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Editorial

At its meeting on 6 December 2001 the
Governing Council of the ECB decided to
leave the minimum bid rate on the main
refinancing operations of the Eurosystem
unchanged at 3.25%. The interest rates on
the marginal lending facility and the deposit
facility were also left unchanged at 4.25% and
2.25% respectively.

The current level of key ECB interest rates is
considered appropriate to maintain price
stability in the euro area over the medium
term. This assessment is based on the analysis
of the information provided under the two
pillars of the ECB’s monetary policy strategy.
Overall, the information which has become
available since the meeting of the Governing
Council on 8 November 2001 confirmed
earlier expectations and thereby also the
forward-looking decisions taken over the past
few months by the Governing Council.

Starting with the analysis under the first pillar
of the ECB’s monetary policy strategy, the
three-month average of the annual growth
rates of M3 rose to 6.8% in the period
from August to October 2001 from 6.2% in
the period from July to September. This
was significantly above the medium-term
reference value for annual M3 growth of
472 %.

The Governing Council confirmed the
reference value of 4)2% at its meeting on
6 December. This decision was taken on
the grounds that the evidence continues to
support the medium-term assumptions
underlying the derivation of the reference
value, namely those for trend potential output
growth of 2-2}2% per annum and for a trend
decline in M3 income velocity of %2-1% per
annum in the euro area. Box | of this issue of
the Monthly Bulletin elaborates further on
the review of the reference value.

When  comparing current  monetary
developments with the reference value for
the rate of growth of M3, it should be kept in
mind that the reference value is a medium-
concept. In particular, temporary
deviations of M3 from levels in line with its

term

ECB * Monthly Bulletin « December 2001

long-term determinants are not unusual and
might even be expected in the context of
extraordinary economic developments. Such
temporary deviations do not necessarily have
implications for future price developments.
For this reason the Governing Council has
made clear from the beginning that the
announcement of a reference value for M3
growth does not entail a commitment on the
part of the ECB to correct mechanistically
temporary deviations from the reference
value. Rather, developments of M3 are
continuously and thoroughly analysed by the
ECB in the broader context of other
monetary indicators and information from the
second pillar to assess their implications for
the risks to price stability over the medium
term.

The recent strong growth in M3 confirmed
the earlier assessment that the environment
of relatively high financial market uncertainty
in the aftermath of the |l September
terrorist attacks in the United States has
induced portfolio shifts into liquid and
relatively safe short-term assets included in
M3. Such shifts should be temporary and
should not be seen as indicating future
inflationary pressures. This assessment of
current monetary developments is also
supported by the fact that credit growth to
the private sector has been continuously
falling over However,
developments in M3 will continue to be
analysed closely. Should the current economic
and financial market uncertainties subside, any
persisting excess liquidity in the economy
should be carefully reassessed with respect
to whether it signals risks for price stability.

recent months.

As regards the second pillar, a first estimate
by Eurostat shows that quarter-on-quarter
real GDP growth was close to zero in the
third quarter of 200l. Economic activity
seems to have remained very subdued in the
fourth quarter of 2001 as a result of the
continued weakness in domestic and external
demand and the still high level of overall
uncertainty. This view is underpinned by the
continuation of low business and consumer
confidence in November following the strong



declines seen in October. In early 2002, real
GDP growth is likely to remain weak.
However, the conditions exist for economic
growth to improve in the course of 2002.
First and foremost, the economic
fundamentals of the euro area are sound and
there are no major imbalances that would
require a lengthy process of adjustment. In
addition, financing are very
favourable in the euro area. Furthermore,
the recent fall in oil prices and the expected
further decline in consumer price inflation
will lead to higher growth in real disposable
income and should thereby support domestic
demand. Developments in financial markets
over the past few weeks signal a more
optimistic assessment by market participants
of the economic growth prospects for the
euro area and the international environment.

conditions

The expectation of a strengthening of growth
in the euro area economy during the course
of 2002 is reflected in all available forecasts
of international institutions and also in the
projections produced by Eurosystem staff
(which are published in this issue of the
Monthly Bulletin). The staff projections are
based upon a set of technical assumptions,
including unchanged short-term interest rates
and exchange rates. The staff projections
envisage real GDP growth in 2001 in the
range of 1.3% to |.7%. Annual average real
GDP growth in 2002 is projected to remain
in the range of 0.7% to 1.7%. However, these
projected annual average growth rates must
not be misinterpreted since they mask the
expected recovery in the course of 2002 and
reflect the fact that the contribution to
average growth in 2002 from the so-called
“carry-over” effect is expected to be very
limited (see also Box 6 on “Carry-over effects
on annual average growth rates of real GDP”
in this issue of the Monthly Bulletin). Real
GDP growth is projected to strengthen
further in 2003, with an annual average in the
range of 2.0% to 3.0%. Overall, given that the
staff projections exercise was undertaken
in a period characterised by exceptional
developments in the global environment, the
outlook for growth is surrounded by a
particularly high degree of uncertainty.

With regard to price developments, the
annual rate of increase in the euro area
Harmonised Index of Consumer Prices
(HICP) was 2.4% in October, having been
2.5% in the previous month. Eurostat’s flash
estimate points to a further decline in HICP
inflation to 2.1% in November. These
developments continued to primarily reflect
the base effects from previous increases in
energy prices, as well as recent declines in
energy prices. Looking ahead, several
considerations support the view that HICP
inflation should fall safely below 2% in 2002.
First, the current economic environment
gives us no reason to expect upward
pressures on inflation from aggregate demand.
Second, the unwinding of previous increases
in import prices should continue to support
the current declining trend in inflation. At
the same time, this downward trend may turn
out to be slightly uneven around the turn of
the year on account of base effects from
volatile price increases one year earlier.
Recent forecasts and the Eurosystem staff
projections are in line with the assessment of
a trend decline in inflation. Staff projections,
which put average HICP inflation in a range
from 2.6% to 2.8% in 2001, see HICP inflation
falling back to between 1.1% and 2.1% in
2002. In 2003, it is projected to remain
between 0.9% and 2.1%. These ranges reflect
the uncertainties implied in the projections
which rely, inter alia, on the assumption
of continued wage moderation. Indeed,
continued wage moderation will be necessary
to sustain employment growth in an
environment of price stability.

As regards recent developments in fiscal
policy, the Governing Council reconfirmed
its position in respect of the importance of
maintaining a medium-term perspective in the
euro area countries’ fiscal policies. Such a
medium-term orientation is a crucial element
to support the overall credibility of the
Stability and Growth Pact and thereby
strengthen the confidence of consumers and
investors, particularly in the current context
of weaker economic growth. Owing to the
macroeconomic slowdown and
expenditure restraint, together with the

insufficient
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impact of the sizeable tax cuts implemented
in some countries, government budget
balances in 2001 are, for the euro area as a
whole, expected to worsen for the first time
since 1993. For countries which have not yet
attained budgetary positions close to balance
or in surplus or which have very high public
debt-to-GDP ratios, the current slowdown
should not change the scope for meeting the
medium-term commitments made in the
context of national stability programmes
within the framework of the Stability and
Growth Pact. Countries with an initial fiscal
position close to balance or in surplus can
benefit from the full operation of the
automatic stabilisers. However, there is no
case for fiscal activism, as this has often
proved to be ineffective in the past and risks
introducing imbalances in public finances.

Turning to long-term prospects, the potential
impact on trend output growth from further
and more comprehensive structural reforms
is likely to be very large. Structural reforms
aimed at providing the proper incentives
for economic agents and at fostering an
environment more conducive to innovation
should pave the way towards achieving a
permanent and significant increase in potential
output growth in the euro area. However,
while some progress has been made in the
field of structural reform, major further steps
need to be taken, particularly as regards the
labour and goods markets. Furthermore, in
the fiscal area, governments should pursue
determined structural expenditure reform in
order to create room for further tax cuts
and for absorbing the fiscal costs from the
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ageing of populations. Such reforms would
enhance the effectiveness of fiscal policies in
supporting employment,
economic dynamism.

investment and

Finally, at its meeting on 6 December the
Governing Council also reviewed the
progress in the preparations for the
forthcoming euro cash changeover. First of
all, the cash changeover is well on track. In
economic terms, the cash changeover should
not, in the short term, have significant direct
effects on the price level in the euro area.
This is largely due to the strong competition
in the retail sector and the vigilance of
consumers, but also reflects the commitment
of governments not to increase the average
level of administered prices in the context of
the cash changeover. In addition, the effect
of the cash changeover on M3 growth should
remain very limited. Although there has been
a significant decline in currency in circulation
over recent months, currency only represents
a small proportion of M3 and a large part of
its decline has been reflected in higher
holdings of short-term deposits with banks.
As regards liquidity in the euro area money
market, the Eurosystem’s operational
framework will facilitate a successful cash
changeover, as it ensures maximum flexibility
in the implementation of monetary policy.
Lastly, the model chosen by the Eurosystem
to debit the banks for the frontloaded euro
cash will help to smooth this process. All in
all, the euro cash changeover is expected to
run smoothly, thereby making for a good start
to the relationship between European citizens
and their new currency.
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Economic developments in the euro area

I Monetary and financial developments

Monetary policy decisions of the
Governing Council of the ECB

At its meeting on 6 December 2001 the
Governing Council of the ECB decided to
leave the minimum bid rate
refinancing operations, conducted as variable
rate tenders, at 3.25%. The interest rates on
the marginal lending facility and the deposit
facility were also kept unchanged, at 4.25%
and 2.25% respectively (see Chart 1).

in the main

Ongoing dynamic growth of M3

In the period from August to October 2001,
the three-month average of the annual growth
rates of M3 (which are corrected for holdings
by non-residents of the euro area of money
market paper and debt securities with a
maturity of up to two years)' increased to
6.8%, from 6.2% in the period from July to
September 2001. The annual growth rate
of M3 stood at 7.4%, up from 6.9% in

ECB interest ratesand money market

rates
(percentages per annum; daily data)

- --- marginal lending rate

— — deposit rate
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M3 growth and thereferencevalue
(annual percentage changes; seasonally and calendar effect
adjusted)

- - M3
M3 (three-month centred moving average)
reference value (4Y2%)

8.0 8.0

7.0

3.0

1999
Source: ECB.

Note: Series adjusted for non-euro area resident holdings of all
negotiable instruments.

September, which was significantly above the
ECB’s medium-term reference value for M3
growth (see Box | and Chart 2).

Having shown a decline in 2000 and early
2001, to levels well below the reference value
(3.8% in the first quarter of 2001), the annual
growth rate of M3 increased significantly in
the course of this year. This acceleration of
M3 following a period of subdued growth can
to some extent be seen as a normalisation
process through which economic agents
brought money holdings back into line with

I From now on, data on M3 and its components exclude holdings
by non-residents of the euro area of money market paper and
debt securities with a maturity of up to two years. With their
exclusion, the measurement of M3 has been brought closer to
its conceptual definition, according to which only monetary
holdings by euro area residents have to be included as they
alone are closely related to medium-term euro area price
developments. For more details see Box 1, entitled “Adjustment
of M3 for holdings of negotiable instruments by non-residents of
the euro area”, of the November 2001 issue of the ECB
Monthly Bulletin. The effect of the exclusion of holdings of
money market paper and debt securities by non-residents of the
euro area on annual M3 growth was -0.7 percentage point in
September 200/ and -0.6 percentage point in October 2001.



Estimates of thenominal and real
money gap

(as a percentage of the stock of M3, three-month moving
averages)
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1) Deviation of the actual stock of M3 fromthe level consistent
with monetary growth at the reference value, taking
December 1998 as the base period.

2) Nominal money gap minus the deviation of consumer prices
from the definition of price stability, taking December 1998
asthe base period.

desired levels. In addition, the higher price
level reached as a consequence of increases
in energy and food prices observed in 2000
and early 2001 fuelled the demand for
transaction balances in 2001.

The development of the money gaps supports
these hypotheses. The nominal money gap
shown in Chart 3 refers to the difference
between the actual level of M3 and the level
of M3 which would have been implied by
growth according to the reference value since
December 1998 (taken as the base period).
The real money gap refers to the difference
between the actual level of M3 deflated by
the Harmonised Index of Consumer Prices
(HICP) and the level of M3 in real terms
which would have been implied by inflation
according to the definition of price stability.
When interpreting the nominal and the real
money gaps, it has to be taken into account

that the choice of the base period is
somewhat arbitrary.

As shown in Chart 3, the evolution of the
real and nominal money gaps between the
beginning of 2000 and the second quarter of
2001 was characterised by a widening
discrepancy between the two measures. This
discrepancy supports the assessment that a
significant part of the rise in M3 was caused
by an increase in the demand for transaction
balances, as the real money gap does not
refer to a rise in money demand resulting
from shocks to the price level. Moreover,
the low level of the real money gap reached
in late 2000 and early 200l indicates a
shortfall of M3 which was then followed by a
strong rebound.

Another factor underlying M3 growth in the
recent past is the decrease in the opportunity
costs of holding money (see Chart 4). From
the second to the third quarter of 2001, the
spread between the three-month money
market rate and the average rate of return of
the components included in M3 (own rate of
return of M3) declined by around half a
percentage point and hence made it
comparatively more attractive to invest in
instruments included in M3.

