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EDITORIAL

Based on its regular economic and monetary
analyses, the Governing Council decided at its
meeting on 3 May 2012 to keep the key ECB
interest rates unchanged. Inflation rates are
likely to stay above 2% in 2012. However,
over the policy-relevant horizon, the Governing
Council expects price developments to remain
in line with price stability. Consistent with
this picture, the underlying pace of monetary
expansion remains  subdued.  Available
indicators for the first quarter remain consistent
with a stabilisation in economic activity at a
low level. Latest survey indicators for the euro
area highlight prevailing uncertainty. Looking
ahead, economic activity is expected to recover
gradually over the course of the year. At the
same time, the economic outlook continues to
be subject to downside risks.

Inflation expectations for the euro area economy
continue to be firmly anchored in line with
the Governing Council’s aim of maintaining
inflation rates below, but close to, 2% over the
medium term. Over the last few months the
Eurosystem has implemented both standard
and non-standard monetary policy measures.
This combination of measures has helped both
the financial environment and the transmission
of monetary policy. Further developments will
be closely monitored, keeping in mind that all
the non-standard monetary policy measures
are temporary in nature and that the Governing
Council maintains its full capacity to ensure
medium-term price stability by acting in a firm
and timely manner.

With regard to the economic analysis, available
indicators for the first quarter remain consistent
with a stabilisation in economic activity at a
low level. Latest signals from euro area survey
data highlight prevailing uncertainty. At the
same time, there are indications that the global
recovery is proceeding. Looking beyond the
short term, the Governing Council continues
to expect the euro area economy to recover
gradually in the course of the year, supported
by foreign demand, the very low short-term
interest rates in the euro area, and all the
measures taken to foster the proper functioning

of the euro area economy. However, remaining
tensions in some euro area sovereign debt
markets and their impact on credit conditions,
as well as the process of balance sheet
adjustment in the financial and non-financial
sectors and high unemployment, are expected
to continue to dampen the underlying growth
momentum.

This economic outlook continues to be subject
to downside risks, relating in particular to an
intensification of tensions in euro area debt
markets and their potential spillover to the euro
area real economy, as well as to further increases
in commodity prices.

Euro area annual HICP inflation was 2.6% in
April 2012, according to Eurostat’s flash estimate,
after 2.7% in the previous four months. Inflation
is likely to stay above 2% in 2012, mainly
owing to increases in energy prices, as well as
to rises in indirect taxes. On the basis of current
futures prices for commodities, annual inflation
rates should fall below 2% again in early 2013.
In this context, the Governing Council will pay
particular attention to any signs of pass-through
from higher energy prices to wages, profits and
general price-setting. However, looking ahead,
in an environment of modest growth in the euro
area and well-anchored long-term inflation
expectations, underlying price pressures should
remain limited.

Risks to the outlook for HICP inflation rates
in the coming years are still seen to be broadly
balanced. Upside risks pertain to higher than
expected commodity prices and indirect tax
increases, while downside risks relate to weaker
than expected developments in economic
activity.

The monetary analysis indicates that the
underlying pace of monetary expansion has
remained subdued, with somewhat higher
growth rates in the past few months. The annual
growth rate of M3 was 3.2% in March 2012,
compared with 2.8% in February. Since January
a strengthening in the deposit base of banks has
been observed.
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The annual growth rates of loans to non-
financial corporations and loans to households
(adjusted for loan sales and securitisation) stood
at 0.5% and 1.7% respectively in March, both
slightly lower than in February. The volume
of MFI loans to non-financial corporations and
households remained practically unchanged
compared with the previous month.

Money and credit data up to March confirm a broad
stabilisation of financial conditions and thereby,
as intended by the Eurosystem’s measures, the
avoidance of an abrupt and disorderly adjustment
in the balance sheets of credit institutions. In this
context, the April bank lending survey indicates
that the net tightening of credit standards by
euro area banks declined substantially in the first
quarter of 2012 as compared with late 2011, for
both loans to non-financial corporations and loans
to households, also on account of improvements
in funding conditions for banks. As also indicated
in the bank lending survey, the demand for
credit remained subdued in the first quarter of
2012, reflecting weak economic activity and the
ongoing process of balance sheet adjustment in
non-financial sectors. The full supportive impact
of the Eurosystem’s non-standard measures will
need time to unfold and to have a positive effect
on the growth of loans when demand recovers.
In this context, it should be noted that the second
three-year longer-term refinancing operation was
only settled on 1 March 2012.

Looking ahead, it is essential for banks to
strengthen their resilience further, including by
retaining earnings. The soundness of banks’
balance sheets will be a key factor in facilitating
both an appropriate provision of credit to the
economy and the normalisation of all funding
channels.

To sum up, the economic analysis indicates
that price developments should remain in line
with price stability over the medium term. A
cross-check with the signals from the monetary
analysis confirms this picture.

It is of utmost importance to ensure fiscal
sustainability and sustainable growth in the
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euro area. Most euro area countries made good
progress in terms of fiscal consolidation in
2011. While the necessary comprehensive fiscal
adjustment is weighing on near-term economic
growth, its successful implementation will
contribute to the sustainability of public finances
and thereby to the lowering of sovereign
risk premia. In an environment of enhanced
confidence in fiscal balances, private sector
activity should also be fostered, supporting
private investment and medium-term growth.

At the same time, together with fiscal
consolidation, growth and growth potential in
the euro area need to be enhanced by decisive
structural reforms. In this context, facilitating
entrepreneurial activities, the start-up of new
firms and job creation is crucial. Policies aimed
at enhancing competition in product markets and
increasing the wage and employment adjustment
capacity of firms will foster innovation, promote
job creation and boost longer-term growth
prospects. Reforms in these areas are particularly
important for countries which have suffered
significant losses in cost competitiveness and
need to stimulate productivity and improve trade
performance.

With regard to the adjustment process within
the euro area, as evidenced by the experience of
other large currency areas, regional divergences
in economic developments are a normal feature.
However, considerable imbalances have
accumulated in the last decade in several euro
area countries and they are now in the process
of being corrected.

As concerns the monetary policy stance of the
ECB, it has to be focused on the euro area.
The primary objective of the ECB’s monetary
policy remains to maintain price stability over
the medium term. This is the best contribution
of monetary policy to fostering growth and job
creation in the euro area.

Addressing divergences among individual
euro area countries is the task of national
governments. They must undertake determined
policy actions to address major imbalances



and vulnerabilities in the fiscal, financial and
structural domains. The Governing Council
notes that progress is being made in many
countries, but several governments need to be
more ambitious. Ensuring sound fiscal balances,
financial stability and competitiveness in all
euro area countries is in our common interest.

This issue of the Monthly Bulletin contains two
articles. The first article reviews and assesses
the key elements of the fiscal compact, which is
part of the new Treaty on Stability, Coordination
and Governance in the Economic and Monetary
Union. The second article compares the recent
financial crisis in the United States and the euro
area with the experience of Japan in the 1990s.
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ECONOMIC AND MONETARY DEVELOPMENTS
DEVELOPMENTS The external

environment
of the euro area

| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

The global economy continues to show signs of a modest upturn. Business survey indicators have
remained in expansionary territory. Global inflation has eased in recent months, partly reflecting
the decline in the annual rate of change in the energy component of consumer price indices.

I.I DEVELOPMENTS IN THE WORLD ECONOMY

The global economy continues to show signs of a modest upturn. Following a number of very
positive data releases in the first few months of the year, partly related to temporary factors, recent
data releases have been mixed. Growth impediments prevail in some advanced economies, relating
to weaknesses in labour and housing markets, as well as to the need for further repair of both public
and private sector balance sheets. While rebalancing is making progress, household debt levels
remain elevated in a number of major advanced economies. In emerging markets, growth also
decelerated somewhat, but remained much stronger overall than in advanced economies, thereby
making an important contribution to global economic growth.

The latest survey evidence is consistent with a gradual recovery of the world economy.
Notwithstanding the recent slight weakening of the global Purchasing Managers’ Index (PMI) for
output, which stood at a level of 54.7 in the first quarter, the index remained well above the level of
52.0 recorded in the fourth quarter of last year and also slightly above its average level since 1999.
The decline in the composite PMI for output was due to a weakening of the index for activity in the
services sector. In April the PMI for manufacturing output increased to 53.1, compared with 52.7
in March.

Global inflation has eased in recent months and inflationary dynamics remain contained in advanced
economies. In March annual headline inflation in the OECD area moderated to 2.7%, compared
with 2.8% in the previous month, continuing the gradual decline from its peak of 3.3% recorded
in September 2011. Base effects reflecting the annual rate of change in the energy component of

(diffusion index; seasonally adjusted; monthly data) (annual percentage changes; monthly data)
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Sources: National data, BIS, Eurostat and ECB calculations.

1) Eurostat data are used for the euro area and the United Kingdom; national data are used for the United States and Japan. GDP figures
have been seasonally adjusted.

2) HICP for the euro area and the United Kingdom; CPI for the United States and Japan.

consumer price indices partly account for this. Annual inflation excluding food and energy remained
at 1.9% in March, unchanged from the previous few months. In emerging economies, inflation rates
have declined lately, although inflationary pressures are greater in view of tighter capacity buffers.

UNITED STATES

In the United States, the pace of the economic expansion moderated in early 2012. According to the
advance estimate by the Bureau of Economic Analysis, real GDP increased at an annual rate of 2.2%
(0.5% quarter on quarter) in the first quarter of 2012, down from 3% in the previous quarter. Growth
was primarily driven by personal consumption expenditure growth, which accelerated from 2.1%
to 2.9%, in part financed via a drawdown of the personal saving rate. The deceleration in growth
resulted largely from a slowdown in private fixed investment, notably in non-residential structures,
while government expenditure continued to contract. Inventories contributed much less to growth
than in the previous quarter and the contribution from net exports was close to zero as the growth
of both exports and imports accelerated, to 5.4% and 4.3% respectively. Supported by favourable
weather conditions, residential investment expanded for the fourth successive quarter, by 19.1%.
Despite showing some signs of stabilisation, the housing market remains overall weak (see Box 1).

