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EDITORIAL

At its meeting on 4 June 2009, on the basis of
its regular economic and monetary analyses,
the Governing Council decided to leave the
key ECB interest rates unchanged. The current
rates are appropriate taking into account the
Governing Council’s decisions of early May,
including the enhanced credit support measures,
and all the information and analyses which have
become available since then. The Governing
Council reiterated its expectation that price
developments over the policy-relevant horizon
will remain dampened by the marked weakening
of economic activity in the euro area and
globally. Recent survey information indicates
that, following two quarters of very negative
growth, economic activity over the remainder
of 2009 is expected to decline at much less
negative rates. After a stabilisation phase,
positive quarterly growth rates are expected by
mid-2010. This assessment incorporates adverse
lagged effects, such as a further deterioration in
labour markets, which are likely to materialise
over the coming months. At the same time,
available indicators of inflation expectations
over the medium to longer term remain firmly
anchored in line with the Governing Council’s
aim of keeping inflation rates below, but close
to, 2% over the medium term. The outcome of
the monetary analysis supports the assessment
of moderate inflationary pressure, as money and
credit growth have further declined on an annual
basis. Against this background, the Governing
Council expects price stability to be maintained
over the medium term, thereby supporting the
purchasing power of euro area households.

With regard to the economic analysis, reflecting
the impact of the financial market turmoil, and
in particular a sharp fall in global demand and
trade, economic activity weakened considerably
in the first quarter of 2009. According to
Eurostat’s first estimate, economic activity in
the euro area contracted by 2.5% quarter on
quarter, after a decline of 1.8% in the fourth
quarter of 2008. This will have a significant
negative impact on the average growth rate
for 2009. However, more recently, there have
been improvements in survey data, albeit at very
low levels. In line with such evidence, after the

extremely weak first quarter, activity over the
remainder of this year is expected to decline at
much less negative rates. After a stabilisation
phase, positive quarterly growth rates are
expected by mid-2010.

This assessment is broadly in line with the
June 2009 Eurosystem staff macroeconomic
projections for the euro area, according to which
annual real GDP growth will range between
-5.1% and -4.1% in 2009 and between -1.0%
and 0.4% in 2010. Compared with the March
2009 ECB staff macroeconomic projections,
the ranges have been revised downwards, in
particular for 2009. A substantial negative
carry-over effect from the previous year and
the very weak result for the first quarter of
20009 significantly contributed to this downward
revision. The projected gradual recovery next
year, with rates of growth returning to positive
levels by mid-2010, reflects the effects of the
significant macroeconomic stimulus under
way as well as of the measures taken so far to
restore the functioning of the financial system
both inside and outside the euro area. Forecasts
by international organisations are broadly
in line with the June 2009 Eurosystem staff
projections, taking into account the results of
the first quarter.

In the view of the Governing Council, the
risks to the economic outlook are balanced.
On the positive side, there may be stronger than
anticipated effects stemming from the extensive
macroeconomic stimulus under way and from
other policy measures taken. Confidence may
also improve more quickly than currently
expected. On the other hand, concerns remain
relating to the following potential factors:
a stronger impact on the real economy
from the turmoil in financial markets, more
unfavourable developments in labour markets,
the intensification of protectionist pressures
and, finally, adverse developments in the world
economy stemming from a disorderly correction
of global imbalances.

With regard to price developments, annual
HICP inflation was, according to Eurostat’s flash
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estimate, 0.0% in May, compared with 0.6% in
April. The further decline in inflation rates was
fully anticipated and primarily reflects base
effects resulting from the sharp swings in global
commodity prices over the past 12 months.

Looking ahead, owing to these base effects,
annual inflation rates are projected to decline
further and temporarily remain negative over
the coming months, before returning to positive
territory by the end of 2009. Such short-
term movements are, however, not relevant
from a monetary policy perspective. Looking
further ahead, price and cost developments are
expected to remain dampened in the wake of
ongoing sluggish demand in the euro area and
elsewhere.

This outlook is consistent with the June 2009
Eurosystem staff projections for euro area
inflation, in which annual HICP inflation
is seen to range between 0.1% and 0.5%
in 2009, revised slightly downwards from the
March 2009 ECB staff projections. For 2010,
Eurosystem staff project annual HICP inflation
to range between 0.6% and 1.4%, broadly
unchanged from the March 2009 ECB staff
projections. Available forecasts from international
organisations provide a similar picture.

Against this background, it is again important to
stress that the indicators of inflation expectations
over the medium to longer term remain firmly
anchored in line with the Governing Council’s
aim of keeping inflation rates below, but close
to, 2% over the medium term.

Risks to these projections are broadly balanced.
On the downside, these risks relate in particular
to the outlook for economic activity, while on
the upside they relate to higher than expected
commodity prices. Furthermore, increases in
indirect taxation and administered prices may
be stronger than currently expected owing
to the need for fiscal consolidation in the
coming years.

Turning to the monetary analysis, the latest data
confirm the continued deceleration in the pace
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of underlying monetary expansion and thus
support the assessment of moderate inflationary
pressures. In April, the annual growth rate of
M3 declined further to 4.9% and that of loans to
the private sector to 2.4%. However, especially
with regard to M3 growth, the pace of decline in
annual growth rates was slower than in previous
months, reflecting a brisk growth in monetary
aggregates in April.

The latest developments in M3 components
continue to reflect to a large extent the impact
of past reductions in key ECB interest rates,
which have led to declines both in the levels of
different deposit interest rates and in the spreads
between them. This has implied, for instance,
lower opportunity costs for market participants
to shift funds into highly liquid overnight
deposits and explains the strengthening of annual
M1 growth to 8.4% in April. At the same time,
the reduced remuneration of other short-term
deposits and marketable instruments continues
to foster the allocation of funds to instruments
outside M3.

The outstanding amount of MFI loans to the
private sector contracted somewhat further in
April. This development is again mainly due
to a negative flow of short-term lending to
non-financial corporations, which partly reflects
a lower need for working capital in view of
the sharp deterioration in economic activity
and business prospects during the first few
months of the year, and greater recourse to
liquidity buffers in financing such working
capital. By contrast, longer-term lending to
non-financial corporations remained positive.
The past reductions in key ECB rates have
continued to be passed on to lending rates to both
non-financial corporations and households. The
resulting improvement in financing conditions
should provide ongoing support for economic
activity in the period ahead. However, given
the challenges which lie ahead, banks should
take appropriate measures to further strengthen
their capital bases and, where necessary, take
full advantage of the government measures
to support the financial sector, in particular as
regards recapitalisation.



To sum up, the current key ECB interest
rates are appropriate taking into account the
Governing Council’s decisions of early May,
including the enhanced credit support measures,
and all the information and analyses which have
become available since then. The Governing
Council reiterated its expectation that price
developments over the policy-relevant horizon
will remain dampened by the marked weakening
of economic activity in the euro area and
globally. Recent survey information indicates
that, following two quarters of very negative
growth, economic activity over the remainder
of this year is expected to decline at much
less negative rates. After a stabilisation phase,
positive quarterly growth rates are expected by
mid-2010. This assessment incorporates adverse
lagged effects, such as a further deterioration in
labour markets, which are likely to materialise
over the coming months. At the same time,
available indicators of inflation expectations
over the medium to longer term remain firmly
anchored in line with the Governing Council’s
aim of keeping inflation rates below, but close
to, 2% over the medium term. A cross-check
with the outcome of the monetary analysis
supports the assessment of moderate inflationary
pressure, as money and credit growth have
further declined on an annual basis. Against
this background, the Governing Council expects
price stability to be maintained over the medium
term, thereby supporting the purchasing power
of euro area households.

As the transmission of monetary policy works
with lags, the Governing Council’s policy
action will progressively feed through to the
economy in full. Hence, with all the measures
taken, monetary policy will provide ongoing
support for households and corporations. Once
the macroeconomic environment improves,
the Governing Council will ensure that the
measures taken can be quickly unwound and
the liquidity provided absorbed. Hence, any
threat to price stability over the medium to
longer term can be effectively countered in a
timely fashion. The Governing Council will
continue to ensure a firm anchoring of medium-
term inflation expectations. Such anchoring is

indispensable to supporting sustainable growth
and employment and contributes to financial
stability. Accordingly, the Governing Council
will continue to monitor very closely all
developments over the period ahead.

Regarding fiscal policies, the latest projections
by the European Commission point to a sharp
increase in the euro area general government
deficit and debt ratios in 2009. The deficit ratio
is projected to rise to 5.3% of GDP in 2009 and
further to 6.5% in 2010, from 1.9% in 2008,
with the debt ratio exceeding 80% of GDP
in 2010. A large majority of euro area countries
are expected to exceed the 3% of GDP deficit
reference value in 2009 and 2010. To ensure
trust in the sustainability of public finances, an
ambitious and credible adjustment effort will be
required to return as soon as possible to sound
fiscal positions, supported by a full application
of the provisions of the Stability and Growth
Pact. The rapid attainment of sound fiscal
positions will be necessary to enable countries
to deal with the additional fiscal burden owing to
demographic ageing as well as the risks arising
from government guarantees that were provided
to stabilise financial sectors.

