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EDITORIAL

Based on its regular economic and monetary
analyses, the Governing Council decided at
its meeting on 8 March 2012 to keep the key
ECB interest rates unchanged. The information
that has become available since the beginning
of February has confirmed the Governing
Council’s previous assessment of the outlook for
economic activity. Available survey indicators
confirm signs of a stabilisation in the euro area
economy. However, the economic outlook is
still subject to downside risks. Owing to rises
in energy prices and indirect taxes, inflation
rates are now likely to stay above 2% in 2012,
with upside risks prevailing. Nevertheless, the
Governing Council expects price developments
to remain in line with price stability over the
policy-relevant horizon. The underlying pace of
monetary expansion remains subdued, consistent
with contained inflationary pressures over the
medium term. Looking ahead, the Governing
Council is firmly committed to maintaining
price stability in the euro area, in line with
its mandate. To this end, the continued firm
anchoring of inflation expectations — in line with
the Governing Council’s aim of maintaining
inflation rates below, but close to, 2% over the
medium term — is of the essence.

Over recent months a wide range of additional
non-standard monetary policy measures has
been implemented by the Eurosystem. These
measures, including in particular the two
three-year longer-term refinancing operations,
were decided upon against the background of
exceptional circumstances in the last quarter
of 2011. The first impact of these measures has
been positive. Together with fiscal consolidation
and stepped-up structural reforms in several
euro area countries, as well as progress towards
a stronger euro area economic governance
framework, they have contributed to a significant
improvement in the financial environment over
recent months. The Governing Council expects
that the three-year longer-term refinancing
operations will provide further support for the
ongoing stabilisation in financial markets and,
in particular, for lending activity in the euro
area. All the non-standard monetary policy
measures are temporary in nature. Furthermore,

all the necessary tools to address potential
upside risks to medium-term price stability are
fully available.

With regard to the economic analysis, real GDP
contracted by 0.3% in the euro area in the fourth
quarter of 2011. According to recent survey data,
there are signs of a stabilisation in economic
activity, albeit still at a low level. Looking
ahead, the Governing Council expects the euro
area economy to recover gradually in the course
of this year. The outlook for economic activity
should be 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 financial
sector. However, the remaining tensions in 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, are expected to continue
to dampen the underlying growth momentum.

This assessment is also reflected in the
March 2012 ECB staff macroeconomic
projections for the euro area, which foresee
annual real GDP growth in a range between -0.5%
and 0.3% in 2012 and between 0.0% and 2.2%
in 2013. Compared with the December 2011
Eurosystem staff macroeconomic projections,
the ranges have been shifted slightly downwards.
This outlook remains subject to downside risks.
They notably relate to a renewed intensification
of tensions in euro area debt markets and their
potential spillover to the euro area real economy.
Downside risks also relate to further increases in
commodity prices.

Euro area annual HICP inflation was 2.7% in
February 2012, according to Eurostat’s flash
estimate, slightly up from 2.6% in January.
Looking ahead, inflation is now likely to stay
above 2% in 2012, mainly owing to recent
increases in energy prices, as well as recently
announced increases in indirect taxes. On the
basis of current futures prices for commodities,
annual inflation rates should fall again to below
2% in early 2013. Looking further ahead, in an
environment of modest growth in the euro
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area and well-anchored long-term inflation
expectations, underlying price pressures should
remain limited.

The March 2012 ECB staff macroeconomic
projections for the euro area foresee annual
HICP inflation in a range between 2.1% and
2.7% in 2012 and between 0.9% and 2.3% in
2013. In comparison with the December 2011
Eurosystem staff macroeconomic projections,
the ranges for HICP inflation have been shifted
upwards, notably the range for 2012. Risks to
projected HICP inflation rates in the coming
years are seen to be still broadly balanced, with
upside risks in the near term mainly stemming
from higher than expected oil prices and
indirect tax increases. However, downside risks
continue to exist owing to weaker than expected
developments in economic activity.

The monetary analysis indicates that the
underlying pace of monetary expansion
remains subdued. The annual growth rate
of M3 was 2.5% in January 2012, up from
1.5% in December 2011. Loan growth to the
private sector also remains subdued. However,
its annual rate (adjusted for loan sales and
securitisation) picked up slightly in January to
1.5% year on year from 1.2% in December. The
annual growth rates of loans to non-financial
corporations and loans to households (adjusted
for loan sales and securitisation) stood at 0.8%
and 2.1% respectively in January. The volume
of MFI loans to non-financial corporations
declined only slightly in January, following the
pronounced decline in December. By contrast,
the flow of loans to households in January was
positive. Following the signs of improvement
in the financial environment, 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 an appropriate provision of credit to
the economy.

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

Looking ahead, in order to deliver a favourable
environment for sustainable growth and to
support confidence and competitiveness, the
Governing Council stresses the urgent need
for governments to make further progress
towards restoring sound fiscal positions
and implementing the structural reform
agenda. Regarding fiscal consolidation, many
governments in the euro area are making
progress. Continuing with comprehensive
fiscal consolidation and complying with all
commitments remain essential. In this respect,
the 2012 European Semester should be used
to enforce rigorously the reinforced fiscal
surveillance mechanism. Equally important are
structural reforms to increase the adjustment
capacity and competitiveness of euro area
countries and to strengthen growth prospects
and job creation. In this area, more progress
is desirable. The Governing Council strongly
welcomes the European  Commission’s
Alert Mechanism Report on macroeconomic
imbalances and expects the proposed in-depth
country reviews to actively support the reform
processes under way in euro area countries.
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| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

In an environment of improving financial market conditions, survey indicators confirm further
signs of a stabilisation in global economic activity. While growth has been dampened by structural
impediments in advanced economies, in emerging markets it remains solid. Inflationary dynamics
in advanced economies have remained relatively contained over recent months. In emerging
economies, inflation rates have declined lately, although inflationary pressures persist.

1.1 DEVELOPMENTS IN THE WORLD ECONOMY

In the fourth quarter of 2011 GDP growth in the OECD area slowed down to 0.1%, quarter
on quarter, from 0.6% in the third quarter, with growth patterns across countries diverging
considerably. Towards the end of 2011 signs of a stabilisation in global economic activity began
to emerge, with the latest data suggesting that this has continued in the first quarter of this year.
Nevertheless, structural impediments are expected to continue to restrain the pace of growth in
the global economy over the medium term. These impediments mainly relate to weaknesses in the
labour and housing markets in some major advanced economies, as well as to the need for further
repairs to both public and private sector balance sheets. In relation to the latter, while some progress
has been made on rebalancing, the debt levels of households remain elevated in a number of major
advanced economies.

In an environment of improving financial markets, both business and consumer sentiment have
shown signs of improvement. The Purchasing Managers’ Index (PMI) for global all-industry
output continued to increase, reaching 55.5 in February (see Chart 1). The improvement in business
conditions was broadly based across sectors and countries. In addition, the more forward-looking
PMI for new orders has provided positive signals for the near-term global economic outlook.
On the consumer side, indicators of consumer confidence have likewise tended to improve across
countries. For advanced economies, however, these indicators remain below historical averages.

(diffusion index; seasonally adjusted; monthly data) (monthly data; annual percentage changes)

=== PMI output: overall === OECD consumer prices (all items)
----- PMI output: manufacturing +++++ OECD consumer prices
====PMI output: services (all items excluding food and energy)
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----- United States —— United Kingdom
Output growth " Inflation rates?
(quarter-on-quarter percentage changes; quarterly data) (consumer prices; 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.

Data on global trade for the last quarter of 2011 point to weak dynamics, broadly consistent with
subdued global activity. According to data from CPB Netherlands Bureau for Economic Policy
Analysis, world trade in goods increased by 0.3% compared with the previous quarter. The weakness
of global imports largely reflected a sharp decline in imports by the euro area and other European
economies, while imports by the United States, Japan and the emerging markets held up better.
As regards the near-term outlook, the global PMI for new export orders rose to above the
expansion-contraction threshold of 50 in January and February 2012. While remaining below its
long-term average, it points towards a gradual recovery in the momentum of global trade.

After peaking at 3.3% in September, inflation in the OECD countries declined modestly to 2.8% in
January, mainly reflecting lower growth in energy prices (see Chart 2). Inflation excluding food and
energy declined marginally to 1.9% in January, compared with 2.0% in December. In the advanced
economies, ample spare capacity and well-anchored inflation expectations helped to mitigate
price pressures. In emerging economies, inflation rates also declined. However, underlying price
pressures persist on account of limited spare capacity, wage indexation policies, as well as rather
low real interest rates. Annual inflation rates remained above 6% in Brazil and 4% in China.

UNITED STATES

In the United States, economic activity continued to gradually gain momentum in the fourth quarter
of 2011, after being subdued in the first half of the year (see Chart 3). According to the second
estimate by the Bureau of Economic Analysis, real GDP increased by 3.0% in annualised terms
in the fourth quarter of 2011 (0.7% on a quarter-on-quarter basis), up from 1.8% in the previous
quarter. The expansion in the fourth quarter was driven primarily by consumer spending and the
change in private inventories. Residential investment picked up strongly, while net exports and
government expenditure contributed negatively to growth. Real disposable personal income growth
strengthened in the second half of 2011, but remained below real private consumption growth.
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As regards price developments, annual CPI inflation declined to 2.9% in January 2012, from 3.0%
in the previous month and 3.9% at its peak in September 2011. A decrease in both food and energy
price inflation contributed to this decline. CPI inflation excluding food and energy, however,
has been more persistent. It increased at an annual rate of 2.3% in January 2012, compared with 2.2%
in the previous month. The strength in core inflation has been sustained lately by increases in the
prices of medical care, recreation, education and communication, despite a moderation in the cost
of transportation and housing.

Looking ahead, the recovery in 2012 is expected to proceed at a more robust pace than previously
anticipated, given that the latest monthly data have surprised mainly on the upside and point to a
continued economic expansion in the first quarter of 2012. US non-farm payrolls were better than
expected in January, and employment growth was widespread in the private sector, including the
construction industry. Moreover, jobless claims continued to decline in February, indicating a more
resilient labour market in the first quarter. According to several housing market indicators, housing
activity, which collapsed during the recession, appears to be bottoming out. In February 2012 the
US Congress passed a bipartisan bill for an overall amount of USD 150 billion to extend until
the end of 2012 payroll tax cuts and longer payment of unemployment benefits. This is expected
to support private consumption growth in 2012, but its reversal next year will weigh on growth.
As regards prices, although commodity prices have picked up again in recent weeks, the slack in
product and labour markets should limit upward price pressures and contribute to further reducing
headline inflation in 2012.

On 25 January 2012 the Federal Open Market Committee (FOMC) stated that, notwithstanding some
slowing in global growth, recent indicators point to a moderate expansion of economic activity and
a further improvement in overall labour market conditions. The FOMC kept its target range for the
federal funds rate at 0.0% to 0.25% and anticipated that economic conditions are likely to warrant
exceptionally low federal funds rate levels until at least late 2014.