Against the background of the factors just
mentioned, the rise in M3 growth over the
recent past had to some extent been
expected. However, the acceleration in
monetary dynamics has been more
pronounced than the increase suggested on
the basis of its fundamental determinants.
This is indicated, for example, by the fact
that the annual growth rate of real M3
increased in the course of 2001, while annual
real GDP growth continued to decline during
the same period (see Chart 4). At the same
time, monetary shocks leading to temporary
deviations of M3 from levels in line with its
fundamental determinants are not unusual.
Periods in which developments in M3 and
real GDP were misaligned have also occurred
in the past. Thus, recent developments do
not call into question the long-term stability
of money demand.
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Annual review of thereference valuefor monetary growth

At its meeting on 6 December 2001 the Governing Council of the ECB reconfirmed the reference value for
monetary growth of 4%% per annum for the broad monetary aggregate M3. This box provides some
background information on this decision.

In the ECB’s monetary policy strategy, money is assigned a prominent role. To signal the prominent role of
money to the public, the Governing Council decided in October 1998 to announce a quantitative reference
value for the growth rate of the broad monetary aggregate M3. Several studies have provided empirical
evidence in support of this role and confirm that the conditions for announcing a reference value are satisfied
for the euro area. The official series of M3 (which is now adjusted for al non-euro arearesidents’ holdings of
negotiable instruments) exhibits all the desired properties: M3 continues to have a stabl e rel ationship with key
macroeconomic variables like prices, income and interest rates, and good leading indicator properties for
future price developments at medium-term horizons.

Thereference value refersto the rate of monetary growth which is consistent with — and serves the achievement
of — price stability over the medium term. The derivation of the reference value is therefore based on the
ECB’s definition of price stability as a year-on-year increase in the Harmonised Index of Consumer Prices
(HICP) for the euro area of below 2%. In addition, to be consistent with the medium-term relationship
between money and prices, the reference value is derived using assumptions for the medium-term trends in
M3 income velocity and potential output growth. On 6 December the Governing Council reviewed the
estimates of the medium-term assumptions for M3 income velocity and potential output growth underlying the
reference value on the basis of additional data that had become available since the last review of the reference
value in December 2000. The Governing Council confirmed the medium-term assumptions that M3 income
velocity declines at a trend rate in the range from %% to 1% per annum and potential output grows at a trend
rate of between 2% and 22% per annum.

Taking account of the definition of price stability and these two assumptions, the Governing Council decided
to reconfirm the existing reference value for monetary growth, namely an annual growth rate of 4%2%% for M3.
Furthermore, the Governing Council announced that it would continue to monitor monetary developmentsin
relation to the reference value on the basis of athree-month moving average of annual growth rates.

With regard to the assumption of trend potential output growth, the Governing Council considers that thereis
till no decisive evidence of measurable and lasting increases in productivity growth in the euro area that
would warrant an upward revision to this assumption. The Governing Council believes that the potential
upward impact on trend output growth from structural reforms and technological innovation could be large.
However, while some progress has been made in the field of structura reforms, significant further steps,
especialy in the labour and goods markets, need to be taken in order to achieve a permanent and significant
increase in potential output growth in the euro area. Against this background, the Governing Council will
continue to monitor the evidence with regard to developments in productivity growth in the euro area, and the
ECB’s monetary policy will take such evidence into account as appropriate.

As regards the empirical evidence for M3 income velocity, the Governing Council confirmed the validity of
the assumption of a trend decline in M3 income velocity over the medium term within a range of ¥2% to 1%
per annum. This was based on the following considerations. A simple trend estimate over the sample period
from 1980 to 2001 suggests that the historical declineis at or close to 1% per annum on average. However,
over ashorter and more recent time span the trend declinein velocity in the last decade turns out to be closer to
Y% (see chart below). Still, a simple trend estimate may not represent the best estimate of a medium-term
trend in velocity in the future, since it may to some extent fail to take account of the fact that the decline in
inflation and nominal interest rates throughout the sample period may have contributed to the past declinein
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velocity. Thus, the process of disinflation should have contributed to making the holding of liquid assets more
attractive. In contrast to this, in an environment of price stability, where inflation and interest rates no longer
exhibit a medium-term downward trend, the trend declinein velocity islikely to be less pronounced than over
a period dominated by disinflation and falling nominal interest rates. Using money demand modelst which
incorporate additional information on the evolution of the opportunity costs of holding money (interest rates
and/or inflation) it is possible to isolate the effect that the disinflation process over the 1980s and 1990s had on
the historical trend decline. In the context of these models, in an environment of price stability, the trend
decline is around the middle of the range of ¥2% to 1%. Thisresult is fairly robust across different models and
across different methods for aggregating euro area data.

M3 velocity trendsfor theeuro area

(log levels)

—— actua velocity

— — velocity trend 1980-2001

- velocity trend 1992-2001

0.52 0.52
0.48 0.48
0.44 0.44
0.40 0.40
0.36 0.36
0.32 0.32
0.28 0.28
0.24 0.24

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000

Sources: ECB (M3) and ECB calculations based on Eurostat data (GDP).

Note: Velocity is measured as the ratio of nominal GDP to M3. The underlying quarterly series are seasonally adjusted and
constructed by aggregating national data converted into euro at the irrevocable exchange rates announced on 31 December 1998
and in the case of Greece determined on 19 June 2000. The M3 seriesis based on the headline index of adjusted stocks (for further
details, see the technical notesin the “ Euro area statistics’ section of the ECB Monthly Bulletin). M3 quarterly data are averages
of end-month observations.

It should be recalled that the reference value for monetary growth is a medium-term concept. Short-run
movements in M3 may stem from a number of temporary factors and do not necessarily have implications for
future price developments. For this reason the Governing Council already made it clear in 1998 that the
announcement of the reference value does not imply a commitment on the part of the ECB to mechanically
correcting deviations of monetary growth from the reference value. Rather, developmentsin M3 are thoroughly
analysed by the ECB, in conjunction with other indicators, in order to ascertain their implications for the risks
to price stability over the medium term.

The analysis of the deviations of annual M3 growth from the reference val ue represents an important element
in the evaluation of monetary developments and the implications for future price stability. However, monetary
analysisisnot limited to this evaluation. First, other monetary indicators (such as components and counterparts
of M3, in particular loans to the private sector) aso contain significant information. Second, it isimportant to
take into account past deviations from the reference value which have dropped out of annual growth rates, in
order to come to a broadly based assessment of the liquidity conditions in the euro area. Third, developments
in M3 need to be analysed in conjunction with other indicators (e.g. real GDP, prices, interest rates and other
financial market indicators) in order to understand the nature of the shocks affecting monetary developments
and to best extract the indications for future price developments.

1 See for instance, Coenen and Vega (1999), “ The demand for M3 in the euro area” , ECB Working Paper No. 6; Brand and
Cassola (2000), “ A money demand system for euro area M3” , ECB Working Paper No. 39; and Calza, Gerdesmeier and Levy
(2001), “ Euro area money demand: measuring the opportunity costs appropriately” , IMF Working Paper 01/179.
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Looking back at the experience since the start of Stage Three of Economic and Monetary Union, the analysis
of developments in M3 has constituted a very useful input into monetary policy decisions. Generally,
monetary data have provided signals pointing to increased upside risks to price stability from mid-1999
onwards. Up to the first half of 2000 developmentsin M3 indicated relatively generous or sufficient liquidity
conditions. In late 2000 and early 2001, however, monetary developments started to signal a clear easing of
inflationary pressures over the medium term.

The relatively high growth rate of M3 observed over the recent past should be assessed in the light of the
above considerations. The recent pick-up in the rate of growth of M3 can be explained partly as an adjustment
of M3 following a sharp increase in the price level resulting from the oil and food price shocks observed in
2000 and early 2001 in the euro area and partly as a consequence of the effects of portfolio shifts. These shifts
wereinitially triggered by arelatively flat yield curve and developments in stock markets, and, more recently,
by asurgein financial market uncertainty in the aftermath of the events of 11 September. Taking into account
aso the continuing decline in the growth of credit to the private sector, the Governing Council has made it
clear that it does not see any risks to price stability in the medium term arising from recent monetary
developments.

Owing to the current economic and financial market uncertainty, the interpretation of monetary developments
in the near futureislikely to be more difficult than under normal circumstances—asistrue for other indicators
— and these developments should therefore be assessed with caution. Should, however, the current economic
and financial market uncertainties subside, any persisting excess liquidity in the economy should be carefully
re-assessed with respect to whether it signal s risks to future price stability.

It should be borne in mind that the ECB’ s monetary policy strategy uses two pillarsin order to assess the risks
to future price stability.? The monetary analysis always has to be seen in conjunction with the second pillar of
the ECB’s monetary policy strategy, which uses other economic and financial indicators for the evaluation of
therisksto price stability. Thisdiversified approach to the analysis stimul ates the cross-checking of information
and takes into account various interpretations of this information, thereby reducing the risks of policy-related
mistakes in an uncertain environment.

The next annual review of the reference value is scheduled for December 2002.

2 Seethearticle entitled “ Thetwo pillars of the ECB’s monetary policy strategy” in the November 2000 issue of the ECB Monthly
Bulletin.

There is a variety of evidence to suggest that
the strong short-term dynamics of M3 were
mainly the result of the confluence of a
number of developments which have given
rise to substantial portfolio shifts from
various financial instruments towards money
holdings. The basis for this assessment is
a combination of information from the
evolution of prices and quantities in different
financial markets and from the behaviour of
various M3 components and counterparts. In
particular, three developments seem to have
been key in driving the strong upward trend
exhibited by M3 in the course of 2001: the
persistent weakness in global stock markets
after March 2000; the high uncertainty
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prevailing in financial markets, particularly
after the terrorist attacks on || September
2001; and the relatively flat yield curve for
most of 2001.

As can be seen from Chart 5, investment in
short-term marketable instruments and in
short-term deposits other than overnight
deposits (i.e. in all components of M3 except
those included in MI) has increased strongly
in recent quarters, in line with the persistent
weakness of global stock markets as reflected,
for example, in the pronounced decline in
the EURO STOXX broad index since March
2000. During the period from March 2000 to
October 2001, the Dow Jones EURO STOXX



Real M3, real GDP and opportunity
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by the GDP deflator and real GDP growth. This can be
interpreted as an approximate measure of the part of the
demand for M3 which is explained by opportunity cost
variables.

broad index declined by 37%. Over the same
time period, the annual rate of growth of
M3 - MI increased markedly, from 3.1% in
March 2000 to 8.8% in October 2001.

Moreover, in the wake of the terrorist attacks
on | | September, financial market uncertainty
increased significantly. The implied stock
market volatility in the euro area increased

to around 39% on average in September and
declined only modestly, to around 36%, by
the end of October 2001, compared with an
average of around 23% during the first eight
months of 2001 (see Chart 25). In reaction
to this, euro area non-MFl investors seem to
have further reallocated their portfolios, with
the share of equity and equity funds declining
in favour of shorter-term low-risk assets. The
recovery of global stock markets during
October, to levels prevailing at the beginning
of September, obviously did not induce equity
investments on a larger scale, as stock market
volatility remained high by historical
standards. The uncertain prospects regarding
the length and economic consequences of
the military conflict in Afghanistan during this
period may have been a reason for many
investors to adopt a cautious attitude and to
continue to prefer short-term less risky
assets.

Evidence from the quarterly financial accounts
for the first quarter of 2001, as discussed in
Box 2, suggests that the euro area non-

M3-M1Y and stock market

developments
(annual growth rate in percentages and monthly average index)

—— M3- M1 (right-hand scale)
—— Dow Jones EURO STOXX broad
index for the euro area (left-hand scale)

500 1 10
450
400
350
300
250
200
150
100

50

v b b v b b v B w

1996 1997 1998 1999 2000 2001

Sources: ECB and Dow Jones.
1) (M3 - M1) includes marketable instruments and short-term
deposits other than overnight deposits.
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financial sectors have reduced their
investments in both (probably mainly equity-
related) mutual fund shares (excluding money
market fund shares) and quoted shares in
favour of more secure assets. Further support
for this hypothesis can be derived indirectly
from a combination of different sources of
information. Euro area balance of payments
data indicate net inflows in combined direct
and portfolio investment in recent months,
mainly as a result of the fact that euro area
residents have been buying fewer foreign
equities. In addition, in September 2001,
euro area residents repatriated net funds
previously invested in equities abroad, as
reflected on the assets side of equity portfolio
investment in the euro area balance of
payments, which switched to significant net
inflows.

An additional reason underlying the increased
liquidity preference of the euro area non-MFl
investors is the yield spread, i.e. the difference
between the ten-year government bond yield
and the three-month market interest rate. In
2000 the yield spread decreased considerably.
Despite rising somewhat in recent months,
it has been still comparatively low by
historical standards for most of 2001. As a

consequence, the relative attractiveness,
as compared with longer-term assets, of
shorter-term assets that are remunerated
close to money market interest rates
remained high during most of 200I.
Moreover, the drop in long-term bond yields
in October 2001 to low levels by historical
standards on account of worsening
expectations regarding global economic
growth prospects might explain why investors
appear to have preferred to hold monetary
assets in spite of a steepening yield curve.