Turning to structural policies, there is a strong
case for undertaking further efforts to support
potential growth in the euro area. It is crucial that
the focus is now on strengthening the adjustment
capacity and flexibility of the euro area economy
in line with the principle of an open market
economy. In this respect, the current situation
can be seen as a catalyst to accelerate the
implementation of necessary domestic reforms,
notably labour market reforms to facilitate
appropriate wage-setting and labour mobility
across sectors and regions, as well as product
market reforms to foster competition and speed
up restructuring and productivity growth. At the
same time, many of the policy measures taken in
recent months with a view to supporting specific
segments of the economy need to be phased out
in a timely manner.
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GOVERNING COUNCIL DECISIONS
ON NON-STANDARD MEASURES

On 7 May 2009 the Governing Council of the
ECB decided to make a further cut in the rate
on the main refinancing operations and the
rate on the marginal lending facility, to 1.00%
and 1.75% respectively, while keeping the rate
on the deposit facility unchanged at 0.25%.
This means that since October 2008 the interest
rates on the main refinancing operations have
been cut by a total of 325 basis points. On
4 June 2009 the Governing Council decided to
leave the key ECB interest rates unchanged.

In addition to the reduction in interest rates,
on 7 May the Governing Council also decided
to proceed with its enhanced credit support.
In line with the operations undertaken since
October 2008, and in recognition of the central
role played by the banking system in financing the
euro area economy, the Eurosystem will conduct
liquidity-providing  longer-term  refinancing
operations with a maturity of 12 months via
fixed rate tender procedures with full allotment.
Furthermore, the Governing Council decided that
the European Investment Bank (EIB) will become
an eligible counterparty in the Eurosystem’s
monetary policy operations with effect from
8 July 2009 and under the same conditions as
any other counterparty. Finally, the Governing
Council decided in principle that the Eurosystem
will purchase euro-denominated covered bonds
issued in the euro area. Further details of this
measure were announced following its meeting
on 4 June.

NON-STANDARD MEASURES IMPLEMENTED
BETWEEN OCTOBER 2008 AND MAY 2009

Since the intensification of the financial crisis in
September 2008, and against the background of
rapidly receding inflationary pressures, the ECB
has introduced monetary policy and liquidity
management measures that are unprecedented
in nature, scope and magnitude.

At the onset of the financial crisis the ECB
implemented forceful liquidity measures, with a
view to protecting the flow of credit to the euro
area economy and ensuring that the Governing
Council’s decisions concerning the stance of
monetary policy were reflected in money and

credit market conditions. A key element in this
context was the Governing Council’s decision in
October 2008 to increase the frequency and size
of its longer-term refinancing operations (with
a maturity of up to six months) and to conduct
all liquidity-providing operations through a
fixed rate tender procedure with full allotment.
In addition, the ECB offered funding in US
dollars and Swiss francs through foreign
exchange swaps. Given that these changes to the
ECB’s operational framework are significant,
they can be characterised as non-standard.

Overall, the abovementioned non-standard
measures appear to have played a vital role in
alleviating funding risk and providing financing
support to the economy through banks.

As a result, the past few months have witnessed
a sizeable fall in term money market and loan
interest rates, which have declined even faster
than the key policy interest rate. Consequently,
the ECB’s monetary policy decisions and
liquidity measures have been effective in
averting a dramatic contraction in credit
volumes.

FURTHER ENHANCEMENT OF NON-STANDARD
MEASURES

At its meeting on 7 May the Governing
Council decided to further enhance its set of
non-standard measures.

First, the ECB will conduct liquidity-providing
longer-term refinancing operations with a
maturity of 12 months, at a quarterly frequency.
This measure is designed to improve banks’
liquidity positions on very favourable terms
and to further promote the reduction in money
market term spreads while encouraging banks to
maintain and expand lending to their customers,
which is such a central component of the euro
area financial system. This measure is fully in
line with those undertaken since October 2008,
as it too operates through banks. The newly
adopted operations will be conducted via fixed
rate tender procedures with full allotment.
The rate in the first of these operations, to
be announced on 23 June 2009, will be the rate
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on the main refinancing operations at that time.
In subsequent longer-term refinancing operations
the interest rate applied may include a spread
in addition to the rate on the main refinancing
operations, depending on the circumstances
at the time. Together with the existing longer-
term refinancing operations, the provision of
funding, which is in principle unlimited, should
contribute to keeping 12-month money market
interest rates at low levels.

Second, the Eurosystem will purchase euro-
denominated covered bonds issued in the euro
area. This measure aims to improve liquidity in
the private debt security markets and encourage
a further easing of credit conditions given that
the deleveraging process in the banking sector,
which has recently accelerated, is likely to
continue for some time. Specifically, covered
bond purchases in both primary and secondary
markets should improve the funding conditions
for financial institutions that issue covered
bonds in the primary market. Covered bond
purchases in the secondary market should
contribute to improving the depth and liquidity
of the market and should further narrow the
spreads of covered bond yields over those on
government bonds. This should improve the risk
profile of institutions holding covered bonds and
thereby help to spur credit growth. Furthermore,
covered bond purchases could encourage new
issuances in the primary market and contribute
to activity in the secondary market, which has
remained subdued.

This will complement and reinforce the ECB’s
support to the banking system.

Details of the covered bond purchases were
decided at the Governing Council’s meeting on
4 June 2009. Direct purchases, for an amount
of €60 billion, will be conducted in both
the primary and secondary markets. They
will include covered bonds compliant with
the Directive on undertakings for collective
investment in transferable securities (UCITS) and
non-UCITS-compliant structured covered bonds
that are eligible for use in monetary operations
and which are considered to offer similar
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safeguards as UCITS-compliant covered bonds.
The pool of eligible covered bonds will contain
exposures to private and public entities, subject
to compliance with the restrictions stipulated
in Article 101 of the Treaty establishing the
European Community. The minimum size of
eligible covered bonds will, as a rule, be about
€500 million and, in any case, not less than
€100 million. The minimum rating will, as a rule,
be AA or equivalent, as given by at least one
of the major rating agencies (Fitch, Moody’s,
S&P or DBRS) and, in any case, not lower than
BBB-/Baa3 for covered bonds issued in the euro
area by euro area institutions. Monetary policy
counterparties and counterparties accepted by
Eurosystem members for the purposes of their
euro-denominated portfolio investments will be
eligible as counterparties accepted for covered
bond purchases. The purchases will start in July
2009 and are expected to be concluded by the
end of June 2010.

Third, the FEIB will become an eligible
counterparty in the Eurosystem’s monetary policy
operations with effect from 8 July 2009 and under
the same conditions as any other counterparty. By
widening the range of eligible counterparties in
Eurosystem operations, the ECB has supplemented
its measures to support lending in the euro area.
This will further enhance the contribution of
the EIB, a key European credit institution that
is particularly active in lending to small and
medium-sized businesses in the euro area.

CONCLUSION

All non-standard measures adopted by the
Governing Council seek to maintain price
stability over the medium term and to ensure that
inflation expectations remain firmly anchored in
line with price stability. The measures support
financing conditions above and beyond what
could be achieved through reductions in key
ECB interest rates alone.

As there are lags in the transmission of these
measures, and the transmission channel has
increasingly been affected by the strains in the
financial sector, it will take some time for them
to feed through to the economy in full.
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| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

While the world economy is still in a severe and highly synchronised downturn, the latest indicators
signal a decline in the rate of contraction, albeit not yet the beginning of a firm recovery. Global
inflationary pressures have rapidly diminished in recent months owing to rising spare capacity
and lower commodity prices. Global economic prospects remain subject to exceptionally high
uncertainty, but the risks to global activity have become somewhat more balanced, as suggested by
slowly subsiding risk aversion in global financial markets.

1.1 DEVELOPMENTS IN THE WORLD ECONOMY

While the world economy is still in a severe
and highly synchronised downturn, recent
indicators point to a deceleration in the pace — OECD consumer prices (all tems)

. . . L. L eeees OECD consumer prices (all items excluding food and energy)
of decline in economic activity. Following
a contraction in the fourth quarter of 2008,
economic activity across the globe remained
very weak in the first quarter of 2009. In
advanced economies, falling asset prices and
the need for financial firms and households to
adjust their balance sheets generated adverse
wealth effects and had a negative effect on
confidence, which hampered consumption and
investment. Emerging markets were affected
by the downturn in advanced economies.
World trade registered an unprecedented and
synchronised drop towards the end of 2008 and
in early 2009, in parallel with the downturn in
economic activity.