In March annual CPI inflation slowed further to 2.7%, representing more than a full percentage point
decline from its peak of 3.9% in September 2011. The deceleration reflects the continued easing in
the annual rate of change in energy prices, partly owing to base effects, and to a lesser extent in food
prices. Excluding food and energy, annual inflation edged up to 2.3% in March, from 2.2% in the
previous month. Shelter costs, which have been recovering from negative annual rates of change in
2010, have more recently steadied to a pace consistent with annual increases of close to 2%.
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On 25 April 2012 the Federal Open Market Committee (FOMC) stated that the economy has been
expanding moderately and acknowledged the improvement in labour market conditions in recent
months. The FOMC decided to keep the target range for the federal funds rate at 0% to 0.25% and
anticipated that economic conditions are likely to warrant exceptionally low levels for the federal
funds rate at least until late 2014.

RECENT DEVELOPMENTS IN THE US HOUSING MARKET

In recent years the US housing market has
experienced its sharpest decline since the
Second World War. House prices, as measured
_ o = (index: Q1 2000 = 100, seasonally adjusted data; billions of

by the Case-Shiller 1ndex, have fallen by chained 2005 US dollars, seasonally adjusted at an annual rate;
more than 30% since their peak in 2006  quarterly data)

(see Chart A). Residential investment as a ratio —— Case-Shiller Home Price Index (left-hand scale)

to GDP now stands below 2.5% compare d T real private residential investment (right-hand scale)

D70,
with around 6% at its peak in 2005. More '

recently, however, some signs have emerged

900

that the downturn in the US housing market 70 50
is bottoming out. Home sales, housing starts ., -0
and building permits have started to recover,
albeit from historically low levels. Moreover, 130 600
after collapsing in 2006, residential investment
has been making a positive contribution to 110 500

economic growth in the United States since

the second quarter of 2011. The pace of the  *[: : A8
decline in house prices has moderated and o e ‘0
house price futures suggest that house prices 1990 1994 1998 = 2002 2006 2010

may be nearing a.trough. However,'the process Spurces: Bureau of Economic Analysis, Standard & Poor’s,
of adJUStment in the US housmg market Tliflgfgzv ”F}?g ]I::g;:tr ?)]g/lsirr]ilztgol;ll‘isci"or the fourth quarter of 2011.
still faces a number of challenges which are

constraining growth. This box briefly explains

why a recovery in the housing sector is important for economic growth in the United States. It
then reviews the main supply and demand factors that are impeding a strong pick-up in housing
market activity. The box concludes with an overview of the policy measures taken to support the
US housing market.

The importance of the housing market for the US economic recovery

The weak housing market is hindering the economic recovery in the United States owing to
several factors. First, the sharp drop in residential investment has had a direct impact on economic
output. Since residential investment is much more cyclical than aggregate economic activity, its
contribution to GDP growth is typically larger than its contribution to the level of GDP. The
contribution of residential investment, which played an important role in the early phases of
previous recoveries in the United States, has been subdued until recently. Second, many jobs
depend on housing activity, both directly in the construction industry and also in industries
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producing complementary items, such as
household items, or in related professional
and skilled services. Thll‘d, deChnlng houslng (percentages of the total number of mortgages outstanding,
wealth associated with falling house prices is ~ seasonally adjusted quarterly data)
dampening personal consumption expenditure = foreclosure inventory

2 o esees foreclosures started during the quarter
because households assign less value to their ====]oans on which instalments are 90 days or more past due
housing assets which could affect their attitude
towards current and future consumption.

5

Supply factors

The persistent weakness in US house prices 3
reflects continued imbalances between housing
supply and demand. The excess supply ofhouses 2
in the US market is the key factor limiting a
pick-up in house prices and a stronger recovery
in residential construction. The inventory

of houses is currently at a historically high . o
level; vacant housing units COl’an’iSCd around 1998 20‘00 20102 20b4 20106 2()1()3 20‘10 2012
14% of the total in 2011 and this percentage g, ce: Mortgage Bankers Association.

has not declined substantially since the  Nai: Das n e ol imeniy e ot sencnuly
peak in 2008. Foreclosures owing to

default by borrowers have also added to the supply of homes on the market and continue to
exert downward pressure on prices. The main causes of foreclosures are the deterioration in
household income and the decline in house prices. In 2011 around one in four single-family
homes with a mortgage were in negative equity (when the value of the house is less than the
mortgage balance). This also constrains the ability of homeowners to sell or refinance, and
they may be tempted to default as a result. The percentage of new foreclosures started in each
quarter remained essentially unchanged in 2011, at around 1% of all loans (see Chart B). Moreover,
the percentage of delinquent loans (where no payments have been made for 90 days or more) — a
good indicator of future new foreclosures — decreased from its peak of 5.0% in early 2010,
but remained very elevated at 3.1% at the end of 2011.

Demand factors

The main factor dampening demand for housing is the continued weakness in both employment
and income growth. The US unemployment rate stood at 8.2% in March 2012, which is much
higher than the 4.6% registered on average in 2007 before the crisis period. Despite the recent
amelioration in the pace of employment growth, the US labour market remains structurally
weak. The share of the long-term unemployed (defined as those out of work for six months or
more) in total unemployment stood at the elevated level of around 43% in March 2012 — about
twice the level seen after the 2001 recession. At the same time, those who are in employment
are witnessing a decline in the purchasing power of their income, as inflation has been running
higher than income growth. Indeed, the US Bureau for Labor Statistics reports that real average
hourly earnings growth was negative in the first three months of 2012, and stood at a rate of
-0.6% in March.
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The weak US job market and poor income
prospects have also affected household
formation, which, in turn, has dampened
demand for homes. Many school leavers who
cannot find work continue to live at home
with their parents rather than forming new
households, while people who lose their jobs | 1.00
may also tend to move back in with their
relatives. As a result, since 2007 the rate of
growth in household formation in the United 075 0.75
States has averaged around 0.5% per annum,
which is substantially less than the annual
average rate of 1.2% for the period since 1980 050 050
(see Chart C). It is also less than the population
growth rate, including that of the age cohort

usually associated with the formation of new %% =, o T T o
households. The pace of household formation Sources: Census Bureau and Haver Analytics.

1S expected to plck up once employment and Note: The latest observation is for December 2011.
income prospects improve further.

(monthly averages of year-on-year growth rates as percentages)

1.25 1.25

A further factor constraining demand is the availability of mortgage credit. Despite historically
low mortgage rates in the United States, broad access to new mortgage debt on reasonable terms
is still limited. In an environment of declining house prices, banks are less willing to lend because
the collateral is losing value. Consequently, residential mortgage lending standards tightened
significantly during the crisis and have not eased substantially. For example, such restrictions
take the form of higher fees, more stringent documentation requirements, the need for larger
down payments, and stricter appraisal standards. Moreover, the prospect of a further decline in
house prices, and thus a fall in collateral values, has deterred potential buyers. Reflecting the
overall weak demand, in 2011 purchase mortgage originations were around 25% of the level
recorded at their peak in 2003, while the volume of mortgage loan applications for purchase
were around a third of the level at their peak in 2005.

Policy measures and considerations

The vicious circle of falling house prices leading to foreclosures and high supply on the market,
which further depresses house prices, led the US authorities to take several measures to halt this
spiral.

In September 2008 the government-sponsored enterprises (GSEs) Fannie Mae and Freddie Mac —
which together hold around 60% of outstanding mortgages and play an important role in supporting
a liquid mortgage market — were placed under government conservatorship and provided with a
capital injection in view of their deteriorating solvency situation. In 2009 and 2010 the government
provided a home-buyer tax credit programme which gave temporary financial assistance to first-time
buyers and was intended to spur housing sales. The Home Affordable Modification Program
(HAMP), which was launched in 2009, aimed to modify the mortgage loan conditions for those
who are in default or at risk of default by lowering monthly mortgage payments to an affordable
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level. In addition, the Home Affordable Refinancing Program (HARP) aimed at reducing monthly
mortgage payments for households not in default by helping them to refinance and thus to benefit
from the low interest rates. Both HAMP and HARP are considered to have achieved only limited
success as take-up rates have been lower than expected. In view of this, in the past few months
both programmes have been expanded to widen their reach.! Early in 2012 the US administration
increased incentives for both investors and GSEs to reduce the principal of loans for borrowers
whose mortgages are significantly more than the value of their homes. This aims at avoiding further
foreclosures and accelerating the pace of adjustment in the housing market.?

In conclusion, the huge imbalances in the US housing market that accumulated before the crisis

have hindered the subsequent economic recovery and, despite several measures taken by the

US authorities, the housing market remains weak and the pace of the adjustment process is slow.

Nonetheless, recent data suggest that the housing market is gradually stabilising and, as the

US labour market continues to improve, the pent-up demand for housing should eventually

support a stronger recovery. The renewed policy efforts targeted towards the housing sector may

accelerate the pace of the adjustment and the subsequent recovery.

1 For more details on each programme, see www.makinghomeaffordable.gov

2 For a recent discussion on US housing market policies see “The US Housing Market: Current Conditions and Policy Considerations”,
US Federal Reserve System, January 2012. See also World Economic Outlook, April 2012, Chapter 3, IMF, which, citing other case

studies, suggested that targeted household debt restructuring policies, including write-downs of a part of the value of the mortgage, can
deliver significant economic benefits at relatively low fiscal cost.

JAPAN

In Japan, economic activity continued to show, overall, tentative signs of a pick-up following a
pause in the recovery in the last quarter of 2011. In spite of some recent weakness, business survey
indicators generally signalled an improvement in the first quarter of 2012, although with some
divergence of sentiment between manufacturers and non-manufacturers. Industrial production
bounced back in March from the previous month’s decline, bringing the quarterly growth rate for
the first quarter of 2012 to 1.1%. After a somewhat muted recovery at the start of the year, exports
of goods in real terms remained flat in March, bringing the average for the first three months of
2012 to roughly the same level as that of the previous quarter. In spite of a recovery in March, real
imports of goods in the first quarter remained, on average, below the level observed in the previous
quarter. Private consumption has firmed over the past few months, while public investment appears
to be gaining momentum, in line with reconstruction efforts.