The effect of the pronounced preference of
investors for short-term liquid assets included
in M3 is also visible in recent developments
of the nominal and real money gap (see
Chart 3). In the third quarter of 2001, both
the nominal and the real money gap increased
as a result of the strong rise in M3 growth.
The nominal money gap rose to the highest
level seen in the past few years, while the
real money gap became positive. To the
extent that the recent rise in M3 growth was
due to exceptional and temporary factors,
the increase in the real money gap should
not be seen as indicative of risks to price
stability in the medium term.

Componentsof M3
(annual percentage changes; quarterly averages)

2000 2000 2001 2001 2001 ‘ 2001
Q3 Q4 Q1 Q2 Q3 Oct.
Seasonally and calendar effect adjusted
M1 6.8 5.7 26 24 39 53
of which: currency in circulation 3.6 19 -1.2 -3.2 -75 -14.6
of which: overnight deposits 75 6.4 34 35 6.3 9.4
M2 - M1 (= other short-term deposits) 16 22 34 4.4 5.0 5.4
M2 4.0 38 3.0 35 45 54
M3 - M2 (= marketable instruments) 7.7 6.5 9.2 9.8 15.7 20.8
M3 45 42 38 43 6.0 74
Unadjusted for seasonal and calendar effects
Currency in circulation 37 18 -1.3 -33 -74 -14.4
Overnight deposits 7.6 6.4 33 39 6.2 9.2
Deposits with an agreed maturity of up to 2 years 8.8 12.6 15.2 14.0 11.2 7.4
Deposits redeemable at notice of up to 3 months -3.3 -4.9 -4.7 -2.6 0.5 4.0
Repurchase agreements 41 10.3 20.7 15.6 20.7 24.8
Money market fund shares/units 2.8 18 54 11.2 20.5 29.7
Money market paper and debt securitiesissued with a maturity of up to 2 years 24.8 11.9 5.2 -0.7 -1.2 -31
Source: ECB.

1) Seriesadjusted for non-euro arearesident holdings of all negotiable instruments.
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Accelerating impact of the cash
changeover on currency in circulation

The annual growth rate of M| has recovered
significantly during recent months, reaching
5.3% in October, up from 3.9% on average in
the third quarter of 2001 (see Table I). This
is solely attributable to the marked increase
in overnight deposits, as currency in
circulation has decreased, in line with the
trend observed throughout the year, in
connection with the cash changeover at the
beginning of 2002. The month-on-month
decline in currency in circulation has
accelerated since July 2001, bringing the
seasonally adjusted and six-month annualised
rate of change to -22.0% in October (see
Chart 6).

The annual rate of growth of overnight
deposits rose to 9.4% in October. The
dynamic increase in overnight deposits is
particularly evident in the seasonally adjusted
and six-month annualised growth rate, which
rose from 1.7% in January 2001 to 14.6% in
October. There are indications that holdings
of currency may to a large extent have been

Currency in circulation and short-term
deposits

(seasonally adjusted and annualised six-month percentage
changes)
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1) Theimplied volatility series reflects the expected standard
deviation of percentage stock price changes over a period
of up to three months, asimplied in the prices of options on
the Dow Jones EURO STOXX 50.

shifted into overnight deposits. In addition,
the steep increase is likely to be related to
the most recent period of high stock market
volatility, as overnight deposits seem to have
been used by investors as an instrument for
“parking” money for a limited period of time.
As can be seen from Chart 7, in the past
overnight deposits seem to have increased
strongly in periods of pronounced stock
market volatility. Finally, the recent rise in
overnight deposits could in part be a
normalisation after the earlier weak growth
of this instrument.

The annual growth rate of short-term
deposits other than overnight deposits has
remained relatively stable during recent
months (5.4% in October and 5.0% on average
in the third quarter of 2001). However, this
development hides pronounced changes
between deposits redeemable at a period of
notice of up to three months (hereinafter
“short-term savings deposits”) and deposits
with an agreed maturity of up to two years
(hereinafter “short-term time deposits”). The
annual rate of growth of these short-term
savings deposits increased to 4.0% in
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October, from 0.5% on average in the third
quarter of 2001. By contrast, the annual rate
of growth of short-term time deposits
declined to 7.4% in October, from 11.2% in
the third quarter. This is in line with recent
developments in the retail interest rate
spreads between long-term savings deposits
(i.e. deposits redeemable at a period of notice
of over three months) and short-term savings
deposits as well as between long-term time
deposits (i.e. deposits with a maturity of over
two years) and short-term time deposits.
Since its peak in September 2000, the spread
between the retail interest rates on
long-term and short-term savings deposits
has fallen by I.I percentage points to
0.7 percentage point in October 2001. This
resulted from a pronounced decline in the
retail interest rate on long-term savings
deposits, while the retail interest rate on
short-term savings deposits remained broadly
unchanged during this period (see Charts 14
and 15). Accordingly, short-term savings
deposits became more attractive in relative

MFIs longer-term financial liabilities
and theyield spread

(annual percentage changes and per centage points)

— longer-term financid liabilities of MFls
(left-hand scale) 1)
— yield spread (right-hand scale) 2

. . . . . 0.0
1996 1997 1998 1999 2000 2001

Source: ECB.

1) Capital and reserves are excluded. Annual rates of growth
before September 1998 are estimated on the basis of longer-
term financial liabilities excluding capital and reserves for
MFIsresident in Germany, Spain, France, the Netherlands,
Portugal and Finland.

2) Defined as the spread between the ten-year euro area
government bond yield and the three-month EURIBOR.
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terms. By contrast, the spread between
the retail interest rate on long-term and
short-term time deposits increased somewhat
in September and October, having been
relatively stable since the end of 2000.

The annual growth rate of marketable
instruments has increased markedly over
recent quarters, to 20.8% in October. The
strong increase of negotiable instruments
included in M3 during recent quarters has
mainly resulted from portfolio reallocations
on account of both the persistent weakness
of global stock markets and the relatively flat
yield curve in the euro area during most of
2001, as mentioned above.

Evidence of portfolio reallocations is also
provided by the subdued development of
longer-term financial liabilities (excluding
capital and reserves) of MFls. The annual
growth rate of longer-term financial liabilities
(excluding capital and reserves) was 2.2% in
October, which is exceptionally low by
historical standards. As can be seen from
Chart 8, the annual growth rate of longer-
term financial liabilities of MFls has developed
broadly in line with the yield curve in recent
years. Both the fact that the yield curve was
relatively flat by historical standards in most
of 2001, as well as the uncertainty regarding
financial market developments in the more
recent past, probably contributed to the
annual growth rate of longer-term financial
liabilities remaining weak until October 2001.

Further decline in the growth of credit to
the private sector

On average, the annual growth rate of total
credit granted by MFIs to residents of the
euro area remained broadly stable between
the first and the third quarter of 200| (see
Table 2). Only in more recent months has it
decreased slightly, to 5.1% in September and
October. However, the overall development
masks differing developments in the general
government and in the private sector (see
Chart 9).



Financing and financial investment of the non-financial sectorsin theeuro area
during thefirst quarter of 2001

The release of quarterly financial accounts data for the non-financial sectors of the euro areafor the period up
to thefirst quarter of 2001* permits an analysis of the financing and financial investment decisions of the non-
financial sectors. An overview of these developmentsis contained in Tables A and B.

Table A: Financing of non-financial sectorsin the euro area®

Financing
Financing of general government Financing of non-financial corporations Financing of households”
Loans Securities Loans Securities |Quoted Loans taken
Taken other than | Held by Taken other than | shares from euro
from euro [ shares euro from euro |shares area MFIs”
areaMFIs area MFIs area MFIs
Annual growth rates
(end of period) ?
1998 Q4 6.0 33 -1.1 -0.4 4.5 32 7.0 8.8 8.5 8.6 5.0 8.9 9.1
1999 Q1 5.9 3.5 -0.1 0.9 4.4 32 5.6 6.8 7.4 9.4 4.0 10.5 10.9
Q2 5.9 3.0 0.0 0.7 3.8 -0.8 6.1 83 8.1 11.3 3.6 10.5 10.9
Q3 6.0 2.1 -1.9 -0.3 3.1 1.8 7.0 7.9 7.5 14.3 5.3 11.0 11.2
Q4 6.0 2.4 -1.2 0.4 3.1 2.4 6.8 8.2 7.0 14.7 4.7 10.4 10.7
2000 Q1 5.9 22 -1.3 0.0 3.1 -0.9 7.0 11.4 9.4 10.0 2.8 9.6 9.7
Q2 5.7 27 -1.6 -0.3 2.9 -4.6 6.9 11.5 9.3 12.8 24 8.6 8.7
Q3 6.3 2.0 -1.8 -1.2 2.7 -1.9 8.6 14.2 11.1 14.1 3.5 7.8 8.0
Q4 6.1 1.9 -1.4 -0.9 2.7 -10.6 8.2 14.4 10.8 19.4 3.0 7.3 7.4
2001 Q1 6.0 1.4 -1.1 -0.4 1.8 -11.9 8.7 13.0 10.0 253 4.6 6.4 6.6
Ratio to total financing
as at Q1 2001 (amounts
outstanding) 100% 31% 6% 5% 24% 8% 48% 21% 18% 3% 22% 21% 19%

Source: ECB.

1) Non-financial sectorscomprise general government, non-financial corporations and households including non-profit institutions
serving households. Financing consists of loans, securities other than shares, quoted shares, pension fund reserves of non-
financial corporations and deposit liabilities of central government.

2) Annual growth rates are based on non-seasonally adjusted transactions and therefore do not include valuation effects and
reclassifications.

3) Including non-profit institutions serving househol ds.

This box reviews the development in total indebtedness of the non-financial sectors up to the first quarter of
2001. In addition, it focuses on the evidence of arise in the growth of investment in securities other than shares
by non-financial sectors and possible shifts from non-monetary mutual fund sharesto liquid financial assetsin
thefirst quarter of 2001.

Developmentsin total debt of the euro area non-financial sectors

In the first quarter of 2001, the annual growth rate of total financing of the euro area non-financial sectors
remained broadly stable, at 6.0%, after 6.1% in the previous quarter (see Table A). At the same time, the total
indebtedness of the non-financial sector (deducting from total financing the issuance of quoted shares)
continued its declining trend, with an annual growth rate of 6.6% in the first quarter of 2001, down from 7.2%
in the fourth quarter of 2000. In particular, the annual rate of growth of total debt of householdsfell further, to
6.4%, down from 7.3% in the fourth quarter of 2000 (see chart overleaf). The annual growth of total debt of
non-financial corporations, while remaining high, declined slightly from 14.2% in the fourth quarter of 2000
to 13.7% in thefirst quarter of 2001.

The build-up of debt by non-financial corporations over recent years has been associated with the intense
merger and acquisition activity observed over the past few years and the financing of UMTS licencesin 2000.
In addition, non-financial corporations may have been inclined to increase their indebtedness against the
background of favourable financing conditions and very optimistic expectations about future profits in some
sectors of the economy. The financing of the exceptional transactions referred to above has probably been the
main cause of the very strong annual rate of growth of short-term debt of non-financial corporations (the stock

1 For moredetails, see Table 6.1 inthe Euro area statistics” section of thisissue of the Monthly Bulletin.
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Note: Debt includes loans granted by euro area MFIs and other
financial intermediaries, securities other than shares, pension
fund reserves of non-financial corporations and deposit liabilities
of central government.

of which accounted for 33% of total debt of non-
financial corporations in the first quarter of 2001) in
the second half of 2000 and in the first quarter of
2001. Finally, growth of total debt of general
government remained relatively subdued. The annual
rate of growth fell to 1.4% in the first quarter of
2001, from 1.9% in the fourth quarter of 2000.
Provisional data for the period up to the third quarter
of 2001 suggest that the annua rate of growth of
total debt of the non-financial sector continued to
declinein the course of 2001, driven by amoderation
in the growth of debt of non-financial corporations
and of households.

Financial investment of the non-financial sectors

The annual growth rate of financial investment by
the euro area non-financial sectorsincreased to 8.1%
in the first quarter of 2001, up from 7.1% in the
fourth quarter of 2000 (see Table B). In relation to
GDP, total financia investment increased to 17.9%
inthefirst quarter of 2001, from 10.4% ayear earlier.

In the first quarter of 2001, euro area non-financial
sectors considerably increased their investment in

securities other than shares. The annual growth rate of the investment in securities other than shares by the
non-financial sectors broadly doubled, to 14.2% in thefirst quarter of 2001, from 7.0% in the fourth quarter of
2000. Investment by the non-financial sectors both in short-term securities and in long-term securities other
than shares increased considerably. The rise in the acquisition of debt securities by the non-financial sectors

TableB: Financial investment of non-financial sectorsin the euro area?