(monthly data; annual percentage changes)

0
19992000 2001 2002 2003 2004 2005 2006 2007 2008

Source: OECD.

The latest indicator-based evidence signals a slowdown in the pace of global economic contraction
but not yet the beginning of a firm recovery. Over the past six months, the Global Purchasing
Managers’ Index (PMI) has continuously risen from the trough recorded in November 2008.
However, the indicator remains below the expansion-contraction threshold in all categories,
suggesting that global industries continue to scale back activity somewhat. Partly in response to
decisive policy action that has had increasing effect around the world over recent months, the
extreme risk aversion among market participants has subsided a little, although financing conditions
in key market segments have remained relatively tight overall, notwithstanding the low level of
interest rates.

At the same time, global inflationary pressures have rapidly diminished in recent months. Headline
CPI inflation in the OECD area stood at 0.6% in the year to April 2009, down from almost 5% at
its peak in July 2008. In several major advanced economies annual rates of inflation have turned
negative. The global retreat in inflation can be attributed mainly to rising spare capacity as a result
of the downturn in global economic activity and to lower commodity prices. Although oil prices
have risen over the past three months, their annual rate of decline is still substantial. In May, for
instance, the price of Brent crude oil was less than half the levels recorded a year earlier. The
importance of commodity price developments for current inflationary trends is also reflected in
the OECD inflation rate excluding food and energy, which stood at 1.9% in the year to April 2009
and thus close to the levels observed in recent years. Inflation expectations continue to be anchored
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well within positive territory, suggesting that
the global disinflationary pressures are largely
perceived as a transitory phenomenon.

=== euro area
UNITED STATES e United States
In the United States, economic activity has

==== Japan
—— United Kingdom

Output growth"”

remained weak. The economy continued to (quarter-on-quarter percentage changes; quarterly data)
contract in the first quarter of 2009, but at a 20
slower pace than previously thought. According 10
to preliminary estimates, real GDP decreased 0.0
by 5.7% in annualised terms, after 6.3% in | ) i
the preceding quarter. Due to a less negative 20 X |20
assessment of inventories and a narrowing 20 : 30
trade gap, the decline was less pronounced H
than the previously published advance estimate _:'2 T _:'z

(-6.1%). Exports, inventories and private
fixed investment continued to be a drag on the
economy in the first quarter of 2009 and were
only partly compensated by lower imports and

2000 2002 2004 2006 2008

Inflation rates?
(consumer prices; annual percentage changes; monthly data)

an increase in consumer spending. 2 s 2

4 4
As regards price developments, annual CPI 3 3
inflation moved deeper into negative territory, 2 5
falling to -0.7% in the year to April 2009 from 1 . N
-0.4% in March. The decline in headline inflation 0 - e ,f R4 ‘\';, 0
was driven in large part by base effects stemming 1| ¥y Te o L i
from the pronounced drop in energy prices. The  -2; 2

T T T T T T T T T T
2000 2002 2004 2006 2008

annual rate of inflation excluding food and energy
increased to 1.9% in April from 1.8% in March.

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

The outlook for US economic activity remains E
United States and Japan.

clouded. Deteriorating labour market conditions

and the efforts of households to rebuild their

savings and scale down debt levels accumulated over previous years are likely to put substantial
downward pressure on consumption. Business investment is expected to remain subdued in view of
restrained credit and uncertainty about economic prospects. In addition, the contribution of foreign
demand to US growth is likely to be weak in the period ahead owing to faint world economic
activity. However, a gradual stabilisation in recent data on, for example, consumer spending,
housing activity and consumer confidence appears to indicate a slowdown in the pace of economic
deterioration. Domestic demand should be supported by the sizeable fiscal stimulus under way.
In addition, the fast reduction in stockpiles may be seen as a positive sign for the prospects of a
gradual recovery. As regards price developments, base effects stemming from the large drop in
energy prices should temporarily lead to even deeper negative readings in annual headline inflation
than observed in past months. Sizeable slack in productive capacity should limit upward pressure
on prices.

The overall weakness of the economic environment is reflected in the range of projections by
members of the US Federal Open Market Committee, as published with the minutes of their meeting
of 28-29 April 2009. While the Federal Reserve System policy-makers saw “some signs pointing
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to economic stabilisation”, the central tendency of their projections for US real GDP growth lay in
the range of -2.0% to -1.3% for 2009, 2.0% to 3.0% for 2010 and 3.5% to 4.8% in 2011 (measured
as fourth quarter year-on-year growth rates). This represents a noticeable downward revision to
the January projections, which put real GDP growth at -1.3% to -0.5% in 2009 and 2.5% to 3.3%
in 2010.

JAPAN

According to the first preliminary data release from Japan’s Cabinet Office, the drop in GDP
deepened in the first quarter of 2009 to -4.0% quarter on quarter. This is the biggest contraction on
record and marks a fourth consecutive quarter of negative growth. The weak economic performance
in the first quarter was mainly due to a fall in exports (-26% quarter on quarter), private investment
(-10.4%), housing investment (-5.4%) and consumption (-1.1%). In addition, the Cabinet Office
revised real GDP growth in the fourth quarter of 2008 downwards to -3.8% (quarter on quarter)
from -3.2%, which now constitutes the second largest contraction on record. This outcome reflects
downward revisions in private consumption, private investment and exports.

Consumer prices have continued to decline since the start of 2009 owing to falling energy prices
and increasing economic slack. Overall annual CPI inflation remained negative at -0.1% in April,
compared with -0.3% in March. CPI inflation excluding food and energy declined to -0.4% on an
annual basis in April, and core CPI inflation, i.e. excluding fresh food, remained at -0.1%.

On 22 May 2009 the Bank of Japan decided to keep its target for the uncollateralised overnight call
rate at around 0.1%.

Looking ahead, the outlook for the Japanese economy remains subdued, albeit with the pace of
contraction expected to moderate. Exports are expected to have bottomed out in the first quarter,
and economic recovery is likely to stem from a resumption of foreign demand growth.

UNITED KINGDOM

In the United Kingdom, real GDP has contracted in recent quarters, while inflation decreased
markedly in April 2009 after being somewhat elevated in previous months. According to the Office
for National Statistics’s preliminary release, real GDP declined by 1.9% quarter on quarter in the first
quarter of 2009, after falling by 1.6% in the previous quarter. The drop was especially pronounced
in manufacturing activity, at 6.2%. Looking ahead, real GDP is expected to contract further, as
falling employment, lower housing and financial wealth and tight credit conditions are likely to
continue to weigh on consumer spending in the near term. House prices have been falling since the
outset of the financial crisis in mid-2007, and the annual change in the Halifax House Price Index
was -17.7% in April 2009. HICP inflation declined sharply to 2.3% in April, from 2.9% in March,
following a slight increase at the beginning of 2009, possibly reflecting a larger than expected pass-
through of the exchange rate depreciation to consumer prices. Looking ahead, inflation is expected
to decrease further and to fall below the Government’s 2% target. In recent months, the Bank of
England has moved to a policy of quantitative easing. In particular, in March the Monetary Policy
Committee decided to undertake a programme of asset purchases of GBP 75 billion (increased to
GBP 125 billion in May) financed by the issuance of central bank reserves.

OTHER EUROPEAN COUNTRIES

In most other non-euro area EU countries, weak economic activity in recent quarters has been
accompanied by a decrease in inflation. In both Sweden and Denmark GDP has continued to decline.
In Sweden, real GDP contracted by 0.9% quarter on quarter in the first quarter of 2009, owing
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to tighter financial conditions, weaker external demand and more cautious household spending
behaviour. These factors also dampened economic activity in Denmark, where output contracted
by 1.9% in the fourth quarter of 2008. Short-term indicators point to further weakness of economic
activity in both countries. In recent months HICP inflation has decreased to fairly low levels in both
countries: in April, it decreased to 1.8% in Sweden and to 1.1% in Denmark. On 21 April Sveriges
Riksbank decided to cut the repo rate by 0.5 percentage point to 0.5%. On 2 April and on 7 May
2009 Danmarks Nationalbank decided to lower its main policy rate by a total of 60 basis points to
1.65%.

Real GDP growth has also deteriorated significantly in the largest central and eastern European
EU countries in recent quarters. Inflation has moderated in recent months, although in some
countries the lagged effect of earlier exchange rate depreciation may have exerted upward
pressure on recent inflation figures. In Hungary real GDP contracted by 2.3% quarter on quarter
in the first quarter of 2009. Real GDP also declined in the Czech Republic, by 0.9% quarter on
quarter in the fourth quarter of 2008, and is expected to have contracted further in the first quarter.
In Romania the decline in economic activity has been especially deep in recent quarters, with a
quarter-on-quarter decrease of 2.6% in real GDP in the first quarter of 2009. Economic activity has
held up best in Poland, where quarter-on-quarter growth was still positive in the first quarter of 2009
at 0.4%, owing to still strong domestic demand growth compared with other countries in the region.
Short-term indicators point to continued weakness of economic activity in these countries. Annual
HICP inflation rates have decreased in recent months in most countries, with the notable exception
of Poland, where annual HICP inflation increased to 4.3% in April, reflecting inter alia the impact
of the recent exchange rate depreciation. In Hungary, it also increased somewhat in April, reaching
3.2% year on year. In the Czech Republic and Romania annual HICP inflation decreased to 1.1%
and 6.5% respectively in April. On 6 May Banca Nationald a Romaniei reduced its main policy
rate by 50 basis points to 9.5%. On 7 May Ceska narodni banka cut its key interest rate by 25 basis
points to 1.5%. Finally, on 27 May Narodowy Bank Polski reduced its main policy rate by 50 basis
points to 3%.