Annual CPI inflation edged up in March to 0.5% (from 0.3% in the previous month), owing to a large
extent to increases in energy prices and some technical factors. Annual CPI inflation excluding fresh
food also increased, from 0.1% in February to 0.2% in March, while the annual rate of change of
CPI inflation excluding food and energy remained at -0.5%. At its latest monetary policy meeting on
27 April, the Bank of Japan decided to maintain its target for the uncollateralised overnight call rate
at around 0% to 0.1%. It also announced a net increase in the size of its Asset Purchase Program of
about JPY 5 trillion and some changes in its composition — including an increase in the purchases
of Japanese government bonds (JGBs) of JPY 10 trillion, an increase in the purchases of exchange-
traded funds and Japanese real estate investment trusts by a total of JPY 210 billion and a reduction
in the maximum outstanding amount of the Bank of Japan’s fixed rate funds-supplying operations
against pooled collateral of about JPY 5 trillion. Moreover, the Bank of Japan also decided to extend
the remaining maturity of the JGBs to be purchased under the programme from “one to two years”
to “one to three years”. The time frame for the implementation of the programme was extended by
six months to the end of June 2013.
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UNITED KINGDOM

In the United Kingdom, economic activity has continued to be subdued. In the first quarter of
2012 real GDP declined by 0.2% quarter on quarter, mainly owing to a substantial contraction in
construction activity. However, business survey data during the first quarter of 2012 have been
relatively upbeat, while industrial production and consumer confidence have shown signs of
weakness. The labour market situation has remained weak amid some signs of stabilisation, as
the unemployment rate is relatively high (8.3% on average in the three months to February) and
employment growth is sluggish. Looking ahead, the economic recovery is likely to gather pace
only gradually, as domestic demand is expected to remain constrained by tight credit conditions,
ongoing household balance sheet adjustment and substantial fiscal tightening.

Annual CPI inflation increased to 3.5% in March from 3.4% in February, while CPI inflation
excluding energy and unprocessed food remained unchanged at 2.9%. Inflation is likely to decline
slightly further in the short term. In the longer term the weak economic outlook and the existence
of spare capacity will probably contribute to a further dampening of inflationary pressures. On
5 April the Bank of England’s Monetary Policy Committee maintained the official Bank Rate paid
on commercial bank reserves at 0.5% and the stock of asset purchases financed by the issuance of
central bank reserves at a total of GBP 325 billion.

CHINA

In China, real GDP growth decelerated to 8.1% in year-on-year terms in the first quarter of 2012,
down from 8.9% in the previous quarter, confirming that the Chinese economy remains on track for
a soft landing. Exports picked up in March, but external conditions remained weak overall in the
first few months of the year. Domestic demand growth continued to decelerate gradually. Industrial
production growth slowed further in March, but was still robust at 11.9% in year-on-year terms.
Annual CPI inflation picked up moderately to 3.6% in March, from 3.2% in February, on account
of a temporary increase in food prices. Nonetheless, for the first time since October 2010, the CPI
inflation rate stayed below the authorities’ 4% target for a second consecutive month. Domestic
liquidity conditions eased in March as loan and money growth accelerated to 15.7% and 13.4%
on a yearly basis, respectively. The renminbi’s

appreciation vis-a-vis the US dollar has come

to a halt in recent months. In order to allow for

greater two-way volatility of the exchange rate,

the monetary authorities enlarged the renminbi’s —— Brent crude oil (USD/barrel; left-hand scale)
intraday floating band against the US dollar - non-energy commodities (USD; index: 2010 = 100;
from 0.5% to 1% right-hand scale)
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Oil prices declined in April. Brent crude 1
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The recent decline reflects a combination of factors. First, there have been some concerns among
market participants about the global economic outlook, as recent macroeconomic data releases in
several major economies were mixed. Moreover, the first quarter of this year saw the first signs of
easing market fundamentals in more than two years, according to the International Energy Agency’s
latest Oil Market Report. This was mainly due to robust growth in OPEC supply alongside relatively
sluggish oil demand, while there was a more mixed performance in non-OPEC supply. Finally,
market speculation about a potential strategic stock release, together with assurances by Saudi
Arabia that it will maintain a stable oil supply, appear to have increased market confidence in the
ability of suppliers to compensate smoothly for a future decline in Iranian oil exports.

On aggregate, prices of non-oil commodities were broadly flat in April. While metal prices were
negatively affected mainly by concerns about global growth, food prices increased, on aggregate,
as a result of further strong supply-driven increases in the prices of oilseeds and oils. By contrast,
prices of cereals and of beverages, sugar and tobacco declined further. On aggregate, the price
index for non-energy commodities (in US dollar terms) was about 6.5% higher towards the end of
April than at the beginning of the year.

1.3 EXCHANGE RATES

Between the end of January and early May 2012 the effective exchange rate of the euro remained
broadly unchanged in an environment of steadily declining volatility. On 2 May 2012 the nominal
effective exchange rate of the euro, as measured against the currencies of 20 of the euro area’s most
important trading partners, was close to the level prevailing at the end of January 2012 and 4.4%
below its average level in 2011 (see Chart 5).

(daily data)

Index: Q1 1999 = 100 Contributions to EER-20 changes?
From 31 January 2012 to 2 May 2012 (percentage points)

101 101 0.5 0.5

100 100 0.0 -.—_— . 4 0.0

99 99 -0.5 -0.5
98 T | T 98 -1.0 T T T T T T T T -1.0
February March April CNY USD GBP JPY CHF SEK OMS other EER
2012 -20
Source: ECB.

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

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

Appreciation (+)/depreciation (-) of the euro as at 2 May 2012

Level on since: compared with:

Weight in EER-20 2 May 2012 31 January 2012 3 January 2011 average for 2011

Chinese renminbi 18.8 8.240 -0.9 -6.3 -8.4
US dollar 16.9 1.313 -0.3 -1.6 -5.7
Pound sterling 14.9 0.812 -2.8 -5.7 -2.3
Japanese yen 72 105.3 4.7 -3.1 -5.1
Swiss franc 6.5 1.202 -0.2 -3.6 -2.5
Polish zloty 6.2 4.169 -1.3 5.3 1.2
Czech koruna 5.0 24.90 -1.1 -0.7 1.3
Swedish krona 4.7 8.888 -0.1 -0.5 -1.6
Korean won 39 1,484 0.4 -1.1 -3.7
Hungarian forint 32 283.5 -3.5 1.8 1.5
NEER? 98.9 -0.6 2.7 -4.4

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

In bilateral terms, over the past three months the euro has been broadly stable against major
currencies. Between 31 January 2012 and 2 May 2012 the euro depreciated against the US dollar,
by 0.3%, amid fluctuations that reflected changes in market sentiment with regard to developments
in some euro area sovereign debt markets. The euro also depreciated slightly against the Swiss
franc and the Chinese renminbi. Over the same horizon, the euro depreciated more strongly against
the pound sterling, by 2.8%, but appreciated significantly against the Japanese yen, by 4.7%, amid
the Japanese authorities’ continued commitment to contain the appreciation of the Japanese yen.
Vis-a-vis other European currencies, the euro broadly depreciated over the period under review, in
particular against the Czech koruna, the Polish zloty and the Hungarian forint (see Table 1). Market
volatility, as measured on the basis of foreign exchange option prices, has continued to decline since
the end of January and currently stands below long-term average levels for most currency pairs.

Between 31 January and 2 May 2012 the
currencies participating in ERM II remained
broadly stable against the euro, trading at, or
close to, their respective central rates. The
Latvian lats traded on the stronger side of its = OECD i

. . . . st emerging economies
central rate within the unilaterally set fluctuation o "
band of +/-1%.

(monthly data; amplitude-adjusted)
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1.4 OUTLOOK FOR THE EXTERNAL ENVIRONMENT '
98
Looking ahead, leading indicators suggest
a further improvement in the momentum of PV
economic growth. The OECD’s composite 04 04
leading indicator, designed to anticipate
turning points in economic activity relative
to trend, has continued to increase gradually Source: OECD.
over recent months. In February the indicator Note: The emerging market indicator is a weighted average
for the OECD area stood above its long—term of the composite leading indicators for Brazil, Russia and China.
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average, supported by rather strong readings for the United States and Japan. Among emerging
economies, the indicators also showed stronger positive signals compared with the previous
month. Notwithstanding the uncertainty surrounding the global outlook, risks to the outlook for the
external environment of the euro area remain broadly balanced. Downside risks mainly relate to the
imbalances which are still evident in several major economies as well as increases in commodity
prices, while, on the upside, the recovery could also turn out to be more robust than presently
anticipated.
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2 MONETARY AND FINANCIAL DEVELOPMENTS

2.1 MONEY AND MFI CREDIT

Underlying money and credit growth remained subdued in March 2012, despite a sizeable inflow
for broad money in the first quarter of the year. On the counterpart side, euro area MFlIs increased
their main asset holdings substantially by purchasing securities in the first quarter of 2012, while
the annual growth of loans to the non-financial private sector moderated slightly. Developments
observed in the first quarter of the year support the assessment that deleveraging pressures on banks
have eased, so that the risk of an abrupt and disorderly deleveraging has declined considerably.
At the same time, the full supportive impact of the three-year longer-term refinancing operations
(LTROs) on the supply of loans to the non-financial private sector will take time to materialise.
This depends on a number of determinants, including a pick-up in loan demand and continued
efforts to address the necessary balance sheet adjustments in the euro area.

THE BROAD MONETARY AGGREGATE M3

The annual growth rate of euro area M3 increased further in March 2012, standing at 3.2%, up from
2.8% in February (see Chart 7). This reflected the third consecutive sizeable month-on-month
expansion of broad money (0.6% in March), which brought the annualised three-month growth rate
to 7.8%. The contribution of secured interbank transactions conducted via central counterparties
(CCPs) was negative in March and slightly reduced the monthly increase in M3 (by 0.2 percentage
point). This notwithstanding, the annual growth rate of M3 adjusted for the impact of CCP
transactions rose by the same order of magnitude in March, standing at 2.9%, up from 2.5% in
February, owing to base effects.