JAPAN

In Japan, the latest data releases confirmed that economic activity was relatively weak at the end
of 2011, following the rebound observed in the third quarter. According to the second preliminary
release by the Cabinet Office, in the final quarter of 2011 real GDP in Japan contracted by
0.2%, quarter on quarter, compared with an increase of 1.7% in the preceding quarter. This
was largely driven by negative contributions from net exports and private inventories. Weaker
external demand, the persistent strength of the Japanese yen and supply disruptions related to the
floods in Thailand contributed to a sharp decline in Japanese exports of goods and services, while
imports of goods and services continued to expand. Public investment unexpectedly declined for the
second consecutive quarter, signalling some delay in the implementation of reconstruction plans.
On the other hand, corporate investment expanded significantly in the last quarter of 2011, while
private consumption grew at a more moderate pace. Overall, this implies that annual real GDP
declined by 0.7% in 2011, compared with growth of 4.4% in 2010. Higher energy imports, together
with a more subdued export performance, resulted in the re-emergence of a trade deficit in 2011.
Looking ahead, economic activity is expected to return to moderate growth in 2012, particularly as
a result of reconstruction-related expenditure.

Where price developments are concerned, annual headline CPI inflation stood at 0.1% in
January 2012, up from -0.2% in the previous month, partly on account of increases in prices of
food. Excluding fresh food, annual CPI inflation remained unchanged at -0.1% in January,
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while annual CPI excluding food and energy declined at a slower pace (-0.8%) compared with
December 2011 (-1.1%). At its latest monetary policy meeting on 14 February 2012, the Bank of
Japan decided to maintain its target for the uncollateralised overnight call rate at around 0% to 0.1%.
Moreover, it also announced that it would expand its Asset Purchase Program by JPY 10 trillion,
through increased purchases of Japanese government bonds. Finally, it also decided to introduce
a price stability goal in the medium to long term, which has been set (for the time being) at 1% in
terms of the annual change in the CPI.

UNITED KINGDOM

In the United Kingdom, economic activity appears to be bottoming out. In the fourth quarter of
2011 real GDP declined by 0.2%, quarter on quarter, but monthly data since November 2011
have generally been favourable. Industrial production and the volume of retail sales, as well as
most business and household survey indicators, point to an improvement in economic activity
in the first quarter of 2012. The labour market situation has remained weak amid some signs of
stabilisation, while the main money and credit aggregates contracted by approximately 2%-3%,
year on year, in December and January. Looking ahead, domestic demand growth is expected to
remain constrained by tight credit conditions, households’ ongoing balance sheet adjustments and
a substantial tightening of fiscal policy, while the outlook for external demand is likely to dampen
export growth.

Inflation has continued to ease as a result of the gradual waning of the impact of certain temporary
factors (past energy price increases and the increase in the rate of VAT in January 2011), but the rate
of inflation remains relatively high. Annual CPI inflation declined to 3.6% in January 2012, from
4.2% in December 2011, while CPI inflation excluding energy and unprocessed food declined by
0.5 percentage point to 2.9%. Inflation is likely to continue to ease in the near term, while the existence
of ample spare capacity, together with the sluggish recovery of economic activity, should help contain
inflationary pressures over the longer term. On 9 February 2012 the Bank of England’s Monetary
Policy Committee maintained the official Bank Rate paid on commercial bank reserves at 0.5%,
but decided to increase the stock of asset purchases financed by the issuance of central bank reserves
by GBP 50 billion to GBP 325 billion in total.

OTHER EU MEMBER STATES

In the other non-euro area EU Member States, aggregate growth is expected to be relatively slow
in the near term, with some countries at risk of a recession. However, some countries still achieved
robust GDP growth rates in the third quarter of 2011.

In Sweden and Denmark, the outlook for economic activity has become more subdued. However, in
the fourth quarter of 2011, growth and especially external trade dynamics were very diverse in the
two economies. In Denmark, strength in exports and household consumption helped real GDP to
increase by 0.2% quarter on quarter, while in Sweden, real GDP decreased by 1.1% owing to weak
exports. In January 2012 annual HICP inflation in Denmark and Sweden stood at 2.8% and 0.7%
respectively.

In the largest central and eastern European (CEE) countries, economic recovery has
slowed down. Looking ahead, the outlook has deteriorated as a result of weaker external
demand, but also on account of decreasing domestic demand. This partly reflects financial
sector deleveraging needs in many EU countries, which are likely to have an adverse
effect on credit growth and external financing conditions in many CEE countries. In the
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fourth quarter of 2011 real GDP in Romania and the Czech Republic declined by 0.2%
and 0.3% respectively compared with the previous quarter, while it increased by 0.3% in
Hungary, largely as a result of temporary factors. In Poland, quarter-on-quarter growth in real GDP
continued at a relatively robust rate of 1.1% in the fourth quarter of 2011. Overall, short-term survey
indicators point to a weakening of business and household sentiment in these countries.

Annual HICP inflation continued to ease in Poland and Romania (to 4.1% and 2.8% respectively
in January), partly reflecting favourable base effects related to energy prices. By contrast, inflation
increased considerably in Hungary and the Czech Republic (to 5.6% and 3.8% respectively).
This mainly reflects increases in indirect taxes and administered prices.

In the smaller CEE countries, the recovery in economic activity has continued, but the outlook
has deteriorated primarily on account of the weaker external environment. Quarter-on-quarter
growth in real GDP slowed down to 0.8% in Latvia and 1.0% in Lithuania in the fourth quarter of
2011. In Lithuania, survey-based indicators point to weakening sentiment, while these indicators
have shown more resilience in Bulgaria and Latvia. In the Baltic countries, unemployment remained
high despite some signs of improvement. Inflation continued to decline in January 2012, reaching
3.4% in both Latvia and Lithuania, and 1.9% in Bulgaria.

OTHER EUROPEAN COUNTRIES

In Turkey, economic activity remained strong, with real GDP growing by 8.2%, year on year,
in the third quarter of 2011. Data for that quarter point towards a moderate rebalancing of
growth from domestic demand towards net exports, which made a positive contribution to
growth for the first time in two years. Inflation continued to rise, standing at 10.4% year on year
in February 2012, driven by the pass-through of the depreciation of the Turkish lira in 2011,
increases in unprocessed food prices and in taxes on tobacco products. Since August 2011 the
central bank has kept the key policy rate unchanged and intervened in the foreign exchange market
in order to limit depreciation pressures of the Turkish lira. Looking ahead, tighter external financial
conditions coupled with weaker euro area demand are expected to dampen GDP growth in the
course of 2012.

In Russia, according to the preliminary annual estimate, real GDP expanded by 4.3% in 2011,
unchanged from the revised 2010 figure. Growth was driven mainly by domestic demand. Industrial
production continued to expand moderately at the beginning of the year, growing by 3.8%, year on
year, in January 2012. Aided by, inter alia, the postponement to mid-year of the usual January hike
in administrative prices, annual inflation decelerated rapidly to 3.8% in February from 4.2% in
January 2012, reaching the lowest rate ever recorded in the post-transition era. At the end of 2011
the Bank of Russia raised the rate on its deposit operations by 25 basis points to 4% and lowered the
main refinancing rate by 25 basis points to 8%, thereby narrowing its interest rate corridor further
so as to limit the volatility of interbank market rates. In addition, it also adopted further measures
to enhance exchange rate flexibility. Looking ahead, commodity prices are expected to remain
supportive of economic activity, keeping GDP growth close to that of last year.

EMERGING ASIA

In emerging Asia, economic growth held up well in the fourth quarter of 2011, despite worsening
global economic conditions. Export growth slowed significantly in the last quarter of 2011, partly
on account of a drop in global demand, while investment remained weak as a result of a heightened
volatility of capital flows and the lagged effects of a tightening of domestic monetary policies.
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Output growth?” Inflation rates?

(year-on-year percentage changes; quarterly data) (consumer prices; annual percentage changes; monthly data)
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Source: Haver Analytics.

1) Seasonally adjusted data for Brazil and China. Non-seasonally adjusted data for India, Russia and Turkey. Last observation: fourth
quarter of 2011 (Russia and Turkey: third quarter of 2011).

2) WPI inflation for India. Last observation: January 2012.

By contrast, private consumption remained strong. Annual inflation rates moderated further in
the last quarter as prices of key commodities, in particular food, continued to show a tendency to
decline. In the light of easing inflationary pressures and downside risks to the economic outlook,
some central banks in the region took accommodative policy measures.

In China, economic growth has continued to decelerate in recent months. Weaker external demand
caused export growth to decline to 13%, year on year, by the end of 2011. External imbalances
declined, with China’s current account surplus falling to 2.7% of GDP in 2011, from 5.1% in 2010.
Foreign exchange reserves remained very high, but decreased slightly in the last quarter of 2011,
ending the year at USD 3.2 trillion. Domestic demand has thus far remained largely resilient to
external shocks. The property sector is cooling off only gradually, given that construction activity
continues to be supported by the authorities’ social housing programmes. Inflationary pressures
have eased significantly since mid-2011, owing to a slowdown in economic activity and the
past stabilisation of global commodity prices. Although annual CPI inflation rose to 4.5% in
January 2012, from 4.1% in the previous month, this was due mainly to a temporary increase in
food prices during the Chinese New Year. Against the background of abating risks of overheating,
the People’s Bank of China cut its reserve requirement ratio by 50 basis points in February, bringing
the average ratio to 20%.

In India, in the fourth quarter of 2011 real GDP growth decreased to 6.3%, year on year, from 6.7%
in the third quarter, driven mainly by a decline in investment and export growth. Annual wholesale
price inflation — the Reserve Bank of India’s preferred measure of inflation — dropped to 7.5% in
December 2011 and to 6.6% in January 2012, owing to low price increases in both manufactured
products and commodities. Consequently, the Reserve Bank of India cut the reserve cash ratio
by 50 basis points in January 2012, while keeping its key policy rate at 8.5%.
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In Korea, real GDP growth moderated slightly to 3.4%, year on year, in the fourth quarter of 2011,
compared with 3.5% in the third quarter. The contribution of private consumption was smaller
than in the previous quarter, while investment growth rebounded to 3.0% year on year. Annual
CPI inflation fell from 4.2% in December 2011 to 3.0% in February 2012, i.e. within the Bank of
Korea’s target band of 2% to 4%. The Bank of Korea has maintained its policy rate at 3.25% since
June 2011.

Within the group of the ASEAN-5 countries (Indonesia, Malaysia, the Philippines, Singapore and
Thailand), Indonesia’s economy continued to grow strongly (by 6.5%, year on year, in the fourth
quarter of 2011), driven by both investment and private consumption. In Malaysia, GDP growth
picked up in the fourth quarter, mainly on account of strong domestic demand, while Singapore’s
GDP growth fell as a result of weaker manufacturing activity, particularly in the biomedical sector.
Thailand experienced the worst floods in more than 50 years, leading to a significant negative
impact on economic activity. Real GDP in Thailand contracted by 9.0%, year on year, in the fourth
quarter of 2011.