Among the smaller non-euro area EU countries, the Baltic States have experienced an especially
marked decline in economic activity, reflecting both the consequences of the global crisis and an
ongoing domestic economic adjustment. GDP declined by 10.5%, 11.2% and 6.5% quarter on
quarter in Lithuania, Latvia and Estonia respectively in the first quarter of 2009. Annual HICP
inflation has been on a steady downward trend in recent months in all of the smaller non-euro area
EU countries. On 13 May Latvijas Banka cut its main refinancing rate from 5.0% to 4.0%.

In Russia, real GDP contracted by 9.5% (in seasonally adjusted quarter-on-quarter terms) in the
first quarter of 2009. A preliminary breakdown into expenditure components shows that both
private consumption and investment declined at an exceptional pace. Industrial production figures
for April suggest that the contraction in economic activity has not come to a halt. While output
growth is expected to remain weak in 2009, the recovery in commodity prices, a fiscal stimulus and
improving external financing conditions might contribute to a gradual recovery. Despite increasing
economic slack, inflation has remained high (13.2% year on year in April), mainly owing to the
lagged impact of the depreciation of the Russian rouble in late 2008 and early 2009. Since early
March depreciation pressures on the Russian rouble have decreased, so inflationary pressures are
expected to moderate somewhat later this year.
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EMERGING ASIA

In emerging Asia, economic activity was very weak in the first quarter of 2009. Especially the
small, open economies suffered from the global economic downturn owing to their high level
of dependence on external demand. In addition to the collapse in foreign trade, domestic private
demand was weak in many countries. Consumer price inflation has declined markedly in most
countries.

In China, there are signs that activity may have already bottomed out. According to preliminary
estimates, in quarterly terms output growth was stronger in the first quarter of 2009 than in the last
few months of 2008. In annual terms, however, real GDP growth fell to 6.1% in the first quarter
from 6.8% in the last quarter of 2008. Exports contracted significantly in the first quarter of 2009;
the main engine behind the rebound in economic growth was strong public investment growth,
boosted by the fiscal package approved in November 2008. The package is also offering some
support to consumption, which so far seems to have remained relatively resilient despite the rise
in unemployment. On the other hand, indicators show that private investment growth is still weak.
Turning to bank loans, the amount outstanding was up nearly 30% year on year at the end of April
owing to the fact that a large share of new public investment is being financed through loans from
state-owned commercial banks rather than directly from the central budget. The loosening of the
monetary policy stance has been accompanied by falling consumer prices, which in April were 1.5%
lower than a year previously. Slower economic growth and decreasing corporate profits contributed
to a fall in tax revenues by nearly 10% in the period from January to April 2009 compared with the
corresponding period of 2008. This compares with an increase in public expenditure by more than
30% year on year.

In Korea, real GDP contracted at an annual rate of 4.3% in the first quarter of 2009 after falling
by 3.4% in the previous quarter. Nevertheless, short-term data indicate a bottoming out of the
economy and a positive impact from the fiscal stimulus introduced at the end of last year. Annual
CPI inflation moderated further to 3.6% in April from 4.1% at the beginning of the year, mainly
owing to lower commodity prices. Economic activity has also slowed slightly in India. Annual GDP
growth was 5.8% in the first quarter of 2009, compared with 7.3% for 2008 as a whole. Wholesale
price inflation, the Reserve Bank of India’s main inflation measure, decreased rapidly from a peak
of 12.5% in July 2008 to 0.6% in May 20009.

Overall, economic activity has contracted considerably in many emerging Asian countries.
Although the decrease in output is mainly due to the collapse in external demand, factors such as
rising unemployment, reduced inward foreign direct investment, the retrenchment in other capital
inflows and property sector sluggishness are hampering domestic demand. However, economic
growth seems to be already rebounding in the area as a whole, especially in the countries that either
were the first to experience a severe downturn at the end of last year or have been in a position to
adopt substantial counter-cyclical policy measures.

LATIN AMERICA

In Latin America, economic activity continued to weaken in the first quarter of 2009, especially in
Mexico, while inflationary pressures remained elevated. In Mexico, real GDP contracted by 8.2%
compared with a year earlier, after falling by 1.6% in the fourth quarter of 2008. Annual consumer
price inflation averaged 6.2% in the first quarter, up from 5.5% in the final quarter of 2008.
In Argentina, economic activity contracted somewhat in the first quarter of 2009 according to official
estimates, with industrial production falling at an average rate of 2.3% year on year, after increasing
by 1.7% in the fourth quarter of 2008. Inflationary pressures eased somewhat, with annual CPI
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inflation averaging 6.6% in the first quarter of
2009, down from 7.8% in the final quarter of
2008. In Brazil, available indicators suggest that
economic activity remained weak in the first I s e

quarter, with industrial production contracting non-energy commodities (USD; index: 2000 = 100;
right-hand scale)

by almost 15% on average, after having fallen
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Overall, output growth is expected to remain
weak throughout 2009, mainly owing to weak
external demand. Domestic demand is also

expected to remain subdued, owing to tight 122 iz
financing conditions, rising unemployment and 80 | 195
negative wealth effects. 70 180
60 165
50 150
1.2 COMMODITY MARKETS 40 135
30 : ; : , : 120
In recent months oil prices fluctuated around A & 2008 & o ¢ 2009 @

USD 50 amid reduced volatility, but displayed  ggurces: Bloomberg and HWWI.

strong signs of recovery in May. The price of

Brent crude oil stood at USD 67.8 on 3 June,

which was about 72% higher than at the beginning of 2009 (in euro terms the increase was around
69%). Looking ahead, market participants expect higher prices in the medium term, with futures
contracts for December 2011 trading at around USD 79.

The recent increase in oil prices has been associated with less pessimistic expectations for the
global macroeconomic environment and has been supported by evidence of stock draws in the
United States. Looking at fundamentals, in recent months the International Energy Agency
has repeatedly revised down its demand projections for 2009; expected demand in the second
quarter is now 3.5 million barrels per day lower than a year earlier. On the supply side, OPEC
countries have shown a high degree of compliance with the agreed cuts, and global oil supply is
now around 3 million barrels per day lower than a year ago.

The prices of non-energy commodities have also recovered in the past few months. The stimulus
package introduced by the Chinese government, which includes sizeable investment in infrastructure,
has helped to support metal prices, in particular prices for copper and zinc. Agricultural commodity
prices have also increased, above all prices for soybeans, which have been supported by social
unrest in Latin America and buoyant demand from China.

In aggregate terms, the price index for non-energy commodities (denominated in US dollars) was
approximately 17% higher at the end of May than at the beginning of the year.

1.3 OUTLOOK FOR THE EXTERNAL ENVIRONMENT

The downturn in global economic activity has been accompanied by an unprecedented and
synchronised decline in global trade (see Box 10 entitled “The downturn in euro area trade”).
The depth of this decline has been magnified by the disruptions in global financial markets and
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deteriorating confidence, while its synchronicity
can be partly attributed to the propagation of
shocks through interconnected global supply
chains. Although this suggests relatively

unfavourable conditions for foreign demand for —— @Iy
""" emerging markets

(monthly data; amplitude-adjusted)

euro area goods and services, some indicators

5 . 104
suggest that the momentum in global trade is 102
turning. For instance, the PMI new export orders o

index rose from its trough at the end of 2008 to N
47 in May 2009, although it remains below the 9%

50 threshold between expansion and contraction. 94
The Baltic Dry Index — a measure of shipping 2
costs for commodities and an indicator for global 90 90
economic activity — has rebounded strongly from 88 88
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the troughs recorded towards the end of 2008.

Source: OECD.
Note: The emerging market indicator is a weighted average of

The OECD composite leading indicator the CLI for Brazil, Russia and China.

(CLI) for March 2009 continues to point to a

marked slowdown in the OECD area, but the pace of contraction is easing (see Chart 4). Some
advanced economies are showing tentative signs of at least a pause in the economic slowdown.
For other OECD countries, the CLIs continue to point to a deterioration in the business cycle, but
at a decelerating rate. In non-OECD countries the economies still face deteriorating conditions,
except for China, which is showing signs of a turnaround. Tentative signs of a stabilisation of
global economic prospects are also evidenced by the Ifo World Economic Climate Indicator, which
recorded a recovery in the second quarter of 2009 as a result of more favourable expectations for
the coming six months, although the assessment of the current economic situation worsened again.