Financial investment Memo item:
Currency, Long-term M3
deposits and | Currency Short-term | Money marketable  |Long-term | Quoted Mutual fund| Insurance
short-term |44 deposits?)| securities [ market fund instruments | securities shares shares other | technical
marketable other than |shares and insurance | other than than money | reserves
instruments shares technical shares market fund
reserves shares
Annual growth rates
(end of period) »
1998 Q4 5.6 1.9 32 -22.7 -4.2 8.6 -4.9 6.3 31.2 8.7 4.9
1999 Q1 59 1.6 32 -26.0 -8.0 9.0 -0.8 5.6 27.7 8.6 55
Q2 6.2 1.9 2.8 -21.7 1.0 9.2 0.6 6.9 23.6 8.7 5.3
Q3 6.7 2.5 3.5 =225 -0.7 9.7 0.5 10.5 19.8 9.0 5.5
Q4 6.3 2.6 2.8 -5.4 3.1 8.8 33 7.8 14.1 9.7 5.5
2000 Q1 52 35 33 6.1 5.4 6.2 -1.1 5.1 8.2 9.9 55
Q2 52 3.1 34 14.7 -9.5 6.5 42 5.3 4.8 9.7 5.5
Q3 6.1 35 32 38.8 -8.0 7.6 7.6 8.8 2.9 9.3 4.5
Q4 7.1 3.1 2.9 18.8 -4.1 9.4 5.7 12.7 8.3 8.5 4.2
2001 QI 8.1 4.4 3.1 48.0 4.1 10.1 10.7 13.7 8.1 7.6 3.8
Ratio to total financial
investment as at Q1 2001
(amounts outstanding) 100% 37% 34% 1% 2% 62% 11% 19% 11% 22% 34%

Source: ECB.

1) Non-financial sectors comprise general government, non-financial corporations and householdsincluding non-profit institutions

serving households.

2) Growth rates of financial investment are based on non-seasonally adjusted transactions and therefore do not include valuation
effects and reclassifications. The growth rate of M3 is a quarterly average annual growth rate adjusted for seasonal and

calendar effects.
3) Excluding central government deposits with MFIs.
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may have been fuelled by areallocation of portfolios from shares (mainly equity-linked mutual fund shares) to
securities other than shares or liquid assets, owing to the continuing weakness in global stock markets at that
time. In addition, over the past few quarters, large non-financial corporations may have used short-term
securities as a way of temporarily holding liquidity with a view to financing large transactions (mergers and
acquisitions or the acquisition of UM TS licences).

The annual growth rate of investment by non-financial sectorsin mutual fund shares excluding money market
fund shares dropped slightly, to 8.1% in the first quarter of 2001, from 8.3% in the previous quarter. It islikely
that in particular investment in equity-linked mutual fund shares declined strongly owing to the weakness of
global stock markets. Compared with the high annual growth rates up to the end of 1999, in afavourable stock
market environment, investment in mutual fund shares excluding money market fund shares was much lower
following the weakening of stock markets from the end of the first quarter of 2000 onwards.

The decline in growth of investment in mutual fund shares excluding money market fund shares was,
however, accompanied by a continuously strong increase in the annual rate of growth of investment in quoted
shares, to 13.7% in the first quarter of 2001, from 12.7% in the previous quarter. This high annual growth rate
over the past few quarters mainly reflects the effect of the considerable increase in the holdings of quoted
shares by non-financial corporations owing to strong merger and acquisition activity. In addition, the slight
risein the annual growth rate of quoted sharesin the first quarter of 2001 partly reflects base effects resulting
from a reduction of the holdings of quoted shares in the first quarter of 2000. At the same time, households
seem to have moderated their investment in quoted shares and non-monetary mutual fund sharesin favour of
more secure and liquid financial assets during the first quarter of 2001.

In line with an increased preference of the euro area non-financial sectors for secure and liquid assets, the
annual growth rate of investment in money market fund shares by non-financial sectors rose to 4.1% in the
first quarter of 2001, from -4.1% in the fourth quarter of 2000.

XTI T vl race of change in credic o the

M ovementsin M 3 and its counter parts general government has increased over
(annual flows, EUR billions; not adjusted for seasonal and ~ recent quarters, to -0.9% in October. This

calendar effects) has mainly been related to a moderation in

m Q12001 the annual rate of decline in MFI holdings of
O Q22001 general government debt securities since the
first quarter of 2001.
0O Q32001
 Oct. 2001 By contrast, the annual rate of growth of
700 700 credit granted by MFIs to the private sector
gg 288 has declined in the course of 2001, to 6.8% in
400 a0 October. The main reason for this decline
300 300 has been the significant fall in the annual
200 200 growth rate of loans to the private sector, to
1000 300 6.4% in October, from 9.1% in the first
-100 .00 Quarter of 2001. By con.trast, the an.nl.JaI
-200 200 growth rate of MFI holdings of securities
M3 Longertem Crediio - Creditfo  Net = Oher other than shares issued by the private non-
inancial  theprivate  general external  counterparts
finand ourtar i i )
("eitc’:'_u'ﬂfg stor - govemnmentassss - (ekine, MF| sector has remained at a high level in
e resenves) recent months (24.1% in October 2001).
Source: ECB.

Note: Series adjusted for non-euro area residents holdings of

TI€s & A breakdown of the development of loans
all negotiable instruments.

granted by euro area MFIs to non-financial
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Counterpartsof M3

(annual percentage changes; quarterly averages; unadjusted for seasonal and calendar effects)

2000 2000 2001 2001 2001 2001
Q3 Q4 Q1 Q2 Q3 Oct.
Longer-term financial liabilities (excluding capital and reser ves) 5.0 3.7 38 31 22 2.2
Deposits with an agreed maturity of over 2 years 2.7 0.9 -0.1 -0.1 -0.4 -0.4
Deposits redeemable at notice of over 3 months 5.8 109 122 8.2 12 -4.8
Debt securities issued with a maturity of over 2 years 6.9 53 6.2 52 4.2 4.6
Credit to euro arearesidents 6.7 6.1 5.6 54 55 51
Credit to general government -34 -7.0 -7.4 -5.3 -1.9 -0.9
Securities other than shares -5.7 -10.5 -12.3 -8.2 -24 -0.8
Loans -0.1 -1.9 -0.1 -1.3 -14 -1.2
Credit to other euro arearesidents 10.2 10.5 9.8 8.8 7.8 6.8
Securities other than shares 12.7 17.9 18.7 234 24.2 241
Shares and other equities 17.6 17.5 13.6 79 4.1 2.2
Loans 9.5 9.6 9.1 8.3 7.4 6.4
Memo item: Sectoral breakdown for loans (end of quarter) ¥
To non-financial corporations 111 10.8 10.0 9.1 75
To households 8.0 74 6.6 6.3 59
Consumer credit 2 8.0 8.0 4.6 50 36
Lending for house purchase 2 9.0 8.6 8.3 1.7 75
Other lending 50 3.6 30 29 30
Source: ECB.

1) Growth rates are calculated on the basis of flow data. Sectors correspond to ESA 95 definitions. For further details, see footnote
to Table 2.5 in the “ Euro area statistics’ section of the ECB Monthly Bulletin and the relevant technical notes. Differences
between some sub-totals and their components are due to rounding.

2) Thedefinitions of consumer credit and lending for house purchase are not fully consistent across the euro area.

Loansto householdsin theeuro area
(annual transactions, in relation to GDP in percentages)

I consumer credit

[ lending for house purchase
1 otherlending

— total MFI loans to households

50 150
45 _ Jas
40 7T ] \‘\\ 40
35 ‘,/ i \x\ 135

0
QB Q4QIQR2Q3Q4AQLQAR2 Q3Q4Q1Q2 Q3
1998 1999 2000 2001

Source: ECB.

Note: For the third quarter of 2001, nominal GDP has been
calculated assuming that the annual rate of change in the GDP
deflator isequal to that in the second quarter of 2001.
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corporations and to households in the euro
area is available for the period up to the
third quarter of 2001 (see Table 2).

In the third quarter of 2001, the annual
growth rate of MFI| loans to households
continued to decline, to 5.9%, from 6.3% in
the previous quarter. This was attributable,
in particular, to the pronounced fall in the
annual rate of growth of consumer credit. In
relation to GDP, the annual financing of
households via consumer credit granted by
MFIs has decreased during recent quarters
(see Chart 10). This decline is likely to be
related to the weakening of economic activity
and consumer confidence in the course of
the year. The annual growth rate of lending
for house purchase was 7.5% in the third
quarter of 2001, having been 7.7% in the
previous quarter. The relatively pronounced
fall in retail interest rates for house purchase
from 6.5% on average in the fourth quarter
of 2000 to 5.9% at the end of the third
quarter of 2001, a level which is low by
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historical standards, may have supported the
continuous relatively strong annual growth
rate of lending for house purchase.

The demand for loans by non-financial
corporations has declined considerably in the
course of 2001, having reached exceptionally
high levels in the second half of 2000. The
annual growth rate of loans to non-financial
corporations declined to 7.5% in the third
quarter of 2001, from 9.1% in the previous
quarter (see Table 2). This resulted in part
from base effects related to the financing of
the UMTS licences one year ago. In relation
to GDP, the financing of non-financial
corporations (annual transactions) via loans
granted by euro area MFlIs fell to 3.0%, from
3.5% in the second quarter of 2001 and 4.0%
at the end of last year (see Chart |I). This
fall was related to the weakening of economic
growth and the decline in merger and
acquisition activities. Moreover, part of the
financing via MFl loans may have been
substituted by the issuance of corporate debt
securities during 2001, as the net issuance of
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calculated assuming that the annual rate of change in the GDP
deflator isequal to that in the second quarter of 2001.

debt securities by euro area non-financial
corporations has remained relatively high
during most of 2001.

Finally, the net external asset position of the
MFI sector in the euro area continued
to improve in October, by €16.8 billion,
compared with €41.9 billion in September. In
the |12-month period up to October 2001,
net external assets of euro area MFls declined
by €8.4 billion, following a decrease of €39.9
billion in the 12 months up to September.
This is in line with a combined net direct
investment and portfolio investment inflow
from June to September 200! (data for
October are not yet available), as reported
in the balance of payments. The improvement
mainly resulted from net equity inflows into
the euro area, in particular in September,
when, in addition to the acquisition of equity
by non-residents, euro area residents
repatriated equity investments from outside
the euro area.

Dynamic growth of M3 should not imply
risks to price stability

Overall, the strong increase of the annual
growth rate of M3 over recent months seems
mainly to be related to transitory factors and
should not therefore imply upward risks to
price stability in the medium term. This
assessment is further supported by the
continuing decrease in the annual growth rate
of credit extended to the private sector in
the euro area. In particular, the lack of
parallelism between money and credit
developments supports the assessment that
recent M3 developments are likely to have
resulted mainly from the developments in
global stock markets, the pronounced
uncertainty prevailing in financial markets
after the terrorist attacks on || September,
and the relatively flat yield curve during most
of 2001. However, monetary developments
will have to be analysed closely in the coming
months, in particular in order to check the
assessment of the transitory nature of the
pronounced dynamics of M3 growth.
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Debt securities issuance declined in the
third quarter of 2001

The average annual growth of the amount
outstanding of debt securities issued by euro
area residents declined from 7.7% in the
second quarter of 2001 to 6.7% in the third
quarter. This was due to weaker annual
growth of the amounts outstanding both of
long-term debt securities, which declined
from 7.4% in the second quarter of 2001 to
6.5% in the third quarter, and of short-term
debt securities, which declined from 11.0%
to 8.7% in the same period (see Chart 12).

The breakdown by currency shows that the
annual growth of the amount outstanding of
euro-denominated debt securities issued by
euro area residents was stable at 6.2% in the
third quarter of 2001. At the end of the third
quarter, 91.4% of the amount outstanding of
debt securities issued by euro area residents
was denominated in euro, which compares
with a share of 91.0% at the end of the second
quarter.

Amountsoutstanding of debt securities

issued by euro arearesidents
(annual percentage changes)

— totd

— — short-term issues

- — long-term issues
20 20
18
16
14
12

10

|

1 1 1 1 1

Q@ @ @ a @ @
2000 2001

o]

Source: ECB.
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2001 use data for the euro area plus Greece.
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The issuance of euro-denominated debt
securities by non-residents of the euro area
represented 11.3% of the total amount
outstanding of euro-denominated debt
securities at the end of the third quarter of
2001. This was broadly stable compared with
the end of the second quarter, when the
share was | 1.5%.

As regards the breakdown by issuing sector,
the average annual growth of the amount
outstanding of euro-denominated debt
securities issued by MFIs fell from 6.9% in the
second quarter of 2001 to 5.6% in the third
quarter (see Chart 13). The average annual
growth of the amount outstanding of euro-
denominated debt securities issued by non-
financial corporations was stable at around
21.5% between the second and third quarters.
At the same time, the average annual growth
in the amounts outstanding of euro-
denominated debt securities issued by non-
monetary financial corporations increased to
33.1% in the third quarter, from 32.4% in
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the second quarter. The weaker issuance
activity of MFIs may be partly explained by
lower demand from the corporate sector
for credits and loans, against a background
of slower economic activity. Moreover,
relatively strong growth of M3 in recent
months may have reduced the need of MFls
for alternative sources of finance. Added to
this were the difficult issuing conditions in
securities markets following the terrorist
attacks in the United States, which may have
acted as a constraint on securities issuance in
late September.

The issuance of euro-denominated debt
securities by the public sector increased in
the third quarter of 2001, continuing the
tendency observed in the second quarter.
The average annual growth of the amount
outstanding of euro-denominated debt
securities issued by the public sector was
2.7% in the third quarter, compared with 2.4%
in the second quarter. This development
reflects the slight deterioration in
government fiscal balances in 2001 (see the
“Fiscal developments” section).