The increase in money growth was broadly based across components and sectors. All three main
components registered significant monthly inflows. From a sectoral point of view, households’
higher holdings of deposits continued to
contribute to M3 growth. The increase in the
deposits held by households mirrors the efforts
of credit institutions to attract stable deposit
funding by offering an attractive remuneration

. . (percentage changes; adjusted for seasonal and calendar effects)
of short-term time deposits.

=== M3 (annual growth rate)
----- M3 (three-month centred moving average of the

On the counterpart side, the strengthening of o ﬁg‘z} St A N
money growth in March continued to mirror

MFI purchases of government bonds and
reductions in longer-term financial liabilities.
At the same time, the annual growth rate of
MFI loans to the private sector (adjusted for
the impact of loan sales and securitisation
activity) remained weak, standing unchanged
at 1.2%. The monthly flow of MFI lending to
the non-financial private sector was marginally
positive, but this masked net redemptions
in MFI lending to non-financial corporations.
The net external asset position of MFIs o
contributed negatively to annual M3 growth in -2
March, whereas it had contributed positively in
the preceding twelve months.
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Overall, data up to March continue to suggest that the two three-year LTROs have significantly
alleviated credit institutions’ deleveraging pressures, especially those stemming from difficult
funding conditions. At the same time, a translation of the impact of these measures on higher MFI
lending to the private sector needs time to work through, also requiring a recovery in loan demand
and continued efforts to address the necessary balance sheet adjustments in the euro area.

The volume of euro area MFIs’ main assets rose substantially for the third consecutive month
in March, on account of the funds obtained through the second three-year LTRO that had been
conducted at end-February. This reflected primarily increases in holdings of external assets, as well
as further purchases of government and MFI debt securities. At the same time, the excess central
bank liquidity induced MFIs to reduce inter-MFI lending markedly. Box 2 discusses the relationship
between central bank liquidity, broad money, credit and inflation.

THE RELATIONSHIP BETWEEN BASE MONEY, BROAD MONEY AND RISKS TO PRICE STABILITY

From a medium to longer-term perspective, inflation moves in line with broad monetary
aggregates. This relationship holds through time, as well as across countries and monetary policy
regimes: it is “hardwired” into the deep structure of the economy. Empirical evidence confirms
this relationship also for the euro area. This underpins the prominent role assigned to broad
money in the ECB’s monetary policy strategy.

The responses of all major central banks to the
financial crisis have entailed the implementation
of non-standard monetary policy measures.
In particular, after the collapse of Lehman  (index, January 2007=100)
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by the Eurosystem, the Bank of England M
and the Federal Reserve System increased J
(see Chart A). The timing and magnitude of 350 ]330

i
Kool
oo
’
]
3

' o
¥ S eany o 300
’ Lh
-i'l ] - e
] o
]

this expansion, however, were not identical,
reflecting the specificities of the operational
framework of the respective central banks and 250
their different assessments regarding the impact
of financial market tensions on the economy. In
the euro area, the volume of monetary policy 150
operations increased sharply in the second half

of 2011, mainly as a consequence of higher

300

200

100 e

demand in the liquidity-providing operations, 50 50
as was visible, in particular, in the two longer-
term refinancing operations (LTROs) with 0 2007 2008 2000 2010 . 2011

three-year rnatunty conducted in December 2011 Sources: Federal Reserve System, Bank of England and ECB.

and February 2012. This box discusses whether Note: The balance sheet measure used follows the presentation in
Chart 9 in the article entitled “The ECB’s non-standard measures —

the significant expansion in the provision of  impact and phasing-out”, Monthly Bulletin, ECB, July 2011.
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liquidity by the Eurosystem might have implications for broad money and credit growth, and thus
ultimately raise risks to price stability over the medium to long term.

The box is structured on the basis of two key questions, namely as to whether a large increase in
central bank liquidity:

(i) necessarily implies rapid broad money and credit growth;
(ii) can create inflationary pressure without a corresponding increase in broad money and credit.

(i) Does a large increase in central bank liquidity necessarily imply rapid broad money
and credit growth?

The large increase in Eurosystem lending to euro area credit institutions was mirrored by a
significant increase in base money (see Chart B). Base money consists of currency in circulation,
the deposits that credit institutions are required to maintain with the Eurosystem in order to
cover the minimum reserve requirement (required central bank reserves) and credit institutions’
holdings of highly liquid deposits with the Eurosystem over and beyond the level of required
central bank reserves (excess central bank reserves and recourse to the deposit facility), which can
be considered “excess central bank liquidity”. The increase in base money is mainly attributable
to an expansion of the excess central bank liquidity held by some euro area credit institutions.

The occurrence of significant excess central bank liquidity does not, in itself, necessarily imply an
accelerated expansion of MFI credit to the private sector. If credit institutions were constrained
in their capacity to lend by their holdings

of central bank reserves, then the easing of

this constraint would result mechanically

in an increase in the supply of credit. The

Eurosystem, however, as the monopoly  (EURbillions)

supplier of central bank reserves in the euro e banknotes in circulation
. . : mam - required central bank reserves
area, 'alvx'/a.ys pr0V1f1es the banking system with oxoess contral bank liquidity
the liquidity required to meet the aggregate —— base money
reserve requirement. In fact, the ECB’s reserve 2,100 2,100

requirements are backward-looking, i.e. they
depend on the stock of deposits (and other

1,800 1,800

liabilities of credit institutions) subject to % 1,500
reserve requirements as it stood in the previous 1,200 1,200
period, and thus after banks have extended the 900 900
credit demanded by their customers.!

600 | 600
In the current situation of malfunctioning 300 S
money markets, the Eurosystem supplies 0 0
central bank reserves to each counterparty 300 | 300
elastically against the provision of adequate 2007 2008 2009 2010 2011

collateral, through fixed rate tenders with full  Source: ECB.

1 The set of credit institutions’ liabilities subject to reserve requirements largely coincides with the liabilities included in the broad
monetary aggregate M3 and comprises: overnight deposits, deposits with an agreed maturity of up to and including two years, deposits
redeemable at notice of up to and including two years and MFI debt securities issued with an original maturity of up to and including
two years.
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allotment. This ensures that each individual counterparty is able to meet its reserve requirements,
as well as any additional liquidity needs. In the case of normally functioning interbank markets,
the Eurosystem always provides the central bank reserves needed on aggregate, which are then
traded among banks and therefore redistributed within the banking system as necessary. The
Eurosystem thus effectively accommodates the aggregate demand for central bank reserves
at all times and seeks to influence financing conditions in the economy by steering short-term
interest rates.>

In sum, holdings of central bank reserves are thus not a factor that limits the supply of credit for
the banking system as a whole. Ultimately, the growth of bank credit depends on a set of factors
that determine credit demand and on other factors linked to the supply of credit. The demand
factors include borrowing costs and income prospects. Factors relating to the credit supply are
the risk-adjusted return on lending, the bank’s capital position, its attitude towards risk, the cost
of funding and the liquidity (including roll-over) risk. Liquidity risk refers to the risk that a credit
institution does not have sufficient financial resources to meet its commitments when they fall
due, or can secure them only at excessive cost. Loans to customers contribute to liquidity risk
as, following their disbursement, they can generate obligations to make payments on behalf of
customers.

In a situation marked by tension in financial markets, some banks that find it difficult to access
markets borrow additional central bank reserves in order to be certain that they will be able to
meet payment obligations that are coming up, for example, because they have large imminent
bond redemptions. Were the central bank not
to accommodate this demand, many credit
institutions would have strong incentives to
reduce their lending as rapidly as possible

and divest other assets. For these banks,  (peroentages; mid-March2012)
therefore, the provision of liquidity is expected ] i ) o
T idi 1 . x-axis: cumulative share in the deposit facility
to contribute to avoiding a large contraction and in liquidity-absorbing operations
of credit and to I‘CStOI‘ng orderly credit y-axis: share of totgl borrowlng}fron} Fhe Eurqsy§terp ﬂlat
. was placed in the deposit facility and in liquidity
supply conditions. absorbing operations by the borrowing counterparty
100 100

In the current situation in the euro area,
central bank reserves end up with a subset
of banks, which receive more payments than
they make. For a representative period in
mid-March 2012, Chart C shows, on the 60 60
y-axis, the percentage of total borrowing from
the Eurosystem that was redeposited with the

80 80

Eurosystem by the same counterparties. This is 0 0
related on the x-axis to the proportion of total

recourse to the deposit facility and liquidity- 20 20
absorbing operations that the respective

counterparties account for cumulatively. 0 | ‘ | | 0
Chart C documents that credit institutions 0 20 40 60 80 100

with significant recourse to the deposit facility ~ Source: ECB calculations.
2 See also “The supply of money — bank behaviour and the implications for monetary analysis”, Monthly Bulletin, ECB, October 2011.
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and to liquidity-absorbing operations have

not, by and large, obtained these reserves by

bOI‘I'OWlIlg from the Eurosystern. For instance, (annual percentage changes; EUR billions; adjusted for seasonal
almost 40% of the total recourse to the deposit ~ and calendar effects)

facility and to liquidity-absorbing operations == M3 (monthly flow — right-hand scale)
0 5 s MFI loans to non-financial private sector (monthly flow —

was accounted for by counterparties that did R —
not borrow from the Eurosystem. This finding ==== M3 (annual growth rate — left-hand scale)
. . . —— MEFI loans to non-financial private sector (annual growth
is suggestive of segmentation between a group rate — left-hand scale)
of credit institutions that relies on Eurosystem ¢ 200
refinancing operations and another that
eventually ends up holding the excess central 150
bank liquidity. s

o 4 100
On aggregate, credit institutions cannot get 3 et
rid of the excess central bank liquidity as |  .osec—eeeet 5
banks cannot, as such, lend on deposits with . " | |
the central bank to the money-holding sector. I R 1l 1,
For the individual credit institutions, lending | I| - I‘
to the private sector will not mechanically 5 50
reduce excess central bank liquidity. Although Jan. Mar. May July Sep. Nov. e e

extending loans to the economy would, in 201 2012

principle, create deposits that are subject to  Source: ECB.

reserve requirements, this approach to reducing

excess central bank liquidity is extremely protracted.® Importantly, excess central bank liquidity
does not in itself alter the demand for loans or banks’ ability to bear credit risk. Moreover, for
credit institutions with excess central bank liquidity, liquidity risk was not, in the first place, a
constraining factor in their decisions to extend credit to the economy.

