB calculations.
Note: A breakdown of statistcal data for MMFs, other funds, and financial vehicle
corporations (FVCs) is available only from the indicated dates onwards.
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Table 3.4

Technical assumptions regarding the individual risk drivers of insurers’ balance sheets

Risk drivers Technical assumptions

Credtrisk Credt risk assessment carried out using (i) breakdowns by rating or region, depending on data availabilty and (i) loss rate starting levels, which are
stressed using the same methodology as applied for assessing the resiience of euro area banks.

Interest rate risk ‘Sensitvties to nterest rate changes computed for each interest.rate-sensitive asset and liabilty exposure. Relevant yield curves used to project asset

transmission ‘and liabilty cash flow streams, to calculate intemal rates of retum, and to discount the cash flows using yield curve shocks.

Haircut definition Haircuts for debt securities derived from changes in the value of representative securities implied by the increase in interest rates under each shock and
uniformly applied across the sample of large euro area insurers. Valuation haircuts to govemment bond portolios estimated on the basis of
representative euro area sovereign bonds across maturities. Haircuts for corporate bonds derived from a widening of credit spreads.

Lapse risk Lapse isk quantiied by projecting insurers' cash flows over a two-year horizon, assuming a static composion of contracts and the reinvestment of
maturing assets without a change in the asset allocation. Lapse rates linked to macroeconomic variables. Unexpected component of lapses* leads to
surender payments® In case of negative cash flows from surrender payments, the insurer is obliged to use cash reserves or sell assets to meet
obligations. Lapse risk equals the cash or other assets needed to cover surrender payments.

Other assumptions Investment income eamed from reinvested assets shocked on the basis of investment income eamed at the beginning of the simulation horizon. All

specifc tothe sensitivity ~ other assets assumed to eam the initialinvestment income throughour the simulation horizon. Maturing fixed income assets reinvested retaining the

of investment income

inital asset composition. Underwriting business component of operating profit assumed to remain constant throughout the simulation horizon. No.
distribution of dividends assumed.

1 Sensitivities of lapse rates to GDP and unemployment were derived by taking the mean of a number of elasticiy values, collected from the liteature (e.g. Honegger, R
and Mathis, C., “Duration of lfe insurance liablfies and asset liabity management’, Working Paper, Actuarial Approach for Financial Risks (AFIR), 1983; Kim, C.,

“Report to the policyholder behaviour in the tail subgroups proje

, Technical Report, Society of Actuaries, 2005; and Smith, S., “Stopping short? Evidence on contributions to

long-term savings from aggregate and micro data”, Discussion Paper, Financial Markets Group, London School of Economics, 2004) and from ECB calculations.
2The unexpected component of lapses s defined as the difference between the projected lapse rate and the average lapse rate reported by large European insurers.
3 Itis assumed that 50% of the total amount represented by the extra lapse rates has to be paid (due to the existence of penalties in the contracts, which lower the insurers’ risk).
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Chart 8.3.3
Breakdown of operating income for euro area
significant banking groups

(2011 - Q1 2015; percentage of total assets; weighted average)

B foan loss provisions B et interest income
netfee and commission income net rading income
net other operating income
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Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Quarterly results are annualised. Annual and quarterly indicators are based on common
‘samples of 62 and 20 significant banking groups in the euro area, respectively
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Chart 1.31
In line with the overall economy, euro area residential
and commercial property prices continued to recover

Euro area commercial and residential property values and
the economic cycle

(Q12005 - Q4 2014; percentage change per annum)

— GDP (right-hand scale)

e residential property prices
——— commercial property prices
——— prime commerical property prices.
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Sources: Eurostat, ECB, experimental ECB estimates based on IPD and national data,
and Jones Lang Lasalle.
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Chart S.3.23
Distribution of combined ratios for a sample of large
euro area insurers

(2010- Q1 2015; percentages; 10th and 90th percentile and interquarile range
distribution)
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‘Sources: Bloomberg, individual insttutions reports and ECB calculations.
Note: Based on avaiable figures for 21 euro area insurers and reinsurers.
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Chart 3.36
Headline leverage in parts of the investment fund
sector on an upward trend since 2013
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Sources: ECB and ECB calculations.
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Chart 2.3
Bid-ask spreads suggest an improvement in liquidity
conditions since mid-2012...