Retail bank interest rates continued to
decline in the autumn

Short-term retail bank interest rates
continued to fall during the third quarter and
in October 2001l in line with developments
observed since late 2000 (see Chart 14). The
average interest rate on deposits with an
agreed maturity of up to one year declined
by about 60 basis points from June to
October 2001. During the same period, the
average interest rate on loans to enterprises
with a maturity of up to one year dropped by
about 40 basis points. These declines in short-
term retail bank interest rates compared with
a fall in the average three-month money
market interest rate of 85 basis points
between June and October 2001. The
differences in the developments in retail bank
and market rates observed over recent

months are in line with the usual sluggishness
with which retail bank rates follow market
rates, but may also have reflected increased
credit risk in the economy.

Long-term retail bank interest rates have also
continued to decline in recent months. From
June to October 2001 the average interest
rate on deposits with a maturity of over two
years, the average rate on loans to
enterprises with a maturity of over one year
and the rate on loans to households for house
purchase declined by about 40 basis points.
Over the same period, the average five-year
government bond yield declined by around
90 basis points. One explanation for the
somewhat lower than usual pass-through
from market rates to bank retail rates could
be that banks were uncertain about the
persistence of the fall in market rates
following the terrorist attacks in September.
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Money market rates declined over
the autumn

Money market interest rates, especially at
shorter maturities, declined over the autumn
of 2001, continuing the downward trend seen
since autumn 2000 (see Chart 16). This
downward movement in 200| reflected
strengthening expectations among market
participants of declining medium-term
inflationary pressures in the euro area which
were expected to be associated with
reductions in the key ECB interest rates. In
the course of November and early December
money market rates decreased further,
notably at the short end. As a consequence,
the downward slope of the money market
yield curve flattened in November. In
addition, rates implied in EURIBOR contracts
maturing in 2002 rose somewhat.

The overnight interest rate, as measured by
the EONIA, remained broadly in line with
the minimum bid rate in the Eurosystem’s
main refinancing operations over the autumn
of 2001, with few exceptions, which were
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related, in part, to episodes of insufficient
bidding by the Eurosystem’s counterparties
in the main refinancing operations. The two-
week interest rates declined somewhat at
the beginning of November, to levels below
the then prevailing minimum bid rate of
3.75%, as market participants increasingly
expected a reduction in the key ECB interest
rates on 8 November. After the ECB lowered
the minimum bid rate to 3.25%, the two-
week rates stabilised slightly above this rate.

In all except one of the main refinancing
operations settled in November and early
December 2001, the marginal and average rates
of allotment exceeded the minimum bid rate by
no more than 4 basis points, thus following a
pattern which has broadly prevailed over the
course of 2001. In the main refinancing
operations settled on 14 November the
marginal and average rates were 3.37% and
3.40% respectively, which was 12 and |5 basis
points above the minimum bid rate. This
relatively large deviation of the marginal and
average rates from the minimum bid rate
followed insufficient bidding by the Eurosystem’s
counterparties in the previous tender (see
Box 3).

Short-term interest ratesin theeuroarea
(percentages per annum; daily data)
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Monetary policy operationsand liquidity conditionsin the reser ve maintenance
period ending on 23 November 2001

During the reserve maintenance period under review, the Eurosystem settled five main refinancing operations
(MROs) and one longer-term refinancing operation (LTRO), the outcomes of which are summarised in the
table below.

Regular monetary policy operations
(EURMbillions; interest ratesin percentages per annum)

Operation Date of Date of Bids Allotment  Bid-cover  Numberof  Minimum  Marginal Weighted
settlement maturity (amount)  (amount) ratio participants ~ bid rate rate averagerate

MRO  24/10/2001 07/11/2001 739 61.0 121 333 3.75 3.75 3.76
MRO  31/10/2001  14/11/2001 99.6 66.0 151 254 SNS! SN/5! 3.76
MRO  07/11/2001 21/11/2001 384 384 1.00 201 3.75 3.75 BY/5)
MRO  14/11/2001 28/11/2001 174.7 116.0 151 401 25 3.37 3.40
MRO  21/11/2001 05/12/2001 63.2 17.0 3.72 286 3.25 3.26 3.27
LTRO 25/10/2001 31/01/2002 42.3 20.0 212 200 - 3.50 3.52

Source: ECB.

In the operation settled on 7 November, bids submitted by counterparties totalled €38.4 billion, which was
significantly below the amount that would have resulted in a smooth fulfilment of the reserve requirement.
Despite this underbidding, allotment amounts and other liquidity factors led to a situation in the remainder of
the reserve maintenance period in which banks did not have to have recourse to the marginal lending facility in
order to fulfil their reserve requirements. However, the maintenance period ended with two outstanding
tenders of very different sizes (€116 and €17 billion), which required the conduct of an operation in the
subsequent maintenance period to equalise the volume of the two tenders.

The EONIA was mostly stable at alevel slightly above the minimum bid rate of 3.75% in the first two weeks
of the maintenance period. However, it increased temporarily to 3.84% on 31 October owing to the end-of-
month effect. Following the underbidding in the MRO settled on 7 November, the EONIA increased to levels

Contributionsto the banking system’sliquidity
(EURbillions)

Daily average during the reserve maintenance period from 24 October to 23 November 2001

Liquidity providing Liquidity absorbing  Net contribution

(a) Monetary policy operations of the Eurosystem 1925 0.3 +192.2
Main refinancing operations 132.3 - F 828
Longer-term refinancing operations 60.0 - +60.0
Standing facilities 0.2 0.3 -0.1
Other operations - - -
(b) Other factorsaffecting the banking system’sliquidity 385.0 450.5 - 65.5
Banknotesin circulation - 311.3 -311.3
Government deposits with the Eurosystem - 46.1 -46.1
Net foreign assets (including gold) 385.0 - +385.0
Other factors (net) - 93.1 -931
(c) Credit institutions’ holdings on current accounts

with the Eurosystem (a) + (b) 126.7
(d) Required reserves 126.1
Source: ECB.

Totals may not add up due to rounding.
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close to 3.85%, reflecting the expectation of market participants of possible tight liquidity conditions at the
end of the maintenance period. On 8 November, the day the Governing Council decided to lower the key ECB
interest rates by 50 basis points, the EONIA decreased temporarily to 3.73%. Following the MRO conducted
on 13 November, the EONIA decreased to a level close to the new minimum bid rate of 3.25%, reflecting
market perceptions that the likelihood of recourse to the marginal lending facility at the end of the maintenance
period had declined significantly. The EONIA remained broadly at this level for the remainder of the
maintenance period. The maintenance period ended with a very small net recourse to the deposit facility of
around €0.4 billion. The difference between average current accounts (€126.7 billion) and minimum reserve
requirements (€126.1 billion) amounted to €0.60 billion.

The net liquidity-absorbing impact of the autonomous factors, i.e. the factors not related to monetary palicy,
on the banking system'’s liquidity (item (b)) was €65.5 hillion, on average. The daily sum of autonomous
factors fluctuated between €55.9 billion and €77.8 billion. The estimates of average liquidity needs stemming
from autonomous factors, published for the maintenance period under review, ranged between
€63.1 billion and €76.8 billion. The actual figures turned out to be lower than the estimatesin four out of five
cases, with adifference between the two of up to€3.2 billion.

The one-month and three-month EURIBOR
declined by 22 and |7 basis points
respectively between the end of October and
5 December, to stand at 3.42% and 3.35% on
5 December. On 29 November the one-
month rate increased by around 10 basis
points as a result of the usual “end-of-year”
effect. In 2000 this effect accounted for an
increase of around |5 basis points.

The marginal and average interest rates in
the longer-term refinancing operations of
the Eurosystem settled in October and
November 2001 were, as usual, broadly in
line with the then prevailing three-month
money market interest rates. In the operation
settled on 29 November 2001, the marginal
and average rates were 3.32% and 3.34%
respectively, both 18 basis points lower than
the corresponding rates in the longer-term
refinancing operation settled on 25 October.

At the longer end of the money market yield
curve, the six-month and the twelve-month
EURIBOR decreased at the beginning of
November. However, in the period which
followed the decision to lower the key ECB
interest rates on 8 November 2001, the six-
month and twelve-month rates tended to
increase somewhat, to stand at 3.23% and
3.19% respectively on 5 December. This was
12 and | basis points respectively lower than
on 3| October.
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The expected path of the three-month
EURIBOR, as implied in the futures prices on
contracts with delivery dates in 2002,
continued to decrease until mid-November.
However, in mid-November the implied
futures rates started to increase amid
pronounced volatility. The increases were
most pronounced at longer maturities.
Overall, in the period between end-October

Three-month interest ratesand futures

intheeuroarea
(percentages per annum; daily data)
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— — futuresrates on 5 December 2001
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and 5 December, the rate implied in futures
prices on contracts with delivery dates in
March and June 2002 increased by 13 and 28
basis points respectively, to stand at 3.15%
and 3.22% on 5 December (see Chart 17).

The volatility of the three-month EURIBOR
implied in options on futures contracts
maturing in December 2001 and March and
June 2002 may be interpreted as an indicator
of the degree of uncertainty that market
participants attach to the expected future
path of the three-month EURIBOR over the
period up to the delivery date. The implied
volatility of these rates has increased
significantly since last summer, mainly in the
wake of the terrorist attacks in the United
States on |l September, reflecting the
increased uncertainty surrounding the
outlook for global economic growth following
these events (see Chart 18). Following the
announcement of the decision to reduce the
key ECB interest rates on 8 November, the
implied volatility of the futures contract
maturing in December 2001 declined
significantly. However, the implied volatility
on the March and June 2002 contracts
remained at high levels in the course of
November and early December.

Implied volatilitiesfrom optionson
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Long-term government bond yields
reversed their declining trend in
November

After a period of more or less continuous
decline between July and October 2001, ten-
year government bond yields in the euro area
rose sharply in November. On 5 December
the average euro area ten-year government
bond yield stood at close to 4.9%, which was
around 30 basis points higher than at the end
of October and close to the levels prevailing
at the end of 2000 (see Chart [9). In the
United States, long-term government bond
yields have shown broadly similar movements
to those in the euro area over recent months.
However, the upturn observed in the United
States in the course of November was more
pronounced. As a result, the differential
between ten-year government bond yields in
the United States and in the euro area, which
had been negative since late July, turned
positive, increasing from around -15 basis
points at the end of October to +10 basis
points on 5 December. The recent increase
in long-term interest rates in the euro area
and in the United States seemed to reflect
diminishing uncertainty and perceptions of
lower downside risks concerning global
growth prospects and the outlook for the
two economies. Indeed, a significant part of
the increase in bond yields seemed to have
been due to a reversal of flight-to-safety
portfolio flows from stocks into bonds caused
by the September terrorist attacks. This is
also suggested by the recent strong increases
in stock prices worldwide, indicating that
investors may have reduced the risk premium
required for holding stocks.

In the United States, ten-year government
bond yields stood at about 5% on
5 December, showing an overall increase of
almost 55 basis points compared with end-
October, thus reversing the decline that
started in July. This increase in ten-year bond
yields seemed to result from a confluence
of factors, notably market participants’
expectations of a quicker rebound in
economic activity in the course of 2002 than
previously anticipated, following the release
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onwards, euro area data include Greek data.

of better than expected economic data. In
line with this view, the real yield of US ten-
year index-linked bonds picked up by around
45 basis points between end-October and
5 December. On the latter date, this yield
stood at around 3.5%, which was only
25 basis points below the level at the end
of 2000. The planned fiscal stimulus package
might also entail larger than previously
expected government bond issuance, thus
placing upward pressure on bond yields. As
mentioned earlier, the reversal of the flight-
to-safety flows from stock to bond markets
may have contributed significantly to the
recent increase. Hence, the rise in the break-
even inflation rate derived from the difference
between ten-year nominal yields and ten-year
index-linked yields between end-October and
5 December seemed to reflect more the
differential impact of flight-to-safety flows on
real and nominal yields, owing to differences
in liquidity in the aforementioned markets,
rather than a change in inflation expectations.
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In Japan, ten-year government bond yields,
which have oscillated within a range of 1.3%
to [.4% in recent months, rose by around
5 basis points between end-October and
5 December to stand at around 1.4% on the
latter date. This increase took place despite
a further deterioration in the outlook
for economic activity and strengthened
deflationary tendencies in the Japanese
economy. Apparently, the
pressure emanating from these cyclical factors
was more than offset by market participants’
reactions to the upward pressure on bond
yields generated by the current fiscal and
monetary policy stance, as well as to rating
agencies’ recent downgrading of Japanese
long-term debt.

downward

In the euro area the recent increase in long-
term interest rates also seemed to mainly
reflect the reversal of the flight-to-safety
effects. As investors usually prefer the most
liquid nominal bonds as a safe haven in times
of turbulence, nominal bond yields tend to
rebound more strongly than comparable real
yields when investors unwind their safe-haven
positions. Hence, the increase of close to
20 basis points in the ten-year break-even
inflation rate — the difference between French
nominal and index-linked ten-year bond
yields — between the end of October and
5 December is unlikely to reflect changes
in inflation expectations (see Chart 20). By
contrast, the increase in the real yield on the
French ten-year index-linked government
bond by I5 basis points between the end of
October and 5 December suggested that, in
addition to safe-haven effects, changes in
growth expectations might have also played a
role in euro area bond market developments.
In this respect, more than usual care should,
however, be taken in interpreting recent
developments in these bond yields. This is
because the French Treasury recently issued
a new bond linked to euro area HICP
excluding tobacco. Part of the new issuance
was an exchange for existing bonds, which
may have altered the liquidity of the latter
instrument.
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Break-even inflation rate calculated for
the French CPI
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Note: Thereal bond yields are derived from the market prices of
French government bonds which are indexed to the French CPI
(excluding tobacco prices) and which mature in 2009. The
nominal bond yields are derived fromthe market prices of French
government fixed income bonds which also maturein 2009.