In sum, in the current circumstances, the expansion of base money is a precondition for averting
a sharp decrease in broad monetary aggregates, but does not mechanically and in itself lead to
an expansion over and beyond the level of money holdings that would prevail in the absence of
liquidity tensions. Indeed, the significant expansion of base money that followed the two three-
year LTROs was instrumental in interrupting the sharp contraction of broad money and credit in
the euro area, which had been unfolding in the last three months of 2011 (see Chart D). At the
same time, the expansion of broad money and, in particular, credit to the non-financial private
sector remains low, thereby not pointing to excessive monetary expansion.

(ii) Can a large increase in central bank liquidity create inflationary pressure without a
corresponding increase in broad money and credit?

Banks that find themselves with central bank reserves that they do not want to hold, as they offer
only a low risk-adjusted return, may try to acquire higher-yielding assets, also by extending
credit. This has two interdependent effects. First, the demand for assets leads to a stabilisation
of their valuation and improves the funding conditions for the issuers. Second, all market
participants tend to benefit from the improvement in the valuation of their portfolios and the
better risk environment.

3 The slow pace of the reduction of excess central bank liquidity is due to the fact that an increase of €100 in deposits leads to an increase
of €1 in the reserve requirements (as the “reserve ratio” is currently 1%).
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To the extent that such an acquisition of assets occurs, it will be reflected in broad money
and credit aggregates. This will occur when banks pay for the assets acquired from the
money-holding sector or extend credit to this sector, or governments spend the funds received
from issuing securities. Moreover, by affecting relative yields and asset prices, the portfolio
rebalancing also affects monetary developments. At the same time, the rebalancing could
contribute to influencing investment and consumption decisions, and thus spending decisions.
All in all, as such broader effects materialise, they would be well captured under the ECB’s
two-pillar monetary policy strategy.

The two episodes of significant excess central bank liquidity in Japan in the period between
2001 to mid-2006 and, more recently, since March 2011 provide an illustration of the thrust
of the arguments presented in this box. The adoption of the monetary easing framework by the
Bank of Japan in 2001 resulted in a sharp increase in excess central bank reserves (see Chart E).*
This increase was accompanied by a reduction in the Bank of Japan’s key interest rates to zero
and stopped the slowdown in broad money growth. Despite the increase in excess central bank
reserves in 2001, there was no strong acceleration of either broad money growth or inflation, both
of which remained at very low levels (see Chart F). In 2006, within a span of a few months, the
Bank of Japan was able to reabsorb the significant amount of excess central bank reserves and
to re-establish balanced liquidity conditions by not rolling over short-term liquidity-providing

4 For an account of the economic environment that ultimately gave rise to the need for the adoption of this monetary easing framework,
see the article entitled “Comparing the recent financial crisis in the United States and the euro area with the experience of Japan in the
1990s” in this issue of the Monthly Bulletin.

(JPY trillions) (annual percentage changes)
= balances of financial institutions not subject = current account balances held with the Bank of Japan
to reserve requirements (left-hand scale)
wmm  eXcess central bank reserves  eeeee broad money (right-hand scale)
required central bank reserves ====CPI (right-hand scale)

—— current account balances held with the Bank of Japan

Ol T T T T T T 0 -90 T T T T T T T 23
1999 2001 2003 2005 2007 2009 2011 1990 1993 1996 1999 2002 2005 2008 2011
Sources: BIS and ECB estimates. Source: BIS.

Note:

1) The episodes of excess reserve holdings are indicated by the
shaded areas.

2) Broad money is M2 plus certificates of deposit until the
discontinuation of the series at the end of 2007, and M2 thereafter.
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operations. After the collapse of Lehman Brothers, Japanese banks were again provided with
central bank reserves in excess of the required amounts. The second episode with very significant
excess central bank reserve holdings by the Japanese banking system, however, only occurred
after the Great East Japan Earthquake in March 2011. In this episode, too, there have thus far
been no indications of a significant pick-up in broad money growth and inflation. While the
first episode of excess central bank reserve holdings was specific to Japan, excess central bank
reserves in the current episode are a broadly observed phenomenon across advanced economies.
In this respect, caution should be applied in drawing conclusions from the first episode of
excess central bank liquidity in Japan for the current episode in both Japan and other advanced
economies.

Conclusions

The significant increase in excess central bank liquidity in the euro area was necessary to offset
the contractive impact of elevated liquidity stress on banks’ balance sheets, which could otherwise
have led to abrupt asset sales and a curtailment of credit with potentially severe consequences for
the real economy.

In principle, the efforts of banks to offload undesired excess liquidity (which cannot, by nature,
be successful on aggregate) may support asset prices and the extension of credit, but in an
environment characterised by a stabilisation of economic activity at a low level, this is highly
unlikely to translate into consumer price inflation. In any case, signs of a surge in inflationary
pressure would be anticipated by a faster expansion in money and credit, which the ECB is well
equipped to detect and address with its two-pillar strategy. More broadly, the ECB will continue
to use the full range of standard and non-standard policy measures available to ensure that its
monetary policy stance is consistent with maintaining price stability in the euro area over the
medium term.

MAIN COMPONENTS OF M3

The annual growth rate of M3 saw another increase in March, reflecting sizeable inflows in all main
components. The largest monthly flow was recorded for M1, mirroring portfolio re-allocations
and the shift of funds from the central government to the money-holding sector in one euro area
Member State. Short-term deposits other than overnight deposits (i.e. M2 minus M1) continued to
register positive monthly flows, driven by portfolio considerations against the background of credit
institutions’ attempts to attract stable deposits by offering attractive interest rates.

The annual growth rate of M1 increased further to 2.7% in March, up from 2.5% in the previous
month. This development mainly reflected non-monetary financial intermediaries other than
insurance corporations and pension funds (OFIs) shifting funds from repurchase agreements
to overnight deposits. In addition, general government entities other than central government in
one euro area Member State increased their overnight deposits, benefiting from transfers from the
central government sector.

The annual growth rate of short-term deposits other than overnight deposits increased to 3.3% in
March, up from 3.1% in February, reflecting further slight increases in the annual growth rates of its
two sub-components. As has been observed since the turn of the year, other short-term deposits in
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some countries continued to benefit from households’ reallocation of funds towards higher-yielding
monetary instruments.

The annual growth rate of marketable instruments (M3 minus M2) rose noticeably, to 5.1% in
March, up from 2.8% in the previous month. This increase masked divergent developments in
the respective sub-components. While money market fund shares/units and short-term MFI debt
securities (i.e. MFI debt securities with an original maturity of up to two years) recorded strong
positive monthly flows, repurchase agreements saw visible outflows. With respect to the latter,
almost half of that negative monthly flow stemmed from tri-party repos conducted via central
counterparties. Short-term MFI debt securities, by contrast, recorded a strong monthly flow in
March, which was probably due to substitution effects from longer-term MFI debt securities.
Moreover, this development possibly also mirrored the increased demand for those securities from
investment funds, which was related in part to the impact of the Eurosystem’s new definition of
money market funds. This new definition resulted in an increase in the number of investment funds
(i.e. funds that are part of the money-holding sector) purchasing short-term bonds.!

The annual growth rate of M3 deposits — which comprise short-term deposits and repurchase
agreements, and represent the broadest monetary aggregate for which a timely sectoral breakdown
is available — increased to 2.8% in March, up from 2.5% in February. The monthly inflow was due
to positive flows in the household and other general government sectors more than compensating
for withdrawals of deposits held by non-monetary financial intermediaries. Accordingly, the annual
growth rate of M3 deposits held by households and other general government increased to 2.2%
(up from 2.0% in February) and 15.0% (up from 9.0% in February) respectively in March. M3
deposits held by non-financial corporations remained virtually unchanged, causing the annual
growth rate thereof to fall to 0.0%, down from 0.4% in February.

MAIN COUNTERPARTS OF M3

As regards the counterparts of M3, the annual growth rate of MFI credit to euro area residents
increased to 1.8% in March, after 1.4% in February (see Table 2). This was due almost entirely
to an expansion of credit to the general government sector (to 7.3% in March, up from 5.6% in
February). Credit to the private sector remained broadly unchanged at 0.5%.

The annual growth rate of lending to the general government continued to be driven by large
net monthly purchases of euro area government securities by MFIs other than the Eurosystem.
In seasonally adjusted terms, these purchases totalled €38 billion in March, after €47 billion in
February and €57 billion in January. Nevertheless, March flows for this instrument were partially
dampened by euro area MFIs’ participation in the liability management exercise carried out by the
Hellenic Republic. The negative impact on the flows for MFI holdings of government debt securities
resulted from the fact that this exercise implied an exchange of part of the Greek government debt
securities held for debt instruments issued by the European Financial Stability Facility (EFSF),
which has been classified as belonging to the OFI sector. The stabilisation of the annual growth
rate of credit to the private sector in March reflected a marginally positive monthly flow. This was
due to a sizeable monthly flow in shares and other equity, largely offset by both net redemptions in
loans to the private sector and negative flows for securities other than shares.