Bid-ask spread over mid-point for selected euro area bond
markets

(Jan. 2005 - May 2015; basis points)
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Sources: iBoxx and ECB calculations.
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Chart 11

Steady increase in the euro area shadow banking
sector suggests that vulnerabilities are likely to have
been growing more in this segment

Assets of selected euro area financial sectors

(Q4.2008 - Q4 2014; indexc Q4 2008 = 100)
e shadow banks: hedge funds
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e banks
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Sources: ECB and ECB calculations.
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Chart 3.42
Large parts of the non-bank financial sector remain in
the shadows

Assets held by non-bank financial entities
(Dec. 2014; EUR trillons)
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Sources: ECB and ECB calculations.
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Chart B
After peaking in mid-2011, the cost of bank
equity is now on a declining path

Euro area banks’ cost of equity: cross-sectional
distribution of individual estimates and European
Banking Authority’s survey (modal bracket)
(Jan. 2000 — Mar. 2015; interquartile range and 10th/30th percentiles;
percentages)
interquartie range ~ 101/90tn percenties
—— median ¥ EBA suvey

2000 2002 2004 2006 2008 2010 2012 2014

Sources: Bloomberg, Thomson Reuters Datastream, European Banking
Authority (EBA) and ECB calculations.

Notes: Cross-sectional distribution of individual cost of equity estimates for a
sample of 33 listed euro area banks included in the EURO STOXX index
The EBA survey series maps the risk assessment questionnaire figure with
the largest number of respondents.
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Chart $.1.1
Actual and forecast real GDP growth

(Q12004 - Q1 2015; annual percentage changes)
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+  euroarea- forecast for 2015 % United States - forecast for 2015
16 16
12 12
8 8
4
0
12 12
16 16

20

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Sources: Eurostat and European Gommission (AMECO, Spring 2015 forecast)
Note: The hatched area indicates the minimum-maximum range across euro area.
countries (2015 Q1 data covers DE, GR, FR, NL and AT).
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Chart $.1.4
Exchange rates

(1 Jan. 2007 - 15 May 2015; units of national currency per euro)
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Chart 8.2.9
Price/earnings ratio for the euro area stock market

(3 Jan. 2005 - 15 May 2015; ten-year triling earmings)
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—— insurance sector
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‘Sources: Thomson Reuters and ECB calculations.
Note: The priceleamings ratio is based on prevailing stock prices relative to an average
o the previous ten years of eamings.
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Chart 1.36
Valuation estimates for euro area residential property prices are in line with fundamentals, but they are above their
long-term average for prime commercial property

Estimated over/undervaluation of residential and prime commercial property prices in the euro area
(Q1 2002 - Q4 2014; percentages; euro area average, minimum-maximum range of valuation estimates)

Residential property Prime commercial property
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Sources: Jones Lang Lasalle, ECB and ECB calculations.
Notes: Valuation estimates for residential property prices are based on four different valuation methods: the price-to-rent ratio, the price-to-income ratio and two model-based
methods. For details of the methodology, see Box 3 in Financial Stabillty Review, ECB, June 2011. For further details on valuation estimates for prime commercial property, see Box
6 in Financial Stability Review, ECB, December 2011
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Chart 8.2.5
Slope of government bond yield curves

(2 Jan. 2006 - 15 May 2015; basis points)
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‘Sources: ECB, Bank for International Settlements, Bank of England
and Federal Reserve System
Notes: The slope is defined as the difference between ten-year and one-year yields.

For the euro area and the United States, yield curves are modelled using the

‘Svensson model; a variable roughness penaity model is used to model the yield
curve for the United Kingdom.
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‘Table 3.7

Selected legislative proposals for the insurance sector in the EU

Initiative

Description

Current status.

Solvency Il Directive/Omnibus Il Directive

“The Solvency Il Directive is the framework directive that aims to
hamonise the different regulatory regimes for insurance
corporations in the European Econoric Area

Solvency llincludes capital requirements, supervision principles
and disclosure requirements.

‘The Omnibus Il Directive aligns the Solvency Il Directive with the

legislative methods introduced by the Lisbon Treaty, incorporates

new supervisory measures given to the European Insurance and

Occupational Pensions Authority (EIOPA) and makes technical
‘modfications.