Looking ahead, emerging Asia’s economic growth is expected to remain resilient, with weak
external demand being compensated for by relatively robust private consumption. Inflationary
pressures are likely to decrease further owing to diminishing overheating risks. The main downside
risks to economic activity relate to stronger spillovers from major advanced economies, as well as
to a rapid unwinding of imbalances in some sectors in the region.

MIDDLE EAST AND AFRICA

In the fourth quarter of 2011 oil-exporting countries in the Middle East and Africa continued to
benefit from high oil prices and resilient demand, in particular from emerging market countries.
Consumer price inflation in the last quarter of 2011 remained largely stable compared with that in
the previous three-month period.

Saudi Arabia maintained buoyant oil production in the final quarter of 2011, while Libyan
oil output was rapidly being restored. Although there are indications that growth in consumer
spending in Saudi Arabia declined once the impact of the bonus for public sector workers had
receded, overall domestic economic performance remained strong. In the fourth quarter of 2011
consumer price inflation increased to 5.2%, year on year, from 5.0% in the previous quarter,
mainly as a result of domestic factors.

Political instability and security challenges continue to impede economic growth in several
oil-importing countries in the Middle East and northern Africa. In most oil-importing countries, high
inflationary pressures subsided towards the end of 2011. Looking ahead, the slowdown of external
demand is expected to have a negative effect on the economic outlook for both the Middle East
and Africa mainly through the trade channel. At the same time, raw material prices are expected to
remain supportive of growth in the commodity-exporting countries of the region.

LATIN AMERICA

In Latin America, the expansion of economic activity continued to moderate in most countries in the
fourth quarter of 2011. The pace of growth slowed down on account of the lagged effects of policy
tightening and the deterioration in external conditions. At the same time, inflationary pressures
eased across most countries in the region, although they remained at rather elevated levels.
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In Brazil, economic activity cooled down in the second half of 2011. The slowdown was particularly
pronounced in the manufacturing sector, with industrial production contracting 1.7% on average in
the final quarter of 2011. Although there are clear signs of a slowdown in the growth momentum,
inflationary pressures remain elevated, with annual inflation standing at 6.7% in the fourth quarter
of 2011. In Argentina, indicators of economic activity also showed increasing signs of a slowdown
after the exceptionally high growth rates recorded over the past two years. Industrial production
expanded at an annual rate of 3.2% in the final quarter of 2011, after having increased at a rate of
8.0% and 5.8% in the second and third quarters respectively. At the same time, annual CPI inflation
remained close to double-digit levels. In Mexico, economic growth remained rather resilient, with
real GDP expanding by 4.7% in the fourth quarter of 2011, compared with 3.2% in the previous
quarter. Growth in the fourth quarter was supported by external demand from the United States
and the limited exposure of the domestic financial system to global risks. Annual consumer price
inflation stood somewhat higher than in the preceding quarters, averaging 3.5% in the fourth quarter
of 2011.

Looking ahead, an improvement in the global environment, coupled with the lagged effects of
the more accommodative policies, should help to support growth dynamics. Domestic demand is
expected to be the main driver of growth, while export growth should benefit from strong demand
in other emerging market economies.

1.2 COMMODITY MARKETS

Oil prices rose sharply in January and February 2012, reversing a downward trend that had prevailed
throughout the second half of 2011 (see Chart 5). Brent crude oil prices stood at USD 122.7 per
barrel on 7 March 2012, i.e. 32% higher than at the beginning of 2011 and 14% higher than at the
beginning of 2012. Looking ahead, market participants expect lower oil prices over the medium
term, with futures contracts for December 2013 trading at USD 111 per barrel.

Over the past two months oil prices have been
sustained by a combination of supply concerns,
a spell of unusually cold weather in Northern

Europe in early February and an improvement in (21l dat®)

sentiment regarding macroeconomic conditions. — féﬁ“ﬁfﬁfgfféhfﬂigff;ﬁslﬁﬁﬁéi5531163 oo
In particular, the rapid escalation of tensions right-hand scalc) T ’
between Iran and Western nations, including 180 135

the agreement reached on an EU embargo on
oil imports from Iran and retaliatory threats .
by Iran, has pushed prices higher since late 140 ;
December. Looking at the fundamentals, while 120 lg I
the International Energy Agency has not only '
repeatedly revised downwards its actual and
projected demand for 2011 and 2012, but has 50
also revised its supply data upwards, OECD 60
inventory levels remain well below their
historical five-year average. This, together with
concerns about a major supply disruption from 20
Iran, is likely to maintain upward pressure on
prices.
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Prices of non-energy commodities also rose over the past two months, partially reversing the
sharp declines recorded since September 2011. As in the case of oil, a general improvement
in market sentiment was partly responsible for these recent increases. In addition, metal prices
were boosted further by strong imports from emerging economies, while dry weather conditions,
particularly in South America, supported prices of grains and soybeans. In aggregate terms, the
price index for non-energy commodities (denominated in US dollars) was 9% lower in early
March 2012 than at the beginning of 2011, and 7% higher than at the beginning of the year.

1.3 EXCHANGE RATES

EFFECTIVE EXCHANGE RATE OF THE EURO

Since late November 2011 the euro has generally
depreciated in an environment of declining
volatility. On 7 March 2012 the euro exchange
rate — expressed in nominal effective terms, as
measured against the currencies of 20 of the
euro area’s most important trading partners —
stood 2.5% below its level at the end of
November 2011 and about 3.7% below its
average level last year (see Table 1 and Chart 6).

Since late November 2011 movements in
the euro exchange rate have continued to be
largely related to changing market perceptions
regarding the fiscal and economic prospects of
euro area countries relative to those of other
major economies, as well as to developments
in expected yield differentials between the
euro area and other advanced economies.
Between early December 2011 and mid-
January this year, the depreciation of the
euro in nominal effective terms continued
to reflect persistent concerns about the fiscal
outlook for some euro area countries. This
trend started to reverse amid improving
financial market sentiment in mid-January.
As a result, between mid-January and early
March the single currency appreciated
markedly, in particular against the US dollar
and the Japanese yen, while it depreciated
primarily vis-a-vis other European currencies.

With regard to indicators of the international
price and cost competitiveness of the euro area,
in February 2012 the real effective exchange
rate of the euro based on consumer prices
(as measured against the currencies of 20 of the
euro area’s most important trading partners)

(daily data)

Index: Q1 1999 =100
115 115
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109 109
106 106
103 103
100 N N 100
97 97
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2010 2011 2012

Contributions to EER-20 changes?
From 30 November 2011 to 7 March 2012 (percentage points)
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USD GBP JPY CNY CHF SEK OMS Other EER-
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 six main trading partners of the euro
area. The category “Other Member States” (OMS) refers to the
aggregate contribution of the currencies of the non-euro area
Member States (except the pound sterling and the Swedish
krona). The category “Other” refers to the aggregate contribution
of the 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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was 3.6% below its average level in 2011
(see Chart 7). This largely reflected the nominal
depreciation of the euro, while consumer price

o thly/quarterly data; index: Q1 1999 = 100
inflation in the euro area was comparable to ~ (menhly/auarterly data;index: Q )

T : : 3 === nominal
that in its main trading palftnetr count.rles. In T o, CPLdeflated
the light of global economic integration and === real, GDP-deflated
the changing pattern of the euro area’s trade, — real, ULCT-deflated
Box 1 reviews the revised trade weights for the 120 120

effective exchange rates of the euro.

BILATERAL EXCHANGE RATES Ho
Since early December 2011 the single currency
has depreciated against the US dollar. From
30 November 2011 to 7 March 2012, the euro
weakened by 2.2% vis-a-vis the US dollar,
thus trading 5.7% below its 2011 average 90
(see Table 1). This reflected a marked depreciation

between early December and mid-January,

which was largely reversed thereafter. As 80
mentioned earlier, the main factors behind these

developments were changes in the perception — Source: ECB.

1) An upward movement of the EER-20 indices represents an

of the Sustainabﬂity of pubhc finances in some appreciation of the euro. The latest observations for monthly
data are for February 2012. In the case of the GDP and ULCT-

euro area countries and movements in yield  based real EER-20, the latest observation is for the 3" quarter of
. . . 2011 and is partly based on estimates.
differentials between the two economies. party

100
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Over the period under review the euro generally appreciated against the Japanese yen.
On 7 March 2012 the euro traded 1.9% higher than the level recorded at the end of November
and 4.5% below the average level in 2011. Between early December 2011 and mid-January
2012, the euro depreciated against the yen, to stand at the lowest level recorded in 11 years on
16 January. Thereafter it more than recovered the previous losses amid improving financial market

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

Appreciation(+)/Depreciation(-) of the euro as at 7 March 2012

Level on since: compared with:

Weight in EER-20 7 March 2012 30 November 2011 3 January 2011 average for 2011

US dollar 19.4 1.312 =22 -1.7 -5.7
Pound sterling 17.8 0.835 -2.4 -3.1 -3.8
Chinese renminbi 13.6 8.286 -3.2 -5.8 -7.9
Japanese yen 83 106.0 1.9 -2.5 -4.5
Swiss franc 6.4 1.205 -1.7 -3.3 2.2
Polish zloty 4.9 4.164 -7.6 52 1.1
Swedish krona 4.9 8.924 -2.4 -0.1 -1.2
Czech koruna 4.1 24.87 -1.8 -0.9 1.1
Korean won 39 1,477 -3.5 -1.6 -4.2
Hungarian forint 3.1 296.3 -3.7 6.4 6.1
NEER? 99.5 -2.5 -2.0 -3.7

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).
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sentiment with respect to the fiscal situation
in some euro area countries and Japanese
authorities’ continued commitment to contain

the appreciation of the Japanese yen. (daily data)

— USD/EUR

----- GBP/EUR
As regards other currencies, the exchange rate ==== JPY/EUR
of the euro against the pound sterling followed
a pattern similar to that against other major 2 28
currencies, depreciating until mid-January and  ,, { »
making up for some of the losses thereafter. ]
On 7 March 2012 the euro exchange rate vis- 2 -if-. | ¢ 20
a-vis the pound sterling was 2.4% below the 5 ! % } l:"-'l: 18
level recorded at the end of November 2011 :' : Y
and 3.8% below the average level in 2011  '©f: ¥ 16
(see Table 1). Over the period under review the 4 14
euro also weakened against the Swiss franc,
by 1.7%, and was trading 2.2% lower than the ~ '*| &% 12
average level of 2011 on 7 March 2012. The euro 1 10
also depreciated against some other European el .
currencies, most notably against the Czech koruna 8 =©
(by 1.8%), the Hungarian forint (by 3.7%), and 6 6

T T | T T T T
the Polish zloty (by 7.6%), amid an improvement Apr. July Oct Jan. Apr. July Oct Jan.

. . . . 2010 2011 2012
in financial market sentiment with respect to the

. . . Source: Bloomberg.
region since the beginning of the year.
Volatility in the euro foreign exchange market continued to decline, and thus returned to its
historical average. The implied volatility of the bilateral exchange rates of the euro vis-a-vis the US
dollar and the Japanese yen, as well as the pound sterling, declined markedly over all maturities in
December 2011 and early January 2012 and stabilised around their respective historical averages
(see Chart 8).