1 For details on the change in the ECB’s definition of money market funds, see the box entitled “New definition of euro area money market
funds”, Monthly Bulletin, ECB, April 2012.
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Table 2 Summary table of monetary variables

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

| Outst

g Annual growth rates
amounts as a 2011 2011 2011 2012 2012 2012
percentage of M3" Q2 Q3 Q4 Q1 Feb. Mar.
M1 49.0 1.7 14 1.9 2.2 2.5 2.7
Currency in circulation 8.6 42 4.5 6.2 6.1 6.2 5.5
Overnight deposits 40.5 1.1 0.8 1.0 1.4 1.7 2.1
M2-M1 (=other short-term deposits) 39.3 3.4 34 2.3 2.8 3.1 33
Deposits with an agreed maturity
of up to two years 19.3 23 3.1 2.0 35 4.0 4.1
Deposits redeemable at notice
of up to three months 20.0 4.5 3.7 2.5 2.1 23 24
M2 88.3 2.4 2.3 2.1 2.5 2.8 29
M3-M2 (=marketable instruments) 11.7 -0.4 2.7 34 3.1 2.8 5.1
M3 100.0 2.1 2.4 2.2 2.5 2.8 3.2
Credit to euro area residents 3.1 24 1.4 1.4 1.4 1.8
Credit to general government 6.4 52 1.4 5.1 5.6 7.3
Loans to general government 10.7 7.0 2.2 -4.7 -5.0 -4.4
Credit to the private sector 23 1.8 1.4 0.6 0.4 0.5
Loans to the private sector 2.6 2.5 2.1 0.9 0.8 0.6
Loans to the private sector adjusted for sales
and securitisation? 2.9 2.7 2.3 1.3 12 1.2
Longer-term financial liabilities
(excluding capital and reserves) 34 3.6 2.7 0.5 0.4 -1.0
Source: ECB.

1) As at the end of the last month available. Figures may not add up due to rounding.
2) Adjusted for the derecognition of loans from the MFT statistical balance sheet owing to their sale or securitisation.

The annual growth of lending to the private sector, adjusted for loan sales and securitisation,
remained unchanged at 1.2% in March, despite moderate monthly net redemptions (of €7 billion),
which were concentrated mainly on loans to OFIs. Loans to the non-financial private sector
registered a marginally positive flow.

Table 3 MFI loans to the private sector

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

‘ Outstanding t Annual growth rates
as a percentage 2011 2011 2011 2012 2012 2012
of the total? Q2 Q3 Q4 Q1 Feb. Mar.
Non-financial corporations 42.1 1.1 1.6 1.7 0.7 0.6 0.3
Adjusted for sales and securitisation? - 1.9 2.3 2.1 0.9 0.7 0.5
Up to one year 242 1.5 4.1 3.8 0.5 0.1 -0.4
Over one and up to five years 18.1 2.8 -2.8 -2.5 2.9 -3.2 2.8
Over five years 57.8 22 2.1 2.3 2.0 2.0 1.7
Households® 46.9 34 3.0 2.2 1.2 1.2 0.6
Adjusted for sales and securitisation? - 3.0 2.7 2.3 1.9 1.8 1.7
Consumer credit® 11.9 -1.0 -2.0 -2.0 -1.8 -1.8 -2.0
Lending for house purchase® 72.3 4.4 4.0 3.0 1.8 1.8 1.1
Other lending 15.8 2.0 2.4 1.8 0.9 0.8 0.7
Insurance corporations and pension funds 0.8 32 7.0 4.3 -3.0 -8.3 -0.3
Other non-monetary financial intermediaries 10.3 6.0 3.9 33 1.0 0.8 2.0

Source: ECB.

Notes: MFI sector including the Eurosystem; sectoral classification based on the ESA 95. For further details, see the relevant technical notes.
1) As at the end of the last month available. Sector loans as a percentage of total MFI loans to the private sector; maturity breakdown and
breakdown by purpose as a percentage of MFI loans to the respective sector. Figures may not add up due to rounding.

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

3) As defined in the ESA 95.

4) Definitions of consumer credit and lending for house purchase are not fully consistent across the euro area.
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The annual growth rate of MFI loans to non-financial corporations, adjusted for sales and
securitisation, moderated further as a result of a modestly negative monthly flow in March
(standing at 0.5%, down from 0.7% in February). The moderate outflow in March was concentrated
on short-term loans (i.e. those with a maturity of up to one year), while flows for medium and
longer-term loans were close to zero. The annual growth rate of MFI loans to households, adjusted
for sales and securitisation, was marginally lower than in the previous month (1.7% in March, after
1.8% in February). The overall monthly flow for this type of loan was positive, as the moderately
positive flows for loans for house purchase were offset only partially by some minor negative flows
for consumer credit and other lending.

Lending for house purchase remained the main contributor to the growth of total MFI loans to
households in March. However, the annual growth rate of such lending (1.1% in March) has
moderated substantially since the summer of 2011, reflecting lower mortgage origination, as well as
securitisation activity. Looking forward, government schemes introduced in some Member States in
order to support domestic property markets are progressively being phased out. They are thus likely
to provide less support for mortgage demand in the future. At the same time, the annual growth rate
of consumer credit remained clearly negative (at -2.0% in March).

The persistently weak MFI lending to the non-financial private sector is likely, to a substantial
degree, to reflect subdued credit demand (see also Box 3 below), given the current stage of the
business cycle and prevailing high uncertainty. Moreover, the need to adjust for the excessive loan
growth of the past is weighing on both supply and demand for loans. On the demand side, this is
visible in the high leverage ratios prevailing for both the household and the corporate sector, which
reduces their capacity to take out additional loans. On the supply side, the impact of excessive
loan growth in the past has resulted in increased bank capital needs to cover potential losses.
This, together with the higher capital ratio requirements arising from the Basel III regulation,
is likely to have reduced the availability of loans to the economy. All these effects are having
an uneven impact across the euro area, which explains why cross-country heterogeneity in loan
dynamics remains sizeable. At the same time, the three-year LTROs have contributed to reducing
the risk of a disorderly deleveraging by substantially easing the funding conditions faced by MFIs
across the euro area.

Turning to the other counterparts of M3, the annual growth rate of MFIs’ longer-term financial
liabilities excluding capital and reserves declined significantly further to -1.0% in March, down
from 0.4% in the previous month, thus supporting M3 growth. This fall in the growth rate reflected
a substantial monthly contraction of long-term MFI debt securities (on a consolidated basis) and
longer-term time deposits (by just under €30 billion in both cases). The decline in long-term
MFT debt securities was due mainly to a sizeable increase in the holdings of such instruments
by MFIs. These purchases partly reflected the debt security buy-back programmes of a number
of credit institutions. These operations improved the capital positions of banks as the securities
were purchased at prices below the respective redemption value. The purchases may also have
been conducted to create collateral (with a government guarantee) for Eurosystem refinancing
operations. The strong outflows from longer-term deposits were related, in part, to the reversal of
previous securitisation operations in which the loans had not been derecognised from the banks’
balance sheets. In addition, they are also likely to have mirrored the moving of funds by the
money-holding sector to more liquid M3 deposits that offer a comparable remuneration. Capital
and reserves registered significant inflows. These reflected banks’ continued efforts to bring their
core tier 1 capital ratios to the levels demanded both by the European Banking Authority (EBA)
and Basel III requirements and by recapitalisation needs in general. At the same time, the stock
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of capital and reserves declined, reflecting the
impact of euro area MFIs’ participation in the
liability management exercise carried out by the
Hellenic Republic.

The MFI net external asset position registered
a marginal outflow of €1 billion in March, after
a modest inflow in February and a substantial
outflow in January. In annual terms, the net
external asset position of euro area MFIs
decreased by €18 billion in March, after having
increased by €107 billion in the 12 months up
to February. The net external asset position thus
contributed negatively to annual M3 growth
in March, after having contributed positively
throughout the period from March 2011 to
February 2012. The sizeable drop observed in the
annual flow for the MFI external asset position
over past months reflects base effects, as well
as the shifting by the euro area money-holding
sector of funds outside the euro area in the
context of the heightened tensions in the
sovereign debt markets in the second half
of 2011.

Overall, the underlying dynamics of money and
credit remained subdued in March, although

(annual flows; EUR billions; adjusted for seasonal and calendar

effects)
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short-term dynamics of broad money picked up, while the dynamics in loan growth remained
subdued. In part, this reflects the relatively contemporaneous impact of the three-year LTROs
on M3, whereas a positive contribution from those operations on loan growth needs time to pass
through and, in particular, requires demand to pick up, as well as continued efforts to address the
necessary balance sheet adjustments in the euro area. At the same time, data up to March confirm
that deleveraging pressures on banks have eased and that the risk of an abrupt and disorderly

deleveraging has declined considerably.

THE RESULTS OF THE EURO AREA BANK LENDING SURVEY FOR THE FIRST QUARTER OF 2012

This box summarises the main results of the euro area bank lending survey for the first quarter
0f 2012, which was conducted by the Eurosystem between 23 March and 5 April 2012.! Overall,
euro area banks reported a marked drop in the net tightening of credit standards in comparison
with the fourth quarter of 2011. This drop was stronger than expected by survey participants
three months earlier for both loans to non-financial corporations and loans to households.

1 The cut-off date of the survey was 5 April 2012. A comprehensive assessment of its results was published on the ECB’s website on

25 April 2012.
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As regards demand for loans, survey participants reported a sizeable fall in net demand from
enterprises and households. While the easing of credit standards mainly mirrors the improvement
in banks’ access to funding, the strong contraction in loan demand largely reflects a sharp fall in
the financing needs of firms for fixed investment on the one hand, and a deterioration in housing
market prospects and consumer confidence on the other. The expectations of survey participants
point to a further decline in the net tightening of credit standards for loans to enterprises and for
loans to households for house purchase. Net demand for loans to enterprises is expected to turn
positive in the second quarter of 2012, while the decline in net demand for loans to households is
expected to decelerate substantially.

Loans and credit lines to enterprises

Credit standards: In the first quarter of 2012 the net percentage? of banks reporting a tightening
of credit standards on loans and credit lines to enterprises dropped to 9% (compared with 35%
in the previous quarter; see Chart A). This substantial fall in the net tightening was stronger than
anticipated by survey participants three months earlier (25%). Credit standards declined in net
terms across maturities, on both short-term (3%, down from 24% in the previous quarter) and
long-term loans (15%, down from 42%). In addition, the decrease in the net tightening of credit
standards applied both to loans to small and medium-sized enterprises (SMEs; 1%, down from
28%) and to loans to large firms (17%, down from 44%).