“The Solvency l Directive was adopted by the EU Council and
the European Parliament in November 2009. It is now scheduied
to come into effect on 1 January 2016

The Delegated Act on Solvency Il has been published in the
Offcial Journal of the EU on 17 January 2015,

Afirst set of Implementing Technical Standards (ITSs) and
‘Guidelines on approval processes was published in February
2015 The second set o ITSs on Pilla 1 (quantitative basis).

Pillar 2 (qualiative requirements), Pilla 3 (enhanced reporting

and disclosure) and supervisory transparency as well as

Guidelines relevant for Pillar 2 and Pillar 3 will be published in

duly 2015,
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Chart D

Market-based measures of bank weakness can
also draw attention to pockets of forbearance
and underprovisioning

Scatter plot of CDS spreads, adjustments to NPEs
and adjustments to LLPs

(CDS spreads measured i basis points, y-axis in basis points)

 adjustments to LLPsftotal assets versus CDS spreads
= adjustments to NPEs/total assets versus CDS spreads
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Sources: ECB and Bloomberg.
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Table B.1

Regression results — determinants of EU banks’ return on assets

[}

@)

@)

)

®)

(6)

Retum on assets (fagged one period) 0156 0149 0183 0188 0212 0188
(0179 (0173) (0184) (0179) (0.168) (0.174)
Bank size 23 Ad28 (1268 07 0624 1624
(0714) (0625 (0700 (O717) (0762)  (0808)
Equity-to-otal-asset ratio 0375™ 0377 038" 0368 03701 0289°
(0182) (0159 (0.166) (0.168) (0210) (0173
Loan loss provisions over ofal loans 053" 0466 0468 051 07" 0471
(0263) (0269 (0260) (0265) (0311) (0260)
; Loan growth (bank leve) 0002" 0007 0002 0002 0002%  0003"
Bank-specific factors (0001) (0001) (0001) (0001) (0.001) (0.001)
Effciency measure (costto-income ratio) 0261 0173 0475 0169 0116 0004
(07188) (0.141) (0185 (0166) (0.138) (0.144)
Retal ratio 0057 003% 0077 006" 0046 0081
(0019) (0022) (DO3) (0026) (0030) (00%)
Diversification measure 0007 0006 0006 0007 0008 0007
(0006) (D005 (0005) (0.005) (0.006)  (0.004)
Infiation rate 0024 0073
(0.044) (0.056)
Real GDP growth 0150 0166
(0051 0047
Macrosconomic factors | Creditto-GDP ratio (%) s ot
Herfindahl index for creit institutions (total assets) 0215 0270
(0.090) (0.097)

‘Shares ofthe five argest creditinstiutons (CRE) 0061

(0026)

Structural factors

‘Supervisory power index 0078 0035
(00%3)  (0.040)
Number of observations os w9 8w 82 193 793

Heteroskedasticity and autocorrelation robust standard errors in parentheses

*p<0.10; ** p<0.05; *** p<0.01
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Chart 3.46
Insurers vulnerable to interest rate risk

Change in the net asset values of large euro area insurers
under different scenarios

(Q42014 - Q4 2016; percentage of total assets)
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Sources: Individual institutions’ financial reports and ECB calculations
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Chart 1.9
Commodity markets stabilise following sharp
corrections in some market segments

Selected commodity price developments
(Dec. 2005 - May 2015; index: Dec. 2005 = 100)
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Source: Bloomberg.
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Chart 3.8
Non-performing loan ratios continued to increase in
vulnerable countries, albeit at a slowing pace..

Non-performing (impaired) loan and coverage ratios of euro
area significant banking groups

(2007-2014; percentages; median values)
— coverage ratio - vulnerable countres (right-hand scale)
s coVerage ratio - other countries (right-hand scale)
= NPL ratio - vulnerable countries (lefi-hand scale)
e NPL ratio - other countries (left-hand scale)
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Source: SNL Financial.
Notes: The coverage ratio is defined s the ratio of loan loss reserves to non-performing
(impaired) loans. Vuinerable countries include Cyprus, Greece, Ireland, ftaly, Portugal,
Slovenia and Spain. Based on publicly available data on SBGs.
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Chart 1.23

Non-financial corporations’ indebtedness continued to
edge down, but is still elevated by international and
historical standards

Corporate debt ratios in the euro area and benchmark debt
levels

(Q12006 - Q4 2014; percentage of GDP)

——— nonfinancial corporate debt (unconsolidated)

e non-financial corporate debt (unconsolidated, excl.trade credit)
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Sources: Eurostat and ECB.