As short-term interest rates declined and
long-term bond yields increased, the spread
between ten-year government bond yields
and the three-month EURIBOR widened by
more than 45 basis points to a level of 155
basis points between end-October and
5 December. Moreover, the spread between
two-year bond yields and the three-month
EURIBOR turned positive (to 30 basis points)
for the first time since the end of November
2000. These developments in the yield curve
suggested that market participants do not
expect short-term interest rates to remain
as low for as long as they had anticipated
previously. As a consequence, the implied
forward overnight interest rate changed shape
at short to medium-term maturities between
end-October and 5 December (see Chart 21).

Developments in spreads between BBB-rated
long-term corporate bonds and comparable
government bonds also suggested that there
was a decline in risk aversion among investors
in November. Notably, these spreads declined

Implied forward euro ar ea over night
interest rates
(percentages per annum; daily data)
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the market expectation of future levels for short-term interest
rates. The method used to compute these implied forward yield
curves was outlined on page 26 of the January 1999 issue of the
Monthly Bulletin. The data used in the estimation are derived
fromswap contracts.

by around 55 basis points between end-
October and 5 December, to levels lower
than those prevailing in the days before the
terrorist attacks on |l September (see
Chart 22). However, this spread remained at
higher levels than observed in recent years,
possibly reflecting the general rise in the level
of corporate indebtedness (see Box 2).

The perceived degree of uncertainty among
market participants with regard to euro area
long-term government bond yields has
increased slightly in recent months. This was
visible in the development of implied volatility
of ten-year German government bonds
derived from the prices of options on Bund
futures contracts (see Chart 23). On
5 December, this indicator of market
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participants’ uncertainty about likely bond
yield developments in the short term stood
at around 5.7%, which compares with an
average level of about 5.4% for 2000 as a
whole.

Stock markets recovered amid declining
volatility in November

Developments in global stock markets in the
autumn of 200l were dominated by the
turbulence caused by the terrorist attacks in
the United States on || September. After
these events, stock prices and implied
volatility moved in opposite directions. Sharp
declines in stock prices and a surge in implied
volatility immediately following the events
were quickly reversed by a rebound in stock
prices, which started in late September and
continued until early December, and a settling
down of implied volatility at levels more
consistent with historical experience. The
worldwide recovery in stock markets
seemed, to a large extent, to stem from the
dissipation of the uncertainty which had
manifested itself after || September. The
latter developments seemed to indicate that
market participants increasingly expected the
longer-lasting effects of the terrorist attacks
to be rather limited.

In the United States, the Standard & Poor’s
500 index increased by 10% between end-
October and 5 December, reducing the
overall decline since the end of 2000 to |1%.
The Nasdaq Composite index, which has a
large share of companies in the technology
sector, increased by 21% between end-
October and 5 December, reducing the
cumulative decline in this index since the end
of 2000 to 17% by 5 December. The rise in
stock prices from late September onwards
seemed mainly to be due to the decline in
uncertainty about future economic prospects,
suggesting that there was a growing
expectation among market participants that
there would be little lasting effect of the
events of || September on the earnings of
the corporate sector. This was indicated by
trends in implied volatility derived from
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Stock priceindicesin theeuroarea, the
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(index: 1 December 2000 = 100; daily data)
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Source: Reuters.

Notes: Dow Jones EURO STOXX broad (stock price) index for
the euro area, Sandard & Poor’s 500 for the United States and
Nikkei 225 for Japan. From 1 January 2001 onwards, euro area
data include Greek data.

options on the Standard & Poor’s 500 index,
which declined by 7 percentage points
between end-October and 5 December to
stand at 21% on the latter date. This was
slightly lower than the average level over the
past two years. The interest rate reductions
by the Federal Reserve after mid-September
and the fiscal packages announced in the
United States may have contributed to this
decrease in uncertainty about prospects for
future economic activity.

In Japan, the Nikkei 225 index increased
by 3% between the end of October and
5 December, bringing the decline since the
end of 2000 to 22%. As macroeconomic data
released over recent months have, in general,
been weak, the increase in stock prices over
recent months appears to have been driven
mainly by spillovers of rising stock prices in
the United States and the euro area as well
as the decline in uncertainty. Implied volatility,
derived from options on the Nikkei 225
index, declined by around 5 percentage points

between end-October and 5 December, to
stand at 30% on the latter date. This level
was, however, still somewhat above the
average level that has prevailed over the past
two years.

In the euro area, the Dow Jones EURO
STOXX index increased by 10% between
end-October and 5 December, implying that
the overall decline since the end of 2000
was 19% by the latter date. Similar to
developments in the United States and Japan,
stock market developments in the euro area
between end-October and 5 December
seemed to be very much related to
uncertainty. Implied
volatility, derived from options on the Dow
Jones EURO STOXX 50 index, declined by
12 percentage points to stand at 24% on the
latter date, which was broadly in line with
the average level of the past two years. The
interpretation that market participants
increasingly expected that the longer-lasting

the decline in

Implied stock market volatility in the

euro area, United Statesand Japan
(percentages per annum; ten-day moving average of daily data)
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Source: Bloomberg.

Note: The implied volatility series reflect the expected standard
deviation of percentage stock price changes over a period of up
to three months, as implied in the prices of options on stock
priceindices. The equity indices to which the implied volatilities
refer are the Dow Jones EURO STOXX 50 for the euro area, the
Sandard & Poor’s 500 for the United Sates, and the Nikkei 225
for Japan.
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Price changesand historical volatility in the Dow Jones EURO STOXX economic

sector indices
(price changes in percentages against end-of-period prices; historical volatility as percentages per annum)

Consumer

Basic Consumer |non- Telecom- EURO
materials |cyclical [cyclical |Energy [Financial |Healthcare[Industrial | Technology |munications |Utility STOXX

Price changes (end-of-period data)

2000 Q3 -1.2 -0.2 0.6 3.0 5.0 17.5 -39 -8.8 -21.7 -1.4 -3.1
2000 Q4 22.5 -10.6 -0.3 -3.8 0.0 1.7 -0.7 -10.7 -20.8 -0.4 -4.7
2001 Q1 -8.8 -1.5 -8.3 -0.4 -9.4 -6.7 <14 -32.7 -9.5 -8.3 -11.2
2001 Q2 22 1.0 6.2 59 1.5 11.7 -3.5 -5.0 -11.5 6.7 0.9
2001 Q3 -19.2 -29.0 -133 -142 227 -12.0 -23.5 -37.9 -26.5 -1.4 -22.4
October 4.9 9.1 -0.4 3.6 2.7 -1.3 7.2 25.8 10.5 -0.6 5.8
November 8.9 11.0 1.9 -5.9 4.8 0.0 6.2 15.1 7.3 -1.5 49
End-September to 5 December 2001 18.6 28.6 4.0 2.7 11.1 0.1 20.6 62.6 27.9 -3.7 16.5
Volatilities (period averages)

2000 Q3 14.4 13.8 142 221 10.3 213 13.2 38.1 342 10.1 13.4
2000 Q4 21.3 24.8 13.6 251 18.6 23.1 18.5 56.6 41.4 16.2 22.5
2001 Q1 58.1 43.0 38.6 554 50.3 432 479 71.5 65.1 51.8 21.9
2001 Q2 17.3 222 12.5 18.8 15.6 18.3 19.3 56.6 29.5 12.2 18.3
2001 Q3 31.3 343 220 333 355 29.1 255 53.6 40.0 24.6 29.7
October 235 37.8 19.8  36.7 329 20.2 26.8 64.6 423 19.0 30.6
November 229 31.9 17.8 419 249 21.5 21.7 49.1 38.8 13.4 24.8
End-September to 5 December 2001 23.3 347 182 381 29.0 213 245 57.3 40.3 16.1 26.3

Sources: STOXX and ECB calculations.
Notes: Historical volatilities are calculated as the annualised standard deviation of daily index level changes over the period. Sector
indicesare shown inthe* Euro area statistics” section of thisissue of the ECB Monthly Bulletin.

economic effects of the terrorist attacks Box 4 for a further discussion of recent
would be limited was supported by sectoral developments in sectoral stock market
stock market developments (see Table 3 and indices).

Recent developmentsin sectoral stock priceindicesin theeuro area and the United
States

The terrorist attacks in the United States on 11 September had a significant immediate negative impact on
world stock markets. This seemed to be related both to the direct negative effect on earnings expectations in
certain sectors, such as the airline and the insurance industries, and to a substantial increase in uncertainty
about future economic growth. Broad indices in the euro area (Dow Jones EURO STOXX) and the United
States (Dow Jones, aggregate index) lost 17% and 12% respectively between 10 and 21 September, when
these markets reached their lowest levels since the attacks. However, stock markets recovered fairly quickly
and, by early November, broad indices in the euro area and the United States had returned to levels similar to
those prevailing on 10 September. This increase in stock prices coincided with a decline in implied volatility
(see Chart A). One interpretation of these developments is that the increased uncertainty in the period
immediately after the terrorist attacks contributed to a significant rise in equity risk premia, hence putting
downward pressure on stock prices. As uncertainty gradually declined from late September onwards, equity
risk premiaalso seemed gradually to return to levels similar to those prevailing before the terrorist attacks.

With regard to sectoral developments, considerable variation was observed after 10 September (see Charts B
and C). Some sectors showed substantially larger declines than the broad indices, such as the consumer
cyclical sector, which includes, for example, airlines and hotels. The consumer cyclical sector declined by
23% in the euro area and by 18% in the United States between 10 and 21 September, when the lowest levels
were reached. In addition to the direct effects on the earnings expectations of companies in this sector, the
decline seemed to reflect expectations of lower consumer expenditure, owing, partly, to adeclinein consumer
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Chart A: Stock priceindex and stock market implied volatility in the euro area
(stock market index: 10 September 2001=100; daily data)

—— stock market index (left-hand scale)

= = implied volatility (right-hand scale)
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Sources: Reuters and Bloomberg.

Note: Dow Jones EURO STOXX broad is the stock price index used for the euro area. The implied volatility series reflects the
expected standard deviation of percentage stock price changes over a period of up to three months, as implied in the prices of
options on stock price indices. The equity indices to which the implied volatility refersis the Dow Jones EURO STOXX 50 for the
euro area.

confidence. Thefinancial sector, including the insurance sector, which was faced with substantial claims from
insured companies, was also significantly affected. Between 10 and 21 September the financial sector
declined by 23% in the euro areaand by 11% in the United States over the same period. The consumer cyclical
sector and the financial sector were also among the sectors where historical volatility, as measured by the
annualised standard deviations of daily changes in the indices, showed the largest increase in September
relative to the levels seen in previous months.

The subsequent stock market recovery wasrelatively broadly based, and most sectorsin both the euro areaand
the United States were, by 5 December, close to or above the levels at 10 September. In the euro area, the
consumer cyclical sector index was 12% higher on 5 December than on 10 September, while the corresponding
index increased by 10% in the United States over this period, suggesting that the eventsin the United States on

Chart B: Recent stock market Chart C: Recent stock market
developmentsin selected sectorsin theeuro developmentsin selected sectorsin the
area United States
— consumer cyclical — consumer cyclical
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=== technology === technology
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130 130y 1130
115 115 115
100} 100[ 100
85 85 185
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2001 2001

Source: STOXX and Dow Jones indexes.
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11 September did not have a significant lasting impact on expectations about the profitability of companiesin
this sector. Similarly, stock pricesin the financial sector in both the euro area and the United States had more
than recovered the declines in September by 5 December. By contrast, stock prices in the energy sector had
not, by 5 December, recovered the losses which followed the terrorist attacks. Indeed, by this date stock prices
in this sector remained around 5% below the levels of 10 September in both the euro area and the United
States. This seemed mainly to reflect the declinesin the price of oil over recent months.

A comparison of sectoral stock price developmentsin the euro area and the United States showsthat they were
remarkably similar, which may partly reflect the global nature of the current economic slowdown. The main
difference over the period from 10 September to 5 December is that the technology and telecommunications
sectors showed a stronger recovery in the euro area than in the United States. Between 10 September and
5 December stock pricesin these sectors increased by 59% and 37% respectively in the euro area, whereasin
the United States stock prices in the technology sector increased by 27%, and stock prices in the
telecommunications sector even declined by 4%. This may be partly related to the global lowering of short-
term interest rates, which tends to benefit the stock prices of companies with a high leverage, since it reduces
the costs of debt service and refinancing. Debt growth among euro area telecommunications companies has
been particularly high in recent yearsin order to finance the acquisition of UM TS licences and the investments
necessary to build the infrastructure for third generation mobile phones.