2 The reported net percentage refers to the difference between the proportion of banks reporting that credit standards have been tightened
and the proportion of banks reporting that they have been eased. A positive net percentage indicates that banks have tended to tighten
credit standards (“net tightening”), whereas a negative net percentage indicates that banks have tended to ease credit standards
(“net easing”).
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(net percentages of banks reporting tightening terms and conditions)
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Note: The net percentages refer to the difference between the sum of the percentages for “tightened considerably” and “tightened
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Looking at the underlying factors, the overall decrease in the net tightening of credit standards
mainly reflected milder pressures from cost of funds and balance sheet constraints, in particular
as regards banks’ access to funding (8%, after 28% in the previous quarter) and their liquidity
position (2%, down from 27%). These developments attest to a substantial positive impact of
the two three-year longer-term refinancing operations (LTROs) on banks’ funding conditions.
In addition, overall risk perceptions contributed less strongly to a tightening of credit standards
than in the previous quarter. While expectations regarding the economic outlook contributed
substantially less to tighter credit standards (17%, after 40%), the decline in the contribution of
industry-specific risks (23%, after 30%) as well as collateral risk (11%, after 19%) to a further
tightening was less marked. Moreover, other factors, such as competitive pressures from other
banks and non-banks, were reported to have remained broadly neutral as compared with the
fourth quarter of 2011.

The developments in lending terms and conditions reported by euro area banks overall reflect
the strong fall in the net tightening of credit standards in the first quarter of 2012 (see Chart B).
The widening of margins was significantly reduced for average loans (22%, down from 44%),
but margins on riskier loans remained at high levels (39%, down from 49%), suggesting some
degree of risk-related price differentiation by banks. The net tightening was also reduced for
other terms and conditions (e.g. non-interest charges, loan size and maturity, and collateral
requirements).

Looking ahead, on balance, euro area banks expect a further slight decline in the net tightening
of credit standards for loans to enterprises in the second quarter of 2012 (to 2%). Some further
tightening is expected to affect large firms (8%) rather than SMEs (2%), as well as primarily
long-term loans.

Loan demand: In the first quarter of 2012 net demand for loans from enterprises dropped
markedly (-30%, down from -5%) and by more than expected in the previous quarter (-21%).
Moreover, the decline appeared to have been stronger for large firms than for SMEs (-26% and
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was conducted. “Expected” values refer to the expected changes over the next three months.

-23% respectively), thereby reversing the results of the fourth quarter of 2011. Demand for
both long-term and short-term loans fell sharply in the first quarter of 2012, to -31% and -19%
respectively (from 0% and -4%).

According to survey participants, the fall in demand was mainly driven by a sharp drop in the
financing needs of firms for fixed investment (-36%, down from -20% in the fourth quarter
of 2011; see Chart C), combined with a decline in financing for mergers and acquisitions
(-17%, down from -18%)), a slightly negative contribution of financing needs for inventories and
working capital (-6%, down from -1%), and a moderate decline related to the higher availability
of internal funds.

However, looking ahead, banks expect demand for corporate loans to rise in the second quarter
0f 2012 (7% in net terms). This is expected to apply to a somewhat greater extent to SMEs (7%)
than to large firms (3%). As regards maturities, it is expected that this increase would affect
short-term loans (7%) more markedly than long-term loans (-1%).

Loans to households for house purchase

Credit standards: In the first quarter of 2012 the net percentage of banks reporting a tightening
of credit standards for loans to households for house purchase fell by more than expected in
the previous quarter, to 17%, from 29% in the fourth quarter of 2011 (see Chart D). According
to survey participants, the decrease in the net tightening in the first quarter was mainly driven
by a decline in pressures from cost of funds and balance sheet constraints, which was likely to
have reflected the positive impact of the two three-year LTROs on banks’ funding conditions
(a net percentage of only 8% of the survey participants reported a contribution to the tightening
of credit standards from such pressures, down from 30% in the previous quarter). In addition,
more benign risk perceptions on the part of banks regarding the outlook for general economic
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activity (12%, down from 16%) and housing market prospects (9%, down from 15%) contributed
to the decline in the net tightening of credit standards on housing loans.

The reported decline in the net tightening of credit standards on housing loans, however,
translated into only a mild moderation in the net tightening of price terms and conditions, notably
for margins on average loans (24%, down from 29%), while the widening of margins on riskier
loans remained at elevated levels (32%, down from 33%).

Looking ahead, banks expect a somewhat lower degree of net tightening of credit standards on
loans for house purchase (7%) for the second quarter of 2012.

Loan demand: In parallel to the decline in net loan demand by firms, participating banks
reported a strong contraction in the net demand for housing loans (-43%, down from -27%;
see Chart E). This decline appeared to be driven mainly by the ongoing deterioration of housing
market prospects (-31%, down from -27%) and consumer confidence (-37%, down from -34%).

Looking ahead, banks expect a further decline in demand for housing loans (-12% in net terms)
for the second quarter of 2012, albeit at a slower pace.

Consumer credit and other lending to households

Credit standards: For the first quarter of 2012 euro area banks reported a decline in the net
tightening of credit standards (5%, down from 13%; see Chart F). The main factors driving this
easing were cost of funds and balance sheet constraints, as well as improved risk perceptions
(related to the economic outlook and consumers’ creditworthiness). As for housing loans,
the fall in the net tightening did not translate into improved price terms and conditions. The net
percentage of banks reporting a further widening in their margins remained at similar levels
to the previous quarter, while the contribution of non-price terms and conditions remained
broadly neutral.
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Chart E Changes in demand for loans to households for house purchase and consumer credit
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Looking ahead, in net terms, 6% of banks expect a further tightening of credit standards for
consumer credit and other lending to households in the second quarter of 2012.

Loan demand: In the first quarter of 2012 net demand for consumer credit was reported to
have declined further (-26% in net terms, down from -16% in the previous quarter; see Chart E).

Chart F Changes in credit standards applied to the approval of consumer credit and other

lending to households
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This was mainly explained by the negative impact on loan demand from the internal financing of
households via higher savings, lower spending on durable consumer goods and a further decrease
in consumer confidence.

Looking ahead, banks expect the decline in net demand for consumer credit to decelerate in the
second quarter of 2012 (-4% in net terms).

Ad hoc question on the impact of the financial turmoil

As in previous survey rounds, the April 2012 bank lending survey contained an ad hoc question
aimed at assessing the extent to which the financial market tensions affected banks’ access to the
retail and wholesale funding markets in the first quarter of 2012, and the extent to which they
might still have an effect in the second quarter of 2012.

On balance, euro area banks reported a substantial improvement in their access to retail and
wholesale funding across all categories, but particularly with regard to money markets and debt
securities (see Chart G). In addition, conditions for securitisation appeared to have considerably
improved in the first quarter of 2012, both with regard to true-sale securitisation and with regard
to banks’ ability to transfer risks off their balance sheets (synthetic securitisation). As regards
access to retail funding, both short and long-term, banks on average pointed to some improvement
in the first quarter of 2012, albeit less than that seen in their access to wholesale funding. Looking
ahead, euro area banks expect further — albeit more moderate — improvements in the conditions
for access to wholesale funding in the second quarter of 2012 and only a marginal improvement
with regard to their retail funding.

(net percentages of banks reporting deteriorated market access)
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6 medium to long-term debt securities

7 securitisation of corporate loans

8 securitisation of loans for house purchase
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the sum of the percentages for “deteriorated considerably” and

“deteriorated somewhat” and the sum of the percentages for “eased somewhat” and “eased considerably”.
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(net percentages of banks reporting an impact on funding conditions or on the tightening of credit standards)
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Note: The net percentages are defined as the difference between the sum of the percentages for “contributed to a deterioration of funding
conditions/tightening of credit standards considerably” and “contributed somewhat” and the sum of the percentages for “contributed to an
easing of funding conditions/easing of credit standards somewhat” and “contributed considerably”.

Ad hoc question on the impact of the sovereign debt crisis on banks’ funding conditions
and credit standards

The questionnaire for the April 2012 survey included for the second time an ad hoc question
aimed at assessing the impact of the sovereign debt crisis on banks’ funding conditions and
their credit standards. On average, only 4% of euro area banks in net terms — compared with
34% in the fourth quarter of 2011 — attributed the deterioration in funding conditions to the
sovereign debt crisis through either direct exposure to sovereign debt, reduced collateral value of
government bonds or other effects. In fact, increased collateral value for the first quarter of 2012
was even quoted as a reason for improved funding conditions. A similar percentage of banks — in
net terms — indicated an impact on the tightening of their credit standards (about 5% on average
both for loans to non-financial corporations and for loans to households; see Chart H). This
suggests that, despite the substantially lower impact of the sovereign debt crisis following the
two recent three-year LTROs, banks were not able to fully shield their lending policy from the
remaining balance sheet and liquidity constraints associated with the sovereign debt tensions.

2.2 SECURITIES ISSUANCE

The annual growth rate of debt securities issuance by euro area residents stood at 4.3% in
February 2012, up from 4% in the previous month. An easing of market uncertainty in comparison
with the end of last year allowed all types of issuer to accelerate their debt securities issuance
in the first two months of 2012 across all maturities. At the same time, the annual growth rate of
quoted share issuance declined somewhat to 1.6%.
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Amount outstanding Annual growth rates"
(EUR billions)
2012 2011 2011 2011 2011 2012 2012
Issuing sector February Q1 Q2 Q3 Q4 January  February
Debt securities 16,753 3.7 3.5 3.5 3.1 4.0 4.3
MFIs 5,606 0.6 1.1 1.9 33 43 4.5
Non-monetary financial corporations 3,296 1.8 0.7 -0.3 -1.1 -0.6 0.0
Non-financial corporations 883 6.2 4.1 4.9 5.0 6.2 6.6
General government 6,968 7.3 6.9 6.6 49 5.7 6.1
of which:
Central government 6,314 6.7 6.1 5.9 42 4.8 4.8
Other general government 654 13.0 15.8 14.6 13.2 15.4 19.9
Quoted shares 4,291 14 1.5 1.9 1.7 1.7 1.6
MFIs 399 6.4 7.4 12.4 10.2 11.6 11.9
Non-monetary financial corporations 311 34 4.2 5.0 52 4.0 3.1
Non-financial corporations 3,580 0.6 0.5 0.4 0.3 0.4 0.3
Source: ECB.