Over the period under review the currencies participating in ERM II have 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 central rate within the unilaterally set fluctuation band of +1%.

THE EFFECTIVE EXCHANGE RATES OF THE EURO — REVISED TRADE WEIGHTS IN THE LIGHT
OF GLOBAL ECONOMIC INTEGRATION

In recent years the geographical composition of euro area trade has undergone significant
change, which is also reflected in the trade weights of the effective exchange rates (EERs) of the
euro calculated by the ECB. In particular, the growing importance of emerging economies and
the steadily intensifying integration of economies in Europe are increasingly shaping the trade
linkages of the euro area. This box summarises these developments in the context of the recent
update of the trade weights underlying the euro area’s EERs.
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The trade weights are revised and updated every three years to provide an accurate picture of
trade patterns. Owing to limitations of data availability, the calculations occur with a time lag.
In the most recent update carried out in January 2012, trade weights were added for the period
from 2007 to 2009.!

The EERs are constructed by applying the weights to the bilateral nominal exchange rates of
the euro against the currencies of selected trading partners. Real EER indices are derived by
adjusting the nominal indices for relative price and cost developments between the euro area
and its trading partners.? The trade weights combine information on exports and imports,
excluding intra-euro area trade. Import weights consist of each trading partner’s simple share in
total euro area imports. Export weights, on the other hand, are double-weighted to account for
“third-market effects”. Specifically, they capture the effect of competition faced by euro area
exporters in foreign markets not only from domestic producers, but also from exporters from
third countries. The overall weight of each partner country is obtained as the weighted average
of the export and import weights.?

The table presents the trade weights over all available periods for each of the countries included
in the broad EER-40 (listed in the order of their average trade weight over all periods).* Advanced
economies continue to account for a sizeable share of euro area trade, although the weight
of the largest advanced economies in the EER-40 of the euro has been declining over time.
Between 1995 and 2009 the two individual countries with the largest weights were, on average,
the United States and the United Kingdom, which together accounted for almost a third of the
EER-40. These countries, together with Japan, were also the three largest individual trading
partners of the euro area in the period 1995-2000, with a combined weight of, on average, around
45% of the EER-40 basket. However, for the period 2007-09 their combined share in the basket
of the EER-40 declined to around 30%.

The decrease in the share of the largest advanced economies in the EER-40 basket is not due to
a decline in trade with the euro area, but instead reflects the rising importance of other regions,
in particular emerging market economies, in the global economy. As a consequence, the
combined weight of trading partners from emerging Asia in the EER-40 rose from below 19%
in the period 1995-97 to above 27% in the period 2007-09. This rise resulted mainly from
a substantial increase in the weight of China, which became the euro area’s largest individual
trading partner in the period 2007-09. The share of other emerging Asian economies has
remained broadly unchanged over time, as can be seen in Chart A, which presents developments
in the trade weights of major regions of the world economy, as well as of some of the euro area’s
largest individual trading partners.

1 The weights are based on bilateral trade data on manufactured goods, as defined in Sections 5-8 of the Standard International Trade
Classification for the periods 1995-97, 1998-2000, 2001-03, 2004-06 and 2007-09. Manufacturing goods are chosen as the trade basis
for the weights as these are typically most responsive to changes in competitiveness.

2 The real EERs are calculated on the basis of consumer price indices, producer price indices, GDP deflators and unit labour cost

indices — the latter for the total economy as well as the manufacturing sector.

See Buldorini, L., Makrydakis, S. and Thimann, C., “The effective exchange rates of the euro”, Occasional Paper Series, No 2, ECB, 2002.

The ECB publishes nominal and real EERs of the euro against three groups of trading partners: the EER-12, comprising Australia,

Canada, Denmark, Hong Kong, Japan, Norway, Singapore, South Korea, Sweden, Switzerland, the United Kingdom and the

United States; the EER-20, consisting of the EER-12 plus China and the seven non-euro area EU Member States not included in the

EER-12; and the EER-40, comprising the EER-20 plus 20 additional relevant trading partners (see the table for the complete list).

The trade weights are calculated for the EER-40 group of trading partners. For the EER-12 and EER-20 groups, they are obtained by

proportionally rescaling the corresponding countries’ trade weights in such a way that they add up to 100.
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(percentages)
Country Period

1995-1997 1998-2000 2001-2003 2004-2006 2007-2009 Average
United States 16.9 19.4 18.6 15.5 13.5 16.8
United Kingdom 18.3 17.7 16.7 14.2 11.9 15.8
China 44 53 7.6 114 15.0 8.7
Japan 9.7 8.8 7.6 6.7 5.8 7.7
Switzerland 6.6 5.9 5.7 52 52 5.7
Sweden 4.7 43 3.8 4.0 3.7 4.1
Poland 2.4 2.8 33 39 4.9 34
Czech Republic 22 2.4 3.0 34 4.0 3.0
Korea 2.9 2.7 2.8 32 3.1 29
Turkey 2.1 22 2.3 3.0 3.1 2.6
Russia 2.4 1.8 22 29 34 2.6
Denmark 2.6 23 23 22 2.1 23
Hungary 1.5 22 2.5 2.6 2.6 2.3
Taiwan 23 2.4 2.1 1.8 1.4 2.0
India 1.5 13 1.5 1.8 2.1 1.6
Hong Kong 2.0 1.7 1.5 1.5 1.3 1.6
Canada 1.5 1.6 1.6 14 1.3 1.5
Singapore 1.8 1.6 1.4 14 1.2 1.5
Brazil 1.5 14 1.2 1.2 1.4 1.3
Mexico 0.9 1.2 1.3 1.2 1.2 1.2
Malaysia 12 1.1 1.2 1.1 1.0 1.1
Norway 1.3 1.2 1.0 1.1 1.1 1.1
Romania 0.7 0.8 1.1 1.4 1.6 1.1
Thailand 1.2 1.0 1.0 1.0 1.1 1.1
South Africa 0.9 0.9 0.9 1.0 1.0 0.9
Israel 1.0 1.0 0.9 0.7 0.7 0.9
Australia 0.8 0.8 0.8 0.8 0.8 0.8
Indonesia 1.0 0.8 0.7 0.6 0.6 0.7
Morocco 0.6 0.6 0.6 0.6 0.6 0.6
Croatia 0.5 0.4 0.5 0.5 0.5 0.5
Philippines 0.4 0.5 0.5 0.4 0.3 0.4
Bulgaria 0.3 0.3 0.4 0.4 0.5 0.4
Argentina 0.6 0.5 0.3 0.3 0.3 0.4
Chile 0.3 0.3 0.3 0.4 0.4 0.4
Algeria 0.3 0.3 0.3 0.3 0.4 0.3
Lithuania 0.2 0.2 0.2 0.3 0.3 0.2
Venezuela 0.2 0.2 0.2 0.2 0.2 0.2
Latvia 0.1 0.1 0.1 0.2 0.2 0.1
New Zealand 0.1 0.1 0.1 0.1 0.1 0.1
Iceland 0.0 0.1 0.1 0.1 0.1 0.1
Total 100.0 100.0 100.0 100.0 100.0 100.0
Source: ECB.

Note: Trade weights for the EER-20 and EER-12 can be obtained by proportionally rescaling the corresponding countries’ trade weights
in such a way that they add up to 100.

The historically largest group of trading partners in terms of their combined weight in the EER 40
of the euro consists of “other European economies”,’ the weight of which rose steadily from
slightly above 25% in the period 1995-97 to above 30% in the period 2007-09. The growing
importance of the other European economies as major trading partners reflects the geographical
proximity and increasing economic integration within Europe. In fact, the increase in the weight

5 Other European economies as referred to in this box include Croatia, Iceland, Norway, Russia, Switzerland and the non-euro area
EU Member States, with the exception of the United Kingdom; other Asian countries include Hong Kong, India, Indonesia, Korea,
Malaysia, Philippines, Singapore, Taiwan and Thailand; other countries include Algeria, Argentina, Australia, Brazil, Canada, Chile,
Israel, Mexico, Morocco, New Zealand, South Africa, Turkey and Venezuela.
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of this group of countries is largely accounted for by non-euro area Member States that have
joined the European Union since 2004. Since the period 1995-97 their combined weight has
doubled to above 14% of the EER-40 basket, which corresponds to more than eight times their
combined share in world GDP and thus underlines the particular importance of trade linkages

between these countries and the euro area.

Geographical characteristics are also reflected
in the composition of trade weights in terms of
the contribution of import and export weights.
Chart B shows a comparison of total trade
weights with import weights, as well as with
the double export weights and the simple
export weights of the euro area’s major trading
partners. In the case of major advanced and
other European economies, the simple export
weight generally exceeds the import weight on
account of the bilateral trade surpluses of the
euro area with these countries. The opposite
holds true for economies in emerging Asia with
which the euro area has an aggregate bilateral
trade deficit, as a reflection of the strong export
orientation of these economies. At the same
time, accounting for third-market effects leads
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to some adjustment in the overall trade weights through the double export weights. In particular,
in the case of China, as well as Japan and other Asian economies, competition between euro area
and Asian exporters in third countries results in a significant increase in the overall trade weight
beyond the levels implied by direct export linkages.

The recent update of the trade weights leads to a revision of the nominal and real EERs of the euro
from 2007. Chart C shows the previous and the revised real EER-40 indices (deflated by consumer
prices). In December 2011 the revised EER-40 had a value of 95.7 and thus stood 6.8% below its
level at the beginning of 2007. Based on the previous weighting scheme, the index would have
reached a value of 96.9 and would thus have been 5.6% lower than in January 2007. The update of
the trade weights therefore reveals that the increase in competitiveness of the euro area owing to
the real depreciation of the single currency since 2007 was slightly more pronounced if changes in
the geographical composition of euro area trade are taken into account.

1.4 OUTLOOK FOR THE EXTERNAL ENVIRONMENT

Looking ahead and notwithstanding the improved short-term outlook, medium-term global
growth prospects are expected to remain subdued as advanced economies are expected to continue

to face significant growth impediments.
In December 2011 the OECD’s composite
leading indicator increased for the second
successive month, suggesting a positive change
in momentum for the OECD area as a whole
(see Chart 9). This was driven primarily by
the United States and Japan, but similar signs
are beginning to emerge in a number of other
developed economies. After having fallen for 104 104
two successive quarters, the Ifo indicator for A\
the world economic climate rose very slightly

in the first quarter of this year. 100

(monthly data; amplitude-adjusted)

= OECD
----- emerging economies
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Against this background, the March 2012
ECB staff macroeconomic projections broadly 9%
confirmed the global growth profile depicted
in the December 2011 projections, in which
the global growth momentum was expected 92
to gradually pick up (see Box 10). Downside
risks to the outlook for global economic activity
relate to a renewed intensification of global

Source: OECD.

financial market tensions and further increases Note: The emerging market indicator is a weighted average
. . . of the composite leading indicators for Brazil, Russia and China.
in commodity prices.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONEY AND MFI CREDIT

The annual growth rate of M3 increased substantially in January 2012 on account of a sizeable
monthly inflow, which more than offset the strong reduction observed in December 2011. This
strengthening in broad money growth was visible in all main components and in all sectors.
The annual growth rate of loans to the private sector adjusted for sales and securitisation also
increased significantly in January 2012, reflecting not only strong lending to non-monetary
financial intermediaries other than insurance corporations and pension funds (OFIs), but also a
moderate inflow for loans to the non-financial private sector, thereby partly reversing the reduction
observed in December 2011. Nonetheless, the pace of underlying money and credit growth remains
subdued. Together, these developments suggest that the non-standard measures adopted on
8 December 2011 — particularly the three-year longer-term refinancing operations (LTROs) — have
alleviated funding pressures on euro area credit institutions, thereby helping to reduce the risk of
disorderly deleveraging by the banking sector. At the same time, these measures cannot yet be
expected to have a visible impact on lending to the private sector, as such an impact will materialise
only with a lag.