Although global economic prospects remain subject to exceptionally high uncertainty, the risks
to global activity have become more balanced. On the positive side, there may be stronger than
anticipated effects stemming from the extensive macroeconomic stimulus under way and from
other policy measures taken. Confidence may also improve more quickly than currently expected.
On the other hand, concerns remain relating to the following potential factors: a stronger impact
on the real economy from the turmoil in financial markets, more unfavourable developments in
labour markets, the intensification of protectionist pressures and, finally, adverse developments in
the world economy stemming from a disorderly correction of global imbalances.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONEY AND MFI CREDIT

The latest monetary and credit data confirm the decline in the pace of underlying monetary expansion
and support the assessment of moderate inflationary pressures. The recent dynamics of M3 and its
components largely reflect developments in opportunity costs, combined with the current economic
and financial uncertainty. This, in particular, encourages shifts into the most liquid components of
M3, as reflected in the substantial strengthening of M1 growth. On the counterpart side, the flow
of loans to the non-financial private sector has continued to decline, largely reflecting the sharp
deterioration in economic activity. The deleveraging process in the financial sector seems to be
continuing, as the total assets of credit institutions have decreased further, reflecting the shedding
of external assets and, especially in April, a decline in credit to the euro area private sector.

THE BROAD MONETARY AGGREGATE M3

The annual growth rate of the broad monetary

aggregate M3 moderated further in April 2009,

standing at 4.9% in that month, down from

6.0% in the first quarter of 2009 and 8.2% (percentage changes; adjusted for seasonal and calendar effects)

in the fourth quarter of 2008 (see Chart 5). = M3 (annual growthrate) =
. . S eeees M3 (three-month centred moving average of
Some volatility continued to be observed in the annual growth rate)
shorter-term monetary dynamics, with the ===" M3 (six-month annualised growth rate)
month-on-month growth rate strongly positive 14 L

at 0.9% in April, having alternated between
negative and positive values in previous months.
By contrast, the six-month annualised rate of 10
growth declined further in April, standing at
1.1%, the lowest level since the start of Stage
Three of EMU. 6

12

The slowdown in monetary dynamics observed 4
in the first four months of 2009 is accounted for

Saem—
mcmmm—

. . 2 . 2
by developments in specific components and
counterparts of M3. In particular, the recent S R A A
further reductions in the ECB’s key interest 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

rates have led to a steepening of the yield curve, = Source: ECB.

which, together with the increased uncertainty

and declining confidence, has tended to

encourage shifts into the most liquid components of M3. At the same time, the steeper yield curve
has also had some countervailing effects, encouraging shifts out of M3 and into riskier, less liquid
assets. At the sectoral level, the deceleration of M3 deposit growth reflects a significant decline in
the annual growth rate of the M3 deposit holdings of both non-monetary financial intermediaries
and non-financial corporations. In the case of the former, this development is probably linked to
portfolio adjustments resulting in shifts into asset classes with higher yields, while for the latter
it is probably related to the deterioration in economic activity and the fact that a high degree of
uncertainty still surrounds the economic outlook.
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MAIN COMPONENTS OF M3

The shifts observed in the components of M3 in the first quarter of 2009 continued in April.
Both in the first quarter and in April the deceleration observed in the annual growth rate of M3 was
driven mainly by declines in the contributions of short-term deposits other than overnight deposits
(i.e. M2-M1) and marketable instruments (i.e. M3-M2), while the contribution of M1 continued to
increase (see Table 1).

In the first quarter of 2009 the annual growth rate of M1 increased to 5.3%, up from 2.7% in the
previous quarter. In April it increased significantly further, to stand at 8.4%. This stronger growth
in M1 reflected robust growth in both of its sub-components. The annual rate of growth of currency
in circulation remained elevated at 13.2% in April, having increased to 13.6% in the first quarter of
2009, up from 12.4% in the previous quarter. The annual growth rate of overnight deposits rose to
3.7% in the first quarter of 2009, up from 0.8% in the previous quarter. It then increased further in
April, standing at 7.4% in that month.

The strong flows into overnight deposits in the first four months of this year are consistent with an
environment of low consumer confidence and heightened uncertainty. In such a situation, overnight
deposits may be used to park funds on a temporary basis when transferring them between other asset
classes. Furthermore, an increased preference for more liquid forms of investment is in line with the
ongoing decline in the opportunity costs of holding such assets compared with other monetary assets.
Indeed, according to data on interest rates available up to March, the remuneration of short-term
time deposits (i.e. deposits with an agreed maturity of up to two years) fell considerably in the first
quarter of 2009 and the spreads vis-a-vis the interest rates paid on overnight deposits and short-term
savings deposits (i.e. deposits redeemable at notice of up to three months) narrowed significantly.
This triggered shifts out of short-term time deposits into assets such as overnight deposits.

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

Outstanding Annual growth rates
amount as a 2008 2008 2008 2009 2009 2009
percentage of M3" Q2 Q3 Q4 Q1 Mar. Apr.
M1 44.3 2.3 0.7 2.7 5.3 5.9 8.4
Currency in circulation 7.7 7.7 7.5 12.4 13.6 13.8 13.2
Overnight deposits 36.6 1.3 -0.6 0.8 3.7 44 7.4
M2 - M1 (= other short-term deposits) 41.8 19.6 19.1 15.8 9.2 6.3 34
Deposits with an agreed maturity of up 242 405 176 29.0 12.8 62 03
to two years
Deposits redeemable at notice of up to 176 21 17 05 45 66 8.0
three months
M2 86.1 10.2 9.2 8.9 72 6.1 5.9
M3 - M2 (= marketable instruments) 13.9 10.4 8.9 4.1 -0.9 -1.1 -0.9
M3 100.0 10.2 9.1 8.2 6.0 5.0 4.9
Credit to euro area residents 9.7 9.1 7.4 5.9 5.2 4.4
Credit to general government -1.3 0.6 1.7 5.7 7.7 8.0
Loans to general government 0.8 2.1 29 24 1.4 1.3
Credit to the private sector 12.0 10.9 8.6 6.0 4.7 3.7
Loans to the private sector 10.5 9.1 7.4 4.6 32 24
Loans to the private sector adjusted for
sales and securitisation 11.6 10.3 8.7 6.4 5.0 4.1
Longer-term financial liabilities
(excluding capital and reserves) 4.4 33 1.2 1.8 2.5 2.3
Source: ECB.

1) As at the end of the last month available. Figures may not add up due to rounding.
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Indeed, a significant decline was recorded in the
annual growth rate of short-term time deposits,
which fell further to stand at 0.3% in April,
down from 12.8% in the first quarter of 2009
and 29.0% in the previous quarter. By contrast, -

short-term savings deposits grew at an annual =~ - other short-term deposits
rate of 8.0% in April, up from -4.7% and -0.5% 7777 marketable instruments
in the first quarter of 2009 and the fourth quarter
of 2008 respectively. Overall, the annual growth
rate of short-term deposits other than overnight
deposits declined further to stand at 3.4% in
April, down from 9.2% and 15.8% in the first
quarter of 2009 and the fourth quarter of 2008
respectively (see Chart 6).

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

24 24

The annual growth rate of marketable
instruments included in M3 stood at -0.9%
in April, unchanged from the first quarter of v
2009 and down from the 4.1% recorded in the -4
fourth quarter of 2008. This reflects the marked
declines observed in the annual growth rates of
debt securities with a maturity of up to two years
and of repurchase agreements. By contrast, the annual growth rate of money market fund shares/
units, the largest sub-component of marketable instruments, increased in the first quarter of 2009
and remained broadly unchanged in April. However, this development conceals volatile monthly
flows into and out of this instrument. In September 2008 significant outflows were recorded for
money market fund shares/units in the aftermath of Lehman Brothers’ default, reflecting investors’
concerns regarding the quality of some of the assets on money market funds’ portfolios and thus
the capital certainty of their investments. Subsequently, despite the fact that the enhanced deposit
guarantee schemes announced did not cover this instrument, a series of inflows were recorded for
these assets, suggesting renewed confidence in money market funds on the part of euro area residents.
By contrast, in April an outflow was recorded, reflecting the fact that money market funds are finding
it difficult to generate attractive returns in the presence of historically low levels of interest rates.

L I S s S B S Y S B B

2004 2005 2006 2007 2008

Source: ECB.

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 on a sectoral level — fell to 7.0% in the first quarter of 2009, down from 9.3% in the
previous quarter. This decline continued in April, with the annual growth rate decreasing to 5.4% in
that month, down from 5.7% in March.