1) For details, see the technical notes for Sections 4.3 and 4.4 of the “Euro area statistics” section.

DEBT SECURITIES

In February 2012 the annual rate of growth in debt securities issued by euro area residents increased
to 4.3%, from 4% in the previous month (see Table 4). This overall development was driven mainly
by higher growth in the issuance of long-term debt. Moreover, the pick-up in issuance activity for
short-term debt securities which started in December 2011 continued in January and February 2012.
Issuance of short-term debt has been particularly strong in the MFT sector since the end of 2011.

Looking at short-term trends, the seasonally adjusted annualised six-month growth rate of debt
securities issuance points to an acceleration of issuance activity in most sectors, with the exception
of non-financial corporations, for which the

growth of debt securities issuance edged

down somewhat (see Chart 9). In particular,

short-term trends continue to point to a rapid

acceleration of debt securities issuance in the  (six-monthannualised growth rates; seasonally adjusted)

MEFT sector, especially since mid-2011. Higher — total
N e T MFIs
rates of issuance may reflect, to some extent, === non-monetary financial corporations

the improvement in sentiment and the easing — non-financial corporations
. . EEEELLIL general government
of uncertainty brought about by the impact

of the two longer-term refinancing operations " . "
carried out by the Eurosystem at the end of 60 ! 60
December 2011 and in February 2012. 50 :".",'.' 50

P 40
On an annual basis, the increase in the growth
rate of debt securities issuance in February 2012 30
was broad-based across sectors. In the financial 20
sector, the annual growth rate of securities o
issued by MFIs increased slightly, from 4.3%
in January to 4.5% in February 2012. The pace 0
of issuance of debt securities by general -10 ; ; ; ; ; — -10
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government has been on an upward trend since
November 2011. In particular, the annual rate Source: ECB-
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of growth of debt securities issued by general
government increased to 6.1% in February 2012,
from 5.7% in the previous month. Finally, the

o I growth rates
annual growth rate of debt securities issued by (el grovihrates)

non-financial corporations increased further, . ;\31?;3

to 6.6% in February, from 6.1% in the previous ====  non-monetary financial corporations

month, continuing an upward trend that started — non-financial corporations

in April 2011. As observed in 2008 and 2009, 16 16
corporate issuers may have intended to benefit 14 14
from the financial market improvements over H

the period in order to substitute market funding
for bank lending in a context of tight credit
standards.

According to data provided by market
participants, issuance activity in January and
February 2012 was concentrated in the high-
rated and intermediate debt securities segments,
possibly related to the comparatively favourable
financing conditions there, while issuance
activity in the high-yield segment remained low.
There was renewed issuance of government-
guaranteed securities in the MFI sector in Source: ECE.

November 201 1, followed by particularly Stl"OIlg Note: Growth rates are calculated on the basis of financial
issuance in December 2011 and February 2012. ransactions.

-4 T T T T T T -4
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QUOTED SHARES

The annual growth rate of quoted share issuance by euro area residents decelerated somewhat, to
1.6% in February 2012, from 1.7% in the previous month. On the one hand, the annual rate of
growth in equity issuance by MFIs increased slightly in February 2012, to 11.9%, from 11.6% in
January 2012 (see Chart 10), reflecting the easing of financial market tensions and the continued
need to consolidate banks’ capital positions. At the same time, the annual growth rate of quoted
shares issued by financial corporations other than MFIs continued to decline, to 3.0%, while that of
quoted shares issued by non-financial corporations remained broadly unchanged at about 0.3%.

2.3 MONEY MARKET INTEREST RATES

Money market interest rates declined between early April and early May 2012. In the fourth
maintenance period of 2012, which began on 11 April, the EONIA remained at a low level, hovering
at around 10 basis points above the deposit rate. This spread reflects the significant amount of
excess liquidity prevailing in the interbank money market after the settlement of the second three-
year longer-term refinancing operation (LTRO) on 1 March.

Unsecured money market interest rates declined between early April and early May 2012. On 2 May
the one-month, three-month, six-month and twelve-month EURIBOR stood at 0.40%, 0.70%,
0.99% and 1.30% respectively, i.e. 2, 7, 8 and 10 basis points lower respectively than on 3 April.
In addition, the spread between the twelve-month and the one-month EURIBOR — an indicator of
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(percentages per annum,; spread in percentage points; daily data)

=== one-month EURIBOR (left-hand scale)
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the slope of the money market yield curve — decreased marginally to stand at 90 basis points on
2 May (see Chart 11).

The three-month EONIA swap rate stood at 0.31% on 2 May, 5 basis point lower than on 3 April.
The corresponding unsecured rate decreased by 7 basis points, to 0.70%, by 2 May. This caused the
spread between the unsecured three-month EURIBOR and the three-month EONIA swap rate to
decrease by 2 basis points: it now stands at 39 basis points.

The interest rates implied by the prices of three-month EURIBOR futures maturing in June,
September and December 2012 and March 2013 stood at 0.59%, 0.55%, 0.55% and 0.55%
respectively on 2 May, representing decreases of 9, 14, 19 and 23 basis points respectively in
comparison with the levels observed on 3 April.

Between 3 April and 10 April, the end of the third maintenance period of 2012, the EONIA remained
stable, hovering at around 0.35% against the background of higher levels of excess liquidity.
On the last day of the maintenance period, it stood at 0.347%. The EONIA was equally stable
at the beginning of the fourth reserve maintenance period, continuing to fluctuate around 0.35%.
On 2 May the EONIA stood at 0.343%.

The Eurosystem conducted several refinancing operations between 3 April and 2 May. In the main
refinancing operations of the fourth maintenance period of 2012, which were conducted on 10, 17,
24 and 30 April, the Eurosystem allotted €55.4 billion, €51.8 billion, €46.4 billion and €34.4 billion
respectively. The Eurosystem also conducted two LTROs in April, both as fixed rate tenders with
full allotment, as well as a special-term refinancing operation with a maturity of one maintenance
period on 10 April (in which €11.4 billion was allotted) and a three-month LTRO on 25 April
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(in which €21.3 billion was allotted). The decline observed in the allotment values of the main
refinancing operations reflected the fact that the banking sector had received substantial liquidity at
longer maturities, in particular at a maturity of three years, as well as the reduction of the reserve
requirement ratio from 2% to 1% as from the beginning of the 2012. The conduct of three-year
operations and the reduction of the reserve requirement had the automatic effect of reducing banks’
demand for liquidity at short maturities (see also Box 2).

The Eurosystem also conducted four one-week liquidity-absorbing operations as variable rate
tenders with a maximum bid rate of 1.00% on 10, 17, 24 and 30 April. With these operations, the
Eurosystem fully absorbed the liquidity provided through the Securities Markets Programme.

The fourth maintenance period of 2012, which began on 11 April, continued to be characterised by
high levels of excess liquidity, with average daily recourse to the deposit facility over the period
standing at €762.9 billion on 2 May.

2.4 BOND MARKETS

AAA-rated long-term government bond yields declined by around 10 basis points between 3 April
and 2 May, whereas they declined by around 30 basis points in the United States over the same
period. Within the euro area, differentials vis-a-vis German yields rose or remained broadly stable
in a majority of countries. Yields declined overall for AAA-rated issuers, with the exception of France
where they remained broadly stable, possibly as a result of flight-to-liquidity flows. Uncertainty
about future bond market developments, as measured by implied bond market volatility, recorded
a further decline in the euro area, although current levels remain above historical standards.
Market-based indicators suggest that inflation

expectations remain fully consistent with price

stability.
(percentages per annum; daily data)
Between 3 April and 2 May 2012, AAA-rated = curo area (lefi-hand scale)
long-term euro area government bond yields United States (left-hand scale)
: . . . ==== Japan (right-hand scale)
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either rising growth-related concerns or renewed financial and political tensions in some euro area
countries. As a result of the relative movements of the yields in the two economic areas, the nominal
interest rate differential between ten-year government bond yields in the United States and those in
the euro area increased in the period under review and stood at around 40 basis points on 2 May. In
Japan, ten-year government bond yields declined by approximately 10 basis points over the period
under review, standing at 0.9% on 2 May.

Investors’ uncertainty about near-term bond market developments in the euro area, as measured by
option-implied volatility, declined marginally in the period under review. Somewhat larger declines,
of around 1.1 percentage points, were observed in the United States in the same period. Implied
bond market volatility has significantly declined in both economic areas from the peaks recorded
in November 2011, although the current levels of volatility remain high by historical standards.
Furthermore, compared with the levels observed just before the default of Lehman Brothers, implied
bond market volatility in the euro area is currently broadly similar, while that in the United States
is about 4 percentage points lower. The same pattern is observable for the implied stock market
volatility, suggesting that market participants’ concerns are currently more focused on developments
in the euro area. In line with the recent increase in investors’ risk aversion, demand for safe-haven
assets (as proxied by still high liquidity premia on ten-year German government bonds relative to
those on agency bonds) increased noticeably in the period under review, to a level not seen since
May 2009, suggesting that overall bond market sentiment may have again significantly deteriorated.

In the period under review, the spreads of

ten-year sovereign bond yields vis-a-vis

German sovereign bonds widened for Italy,
1 1 (percentages per annum; five-day moving averages of daily data;

France and Spain, by between 20 and 40 basis p ges p y g averag y

. . > R seasonally adjusted)
points, while they remained broadly stable for
. . = five-year forward inflation-linked bond yield

Austria, Belgium, Ireland and the Netherlands. five zem ahead Y

Spreads declined instead in Greece and Portugal = five-year spot inflation-linked bond yield

. . . . ==== ten-year spot inflation-linked bond yield
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the exception of France, long-term bond yields 25

declined in AAA-rated euro area countries,

possibly also reflecting a renewed rise in the

liquidity premium on account of market tensions

in some euro area countries.
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around 30 basis points, to 2.3% in the period
under review (see Chart 15). The largest part of
this increase, however, took place on accou