THE BROAD MONETARY AGGREGATE M3
The annual growth rate of M3 stood at 2.5% in January 2012, broadly unchanged from the levels
observed in the second half of 2011 (see Chart 10). However, this masks a substantial decline in
the annual growth rate of M3 between September and December 2011, when it fell from 2.9%
to 1.5%, reflecting three sizeable monthly outflows for monetary instruments. These outflows
were largely reversed in January 2012, resulting in a strong recovery in the annual growth rate of
M3. These flows (both in the fourth quarter and in January) were, to a substantial extent, related
to secured interbank transactions conducted via central counterparties (CCPs) located inside the
euro area. At the same time, when the impact
of these transactions is adjusted for, the profile
of the flows remains similar, albeit the decline
and recovery in the annual growth rate of M3
become less pronounced (with rates of 1.8%
in September, 1.5% in December and 2.0% in — M3 (anmual growth rafe)

January). Overall, these developments reflect —  ----- M3 (three-month centred moving average

the intensification of the sovereign debt crisis o ﬁ;};‘;i“fgféfmzaﬁz growth rate)

in the second half of 2011, which exacerbated 1 "
economic and financial market uncertainty,

as well as funding pressures on banks, in the 12
fourth quarter of 2011. The subsequent recovery
observed in monetary data in January reflects
the unwinding of end-of-year operations,
partly mirroring the initial impact of the first 6
three-year LTRO conducted by the Eurosystem

in December.

(percentage changes; adjusted for seasonal and calendar effects)

On the component side, the variation seen
in flows in the fourth quarter of 2011 and
January 2012 was fairly broad-based, reflecting 2
developments in all of the main components
of M3 and all money-holding sectors. Thus,
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it was not restricted to the aforementioned variation in repurchase agreements traded via CCPs.
Indeed, households and non-financial corporations — and, to a lesser extent, non-monetary financial
intermediaries — significantly reduced their holdings of overnight or other short-term deposits in the
fourth quarter of 2011. This partly reflected the money-holding sectors shifting their funds outside
the euro area, and potentially acquiring government bonds that are considered safe havens. The inflow
observed for monetary assets in January was, in turn, largely explained by the non-financial private
sector considerably increasing its holdings of short-term deposits other than overnight deposits.

On the counterpart side, the outflows recorded for M3 in the fourth quarter of 2011 primarily
reflected the deterioration seen in the net external asset position of euro area MFIs in October
and November (which was attributable largely to the aforementioned shifting of funds abroad).
The outflows in December were driven primarily by substantial net redemptions of loans to the
non-financial private sector, which were concentrated largely in lending to non-financial
corporations. In turn, the strong inflow observed for M3 in January mainly reflected increases in
government debt securities held by MFIs other than central banks.

The main assets held by euro area MFIs (excluding the Eurosystem) contracted substantially in the
three months to December 2011, before recovering strongly in January 2012. The initial decline
was driven mainly by marked reductions in interbank lending and external assets and, to a lesser
extent, a contraction in loans to the non-financial private sector. In this respect, banks’ deleveraging
behaviour in the fourth quarter of 2011 followed a “pecking order”, whereby banks shed their most
liquid assets and those less relevant for their primary activities before assets constituting the banks’
core business. The increase seen in January in MFIs’ main assets largely reflected increases both in
holdings of securities issued by euro area governments and the non-MFI private sector and in loans
to OFIs. These were, in part, purchased using funds obtained from the first three-year LTRO.

Overall, data for the period to January suggest
that the first three-year LTRO and the other
non-standard measures announced in December
al‘re hkely to have helped to avert the risk Of éafrfl:::i; percentage changes; adjusted for seasonal and calendar
disorderly deleveraging by euro area credit

institutions. Indeed, January saw only a modest e xﬁm short-term deposits

reduction in loans to non-financial corporations " U e

and an increase in loans to households, following 22

the sizeable reductions seen in both categories 20 P 20
\

in the previous month. Nevertheless, lending
to the non-financial private sector remained 15
weak. The non-standard measures’ full impact
on lending activity is likely to materialise only
with a lag.

T T L)

MAIN COMPONENTS OF M3 0 e
The muted developments observed in the S ' "“". _.-::'"" S
annual growth rate of M3 in the fourth quarter | it ':,7"

of 2011 mask the fact that developments in the  _jo "-_"";" 10
annual growth rates of the main components of e

M3 largely offset one another (see Chart 11). -3 FrerprerrrerprerErerereeeeeeeeerey -1
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Outflows were, however, seen for all of the

main components of M3 in the fourth quarter, "%
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with the largest being observed for marketable instruments. Similarly, the inflows seen for M3 in
January 2012 also reflected developments in all of the main components. This pattern points to a
common factor having a dominant influence on recent short-term dynamics in monetary instruments.
This common factor relates to the tense financial market landscape, which has had a marked impact
on money-holders’ attitudes towards the liabilities of euro area MFIs.

The annual growth rate of M1 increased to 1.9% in the fourth quarter of 2011 and 2.0% in
January 2012, up from 1.4% in the third quarter of 2011 (see Table 2). The fourth quarter of
2011 saw a quarterly inflow for currency in circulation. However, this was not extraordinary in
size and does not, therefore, point to generalised concerns regarding the euro area banking sector.
By contrast, overnight deposits were drawn down in the fourth quarter of 2011, mainly as a result
of a decline in the holdings of the household sector. This development continued in January 2012,
when households were joined by OFIs in shedding overnight deposits. In the case of households,
this partly reflects portfolio reallocation within M3, with funds being shifted mainly to short-term
time deposits (i.e. deposits with an agreed maturity of up to two years) and, to a lesser extent,
short-term savings deposits (i.e. deposits redeemable at notice of up to three months). These shifts
occurred in the context of increased spreads between the remuneration of these types of deposit
and that of overnight deposits. The increase observed in such spreads since the beginning of 2011
reflects, in turn, the higher levels of remuneration offered for these less liquid types of deposit,
which are more stable than overnight deposits as a source of funding for banks. The increases
observed in spreads towards the end of the year were, in part, caused by MFIs in a number of euro
area countries seeking to attract and retain such deposits.

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

Annual growth rates

Outstanding
amounts as a 2011 2011 2011 2011 2011 2012
percentage of M3" Q1 Q2 Q3 Q4 Dec. Jan.
M1 49.0 3.2 1.7 14 1.9 1.6 2.0
Currency in circulation 8.7 4.9 42 4.5 6.2 6.1 6.2
Overnight deposits 40.3 2.9 1.2 0.8 1.0 0.7 1.2
M2-M1 (= other short-term deposits) 39.3 1.3 3.4 34 2.3 1.9 2.6
Deposits with an agreed maturity
of up to two years 19.2 -2.7 23 32 2.0 2.0 34
Deposits redeemable at notice
of up to three months 20.1 5.4 4.5 3.7 2.6 1.9 1.9
M2 88.3 2.4 2.4 23 2.1 1.8 23
M3-M2 (= marketable instruments) 11.7 -1.6 -0.3 3.0 3.7 -0.5 43
M3 100.0 1.9 2.1 2.4 23 1.5 2.5
Credit to euro area residents 3.7 3.1 24 1.3 1.0 1.4
Credit to general government 10.9 6.5 5.1 1.4 35 4.8
Loans to general government 17.7 10.7 7.0 2.2 -4.7 -4.7
Credit to the private sector 2.1 23 1.7 1.3 0.4 0.7
Loans to the private sector 2.4 2.6 2.5 2.0 1.0 1.1
Loans to the private sector adjusted
for sales and securitisation? 2.8 2.8 2.7 2.3 1.2 1.5
Longer-term financial liabilities
(excluding capital and reserves) 2.8 3.4 3.6 2.7 1.6 1.1
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 MFTI statistical balance sheet owing to their sale or securitisation.
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Despite the portfolio reallocation by households during the fourth quarter of 2011, which favoured
short-term deposits other than overnight deposits, the overall quarterly flow for this component was
negative, as both financial and non-financial corporations substantially reduced their holdings of
such deposits. As a result, the annual growth rate of short-term deposits other than overnight deposits
fell to 2.3% in the fourth quarter of 2011, down from 3.4% in the previous quarter. In the case of
non-financial corporations, this could reflect the use of previously accumulated cash buffers in
order to finance working capital in the face of tighter financing conditions. In the case of financial
corporations, the outflows were largely related to OFTIs, suggesting that the shrinking of investment
fund portfolios was a major driver of the reduction observed in holdings of short-term deposits
other than overnight deposits. In January 2012, however, the corporate sector joined households in
increasing holdings of short-term deposits other than overnight deposits — mainly short-term time
deposits — with the result that the annual growth rate of this component increased to 2.6%.

The annual growth rate of marketable instruments increased further in the fourth quarter of
2011 — to 3.7%, up from 3.0% in the third quarter — masking pronounced outflows throughout the
quarter. As in previous quarters, developments in marketable instruments were driven primarily
by developments in repurchase agreements traded via CCPs, which largely reflect secured
interbank transactions. In sharp contrast to the previous quarter, when these transactions increased
substantially, the fourth quarter saw large outflows. There are indications that this was related
to growing apprehension regarding specific collateral contained in standardised baskets, which
reduced the supply of funds via such repurchase agreements and increased the cost of using them
to obtain liquidity. The inflow registered in January points tentatively to a reversal of this pattern.
Developments in other marketable instruments were muted and generally the mirror image of
the pattern observed for repurchase agreements. Holdings of both short-term MFI debt securities
(i.e. debt securities with a maturity of up to two years) and money market fund shares/units registered
positive flows in the fourth quarter of 2011, which were then partially reversed in January 2012.