Notes: Fully consoldated debt includes loans net ofintra-sectoral loans, debt securities
and pension reserves. Partly consolidated debt includes trade credit in addition to the
instruments included in consolidated debt, while unconsolidated debt also includes
intra-sectoral loans. The MIP benchmark refers to the European Commission’s
macroeconomic imbalance procedure, with the 133% of GDP limit for fully consolidated
non-financial private sector deb spit between firms and households based on their
average past shares in the stock of non-financial private sector debt. The BIS
benchmark refers to the threshold after which deb is found to have a significant
adverse impact on growth.
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Chart 2.4

...but data on turnover ratios and average deal size for
the sovereign bond markets indicate lower liquidity
compared with the pre-crisis period

Turnover ratios and average deal size for euro area

government bonds traded on MTS
(tumover ratios; average deal sizes)
Aug. 2007 to Apr. 2009 (banking crisis)

= May 2010 to July 2012 (sovereign crisis)
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Chart 3.7
. reflecting strong cyclical patterns in bank
provisioning

Relationship between euro area banks’ loan loss provisions
and GDP growth

(2000-2013; percentages; median values)
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Sources: Bloomberg, SNL Financial and ECB calculations.
Notes: Based on publicly available data on SBGs. GDP growth is shown on an inverted
scale.
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Chart 2.10

Increased risk appetite evident in a compression of
yields but investors remain cautious as regards lower-
rated bonds

Yields on corporate bond indices by rating category

(Jan. 1999 ~ May 2015; percentages)
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Sources: Bloomberg and ECB calculations.
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Chart 3.15
Lending standards have eased further for corporate
loans

Credit standards for loans to the non-financial private sector

(Q12003- Q1 2015; weighted net percentages)
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Chart 2.2

Strong inflows to euro area markets, but appreciation of
the US dollar creates challenging conditions in
emerging markets

Flows into bonds and equities by region, index of notional
stock

(Nov. 2014 - May 2015; index: 12 Nov. 2014 = 100)

e nON-VUlnErable U0 area countries
e vunerable euro area countries
e ofher advanced countries

‘emerging economies.
o Bonds - Equities.
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Sources: Bloomberg and ECB calculations
Note: Vuinerable countries refer to Cyprus, Greece, Ireland, Italy, Portugal, Slovenia
and Spain.
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Chart 3.40
Liquidity mismatch limited as FVCs are largely funded
by longer-term debt

Assets and liabilities of FVCs
(Dec. 2009 - Dec. 2014; EUR trilions)

= capital and reserves. = loans

= debt securities > 1yr = debt securies < 1yr
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Sources: ECB and ECB calculations.

Note: Excludes other labilies, ie. (i) any differences between the nominal amount of
principal outstanding of securiised loans and the transaction value paid by the FVC in
purchasing such loans; (i) financial derivatives liabities subject to on-balance-sheet
recording according to national rules; and (i) accrued interest payable on loans and
deposits and other amounts payable not related to the FVC's main business.
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Chart

A US equity shock has strong real and financial
spillovers to the euro area economy

Impact of a negative US equity shock (20% decline)
on euro area equity prices and economic activity

(percentage points)
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Note: Economic activity is measured by industrial production (monthly data).
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Chart 3.12
Leverage ratios also improved, although further
progress may be needed in the case of some LCBGs

Fully loaded Basel lll leverage ratios for selected euro area
LCBGs

(end-2014; percentages)

m— curo area LCBGs (end-2014)
e average for Group 1 banks in the EU (June 2014)

Source: SNL Financial.

Notes: Based on pubiicly avalable data on LCBGs. The horizontal line shows the
average for 40 Group 1 banks subject to the Basel Il monitoring exercise of the EBA.
Group 1 banks are those with Tier 1 capital in excess of €3 billion and are intemationally
active.
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Chart B.2
Weak profitability has persisted in the euro area over
the past few years, particularly in vulnerable countries

Return on equity of banks in vulnerable and other euro area
countries and the United States

(2003-2013; percentages; median values)
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Sources: Bloomberg, SNL Financial and ECB calculations.