The annual growth rate of households’ M3 deposits, which make the largest contribution to the
annual growth rate of total M3 deposits, decreased to 8.6% in the first quarter of 2009, down from
9.6% in the previous quarter. It then declined further to stand at 7.3% in April, down from 7.8% in
March (see Chart 7).

A further moderation was also visible in the annual growth rate of M3 deposits held by non-financial
corporations, which declined to zero in the first quarter of 2009, down from 3.5% in the previous
quarter, before decreasing further to stand at -1.1% in April. The deceleration observed in recent
quarters in non-financial corporations’ accumulation of liquid holdings is likely to reflect their
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increased recourse to liquidity buffers in the

context of the scaling down of inventories, lower

: expected production levels and, potentially, the

Ej?:;ﬂf:}}:ﬁgbe changes; not adjusted for seasonal or reduced availability of external and internal

=== non-financial corporations sources of funding'
----- households

77" financial intermediaries The most notable sectoral development in

30 30 M3 holdings was observed for M3 deposits held

by non-monetary financial intermediaries, the

20 annual growth rate of which fell to 10.3% in the

15 first quarter of 2009, down from 16.4% in the

10 previous quarter, before declining significantly

Y s further to stand at 5.9% in April. This

5 b

0 0 moderation reflected, in particular, a decline

-5 ————————————————] -5 in the annual growth rate of the M3 deposits
2004 2005 2006 2007 2008 of non-monetary financial intermediaries other

Source: ECB. than insurance corporations and pension funds

Note: MFI sector excluding the Eurosystem. .
(OFIs). These developments are consistent

with the steepening of the yield curve, which
may have prompted some portfolio adjustments, resulting in shifts into asset classes with higher
yields, as well as some deleveraging by the OFI sector and the reduced securitisation activity
observed since the turn of the year.

MAIN COUNTERPARTS OF M3

As regards the counterparts of M3, the annual growth rate of total MFI credit to euro area residents
continued to decline in the first quarter of 2009, falling to 5.9%, down from 7.4% in the previous
quarter, before decreasing further to stand at 4.4% in April (see Table 1). This development
was driven by a significant decline in the annual growth rate of MFI credit to the private sector,
which was only partially offset by a marked increase in the annual growth rate of credit to general
government.

In the first quarter of 2009 the annual growth rate of MFI credit to general government increased
significantly to stand at 5.7%, up from 1.7% in the previous quarter. It then increased further, to stand
at 8.0% in April. These increases mainly reflect the robust inflows observed for the MFI sector’s
holdings of government securities (for more details, see the box below).

RECENT DEVELOPMENTS IN MFIS’ PURCHASES OF DEBT SECURITIES ISSUED BY THE EURO AREA
GENERAL GOVERNMENT SECTOR

Purchases of government debt securities are part of the overall flow of MFI credit granted to
euro area residents. MFIs hold these securities — which are nearly all denominated in euro — for
both investment and liquidity purposes, given that they can easily be traded in the market and
can be used in secured refinancing operations. Purchases of these securities typically display a
cyclical pattern which runs counter to that of short-term market interest rates and often implies
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some rebalancing of MFIs’ total assets, with
shifts from private to public sector credit.!
This box examines recent developments in
the purchases of government debt securities
against the background of the specific turmoil-
related interest rate developments of the past
few months.

MFIs’ purchases of government bonds and
the level of interest rates

Between October 2008 and April 2009 MFIs’
net purchases of debt securities issued by
the euro area general government sector
totalled €217 billion in the context of rapidly
declining short-term interest rates. This
entirely reversed the net sales of €191 billion
observed between December 2005 and
September 2008 in the context of rising
short-term interest rates. As Chart A shows,
situations in which purchases of government
debt securities and short-term interest rates

(annual flows in EUR billions; adjusted for seasonal and
calendar effects; percentages per annum)

=== euro area government debt securities (left-hand scale)
---- short-term money market interest rate

(right-hand scale)
====Jong-term government bond yield (right-hand scale)
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Source: ECB.

Note: MFI sector excluding the Eurosystem.

1 For previous analysis of developments in credit to euro area residents, see the box entitled “Recent changes in the composition of
growth in credit to euro area residents” in the April 2007 issue of the Monthly Bulletin.

(annual flows; EUR billions; not adjusted for seasonal or calendar effects)
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Notes: MFI sector excluding the Eurosystem. Securities purchased from domestic OFIs have been omitted, as

the strong retained

securitisation activity observed during the financial turmoil has heavily distorted the series.
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move in opposite directions are a regular feature of the interest rate cycle and essentially reflect
the impact that changes in short-term interest rates have on the slope of the yield curve, as
measured by the spread between the yield on long-term government bonds and short-term money
market interest rates.> A steepening of the yield curve — when the funding costs implied by
short-term rates are low relative to the yield that can be achieved on government bonds — allows
MFTIs to achieve a stable return, without much impact in terms of capital charges and without
having to take on credit risk in the presence of weak economic activity. Chart B shows that
government bonds — mainly euro area bonds, but also bonds issued in the rest of the world — see
their share in MFIs’ total purchases of debt securities increase rapidly in such periods. This does
not necessarily imply the crowding out of private sector securities and may, instead, simply reflect
the fact that, in a period where lending to the private sector is weak owing to the adverse economic
environment, the funding accumulated by banks warrants channelling into other profitable assets.

Additional factors related to the interest rate structure in recent quarters

The relatively regular patterns described above for purchases of government bonds over the
interest rate cycle may have been affected by specific factors related to the intensification of the
financial tensions in September 2008.

First, the spread between government bonds of euro area countries with the lowest and highest
yields has widened, after remaining at very low levels for several years (see Chart C). This
reflects, among other things, a deterioration in the fiscal outlook for some euro area countries
and increased risk aversion on the part of investors. On the one hand, government bonds with
higher yields are particularly attractive if their current yield is considered to reflect excessive
financial market risk aversion that is expected to diminish over time. On the other hand, the
AAA-rated bonds with lower yields may be attractive because they have experienced short-
term capital gains, which arise on account of
higher valuations as interest rates decline.
Both considerations would tend to increase the
general attractiveness of the government bonds

issued by various euro area countries. (percentages per annum)

===  range of yields on ten-year government bonds across

. . euro area countries
Second, in normal circumstances banks that ... euro area average for ten-year government bond yields

wish to earn interest at the long-term rate 5 7
often engineer such payment flows through
swap arrangements, rather than holding long-
term debt instruments on their balance sheets,
owing to swap arrangements’ greater liquidity.
Furthermore, the spread between receiving the
ten-year fixed swap rate and paying the standard
six-month EURIBOR rate normally exceeds the
spread between receiving government bond
yields and paying the six-month EURIBOR ,t = = = = = = =
rate, reflecting the slightly higher level of 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
counterparty risk embedded in the swap  Source: ECB.

2 While this consideration appears to be the main factor driving MFIs” demand for these securities, governments’ issuance activity could
in principle constrain MFIs’ purchases of such securities. Although this would ultimately still be reflected in the yield curve, it would,
however, arise from changes in long-term yields, rather than changes in short-term interest rates.
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transaction (see Chart D). In the current situation,
banks may prefer to purchase government
bonds directly, as owning those bonds has the
additional advantage that they can be used as
collateral in banks’ funding operations. Thus,
banks may currently be reacting to the fact
that secured money market rates, such as the
rate on a six-month repurchase agreement, are
much lower than the corresponding unsecured
EURIBOR rates.

Third, the period of financial turmoil has, at
times, seen money market funds experiencing
strong redemption activity and being forced to
reallocate their portfolios. In addition, several
newly launched money market funds resident
in the euro area have specific mandates
requiring that they invest only in government
bonds. Consequently, these entities have
limited credit risk. This shift in terms of the
approach adopted is visible in the increased
purchases of government bonds by money
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market funds, which, together with increased purchases by credit institutions, have contributed
strongly to the overall purchases of the MFI sector (see Chart E).

Overall, the euro area MFI sector’s recent strong purchases of government bonds are in line
with historical regularities over the interest rate cycle, but have additionally been affected by
the specific interest rate developments and risk considerations observed during the period of

financial turmoil.
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By contrast, the annual growth rate of MFI credit to the private sector continued to decline in the first
quarter of 2009, standing at 6.0%, down from 8.6% in the fourth quarter of 2008, before declining
further to stand at 3.7% in April. This reflected declines in the annual growth rates of all of its
sub-components. The annual growth rate of MFIs’ holdings of private sector securities other than
shares declined slightly, from 31.6% in the fourth quarter of 2008 to 31.0% in the first quarter of
2009 and 27.2% in April. This decline reflected subdued monthly flows throughout the first quarter
and can be explained by the recent weakening of retained securitisation activity following the very
high levels observed in the fourth quarter of 2008.