Overall, recent developments in stock prices suggest that uncertainty, and linked to this equity risk premia,
have played an important rolein driving stock price developments. After aninitial surge, implied volatility has
returned to levels more typical of historical experience. This decline in uncertainty was partly related to the
various measures taken to fight terrorism worldwide, and the economic policy responses in several countries.
All this appears to have contributed to dispelling pessimism among market participants about downside risks
to corporate earnings and global growth prospects. Overall, except for the weakness of stock prices in the
resource sector, developments in stock prices in most sectors of the economy over recent months suggest that
market participants came to expect that the longer-lasting effects of the terrorist attacks on corporate profitability
would berather limited.
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2 Price developments

Overall inflation continued its downward
movement in October and November
2001

According to Eurostat’s flash or preliminary
estimate, annual HICP inflation in the euro
area declined to 2.1% in November. No
detailed breakdown is available for that
month until the final data are released. In
October, HICP inflation was 2.4%, down from
2.5% in September. This latter decline was
brought about by a fall in energy prices, as
the year-on-year rate of change in the other
main sub-components either rose or
remained unchanged (see Table 4). Thus, the
year-on-year rate of change in the HICP

excluding unprocessed food and energy
continued to edge up to 2.5% in October
from 2.4% in September. The annual rate of
change in the HICP excluding unprocessed
food and energy has increased slowly since
October 1999, mainly as a result of the
indirect effects of previous oil price and
exchange rate movements and the impact of
BSE and foot-and-mouth disease. Although
the indirect effects of these past shocks
are likely to unwind during the course of
2002, they are slower to moderate than the
direct effects. As a result, in October 200]|
the year-on-year rate of change in the HICP
excluding unprocessed food and energy was
above the overall HICP inflation rate for the

Table 4

Priceand cost developmentsin theeuro area

(annual percentage changes, unless otherwise indicated)

1998 1999 2000| 2000

2001 2001 2001| 2001 2001 2001 2001 2001 2001

Q4 Q1 Q2 Q3| June July Aug. Sep. Oct. Nov.
Harmonised I ndex of
Consumer Prices(HICP)
and its components
Overall index 12 11 24 27 26 32 27 31 28 28 25 24
of which:
Goods 07 09 27 33 28 35 27 34 31 28 23 21
Food 17 06 14 22 32 50 53 54 55 52 52 52
Processed food 15 10 12 14 20 28 34 31 33 34 35 36
Unprocessed food 21 01 17 34 52 84 81 91 88 78 78 78
Industrial goods 02 10 34 38 26 28 15 24 19 17 09 06
Non-energy industrial gopods 10 07 07 11 12 15 16 15 16 15 16 16
Energy -26 23 134 138 73 73 12 54 29 21 -13 -27
Services 20 16 17 19 23 25 26 26 26 26 27 28
Other price and cost indicators
Industrial producer prices®) -07 -04 55 62 46 37 15 32 21 17 07 -06 .
Unit labour costs? 03 13 11 17 21 23 . - - - - - -
Labour productivity 2 12 09 14 04 02 00 . - - - - - -
Compensation per employee? 15 23 25 21 22 24 . - - - - - -
Total hourly labour costs® 17 22 34 31 31 28 . - - - - - -
Oil prices (EUR per barrel) 4 120 171 31.0 345 284 317 290 325 294 287 288 238 217
Commodity prices® -125 -31 181 164 14 -09 -94 25 -10 -101 -16.7 -17.8 -156

Sources: Eurostat, national data, International Petroleum Exchange, HWWA (Hamburg Institute of International Economics) and

ECB calculations.

Note: Data refer to the Euro 12 (including periods prior to 2001).
1) Excluding construction.

2) Whole economy.

3) Whole economy (excluding agriculture, public administration, education, health and other services).
4) Brent Blend (for one-month forward delivery). In ECU up to December 1998.

5) Excluding energy. In euro; in ECU up to December 1998.
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first time since July 1999. This pattern is likely
to remain for some time to come, although it
is envisaged that the annual rate of change in
the HICP excluding unprocessed food and
energy will decline during the course of 2002.

In October 2001 energy prices fell, in year-
on-year terms, for the second consecutive
month, by 2.7%, compared with [.3% in
September (see Chart 26). This increased
negative contribution to overall inflation from
energy prices was driven by the weakness in
oil prices observed since mid-September.
Euro-denominated crude oil prices declined
to €21.7

Breakdown of HICP inflation in the

euro area by component
(annual percentage changes; monthly data)

in November from €23.8 in

total HICP

processed food

- - -+ unprocessed food
non-energy industrial goods
energy

----  services

| | | |

2000

1997 1998 1999 2001
Source: Eurostat.
Note: Data refer to the Euro 12 (including periods prior to

2001).
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October, or by 8.9%, which should give rise
to further downward pressure on energy
prices over the coming months. However,
volatility in oil prices still represents a
considerable source of uncertainty in relation
to the outlook for future price developments.
The year-on-year rate of change in
unprocessed food prices remained unchanged
in October at 7.8%. The unchanged annual
rate of increase was brought about by
contrasting movements in meat and vegetable
prices. There was a small decline in meat
prices, possibly reflecting a gradual unwinding
of the effects of BSE and foot-and-mouth
disease; this, however, was offset by an
increase in vegetable prices, which tend to be
quite volatile. Looking forward, assuming that
there is no further upward impact from
animal diseases, the year-on-year rate of
change in unprocessed food prices should
continue to ease into the first half of 2002,
due primarily to base effects. In contrast to
developments in unprocessed food prices, the
annual rate of change in processed food prices
continued to rise in October to 3.6%, up
from 3.5% in September. The increase in the
annual rate of change in processed food
prices, which was broadly based among its
sub-components, has been driven by a
combination of indirect effects from previous
exchange rate and energy price movements
as well as spillovers from the impact of animal
diseases on unprocessed food prices.
Examining short-run movements in processed
food prices, it appears that these effects are
beginning to abate, although some announced
indirect tax changes may delay the decline in
the year-on-year rate of change by a few
months.

The year-on-year rate of change in non-
energy industrial goods prices, which stood
at 1.6% in October, has remained broadly
unchanged since May. Consideration of
previous dynamics between oil price and
exchange rate movements and non-energy
industrial goods prices suggests that the year-
on-year rate of change in the latter will
decline slowly over the coming months.
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The year-on-year rate of increase in services
prices continued to edge up in October 2001
to 2.8%, up from 2.7% in September. Similar
to the profile of non-energy industrial goods,
the year-on-year rate of change in services
prices has been driven mainly by indirect
effects from previous exchange rate and oil
price movements that should start to unwind
during the course of 2002.

Most recent price movements in terms of
short-run dynamics showed some increase in
September and October 2001, which most
likely reflects temporary factors rather than
any increase in underlying price pressures.
The three-month annualised rate of change
in the seasonally-adjusted HICP increased to
1.8% in October, up from 0.8% in August.
However, this upturn most likely reflects
factors including base effects and shifting
seasonal patterns generating some volatility.

In the coming months, the decline in oil prices
observed since mid-September should be
reflected in a continued unwinding of the
direct effects of previous oil price increases.
Oil prices in euro-denominated terms have
declined by over 40% since their peak in
November 2000. Furthermore, the moderate
appreciation of the euro area effective
exchange rate since October 2000 should
also be reflected in some reduction of price
pressures during 2002. Base effects and
announced indirect tax changes may result in
a temporary pause over the coming months
in the downward movement in annual
inflation, however, further downward
movements may be expected later in the first
half of 2002. These downward movements,
which up to now have been driven primarily
by the direct effects of lower oil prices,
should be supported in 2002 by an unwinding
of the indirect effects of previous shocks.
Assuming that no upward pressures will
develop from the demand side and that wage
moderation will continue, HICP inflation
should therefore return to below 2% in the
first half of 2002 and remain there for the
foreseeable future.

-12

Broadly based decline in producer price
pressures in October 2001

Mainly reflecting developments in the energy
sector, but also to a lesser extent
developments in other sectors, euro area
producer prices fell 0.6% in the year to
October 2001, compared with a year-on-year
increase of 0.7% in September. From January
2001, the declining producer price pressures
observed reflect an easing of the indirect
effects, in addition to the continued
unwinding of the direct effects from past
energy price movements. Highlighting this, the
year-on-year rate of change in producer
prices for industry excluding construction and
energy fell further to 1.0% in October, down
from 1.3% in September.

Breakdown of industrial producer

pricesfor theeuroarea
(annual percentage changes; monthly data)
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The decline in the annual rate of change in
overall producer prices was brought about
by a decline in the year-on-year rate in all
of its sub-components, with the exception
of capital goods prices, which remained
essentially unchanged in year-on-year terms
(see Chart 27). Reflecting oil price movements
since mid-September, energy goods prices
declined by 2.6% in October, and fell 6.8%
year-on-year. Intermediate goods prices fell
0.8% year-on-year in October, compared with
an annual decline of 0.2% in September. The
annual rate of change in consumer goods
prices declined to 2.6% in October, down
from 2.9% in September. The fall in the year-
on-year rate of change in intermediate and

Overall producer pricesand
manufacturing input pricesfor

theeuro area
(monthly data)
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Sources: Eurostat and Reuters.

Note: When available, data refer to the Euro 12 (including

periods prior to 2001).

1) Producer Price Index; annual percentage changes;
excluding construction.

2) Eurozone Price Index; manufacturing input prices from the
Purchasing Managers' Survey. An index value above 50
indicates an increase in manufacturing input prices, whereas
avalue below 50 indicates a decrease.
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consumer goods prices points to an easing of
price pressures in the price chain.

In terms of developments since October, the
Eurozone Purchasing Managers’ Index shows
that the input price indicator fell slightly
further in November (see Chart 28). Euro-
denominated oil prices declined further in
November, although non-oil commodity
prices in November by 2.5%
month-on-month. Taken together, these
developments suggest that a further easing of
producer price pressures may be envisaged.

increased

Wage developments remained
moderate

Most recent data for the second quarter of
2001 show that wage developments remained
moderate, while the slowdown in economic
activity has put upward pressure on unit
labour cost growth via cyclically lower
productivity growth. Available data on wage
negotiations indicate that wage moderation
was likely to have been maintained into the
third quarter. Looking forward, the decline in
the rate of inflation, combined with the
slowdown in economic activity, should ensure
continued wage moderation.

Downward movement in inflation
expected to continue

Looking ahead and abstracting from short-
term volatility in overall inflation rates over
the next few months, due mainly to base
effects, the decline in oil prices observed
since mid-September should, if maintained,
contribute to a continuing diminution of the
direct contribution from energy prices.
Furthermore, the reduction in oil prices and
other non-energy commodity prices should
underpin the gradual unwinding of the indirect
effects of previous shocks. The decline in
producer price pressures indicates that the
indirect effects are already easing earlier in
the pricing chain. Therefore, the information
currently available suggests that inflation rates
should return to a level consistent with price
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stability some time in the first half of 2002
and remain there for the foreseeable future.
Furthermore, combined with the unwinding
of previous shocks, the outlook for lower
demand in the short-term should attenuate
further upward inflationary pressures. This
view is also consistent with external forecasts

from various international institutions, as well
as with the available survey measures of
inflation expectations (see Box 8). For a
further discussion on the outlook for
future price developments, see the section
entitled “Eurosystem staff macroeconomic
projections for the euro area”.

3 Output, demand and labour market developments

Economic activity remained weak in the
third quarter

Eurostat’s first estimate of real GDP growth
in the third quarter of 2001 confirmed that
economic activity remained weak in the euro
area. Real GDP is estimated to have risen
by 0.1% quarter-on-quarter in this period,
unchanged from the second quarter (see
Table 5). The year-on-year growth rate
declined from 1.7% in the second quarter to
1.3% in the third quarter. Final domestic
demand weakened further in the third quarter,
contributing 0.1 percentage point to quarter-
on-quarter growth in real GDP, after 0.5 and
0.3 percentage point respectively in the first
and second quarters of 2001. This reflects
the gradual weakening in real private
consumption growth after the rebound in
the first quarter. The volume of private
consumption increased by 0.2% quarter-on-
quarter in the third quarter, after 0.8% and
0.5% respectively in the first and second
quarters. Real investment continued to be
weak, decreasing by 0.3% in the third quarter,
a similar pace to that recorded in the first
half of the year. The contribution of net
exports (including intra-euro area trade) to
quarter-on-quarter real GDP growth was
0.5 percentage point in the third quarter of
2001, following a negative contribution of
0.2 percentage point in the second quarter.
A drop in the volume of imports (-1.9%
quarter-on-quarter) outweighed a decline in
the volume of exports by 0.6%. The decline
in imports is consistent with the weakness in
domestic demand and with the changes in
inventories, which contributed -0.5 percentage
point to real GDP growth in the third

quarter. However, this first release must be
interpreted cautiously, given the fact that
the first estimate of GDP components, in
particular, may be subject to significant
revisions.

The pattern of export and import growth is
largely determined by trade in goods, which
accounts for around four-fifths of the total
exports and imports. Data from the trade
statistics on the trade in goods, discussed in
“Exchange rate and balance of payments
developments” in the Monthly Bulletin, suggest
that over the summer months extra-euro
area export volumes stabilised somewhat,
while signals for the volumes of intra-euro
area exports are more mixed. Box 5 provides
an assessment of the extent to which the
analysis of total exports and imports of goods,
according to national accounts, can be
supported by the breakdown available in the
trade statistics of total trade in goods into
intra-euro area and extra-euro area trade.