The annual growth rate of M3 deposits — which
comprise short-term deposits and repurchase
agreements and represent the broadest monetary
aggregate for which reliable information is
available at a sectoral level — declined to 2.5% in . non-financial corporations
the fourth quarter of 2011, down from 3.2% in ... households o
the previous quarter (see Chart 12). This reflects o tfg::lmal intermediaries
the sizeable outflows recorded in that quarter,

which were broadly based across sectors but
most pronounced in the case of OFIs. While
the reduction in OFIs’ holdings of M3 deposits 20 A
largely reflects developments in repurchase
agreements traded via CCPs, even abstracting
from this factor, OFIs reduced their holdings of 10 in
M3 deposits in the context of the downsizing 5 RN e s
of investment funds’ balance sheets in the face of ' I

(annual percentage changes; not adjusted for seasonal or
calendar effects)
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large redemptions. January 2012 saw a sizeable ‘ W 0
increase in holdings of M3 deposits, which partly -5 e -5
reversed the outflow observed in the fourth o A VLV g
quarter of 2011. This was also broadly based 2004 2005 2006 2007 2008 2009 2010 2011

across sectors, but in this case, non-financial Source: ECB.
. . . Note: MFI sector excluding the Eurosystem.
private sectors were the main drivers.
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MAIN COUNTERPARTS OF M3

As regards the counterparts of M3, the annual growth rate of total MFI credit to euro area residents
declined strongly in the fourth quarter of 2011 — falling to 1.3%, down from 2.4% in the previous
quarter — before increasing marginally to stand at 1.4% in January 2012 (see Table 2). Both the
initial decline and the subsequent increase were driven largely by developments in the annual
growth rate of credit to general government.

The decline observed in MFI lending to general government in the fourth quarter of 2011 was
attributable to a base effect relating to asset transfers from MFIs to “bad bank” schemes in the
fourth quarter of 2010. However, MFIs have recently been increasing credit to general government
by acquiring debt securities, a trend which continued in January. While in the fourth quarter of
2011 these purchases were carried out by the Eurosystem in the context of the Securities Markets
Programme, those performed in January 2012 were conducted by MFIs other than central banks.
This is likely to reflect the ample liquidity held by these institutions following the first three-year
LTRO in December.

The annual growth rate of MFI credit to the private sector declined to 1.3% in the fourth quarter
of 2011 on account of a substantial quarterly outflow, down from 1.7% in the previous quarter.
An annual growth rate of 0.7% was then recorded in January 2012. However, January saw
a sizeable monthly inflow, which largely offset the strong monthly outflow registered in December.
Developments in credit to the private sector mask conflicting developments in the annual growth
rates of its two main components — namely loans and securities other than shares — despite them
registering similar monthly flows.

The annual growth rate of loans to the private sector (adjusted for loan sales and securitisation)
declined to 2.3% in the fourth quarter of 2011, down from 2.7% in the previous quarter (see Table 2).
This reflected sizeable net redemptions, which were concentrated largely in December 2011 and
particularly affected loans to non-financial corporations. January 2012 then saw an increase in the
annual growth rate of loans to the private sector relative to December 2011. This was, however,
driven mainly by an increase in secured interbank lending (conducted via CCPs) following the
first three-year LTRO in December. Such lending activity had contracted strongly in the course of
the fourth quarter, reflecting increases in haircuts and a deterioration in the collateral available to
market participants.

The annual growth rate of MFI loans to households adjusted for loan sales and securitisation
declined to 2.3% in the fourth quarter of 2011, down from 2.7% in the previous quarter. This was
probably a reflection mainly of the deterioration of economic and housing market prospects, as
well as the need for balance sheet adjustment in some countries. The annual growth rate of loans to
households increased slightly in January 2012 (standing at 2.1%, up from 1.9% in December 2011)
on account of a significant monthly inflow. Lending for house purchase remains the main factor
driving MFT loans to households. Data adjusted for securitisation point to a slight increase in the
quarterly flow for housing loans in the fourth quarter of 2011, while the quarterly flow for consumer
credit remained marginally negative. January 2012 saw monthly inflows for all types of loan
to households (see Section 2.7 for more details).

The annual growth rate of MFI loans to non-financial corporations (adjusted for loan sales and
securitisation) declined to 1.9% in the fourth quarter of 2011, down from 2.2% in the previous
quarter. This reflected strong net redemptions, which were concentrated mainly in two large euro
area countries towards the end of the quarter. The annual growth rate of loans to non-financial
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corporations declined further to stand at 0.8% in
January. The fact that the strong net redemptions
seen in December were not repeated in January
is consistent with the view that the threat of
credit being curtailed has diminished against the
backdrop of the non-standard measures adopted
by the Eurosystem.

Overall, data on euro area lending continue to
display significant cross-country heterogeneity in
terms of both the levels and the dynamics of the
annual growth rates of loans to households and
non-financial corporations. These are likely
primarily to reflect differences in the countries’
economic and housing market prospects, as well
as their sectoral debt levels.

Turning to the other counterparts of M3, the
annual growth rate of MFIs’ longer-term
financial liabilities (excluding capital and
reserves) declined to 1.1% in January 2012,
down from 2.7% in the fourth quarter of 2011
and 3.6% in the third quarter (see Chart 13).
This mainly reflected the moderation seen in
the annual growth rate of longer-term MFI
debt securities (i.e. those with an original
maturity of over two years), which registered
substantial outflows in the fourth quarter
of 2011 and January 2012. This reflected
considerable genuine net redemptions, as well as
increases in MFIs’ holdings of these instruments.
These developments suggest that the funding
of MFIs via longer-term bond markets remains
impaired, which is associated with the difficulties
that most MFIs are having in accessing
market-based funding. The annual growth
rate of longer-term time deposits (i.e. deposits
with an agreed maturity of over two years) has
largely reflected non-derecognised securitisation
activity. Accordingly, it increased strongly in
October 2011 (reaching 4.5%), before decreasing
thereafter (standing at 2.5% in January 2012),
as securitisation activity remained weak.

The deterioration in the net external asset position
of euro area MFIs explained a substantial part of
the outflow observed for M3 in the fourth quarter
of 2011 and dampened the monthly inflow
recorded for M3 in January 2012 (see Chart 14).

(annual percentage changes; adjusted for seasonal and calendar
effects)

— M3
----- longer-term financial liabilities
(excluding capital and reserves)

-2 lIJ]IJl]lIJ]lJl]llJ]lJl]llJ]lJl]_z
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Source: ECB.

(annual flows; EUR billions; adjusted for seasonal and calendar
effects)
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Notes: M3 is shown for reference only (M3 = 1+2+3-4+5).
Longer-term financial liabilities (excluding capital and reserves)
are shown with an inverted sign, since they are liabilities of the
MFI sector.
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These developments reflected the net acquisition of foreign assets by the money-holding sector,
with those purchases being financed using funds which had been placed in M3 instruments.
This is also consistent with the reduction observed since the third quarter of 2011 in the net issuance
of investment fund shares/units. (For further details, see Box 2 below.)

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

This box analyses recent developments in the financial account of the euro area balance of
payments. Net inflows in combined net direct and portfolio investment increased to €223.7 billion
in 2011, up from €98.1 billion a year earlier, and were broadly offset by larger net outflows
in other investment (see table and chart). After the exceptionally large net inflows in portfolio
investment that were recorded in the first half of 2011, net inflows decreased substantially in the
second half of the year. At the same time, a two-way repatriation process began, whereby foreign
investors withdrew funds previously invested in euro area securities, while euro area investors
became net sellers of foreign securities. More recently, however, in December, some signs of a
normalisation have emerged in portfolio investment patterns.

Net inflows in combined net direct and
portfolio investment increased in 2011, mainly
supported by larger net inflows in portfolio

investment Despite the overall increase vis-a- (EUR billions; 12-month cumulated net flows; monthly data)

vis the previous year, developments in portfolio w— cquitics )
. . . s Money market instruments
investment were rather volatile, with abrupt bonds and notes

wesm  direct investment

changes in investment patterns following shifts == combined direct and portfolio investment

in market sentiment and investor behaviour.

In the first half of 2011, net inflows in portfolio
investment increased substantially, mainly
reflecting foreign investors’ sizeable purchases

of euro area securities issued by both the 400
MEFI and non-MFI sectors. With regard to the
non-MFI sector, foreign demand for the more

liquid and highly rated debt securities was 200
particularly elevated in the second quarter of
2011, probably reflecting safe-haven flows
in a context of high volatility and heightened
financial market tensions. In the third quarter of
2011, by contrast, net inflows in debt securities
declined considerably, while there was a shift
from net outflows to net inflows in equity  -200
securities. This masked a liquidation process,
whereby euro area investors repatriated funds
previously invested in foreign securities | | | | a0
and non-residents moved out of euro area 2007 2008 2009 2010 2011
securities. Source: ECB.
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(EUR billions; non-seasonally adjusted data)

Three-month 12-month

cumulated figures cumulated figures

2011 2011 2010 2011

Nov. Dec. Mar. June Sep. Dec. Dec. Dec.

Financial account” -6.7 -23.0 15.7 18.4 9.8 -34.7 44.1 9.3

Combined net direct and portfolio investment -6.5 32 118.7 121.2 21.1 -37.4 98.1 223.7

Net direct investment -8.0 1.3 9.9 -29.0 -16.5 -14.4 -49.9 -69.8

Net portfolio investment 1.5 2.0 128.5 150.2 37.7 -23.0 148.0 293.4

Equities 8.3 14.9 89.2 -38.1 22.0 19.7 52.4 92.9

Debt instruments -6.8 -12.9 393 188.3 15.6 -42.6 95.7 200.5

Bonds and notes 9.6 20.1 16.8 147.2 30.9 3.1 64.9 198.0

Money market instruments -16.5 -33.1 22.5 41.1 -15.3 -45.8 30.7 2.5

Net other investment -0.5 -13.7 -89.1 -108.9 0.3 16.8 -61.2 -180.9
Of which: money-holding sector?

Net direct investment 9.2 2.1 -53 -22.4 -16.4 -14.5 -35.8 -58.6

Net portfolio investment -26.3 12.5 61.5 71.7 18.4 -46.2 -98.4 111.5

Equities 2.2 18.0 823 -27.5 20.5 6.8 722 82.1

Debt instruments -24.1 -5.5 -20.8 105.3 -2.0 -53.0 -170.6 29.4

Net other investment -9.7 19.6 31.1 -32.8 29.0 6.3 -53.8 33.6

Source: ECB.

Notes: Figures may not add up, owing to rounding.

1) Figures refer to balances (net flows). A positive (negative) sign indicates a net inflow (outflow).
2) General government and other sectors of the balance of payments.

In the fourth quarter of 2011, both euro area and foreign investors continued reducing their
cross-border holdings of securities. Net outflows were recorded for portfolio investment as the
disinvestment by foreign residents was larger than that by euro area residents. Whereas in the
euro area both the MFI and the private non-MFI sectors repatriated funds, the repatriation by
foreign investors mainly concerned securities issued by the private non-MFI sector. Looking
at securities issued by the euro area general government sector, net purchases were recorded in
the third quarter of 2011, notwithstanding a sharp decrease in foreign inflows. The emergence
of this two-way repatriation process should be seen against the backdrop of mounting financial
market tensions, as well as volatile and declining equity prices at the global level. These factors
seem to have weighed on market sentiment amid increasing concerns about the global economic
outlook and heightened risk aversion. Moreover, the decrease in net portfolio investment inflows
to the euro area non-MFI sector contributed negatively to the liquidity available in the euro area
and is partly reflected in the evolution of the broad monetary aggregate M3. In fact, as can be
seen from the monetary presentation of the balance of payments, these transactions involving the
money-holding sector are a mirror image of the overall decrease observed in the MFI net external
asset position in October and November 2011.!