Notes: In this chart, vulnerable euro area countries include Cyprus, Ireland, laly,
Portugal, Slovenia and Spain, while other euro area countries include Austria, Belgium,
Pkt P Coirans and s Noltikak:
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Chart $.3.9
Core Tier 1 capital ratios for euro area significant
banking groups

(2011 - Q1 2015; percentages; 10th and 90th percentie and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups
@ mediian for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.
Note: Includes publily available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis.
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Chart $.3.8
Total capital ratios for euro area significant banking
groups

(2011 - Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups
@ median for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.
Note: Includes publily available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis.
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Chart 1.33

Country-level developments often mask underlying
regional disparities, with strong house price growth in
metropolitan areas in some countries

Residential property prices in the capital city/large cities vis-
a-vis the national aggregate

(Q1 2010~ Q4 2014; index: Q1 2010 = 100; ratio of residential property prices in capital
ityllargest ciies vis-2-vis the national aggregate)
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Sources: BIS, national sources and ECB calculations.
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Table 2.1

After a lengthy period at historical lows, measures of volatility for a number of markets began to increase
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Sources: Bloomberg and ECB calculations.

Notes: Volatilty estimates are derived from a non-overlapping quarterly sample of daly price data. The colour codes are based on the ranking of the estimates. A red, yellow and

green colour code indicates, respectively, a high, medium and low volatiity estimate compared with other periods. For further detals, see Box 3 entitied “Financial market volatiity
‘and banking sector leverage”, Financial Stability Review, ECB, November 2014,
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Chart 3.44

The global shock scenario and the weak bank
operating environment scenario have the strongest
adverse impact

Average CET1 capital ratios of euro area LCBGs under the
baseline and adverse scenarios

(2014-2016; percentages, average of euro area LCBGs)
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Q32014
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Sources: Individual institutions' financial reports, EBA, ECB and ECB calculations.





OEBPS/Images/24065.jpg
Chart S.3.29
Stock performance of euro area significant banking
groups

(3Jan. 2007 - 15 May 2015; index: 2 Jan. 2007 = 100)

median for euro area significant banking groups
median for euro area large and complex banking groups
median for global large and complex banking groups
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‘Sources: Thomson Reuters, Bloomberg and ECB calculations.
Note: The hatched/shaded areas indicate the minimum-maximum and interquartle:
ranges across equities of significant banking groups.
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Chart A.4
Foreign branches exhibit the greatest amount of activity
in northern European countries

Foreign branches’ total assets as a percentage of GDP

Source: EBA
Note: Based on 2013 transparency exercise with EEA counterparties.
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Chart 3.26
supported by buoyant financial markets and solid
underwriting performance in recent quarters

Growth of gross premiums written for a sample of large euro
area insurers

(2012 Q1 2015; percentage, 10th and 90th percentils, interquartile distribution and
median)
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Sources: Bloomberg, individual institutions’ financial reports and ECB calculations.
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Chart $.2.10
Equity indices

(2 Jan. 2001 - 15 May 2015; index: Jan. 2001 = 100)
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‘Standard & Poor's 500 Banks index
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Source: Bloomberg
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Chart A.2
Cross-border lending in south-eastern Europe is largely
funded by Austrian banks

Non-MFI cross-border loans as a share of
total bank assets in the borrowing country

o
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Source: ECB MFI statistics (balance sheet items)
Notes: The arrows represent values from September 2014 and the colour of each arrow
represents the percentage change since September 2011. The percentage nextto the
country node denotes each country's share of foreign loans in total loans (node size:
adjusted proportionally).
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Chart D

Financial stress in euro area G-SIFls has
significant spillover effects on other large euro
area banks