The annual growth rate of MFIs’ holdings of shares and other equity declined further to stand at
-6.0% in the first quarter of 2009, down from -0.7% in the previous quarter, before falling further
to stand at -9.0% in April. The ongoing decline in MFIs’ holdings of these instruments is likely
to be related to banks’ deleveraging. It may, in part, also reflect the fact that banks expect limited
dividend payments from shares in the current environment.

A significant decline was also observed in the annual growth rate of MFI loans to the private
sector — the largest component of credit to the private sector — which fell to 4.6% in the first quarter
0f 2009, down from 7.4% in the fourth quarter of 2008, before declining further to stand at 2.4% in
April (see Table 1). As in previous quarters the annual growth rate of loans to the private sector has
been distorted downwards by the impact of true-sale securitisation activity, although this activity
has been more subdued since the turn of the year. Once the effect of securitisation activity has been
corrected for, the annual growth rate of loans to the private sector stands at 4.1% in April, around
1.8 percentage points higher than the unadjusted figure.

The deceleration observed in loan dynamics in the first few months of 2009 was visible across all
borrowing sectors. The annual growth rate of loans to OFIs declined significantly to stand at 7.5%
in the first quarter of 2009, down from 14.7% in the fourth quarter of 2008, before falling further
to stand at 0.8% in April. The monthly outflows recorded since February could be related to the
overall slowdown in financial intermediation, since this may affect OFIs more than banks.

The annual growth rate of loans to non-financial corporations declined significantly to stand at
8.2% in the first quarter of 2009, down from 11.3% in the previous quarter, before declining further
to stand at 5.2% in April. Looking at shorter-term dynamics, the three-month annualised growth
rate declined even more sharply to stand at around -1.9% in April, down from 0.9% in March
and 4.7% in December 2008. Monthly outflows have been recorded since February, mainly for the
shorter maturities (i.e. maturities of up to one year). This decline is primarily a reflection of the
reduced need to finance working capital in the presence of worsening economic activity and a sharp
reduction in inventory holdings in line with cyclical developments. It may also reflect non-financial
corporations’ increased use of their liquidity buffers. At the same time, non-financial corporations
seem still to have access to loans with longer maturities, although the annual growth rate of such
loans has declined (standing at 8.0% in April, down from 9.9% in the first quarter of 2009 and
12.2% in the previous quarter). The annual growth rate of loans to households has also declined,
falling to 0.1% in April, down from 0.9% in the first quarter of 2009 and 2.8% in the previous
quarter (see Sections 2.6 and 2.7 for more details on sectoral loan developments).

Turning to the other counterparts of M3, the annual growth rate of MFI longer-term financial
liabilities (excluding capital and reserves) increased slightly to stand at 2.3% in April, up from
1.8% in the first quarter of 2009 and 1.1% in the fourth quarter of 2008, following the general
decline recorded as of mid-2007 (see Chart 8). This development conceals some divergence
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across the various components. Indeed, that
increase reflected, in particular, stronger
growth in deposits with an agreed maturity
of over two years. At the same time, the
annual growth rate of debt securities with a
maturity of over two years, having remained
broadly unchanged in the first quarter of 2009
by comparison with the previous quarter,
declined and turned negative in April, thereby
reflecting MFIs’ continued inability to obtain
funding through this instrument from outside
the MFI sector. The net issuance of such
debt securities (i.e. net of redemptions) has
been positive, largely reflecting the support
provided by government guarantees, but the
bulk of purchases was made by the MFI sector
itself.

The annual growth rate of capital and reserves
was 10.4% in April, unchanged from the first
quarter of 2009. Continued strong inflows
reflect, to varying degrees, the public and private
capital injections observed for credit institutions
in the past few months.

Finally, the annual outflow from MFIs’ net
external asset position remained significant
at €188.9 billion in the first quarter of 2009,
broadly unchanged from the previous quarter.
These large outflows reflect the fact that MFIs’
external assets have declined by more than their
external liabilities. In April, however, the annual
outflow declined to €40.5 billion, following a
sizeable monthly inflow of €65.1 billion in that
month (see Chart 9).

Overall, these developments indicate that
although the MFI sector’s declining business
activities with non-euro area residents were the
main contributor to the ongoing deleveraging of
credit institutions in the first quarter of 2009, in
April this deleveraging stemmed mainly from
the reduction of credit to euro area residents,
especially in the form of shares, rather than
from external assets. At the same time, while
lending to the private sector remained subdued,
this is in line with the current cyclical situation
and is not necessarily the consequence of forced
deleveraging in the banking sector.
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GENERAL ASSESSMENT OF MONETARY LIQUIDITY CONDITIONS IN THE EURO AREA

On the basis of developments in the nominal and real money gaps, the accumulation of monetary
liquidity declined in the euro area in the first quarter of 2009. At the same time, a slight reversal
was observed in both gap measures in April (see Charts 10 and 11). Such measures of the liquidity
situation need to be interpreted with caution, as they rely on an assessment of equilibrium money
holdings, which is always uncertain and especially so at present. Indeed, the differences between
the various money gap measures may be taken as an indication of the considerable uncertainty
surrounding the liquidity situation in the euro area at the current juncture. These caveats
notwithstanding, the evidence points, overall, to a clear accumulation of monetary liquidity in
recent years.

Summing up, the most recent data confirm that monetary expansion in the euro area has, on balance,
been markedly weaker than it was prior to the intensification of the financial turmoil in September
2008, although some volatility continues to be observed in short-term developments. Consequently,
monetary trends support the view that inflationary pressures are moderate. In the shorter term, given
the uncertainty currently surrounding business and income prospects, the accumulated monetary
liquidity is unlikely to be used for excessive spending that could give rise to inflationary pressures.
However, over longer horizons the re-emergence of risks to price stability will depend on the extent
to which the liquidity accumulated over this protracted period of strong monetary expansion is
absorbed during the deleveraging process and the extent to which this liquidity remains present
when confidence increases again.

(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)
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1) The nominal money gap is defined as the difference between
the actual level of M3 and the level of M3 that would have
resulted from constant M3 growth at its reference value of 4}2%
since December 1998 (taken as the base period).

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

1) The real money gap is defined as the difference between the
actual level of M3 deflated by the HICP and the deflated level of
M3 that would have resulted from constant nominal M3 growth
at its reference value of 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” in the
October 2004 issue of the Monthly Bulletin.

ECB

Monthly Bulletin
June 2009




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

The annual growth rate of total financial investment by the non-financial sectors increased in the
fourth quarter of 2008, having declined continuously since mid-2007. This increase was entirely
due to the increased contribution of the general government sector, while the contributions of other
sectors continued to decline. Annual outflows from investment funds increased strongly further in
the fourth quarter of 2008, driven by sizeable withdrawals, mainly from equity funds. The annual
growth rate of financial investment by insurance corporations and pension funds rebounded in the
same quarter, mainly owing to investment in deposits.

NON-FINANCIAL SECTORS

In the fourth quarter of 2008 (the most recent quarter for which data are available) the annual growth
rate of total financial investment by the non-financial sectors increased to 3.8%, up from 3.3% in
the previous quarter, having declined continuously since mid-2007 (see Table 2).

A breakdown by investment instrument suggests that this increase reflects, inter alia, increases
in the annual growth rates of currency and deposits, shares and other equity, “other” financial
instruments (which includes items such as derivatives and trade credit) and, albeit to a lesser extent,
debt securities. By contrast, the annual growth rates of insurance technical reserves and mutual
fund shares declined in the fourth quarter of 2008.

A breakdown by non-financial sector indicates that the rebound in the annual growth rate of
total financial investment was driven entirely by the stronger growth of financial investment by
general government, while the growth of financial investment by other sectors weakened further
(see Chart 12). More precisely, the annual growth rate of financial investment by the general

Outstanding amount Annual growth rates
as a percentage of | 2006 2006 2007 2007 2007 2007 2008 2008 2008 2008
financial assets Q3 Q4 Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Financial investment 100 52 5.3 53 53 4.9 4.4 39 34 33 3.8
Currency and deposits 26 7.2 7.0 7.3 8.0 7.4 7.1 6.8 5.6 5.7 6.7
Debt securities, excluding
financial derivatives 6 49 7.6 55 3.7 2.4 2.9 2.5 2.8 3.4 44
of which: short-term 1 141 258 158 142 213 254 250 68 -73 0.6
of which: long-term 5 4.0 6.0 4.5 2.6 0.5 0.7 0.1 2.3 4.8 4.8
Shares and other equity,
excluding mutual fund shares 27 2.3 22 2.3 2.5 2.9 3.0 32 32 3.1 3.8
of which: quoted shares 6 0.6 0.1 1.2 1.8 1.8 2.9 32 35 3.8 33
of which: unquoted shares
and other equity 21 2.9 3.0 2.7 2.7 33 3.0 32 3.1 2.8 4.0
Mutual fund shares 5 0.0 -05 0.1 04 -15 33 -54 -66 -66 -13
Insurance technical reserves 16 7.7 7.1 6.7 6.5 6.1 5.7 52 4.7 4.4 3.6
Other? 21 8.1 8.5 9.1 8.4 7.6 6.3 4.6 3.6 3.2 4.0
M3 8.4 99 11.0 11.0 114 1l.6 10.1 9.7 8.7 7.5
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, financial derivatives 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 institutions) with euro area MFIs and central government.
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government sector increased strongly to stand
at 11.4% in the fourth quarter of 2008, up from
1.8% in the previous quarter, thereby reaching
its highest level since the start of Stage Three of

(annual percentage changes; contributions in percentage points)
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The value of the total assets of euro area  Source: ECB.

investment funds (excluding money market

funds) fell strongly further in the fourth quarter

of 2008, declining by 26.6% year on year (compared with a fall of 20.0% year on year in the third
quarter).! As in the previous quarter, that year-on-year decline resulted mainly from a fall in the
value of investment funds’ holdings of shares and other equity and, albeit to a lesser extent, from a
fall in the value of those funds’ holdings of shares in investment funds. Data on transactions suggest
that the year-on-year decline observed in the total value of investment funds’ assets in the fourth
quarter of 2008 can be ascribed to both negative valuation effects and a decline in transactions, with
these two factors being of broadly equal importance.