More recent data for December, however, provide tentative signs of apparent normalisation
in portfolio investment patterns. Both euro area investment in foreign securities and foreign
investment in euro area securities seem to have resumed somewhat, although still at low levels.
In addition, net portfolio investment inflows to the non-MFI sectors were recorded, which is also

1 To the extent that they are settled via resident banks, transactions carried out by the money-holding sector have an impact on the
external assets and liabilities of the banking sector, which is one of the counterparts of the M3. The money-holding sector comprises
households, non-financial corporations, non-MFI financial intermediaries and general government other than central government.
For more information on the monetary presentation of the balance of payments, see Duc, L. B., Mayerlen, F. and Sola, P., “The monetary
presentation of the euro area balance of payments”, Occasional Paper Series, No 96, ECB, 2008. See also “The external dimension of
monetary analysis”, Monthly Bulletin, ECB, August 2008.
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consistent with the slight resumption of inflows seen in the MFI net external asset position in this
month. This resumption is probably related to some improvement in market sentiment close to
the end of the year, reflecting, inter alia, not only the introduction of the ECB’s unconventional
liquidity measures, but also the coordinated interventions by the ECB and five other central
banks — in the form of reciprocal currency arrangements (swap lines) — aimed at providing
liquidity to the global financial system.

Turning to the MFT sector, euro area banks stepped up their net sales of foreign securities in
the fourth quarter of 2011. This increase probably relates to a combination of two factors.
The first is the ongoing process of balance sheet restructuring on account of the tightening
capital requirements in the euro area. The necessary deleveraging process is usually particularly
pronounced for non-core assets, in particular foreign securities, as is clearly visible in the
reporting period. The second is the need to mobilise funds in a context of funding pressures,
which are not only reflected in the foreign sales of securities issued by euro area banks in the
last two quarters of the year, but also in the reduction of MFIs’ other investment liabilities,
indicating difficulties in rolling over maturing short-term deposits and loans associated with the
high costs of funding in foreign currency. The disinvestment from euro area MFI securities was
related, in part, to concerns among foreign investors regarding the stability of banking systems in
selected euro area countries. Nonetheless, the decrease in MFIs’ other investment liabilities was
partly offset by the increase in the Eurosystem’s other investment liabilities, on account of the
aforementioned swap lines between the ECB and other central banks.

GENERAL ASSESSMENT OF MONETARY LIQUIDITY CONDITIONS IN THE EURO AREA

The substantial outflows observed for monetary instruments in the fourth quarter of 2011 resulted
in the continued absorption of the monetary liquidity accumulated prior to the financial crisis
(see Charts 15 and 16). The acceleration of M3 growth in January 2012 brought this development
to a halt. While the set of indicators of excess liquidity continue broadly to point to the presence of
excess liquidity, some measures indicate that excess liquidity has declined over the past three years
to reach fairly low levels. Nevertheless, it should be recalled that these kinds of liquidity measure
need to be interpreted with caution, as they rely on the assessment of equilibrium money holdings,
which is surrounded by considerable uncertainty.

Overall, the pace of underlying money and credit growth remains subdued. At the same time,
the latest data show that the considerable decline observed in money growth in the fourth quarter
of 2011 — especially in December — was reversed in January. Likewise, on the loan side, the strong
net redemptions observed towards the end of 2011 did not continue in January. This combination of
developments suggests that the non-standard measures adopted on 8 December 2011 — particularly
the three-year LTROs — have alleviated funding pressures on euro area credit institutions and
helped to avert the risk of disorderly deleveraging by the banking sector. At the same time, these
non-standard measures cannot yet be expected to have a visible impact on lending to the private
sector, as such an impact will materialise only with a lag.
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(as a percentage of the stock of real M3; adjusted for seasonal

(as a percentage of the stock of M3; adjusted for seasonal and
and calendar effects; December 1998 = 0)

calendar effects; December 1998 = 0)

= nominal money gap based on official M3 = real money gap based on official M3

----- nominal money gap based on M3 corrected ++++ real money gap based on M3 corrected for the
for the estimated impact of portfolio shifts?

estimated impact of portfolio shifts?
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Source: ECB.
1) The nominal money gap is defined as the difference between
the actual level of M3 and the level of M3 that would have

Source: ECB.
1) The real money gap is defined as the difference between the
actual level of M3 deflated by the HICP and the deflated level of

resulted from constant M3 growth at its reference value of 4/42%
since December 1998 (taken as the base period).

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

M3 that would have resulted from constant nominal M3 growth
at its reference value of 4/2% and HICP inflation in line with the
ECB’s definition of price stability, taking December 1998 as the
base period.

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

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

2.2 FINANCIAL INVESTMENT OF THE NON-FINANCIAL SECTORS AND INSTITUTIONAL INVESTORS

The annual growth rate of financial investment by the non-financial sectors remained unchanged
in the third quarter of 2011, partly reflecting moderating growth in household income and a low
savings ratio by historical standards. The annual growth rate of financial investment by insurance
corporations and pension funds was also unchanged, mirroring households’ modest investment in
insurance technical reserves. The heightened tensions in financial markets in the fourth quarter
of 2011 led to further sizeable net redemptions for all major types of investment fund.

NON-FINANCIAL SECTORS

In the third quarter of 2011 (the most recent quarter for which data are available) the annual growth
rate of total financial investment by the non-financial sectors was unchanged at 3.4%, thereby
stabilising at a relatively low level by historical standards (see Table 3). Were it not for the effect
of asset transfers from MFIs to “bad bank” schemes classified as part of the general government
sector, the annual growth rate of financial investment by the non-financial sectors would still be at
levels close to the trough recorded between late 2009 and early 2010. The moderate developments
observed in the third quarter of 2011 mask differing dynamics across the individual instruments.
In particular, the contributions of investment in quoted shares and other accounts receivable
(which includes trade credit) increased relative to the previous quarter. By contrast, the contributions
of investment in currency and deposits, insurance technical reserves and mutual fund shares
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Outstanding amount Annual growth rates
as a percentage of | 2009 2009 2009 2010 2010 2010 2010 2011 2011 2011

financial assets" Q2 Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3

Financial investment 100 3.7 3.5 2.6 2.6 2.6 2.6 34 3.2 34 34
Currency and deposits 24 6.9 6.0 33 1.9 1.5 2.1 3.0 34 3.8 3.1
Debt securities, excluding
financial derivatives 6 0.6 -0.5 -2.6 2.5 -2.6 2.9 4.7 7.7 8.6 8.6
of which: short-term 0 -22.8  -33.0 -357 272 221 -7.0 -4.4 39 7.7 0.2
of which: long-term 5 42 4.4 2.6 0.8 -0.4 2.5 5.5 8.1 8.7 9.4
Shares and other equity,
excluding mutual fund shares 28 4.7 4.4 3.0 2.7 2.4 23 2.5 2.0 2.2 2.5
of which: quoted shares 5 5.4 5.0 4.6 4.7 35 2.4 3.4 1.1 0.8 2.9
of which: unquoted shares
and other equity 22 4.5 42 2.7 2.3 2.1 22 23 2.3 2.5 2.4
Mutual fund shares 5 -3.9 -1.0 22 0.2 -1.4 2.1 -2.8 -3.4 -2.5 -4.5
Insurance technical reserves 16 3.1 3.6 4.4 5.0 4.7 4.6 42 3.5 32 2.7
Other? 22 1.9 1.6 1.6 3.6 4.8 5.0 5.5 4.8 49 6.2
M3d 3.6 1.8 -0.4 -0.1 0.3 1.1 1.7 2.2 2.0 2.9
Source: ECB.

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

2) Other financial assets comprise loans and other accounts receivable, which in turn include trade credit granted by non-financial corporations.
3) End of quarter. The monetary aggregate M3 includes monetary instruments held by euro area non-MFIs (i.e. the non-financial sectors
and non-monetary financial intermediaries) with euro area MFIs and central government.

declined or became more negative. The quarterly inflow observed for instruments issued by MFIs
was larger than that seen for other instruments, the first time this had occurred since end-2008,
pointing to some portfolio adjustment in favour of bank liabilities. However, information available
from MFI balance sheet statistics suggests that

this adjustment was temporary and was reversed

somewhat in the fourth quarter.

From a sectoral perspective, the fact that the
annual growth rate of total financial investment

(annual percentage changes; contributions in percentage points)

mmm  households

by the non-financial sectors was unchanged in s non-financial corporations

the third quarter of 2011 reflected further slight — ﬁzﬂeﬁi"cﬁgggﬁs

increases in the contributions of non-financial . .
corporations and general government, which

were offset by somewhat weaker financial 5 5
investment by households (see Chart 17). \/\/\/\/

The slower accumulation of financial assets by N I !
households reflects the continued shedding of 3 3
mutual fund shares and reduced investment in
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The annual growth rate of financial investment by the general government sector strengthened
considerably in the third quarter from what were already high levels. The acceleration observed in
annual growth reflected strong growth in other accounts receivable, which was largely offset by a
sizeable reduction in deposits held by general government. The rise in other accounts receivable
in the third quarter was probably related to previous tax arrears being recorded on balance sheets.
The particularly strong growth in financial investment by the general government sector remained
attributable mainly to the continued impact of asset transfers from MFIs to “bad bank” schemes in
the fourth quarter of 2010.

The slightly faster accumulation of financial assets by non-financial corporations in the third
quarter was driven mainly by increased purchases of quoted shares and a rise in other accounts
receivable. The former was potentially related to merger and acquisition activity, while the latter
was attributable to an increase in trade credit. The rise in trade credit is likely to reflect both firms
and government agencies postponing payment for purchased goods and services in the context of
the prevailing uncertainty and tight financing conditions, as well as further robust export growth.
More detailed information on developments in financial flows and the balance sheets of the
non-financial private sectors is provided in Sections 2.6 and 2.7. Information can also be found —
for all institutional sectors — in the box entitled “Integrated euro area accounts for the third quarter
of 2011” in the February 2012 issue of the Monthly Bulletin.