Impact of a one-standard-deviation shock to the
default probabill of the G-SIFls on euro area

financial institutions’ default probabilities
(absolute change inlog-odd ratio)
‘o median, G-SIFls. emedian, others
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Notes: Default probabity in log-odd ratio transformation (see the notes to
Chart A). The diamonds show the peak median response of each firm over
the first 60 months. The bars denote the 10th-80th percentil ranges around
these peaks. The left panel corresponds to the default probabilties of the
10 G-SIFls in the sample. The right panel corresponds to the defauit
probabilies of the next largest 15 financial insttutions. The x-axis shows
the number of each firm, the firms being sorted from the largest by assets to
the smallest. Firm 13 is a G-SIFI
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Chart A1
Banking sectors with excess deposit funding are large
cross-border net lenders

Non-MFI cross-border loans as a share of total bank assets
in the lending country
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Source: ECB MFI statistics (balance shet ltems).
Notes: The arrows represent values from September 2014 and the colour of each arrow
represents the percentage change since September 2011. The percentage next to the
country node denotes each country's share of foreign loans in total loans (node size:
adjusted proportionally).





OEBPS/Images/13625.jpg
ChartB
Stylised financial cycle estimates suggest limited broad-based excesses in euro area credit or asset
prices

a) Total credit

x-axis: phase of cycle
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b) Residential property prices
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‘Sources: ECB and ECB calculations.
Notes: Based on the computations in Schiler, Y., Hiebert, P. and Peftonen, T, “Characterising financial cycles across Europe: One size does not fit alf’,
Working Paper Series, ECB (forthcoming). The charts show the cyclical position of ten euro area countries (AT, BE, DE, ES, FI, FR, IE, IT, NL and PT),
denoted by red dots, and the euro area aggregate (yellow dot) for credit and property prices for Q3 2014 (Q4 2014 for total creditin the euro area and for
house prices in F, IE and NL) and for equity prices and benchmark bond yields for Qd 2014 (Q3 2014 for benchmark bond yields in PT). Historical minima,
‘maxima and averages are country-specific. The cycle is shown in a styiised fashion divided into it four phases: 1. growthflevel below trend and deviating
further from trend; 2. growthlevel below trend and increasing towards the trend: 3. growthilevel above trend and deviating further from trend: and 4.
growth/level above trend and declining towards the trend. The cycles are based on the following measurements: panel a): quarterly percentage change in real
fotal creditto the non-financial private sector: panel b): quarterly percentage change in real residential property prices; panel c):index of real equity prices;
and panel d): real ten-year govemment bond yields. Real concepts are deflated by annual HICP inflation.
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Chart S.2.8
Spreads over LIBOR of selected European AAA-rated
asset-backed securities

(26 Jan. 2007 - 15 May 2015; basis points)
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Source: JPMorgan Chase & Co.
Note: In the case of residential mortgage-backed securities (RMBSS), the spread range
is the range of available individual country spreads in GR, IE, ES, IT, NL, PT and UK.
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Chart S.1.11
Household debt-to-gross disposable income ratio

(percentage of disposable income)
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Sources: ECB, Eurostat, US Bureau of Economic Analysis and Bank of Japan.
Notes: For Estonia inital debt data refer to 2008, while change in deb refers to 2008
‘and 2013. For Malta inital debt data refer to 2009, while change in debi refers to 2009
‘and 2013. For Japan, change in debt refers to 2007 and 2012. Data for LU are not
available. The figures are based on ESA 2010 methodology.
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Chart $.3.6
Lending and deposit spreads of euro area MFls

(Jan. 2005 - Mar. 2015; percentage points)

—— lending to households

lending to non-financial corporations

deposits with agreed maturity by non-financial corporations
~—— deposits with agreed maturity by households.
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Sources: ECB, Thomson Reuters and ECB calculations.

Notes: Lending spreads are calculated as the average of the spreads for the relevant
breakdowns of new business loans, using volumes as weights. The individual spreads
are the difference between the MFI interest rate for new business loans and the

‘swap rate with a maturity corresponding to the loan category's iniial period of rate:
fxation. For deposits with agreed maturit, spreads are calculated as the average of
the spreads for the relevant breakdowns by maturity, using new business volumes as
weights. The individual spreads are the difference between the swap rate and the MFI
interest rate on new deposits, where both have corresponding maturities.
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Table 3.3

Main parameters for the assessment of euro area insurers

Sovereign risk

| Baseline Global risk aversion | resurgence Joint scenario
Average euro area increase in shortterm interest rates (basis points) 0 80 80 80