Data provided by EFAMA? for the net sales of different types of investment fund in the fourth
quarter of 2008 point to a continuation of the large net annual outflows observed from bond
funds and equity funds (see Chart 13). Moreover, larger annual outflows were observed from
mixed/balanced funds in the fourth quarter, following marginal outflows in the previous two
quarters. By contrast, the annual inflow for money market funds increased further by comparison
with the previous quarter. Overall, these developments suggest that 2008 was characterised by
an unwinding of the relatively strong inflows observed for investment funds in 2005 and 2006,
especially for equity and bond funds.

The annual growth rate of financial investment by insurance corporations and pension funds
recovered to stand at 4.6% in the fourth quarter of 2008, up from 4.0% in the previous quarter

1 It should be noted that the December 2008 data include a number of unsupervised investment funds that were not previously covered,
resulting in an increase in total assets of around €120 billion. Were this amount to be subtracted from the December 2008 figure, the fall in
the value of the total assets of euro area investment funds in the fourth quarter of 2008 would be even stronger, with a year-on-year decline
of 28.7%.

2 The European Fund and Asset Management Association (EFAMA) provides information on net sales (or net inflows) of publicly offered
open-ended equity and bond funds for Germany, Greece, Spain, France, Italy, Luxembourg, the Netherlands, Austria, Portugal and
Finland. See the box entitled “Recent developments in the net flows into euro area equity and bond funds” in the June 2004 issue of the
Monthly Bulletin for further information.
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(see Chart 14). In terms of instruments, this was due mainly to stronger investment in deposits
(included in “other” financial investment), which more than compensated for the reduced investment
in debt securities and in shares and other equity.

2.3 MONEY MARKET INTEREST RATES

All money market rates have continued to decline over the past three months. Both secured and
unsecured market rates have declined across all maturities in line with the reduction in key ECB
interest rates. This is consistent with a gradual normalisation of conditions in money markets
following the intensification of financial market tensions in September 2008, a view supported by the
fact that the spread between secured and unsecured market rates declined further between March
and early June. However, that spread remains elevated by comparison with the levels observed
prior to the financial market turmoil.

Unsecured money market interest rates have continued to decline over the past three months across all
maturities, as a result of both the reduction in key ECB interest rates and the progressive unwinding
of tensions in money markets. On 3 June the one-month, three-month, six-month and twelve-month
EURIBOR rates stood at 0.92%, 1.26%, 1.46% and 1.62% respectively, i.e. 60, 55, 46 and 41 basis
points lower respectively than the levels observed on 2 March. Overall, the slope of the money
market yield curve steepened slightly over that period, as indicated by the spread between the
twelve-month and one-month EURIBOR rates, which rose from 51 basis points on 2 March to
70 basis points on 3 June (see Chart 15).
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The spread between the unsecured EURIBOR
and secured rates (such as the EUREPO or
those derived from the EONIA swap index) has
declined further since March. At the three-month
maturity, this spread stood at 48 basis points on
3 June, a marked decline by comparison with the
97 basis points observed on 2 March. Although
these spreads remain at a relatively elevated
level by comparison with those prevailing
prior to the financial market turmoil, this recent
decline is consistent with the view that money
markets have slowly improved (see Chart 16).

On 3 June the interest rates implied by the prices
of three-month EURIBOR futures maturing in
September 2009, December 2009 and March
2010 stood at 1.080%, 1.185% and 1.275%
respectively, representing decreases of around
44, 50 and 49 basis points respectively by
comparison with the levels observed on 2 March
(see Chart 17). The implied volatility derived
from options on three-month EURIBOR futures
contracts maturing in September 2009 declined
slightly in the course of April, before broadly
stabilising in May (see Chart 18).
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Note: The basis point measure is obtained as the product of
implied volatility in percentages and the corresponding interest
rate (see also the box entitled “Measures of implied volatility
derived from options on short-term interest rate futures” in the
May 2002 issue of the Monthly Bulletin).

As regards very short-term interest rates, the EONIA has declined significantly since March, largely
as a consequence of the Governing Council cutting key ECB interest rates further on 5 March,
2 April and 7 May. Thus, the interest rate on the main refinancing operations of the Eurosystem has
now been reduced by a total of 325 basis points since 8 October 2008. The decline in the EONIA
is also a result of the provision of abundant amounts of liquidity in the Eurosystem’s refinancing
operations, especially in view of the decision to conduct weekly main refinancing operations as
fixed rate tender procedures with full allotment as of 15 October 2008. However, there is still a
relatively high level of volatility. After increasing significantly in the last two weeks of May and
standing above the rate on the main refinancing operations on four consecutive days between 22 and
27 May 2009, the EONIA then returned to levels below the main refinancing rate (see Chart 19).
This temporary increase in the EONIA was partly explained by a decline in the amount of excess
liquidity in the market, with banks reducing their bidding volumes in the main refinancing
operations, while having stable — but limited — recourse to the deposit facility. Overall, the EONIA
declined from 1.28% on 2 March to 0.58% on 3 June.
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LIQUIDITY CONDITIONS AND MONETARY POLICY OPERATIONS IN THE PERIOD FROM 11 FEBRUARY
TO 12 MAY 2009

This box describes the ECB’s liquidity management in the three reserve maintenance periods
ending on 10 March, 7 April and 12 May 2009. In these periods the ECB continued to apply
most of the measures that were introduced in October 2008 in response to the intensification
of the financial market turmoil. In particular, all refinancing operations in euro and US dollars
continued to be conducted via tender procedures with a fixed rate (equal to the ECB’s policy rate
in the case of operations denominated in euro) and full allotment (i.e. all bids were satisfied), and
a wider range of collateral continued to be accepted for these open market operations.

In March 2009 the ECB announced that the use of the fixed rate tender procedure with full
allotment for all refinancing operations in euro would be prolonged again — this time until the
end of 2009. It was originally announced in October 2008 that this procedure would be used for
all main refinancing operations until at least 20 January 2009 and for all longer-term refinancing
operations until March.

In May the ECB decided to proceed with its enhanced credit support approach and announced
the introduction of liquidity-providing longer-term refinancing operations with a maturity of one
year (in addition to the existing maturities of the length of a maintenance period, three months
and six months); the first of these one-year operations is scheduled to take place in June. At
the same time, the temporary expansion of the list of assets eligible as collateral, which was
first announced in October 2008, was prolonged until the end of 2010. The Governing Council
also decided in principle that the Eurosystem would engage in a programme of purchasing
euro-denominated covered bonds issued in the euro area. Moreover, the European Investment
Bank will become an eligible counterparty in the Eurosystem’s monetary policy operations with
effect from 8 July and under the same conditions as any other counterparty.

In April the ECB broadened its cooperation with other central banks by entering into a swap
arrangement with the US Federal Reserve System, according to which the ECB will offer liquidity
of up to €80 billion to the Federal Reserve System until 30 October 2009. The Federal Reserve
System did not make use of this swap arrangement in the period under review. The ECB also
extended its provision of Swiss francs to counterparties via swap operations until the end of July.

During the period under review the euro money market continued to show signs of improvement.
For instance, the three-month spread between the EURIBOR and the EONIA swap rate, which
captures the level of prevailing credit and liquidity risk, declined steadily and by the end of the
period under review it was broadly the same as the level observed before the intensification of
the turmoil in mid-September 2008.

Liquidity needs of the banking system

In the three maintenance periods under review banks’ average daily liquidity needs —
defined as the sum of autonomous factors, reserve requirements and excess reserves
(i.e. current account holdings in excess of reserve requirements) — amounted to €612.0 billion, an
increase of €18.1 billion compared with the average for the previous three maintenance periods.
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