INSTITUTIONAL INVESTORS

The continued slow pace of households’ investment in insurance technical reserves, the main factor
determining the funds that can be invested by insurance corporations and pension funds, explains
why the annual growth rate of financial investment by insurance corporations and pension funds
remained unchanged at 2.9% in the third quarter

of 2011 (the most recent quarter for which data

are available from the euro area integrated

accounts; see Chart 18). This was the lowest

rate of growth since 1999. From an instrument (annual percentage changes; contributions in percentage points)
perspective, mutual fund shares became the mm  debt securities, excluding financial derivatives
most important contributor to the annual growth - ﬂgficsﬁf;ms and other equity

rate of financial investment by insurance mees mutual fund shares

corporations and pension funds. This reflected e ancial asets

their preference for investing funds — obtained
from new investment by households in life
insurance and pension-type products, as well as
the sale of directly held debt securities — largely
in mutual funds, rather than investing directly
in securities. At the same time, insurance
corporations and pension funds also significantly
increased their currency and deposit holdings,
potentially reflecting the uncertainty in financial
markets.
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quarter. The annual growth rate moderated
strongly further to stand at 0.7%, down from
3.0% in the third quarter. Annual inflows

declined for all three major investment fund (EUR billions)
types (i.e. equity, bond and mixed funds), with - :;?Sfyyﬁnﬁiﬁt L
the annual flow for equity funds turning slightly ==== bond funds"

—— mixed funds"

negative (see Chart 19). These developments
reflected a general tendency to shun riskier
assets in the context of heightened economic
and financial market uncertainty and, in part,
the shifting of funds outside the euro area in
the fourth quarter. By contrast, money market
funds benefited from the uncertain financial
market environment, with modest inflows being
recorded in the fourth quarter, as these are often
used to temporarily host funds withdrawn from
other types of fund. These inflows could not, 150
however, compensate for the outflows seen in 200
previous quarters (which were probably related 2002 2004 2006 2008 2010
to the relatively limited returns offered by these  gyurces: ECB and EFAMA.

leIldS). Asa result, annual outflows continued to 1) Prior to the first quarter of 2009, estimates of quarterly

flows are derived from non-harmonised ECB investment fund

be observed for money market fund shares/units statistics, ECB calculations based on national data provided by
EFAMA, and ECB estimates.

in the quarter under review, albeit these were 2) Includes real estate funds, hedge funds and funds not classified
. . elsewhere.
markedly smaller than in the previous quarter.
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Looking specifically at developments in the fourth quarter of 2011, when tensions in sovereign
debt markets intensified further, an outflow of €47 billion was observed for investment fund
shares/units (excluding money market funds) on the basis of non-seasonally adjusted data. This was
the second quarterly outflow in a row, although both outflows were considerably smaller than those
recorded in the aftermath of the collapse of Lehman Brothers. Net redemptions were observed for
all three major investment fund types, with these concentrated mainly in October and November.
The largest outflows were observed for equity funds and mixed funds, which accounted for more
than two-thirds of total outflows during the quarter. However, the fourth quarter of 2011 saw a
4.5% quarter-on-quarter increase in outstanding shares/units issued by euro area investment funds
other than money market funds, despite the further sizeable withdrawals seen in recent months.
This was attributable mainly to the increases observed in asset prices since end-November and, to a
lesser extent, the statistical reclassification of some money market funds as bond funds in December
(with the amount involved totalling more than €100 billion). The net redemptions experienced by
investment funds were mirrored on the asset side of the balance sheet by the broad-based disposal
of shares and other equity, securities other than shares, and investment fund shares, as well as a
decline in deposit holdings.

2.3 MONEY MARKET INTEREST RATES

Money market interest rates generally declined between 7 December 2011 and 7 March 2012.
This decline reflects the downward revision of short-term interest rate expectations and the
Governing Council’s decision on 8 December 2011 to reduce the key ECB interest rates by 25 basis
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points. This decision took effect with the main refinancing operation settled on 14 December 201 1.
Volatility in money market interest rates decreased, with the EONIA stabilising at low levels
since the beginning of the year, reflecting large amounts of excess liquidity.

Unsecured money market interest rates decreased between 7 December 2011 and 7 March 2012.
On 7 March 2012 the one-month, three-month, six-month and twelve-month EURIBOR stood
at 0.50%, 0.91%, 1.22% and 1.55% respectively — i.e. 70, 56, 48 and 49 basis points lower than
the levels observed on 7 December 2011. The spread between the twelve-month and one-month
EURIBOR - an indicator of the slope of the money market yield curve — increased by 21 basis
points over that period and stood at 105 basis points on 7 March (see Chart 20).

Secured money market interest rates have stabilised at very low levels since the beginning of the
year (see Chart 21). The interest rate on the three-month overnight index swap stood at 0.34%
on 7 March, around 13 basis points lower than on 7 December. As the corresponding unsecured
EURIBOR decreased even more markedly, the spread between these two rates decreased from
101 basis points on 7 December to 57 basis points on 7 March.

The interest rates implied by the prices of three-month EURIBOR futures contracts maturing in
March, June and September 2012 stood at 0.83%, 0.69% and 0.67% respectively on 7 March,
representing decreases of 21, 28 and 29 basis points by comparison with the levels observed on
7 December, partly reflecting expectations of lower key ECB interest rates (see Chart 22). Implied
volatilities with constant maturities of three, six, nine and twelve months derived from options on
three-month EURIBOR futures contracts have all declined markedly over the past three months

(see Chart 23).
(percentages per annum,; spread in percentage points; daily data) (percentages per annum; daily data)
=== one-month EURIBOR (left-hand scale) == three-month EUREPO
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(percentages per annum, daily data)

=== three-month EURIBOR
----- futures rates on 7 December 2011
====futures rates on 7 March 2012
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Source: Thomson Reuters.
Note: Three-month futures contracts for delivery at the end of
the current and next three quarters as quoted on Liffe.

Looking at the overnight maturity, the EONIA
remained relatively volatile until the first week
of January, but then stabilised. As a result of the
renewed tensions in financial markets, banks’
recourse to Eurosystem liquidity operations
increased markedly over the review period.
Consequently, the amount of excess liquidity
in the system increased, as reflected by strong
recourse to the deposit facility. Thus, the spread
between the EONIA and the main refinancing
rate remained negative throughout the review
period.

On 8 December the Governing Council reduced
the key ECB interest rates by 25 basis points,
reducing the rate on the deposit facility to 0.25%
and the rates on the main refinancing operations
and the marginal lending facility to 1.00% and
1.75% respectively. The EONIA mirrored that
reduction and stood at 0.355% on 7 March
(see Chart 24).
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Notes: This measure is calculated in two stages. First, implied
volatilities derived from options on three-month EURIBOR
futures are converted by expressing them in terms of logged
prices instead of logged yields. Second, the resulting implied
volatilities, which have a constant maturity date, are transformed
into data with a constant time to maturity.
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The review period saw the ECB continue to provide support to money markets by means of
liquidity-providing operations with maturities of one week, one maintenance period and three
months. All of these operations were conducted as fixed rate tender procedures with full allotment.
Given the tensions in euro area financial markets, the Governing Council also decided to reduce the
reserve ratio from 2% to 1% and to provide liquidity via two supplementary longer-term refinancing
operations — also by means of fixed rate tender procedures with full allotment — with a maturity of
approximately three years. The first of the two operations was conducted on 21 December, and the
second was conducted on 29 February (see also Box 3 below).

IMPACT OF THE TWO THREE-YEAR LONGER-TERM REFINANCING OPERATIONS

The intensification of the stress in sovereign debt markets in the second half of 2011 in the presence
of high levels of uncertainty increasingly hampered euro area banks’ access to market-based
funding. Such impairment risked curtailing lending by credit institutions to euro area households
and non-financial corporations. Chart A shows the increased tensions in euro area money markets
as of July 2011, as reflected in higher levels of money market volatility and increases in credit

risk premia.

To help to forestall such curtailment of credit and ensure that the ECB’s monetary policy
continues to be transmitted effectively to the real economy, and thereby safeguard price stability
in the euro area, the Governing Council of the ECB decided on 8§ December 2011 to implement
additional non-standard monetary policy measures. The agreed package of measures included

two longer-term refinancing operations
(LTROs) with a maturity of three years and the
option of early repayment.

The first such operation, which took place on
21 December 2011, provided €489.2 billion
to 523 credit institutions. This included
€45.7 billion transferred from the 12-month
LTRO allotted in October 2011 and resulted
in a net liquidity injection of €210.0 billion in
that week. The second operation took place
on 29 February 2012 and saw the allotment
of €529.5 billion to 800 credit institutions,
in addition to the €6.5 billion allotted in the
regular three-month LTRO on that date. When
the €29.5 billion allotted in the weekly main
refinancing operation is also taken into account,
the Eurosystem provided €565.5 billion in
these three liquidity-providing operations.
This should be seen in the context of the
operations maturing in that week, which had a
total value of €254.9 billion.

(basis points; percentages)

= spread between three-month EURIBOR and overnight
index swap (left-hand scale)
----- volatility in three-month EURIBOR (right-hand scale)
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Sources: ECB, Bloomberg and Thomson Reuters.

Notes: The vertical green line denotes the announcement on
8 December 2011 of the two three-year LTROs. The two
vertical red lines mark the allotment of the two LTROs on
21 December 2011 and 29 February 2012 respectively.
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Analysis, combined with anecdotal information provided by banks, suggests that funding
considerations played a major role in banks’ bidding behaviour in the three-year LTROs.!
Chart B shows a positive relationship between spreads on bank bonds at issuance (considering
both secured and unsecured bonds) and the amounts bid by banks in both three-year LTROs
as a percentage of their total assets. However, a substantial number of banks bidding in the
three-year LTROs did not issue debt securities in 2011. The chart suggests that even if a bank
had been able to obtain longer-term funds in the bond market, it could still have had a strong
incentive to borrow from the Eurosystem owing to the lower cost involved. At the same time,
these financing conditions render banks’ investment and lending opportunities more attractive.
This supports the Governing Council’s view that these measures will help to remove impediments
to the accessing of finance by the real economy.

By improving funding conditions for banks, the ECB may have avoided the disorderly shedding of
assets, which would have placed certain financial market sectors under pressure. The three-year
LTROs may also have helped to contain spillovers from the sovereign debt crisis to credit and
broader financial markets. Moreover, they have improved market sentiment for a broad range of
assets and helped to gradually reopen some previously closed market sectors. Chart C illustrates
the general narrowing of credit risk premia in debt markets, as measured by spreads for credit
default swaps (CDSs), after the LTROs. However, this also needs to be seen in the context of
fiscal consolidation in the euro area and recent signs of economic stabilisation.

1 For analysis of the first operation, see Box 4, entitled “The impact of the first three-year longer-term refinancing operation”, Monthly
Bulletin, ECB, January 2012.
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8 December 2011 of the two three-year LTROs. The two
vertical red lines mark the allotment of the two LTROs on
21 December 2011 and 29 February 2012 respectively. The credit
default swap spreads are on five-year on-the-run securities.
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It may take several months for the full supportive impact on banks’ lending to households and
non-financial corporations to become visible in the monetary data. Thus, money and credit
growth may remain subdued for some time, before strengthening as a result of these three-year
LTROs (albeit recent data on money and credit growth also need to be seen in the context of the
current subdued economic activity).

The ECB has at its disposal all of the means necessary to ensure that the conduct of its monetary
policy leads to price stability in the euro area. Moreover, in order to manage the implications, in
terms of risk, stemming from the corresponding expansion of its balance sheet, the Eurosystem
continually reviews the eligibility of collateral and its risk control framework. Furthermore,
the application of conservative risk control measures, such as haircuts, in all monetary policy
operations ensures that the financial position of the Eurosystem remains sound.

The ECB also conducted weekly one-week liquidity-absorbing operations with a variable rate
tender procedure and maximum bid rates of 1% in the twelfth maintenance period of 2011 and the
first and second maintenance periods of 2012. With these liquidity-absorbing operations, the ECB