Average euro area increase in long-ter govemment bond yields (basis points) 0 7 50 57

Average add-on in credit yields of corporate bonds (basis points) 0 167 0 167
‘Shock to equity prices (%) 0 15 12 2%

Average add-on in lapse rates (%) 0 11 0 22

Average cumulative loss rates on the loan portolios over two years (%) 018 058 054 059
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Chart 8.2.11
Implied volatilities

(2 Jan. 2001 - 15 May 2015; percentages)
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‘Sources: Bloomberg and Thomson Reuters Datastrea.
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Chart S.3.19
Maturity profile of long-term debt securities for euro
area significant banking groups

(Jan. 2006 - Apr. 2015; EUR billions)
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‘Sources: Dealogic DCM Analytics and ECB calculations.

Notes: Data refer to all amounts outstanding at the end of the corresponding month.
Long-term debt securities include corporate bonds, medium-term notes, covered
bonds, asset-backed securities and mortgage-backed securities with a minimum
maturity of 12 months.
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Chart C

Balance sheet-based measures of bank
weakness contain significant information about
forbearance and underprovisioning

Scatter plot of normalised adjustments to NPEs and
normalised adjustments to LLPs

(y-axis in basis points)

adjustments to LLPsftotal assets versus impaired loans.
= adjustments to NPEs/total assets versus impaired loans

Adjustments to LLPsfotal assets and
Adjustments to NPEsfotal assets
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Sources: ECB, SNL and Bankscope
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Chart 1.7
A large share of gross external debt is denominated in

US dollars in many emerging market economies

Currency decomposition of gross external debt
(Q32014; percentage of GDP)
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Sources: World Bank and ECB calculations.
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Chart 8.3.11
Non-performing loan ratios for euro area significant
banking groups

(2011 -Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups.
@ median for global large and complex banking groups
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Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis

“The non-performing loan ratio s defined s the ratio of impaired customer loans to total
customer loans.
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Chart $.3.17
Ratios of short-term funding to loans for euro area
significant banking groups

(2011 -Q1 2015; percentages; 10th and 90th percentile and interquartie range
distribution across significant banking groups)

@ median for euro area large and complex banking groups
@ median for global large and complex banking groups
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‘Sources: SNL Financial and ECB calculations.
Notes: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Interbank funding is used as the measure of short-term funding.
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Chart 1.28
is accompanied by lower funding costs for both non-
financial corporations and households

Composite indicators of the nominal cost of bank borrowing
for euro area households (for house purchase) and non-
financial corporations, the ECB policy rate and EONIA

(Jan. 2005 - Mar. 2015; percentages)

non-financial corporations in vulnerable euro area countries
e non-financial corporations in other euro area countries
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e hoUSENOIdS in Other euro area countries

minimum bid rate in main refinancing operations

EONIA

o amw oo~

E]
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Sources: ECB and ECB calculations.

Notes: The indicator for the total cost of lending is calculated by aggregating short and
long-term rates using a 24-month moving average of new business volumes. For
methodological details on the construction of the cost-of-borrowing indicator, see
“Assessing the retail bank interest rate pass-through in the euro area at times of
financial fragmentation”, Monthly Bulletin, ECB, August 2013.
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Chart S.3.28
Credit default swap spreads for a sample of large
euro area insurers

(3.Jan. 2007 - 15 May 2015; basis points; senior debt; five-year maturity)
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Sources: Thomson Reuters, Bloomberg and ECB calculations.

Note: The hatchedishaded areas indicate the minimum-maximum and interquartile

ranges across the CDS spreads of selected large insurers.
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Chart 8.1.12
Household debt-to-total financial assets ratio

(Q12009 - Q4 2014; percentages)
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Sources: ECB and ECB calculations, Eurostat, US Bureau of Economic Analysis.
‘and Bank of Japan.

Notes: The hatchedishaded areas indicate the minimum-maximum and interquartile
ranges across euro area countries. The figures are based on ESA 2010 methodology.
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Chart 1.5
Continued improvements in relative prices and costs in

most euro area countries

Decomposition of the change in the real effective exchange
rate

(Q4 2009 - Q4 2014; percentages)
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Source: ECB.
Notes: The real effective exchange rate is defiated by unit abour costs. A deciine
commesponds to a real depreciation, i.e. an improvement in competitiveness.
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Chart $.1.10
General government gross debt

(percentage of GDP, end of period)
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Sources: National data, European Commission (AMECO, Spring 2015 forecast) and

ECB calculations.

Notes: Euro area data refer to the Euro 19. Information on government debt held
by non-residents is not available for IE, CY and MT. For LU, annual GDP for 2014

‘supplied in the context of the Excessive Deficit Procedure was used.
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Chart $.3.10

Contribution of components of the core Tier 1 capital
ratios to changes for euro area significant banking
groups

(2011 - Q1 2015; percentages)
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Sources: SNL Financial and ECB calculations.
Note: Includes publicly available data for significant banking groups that report annual
financial statements and a subset of those banks that report on a quarterly basis
Annual and quarterly indicators are based on common samples of 57 and 21 significant
banking groups in the euro area, respeciively.
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Chart 1.27
Easier access to funding for large firms as well as small

and medium-sized enterprises...

Financing conditions of euro area SMEs in comparison with
large firms

(H1 2009 - H1 2014; net percentages of respondents; changes over the past six
months)

e large fims.
e small and medium-sized enterprises.

Improving financing conditions

Deteriorating financing conditions
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Source: ECB calculations based on the survey on access to finance of enterprises

(SAFE)
Note: The level of interest rates and colateral requirements are presented using an
inverted scale.
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Chart 3.3
Net interest income increased, particularly for banks in
vulnerable countries...

Net interest income growth of euro area significant banking
groups
(2009-2014; percentages; median growth rates)
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Source: SNL Financial.
Notes: Vulnerable countries include Cyprus, Greece, Ireland, ltaly, Portugal, Slovenia
and Spain. Based on publicly available data on SBGs.
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Chart 8.2.7
iTraxx Europe five-year credit default swap indices

(1 Jan. 2007 - 15 May 2015; basis points)
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Chart 1.15
Debt issuance with longer maturities predominates in
the current low yield environment

Maturity structure of euro area government debt and debt
securities

(2009-2014; Apr. 2015 years; percentage of total outstanding general govemment debt
securties)

s average residual debt maturity (left-hand scale)
~ outstanding short-term debt securities (right-hand scale)
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Source: ECB Govemment Finance Statistics.
Note: Outstanding short-term debt securities comprise short and long-term debt
securities with a residual maturity of up to one year.
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Chart 1.12
...highlighting the need for sustainable public finance
settings at the national level

Structural balances and medium-term fiscal objectives
across the euro area

(2011-2014; 2015; percentage of GDP)
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Source: European Commission's spring 2015 economic forecast.
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Chart1
Low levels of euro area financial market, sovereign and
bank stress

Composite indicators of systemic stress in financial markets
and sovereign bond markets, and the probability of default of
(Jan. 2011 — May 2015)

e probabilty of default of two or more LCBGS (percentage
probability; left-hand scale)

s composite indicator of systemic stress
(right-hand scale)

financial markets

s cOMpoite indicator of systemic siress in sovereign bond
markets (right-hand scale)
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Sources: Bloomberg and ECB calculations.

Notes: “Probabilty of default o two or more LCBGs" refers to the probabilty of
simultaneous defauls in the sample of 15 large and complex banking groups (LCBGs)
over a one-year horizon.
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Chart 3.23
Bond market exposures remain stable, but vary
significantly across banks...

Debt holdings of euro area SBGs

(2007-2014; percentage of total assets; median, 10th and 90th percentile and
interquartie range distribution across SBGs)
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Sources: SNL Financial and ECB calculations.
Note: Based on publicly available data on SBGs.
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Chart 1.18
...while privatisation revenues may help alleviate debt
sustainability concerns

Privatisation revenues in the euro area

(1998-2014; percentage of GDP)
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Sources: ECB Government Finance Statistics and ECB calculations
Note: The yellow line indicates the average value over the period 1995-2014.
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Chart 8
Slightly higher valuations of euro area banks in 2015,
but they still trade at a discount vis-a-vis their US peers

Price-to-book ratio for euro area and US banks

(Jan. 2007 May 2015, grey area represents the difference between the United States
and the euro area)
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Source: Thomson Reuters Datastream.