Euro area industrial production (excluding
construction) decreased in September 2001
by 0.6% month-on-month, after increasing by
1.5% in August (see Table 6). On a quarter-
on-quarter basis, industrial production fell by
0.4% in the third quarter compared with a
decrease of 0.8% in the second quarter of
2001. The same pattern can be seen in
manufacturing production, which decreased
by 0.5% in the third quarter, compared
with a decline of 1.2% in the second quarter.
Turning to sectoral developments, production
growth in the capital and the non-durable
consumer goods sectors was positive at 0.1%
and 0.3% respectively in the third quarter of
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Composition of real GDP growth in theeuro area
(percentage changes, unless otherwise indicated; seasonally adjusted)

Annual ratesV) Quarterly rates?
1998 1999 2000|2000 2000 2001 2001 2001| 2000 2000 2001 2001 2001
QB Q4 Q1 Q2 Q3] 3 Q4 QI Q2 Q3

Real gross domestic product 29 26 34 32 28 25 17 13 05 06 05 01 01

of which:

Domestic demand 36 32 28 28 22 17 10 04 02 04 01 03 -04
Private consumption 30 32 26 25 19 20 17 18 02 02 08 05 02
Government consumption 12 21 19 17 17 19 18 18 01 07 06 04 01
Gross fixed capital formation 52 54 44 42 29 10 -02 -14 10 -04 -03 -05 -03
Changesin inventories® 4 04 -02 00 01 01 -01 -03 -06 -02 03 -04 00 -05

Net exportsS) -06 -05 06 04 07 08 07 09 03 01 04 -02 05
Exports® 73 52 119 123 120 88 56 14 35 24 -02 -02 -06

of which goods 74 49 122 122 124 97 48 . 33 25 00 -11 .
Imports® 100 72 107 115 106 68 39 -09 28 21 -14 03 -19
of which goods 104 70 111 122 122 7.6 41 . 33 23 -17 03

Real gross value added:

Agriculture and fishing 6) 15 21 02 06 -03 03 02 01 14 -01 -11 -01 13
Industry 26 11 41 39 36 27 10 -01 07 04 09 -10 -04
Services 31 31 35 33 33 29 24 24 06 08 07 04 05

Sources: Eurostat and ECB calculations.

Note: Data refer to the Euro 12 (including periods prior to 2001).

1) Annual rates: percentage change compared with the same period a year earlier.

2) Quarterly rates: percentage change compared with the previous quarter.

3) Asacontributionto real GDP growth; in percentage points.

4) Including acquisitions|ess disposals of valuables.

5) Exportsand imports cover goods and services and include internal cross-border trade in the euro area. Intra-euro area tradeis
not cancelled out in import and export figures used in national accounts. Consequently, these data are not fully comparable with
balance of payments data.

6) Alsoincludes hunting and forestry.

Euro area exportsand imports of goods accor ding to national accounts and exter nal
trade statistics

National accounts data on the composition of euro areareal GDP growth, as reported in “ Output, demand and
labour market developments’ of the ECB Monthly Bulletin, now include a breakdown of exports and imports
into goods and services. At the same time, these data continue to refer to total external trade, i.e. the sum of
intra-euro area and extra-euro area trade. However, as a result of the new breakdown it is now possible to
compare developmentsin total exports and imports of goodsin the national accounts with thosein the external

trade statistics. The trade statistics, as reported in “Exchange rate and balance of payments developments’ of
the Monthly Bulletin, only record external trade in goods but provide a breakdown of total trade into intra-euro
area and extra-euro area trade. This box explains the methodological differences between the two types of
statistics and assesses whether the two data sources provide a consistent picture on the external side. If a
consistent picture emerges, developments in intra-euro area and extra-euro area trade reported in the external

trade statistics can be used to improve our understanding of developments in total exports and imports based
on national accounts data. It should be noted that the balance of payments statistics provide another source of
data for trade, both in goods and services, but these statistics refer to values only and do not provide volume
and price measures.
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National accountsand external trade statistics subject to methodological differences

External trade statistics are an important input to the compilation of national accounts. However, when
comparing the developments in exports and imports of goods in the national accounts with those in the
external trade statistics, it should be noted that there are methodological differences between the two sets of
statistics. Some of these differences are explained in this section. One difference lies in the valuation of
exports and imports. In national accounts, both exports and imports of goods are valued free on board (f.0.b.),
i.e. the value of the goods when they |eave the exporting country including transport costs up to the border of
that country. By contrast, in the external trade statistics only exports are measured on an f.0.b. basis, while
imports are reported on acost insurance freight (c.i.f.) basis, essentially the value of imported goods at the first
port of arrival in the importing country before the payment of any import duties or other taxes on imports.
Another difference relates to the fact that the data in euro area-wide national accounts and trade statistics are
subject to different underlying methods of adjustment for seasonal and working day effects. This might
account for some differences in the quarter-on-quarter changesin the respective seriesin the national accounts
and those in the external trade statistics, and also for small differences in the year-on-year changes if they are
calculated from seasonally and/or working day adjusted data. Importantly, as trade statistics data are published
monthly, while national accounts data are published quarterly, the data in the two sets of statistics also differ
with regard to the times of the updating and revising of data. This might in particular account for some
differences for the most recent observations. In addition, the respective volume series in the two statistics
reflect differences between the deflators used in the national accounts and those used in the external trade
statistics.

Pattern of growth in exports and imports of goods similar in national accounts and external trade
statistics

Against the background of the methodological differences, the growth in exports and imports of goods in
national accounts cannot be expected to display a pattern which isfully congruent with that of the corresponding
growth rates obtained from the external trade statistics. However, there is a high degree of similarity between
the actual pattern of export and import growth in both sets of statistics. The main point of interest in this
comparison is the volume series, as these data are used in the context of the analysis of euro areareal GDP

Chart A: Euro areatotal exportsand imports of goods?
(volumes, annual percentage changes, quarterly data)

Total exports Total imports
—— national accounts —— national accounts
— — trade statistics — — trade tatistics
15 15 20 20
15
10 10
10
5 5 5
0 0 0
-5
517/ -5
/ -10
-10 . . . . . . . . 110 .15 . . . . . . . . 1.15
1994 1996 1998 2000 1994 1996 1998 2000

Sources: Eurostat and ECB calculations.
Note: All data are seasonally adjusted.
1) Total tradeincludesintra-euro areatrade.

ECB * Monthly Bulletin » December 200/



growth. For the period from 1993 to 2000 a high degree of co-movement can be observed between the year-
on-year growth rates in national accounts and trade statistics (both including intra-euro area trade flows), for
export and import volumes of goods (see Chart A). In particular, the turning points occur at approximately the
same time, athough thisis more strongly the case for exports than for imports. The two series tend to movein
the same direction over the economic cycle, but there are clear differences in the magnitudes of the respective
rates of growth, which tend to be higher around turning points. These differences in magnitude in the volume
series can essentially be explained by differences in the movements of the deflators in national accounts and
trade statistics, while developments in the respective values series are very similar, even at turning points.
Overall, given the similarities in the growth pattern of total trade in national accounts and the external trade
statistics, data from the trade statistics can shed light on the contributions from intra-euro area and extra-euro
areatrade flows to the growth of total export and import volumes of goodsin national accounts.

Chart B: Euro area exportsand imports of goodsin thetrade statistics
(volumes, annual percentage changes, three-month centred moving averages)

Exports Imports
—— intra-euro area —— intra-euro area
— — extra-euro area — — extra-euro area
20 20 15 15
& 10
10
5
5
0
0
-5
-5
-10 -10
-15 . . . . . . . . 1-15 -15 . . . . . . . . 1-15
1994 1996 1998 2000 1994 1996 1998 2000

Sources: Eurostat and ECB cal culations.
Note: All data are seasonally adjusted.

Looking at the devel opments of extra-euro areaand intra-euro areaexport growth since 1999, the increase and
subsequent decline in the year-on-year rate of growth of extra-euro area export volumes has been higher than
that of intra-euro area export volumes (see Chart B). This reflects the different underlying determinants of
extra-euro area and intra-euro area trade. The strong increase in growth in extra-euro area exports up to the
first half of 2000 was primarily due to the positive impact of strong foreign demand and the increased price
competitiveness in connection with the depreciation of the euro. At the same time, growth in intra-euro area
exportsincreased to alesser extent as the high euro price of oil led to alossin rea incomein the euro area and
thus dampened the expansion of internal demand. In the second half of 2000, the growth of both extra-euro
areaand intra-euro area exports started to slow due to the deceleration in foreign and euro areademand. On the
import side, intra-euro area and extra-euro areaimport volumes tend to move more closely together as both are
primarily determined by demand in the euro area.

Overall, while data on exports and imports (including intra-euro area trade) differ between national accounts
and trade statistics for methodol ogical reasons and temporarily display noticeable differencesin the respective
rates of growth, there is a high degree of similarity in the general pattern of growth in total exports and
imports. This implies that a better understanding of euro area trade developments can be achieved by
complementing the analysis of total exports and importsin “Output, demand and labour market devel opments”
of the Monthly Bulletin with the analysis of intra-euro area and extra-euro area trade according to the external
trade statistics in “ Exchange rate and balance of payments developments’.
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Table 6

Industrial production in theeuro area
(annual percentage changes, unless otherwise indicated)

1999 2000| 2001 2001 2001| 2001 2001 2001| 2001 2001 2001 2001 2001
July Aug. Sep.| July Aug. Sep.| Apr. May June July Aug.
month-on-month

three-month moving averages
Total industry excluding construction 20 55 -16 09 -09 -1.7 15 -06 -11 -08 -10 -02 -04
by main industrial groupings:

Total indus. excl. construction and energy® 1.8 57 -1.8 05 -13 -15 24 -18 -1.7 -13 -11 02 01

Intermediate goods 15 59 -21 -16 -25 -11 05 -11 -21 -15 -11 -03 -07
Capital goods 24 86 -21 26 -02 -17 23 -11 -13 -13 -09 02 01
Consumer goods 17 24 -08 15 -05 -05 07 -05 -04 -04 -05 -01 -01
Durable consumer goods 13 59 66 07 -44 -25 31 -30 -21 -18 -23 -15 -16
Non-durable consumer goods 18 16 04 17 04 -01 02 00 -01 -01 -01 02 03
Energy 16 16 01 11 06 01 -03 02 08 16 12 07 00
Manufacturing 20 59 -19 08 -11 -21 16 -06 -14 -12 -14 -04 -05

Sources: Eurostat and ECB calculations.

Notes: Annual percentage changes are calculated using data adjusted for variations in the number of working days; percentage

changes on the previous month and three-month centred moving averages against the corresponding average three months earlier are

calculated using seasonally and working day adjusted data. Data refer to the Euro 12 (including periods prior to 2001).

1) Manufacturing excluding manufacture of coke and refined petroleum products, but including non-energy mining and quarrying
activities.

44

2001, after declines of respectively 1.3% and
0.1% in the second quarter. In the third
quarter, production was still declining in the
intermediate and durable consumer goods
sectors, by 0.7% and 1.6% respectively, but
these were somewhat slower rates than in
the second quarter, when production
declined by 1.5% and 1.8% respectively.

Confidence indicators declined further,
pointing to weakness in the fourth
quarter

Available survey indicators suggest that
industrial production remained weak in the
first two months of the fourth quarter.
According to the European Commission’s

Resultsfrom European Commission Businessand Consumer Surveysfor theeuro area

(seasonally adjusted data)

1998 1999 2000| 2000

2001 2001 2001] 2001 2001 2001 2001 2001 2001

Q4 Q1 Q2 Q3| June July Aug. Sep. Oct. Nov.
Economic sentiment index 2 24 -02 26 -04 -06 -14 -13 -05 -04 -06 00 -10 -05
Consumer confidence indicator 2 6 7 12 12 12 9 3 8 5 3 2 1 -1
Industrial confidence indicator 2 6 0 12 12 8 2 -3 0o -2 -3 4 9 -1
Construction confidence indicator 2 2 14 21 20 19 17 13 15 13 12 15 12 10
Retail confidence indicator 2 3 0 5 2 3 1 1 =2 i 3 -1 -4 5
Business climate indicator 3 07 -01 13 13 09 01 05 OO0 -04 -05 -06 -11 -12
Capacity utilisation (%) 4 829 819 839 845 840 833 825 - 830 - - 820 -

Sources: European Commission Business and Consumer Surveys and the European Commission (DG ECFIN).

Note: Data refer to the Euro 12 (including periods prior to 2001).
1) Percentage changes compared with the previous period.

2) Percentage balances; data shown are calculated as deviations fromthe average over the period since January 1985.

3) Unitsaredefined as points of standard deviation.

4) Data are collected in January, April, July and October of each year. The quarterly figures shown are the average of two
successive surveys, i.e. the surveys conducted at the beginning of the quarter in question and at the beginning of the following

quarter. Annual data are derived from quarterly averages.
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Industrial production, industrial

confidenceand thePM| for theeuro area
(monthly data)

[ ] industrial production V) (left-hand scale)
— industrial confidence 2 (right-hand scal€e)
- PMI 3 (right-hand scale)
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Sources. Eurostat, European Commission Business and

Consumer Surveys, Reutersand ECB calculations.

Note: When available, data refer to the Euro 12 (including

periods prior to 2001).

1) Manufacturing; annual percentage changes in three-month
moving averages; working day adjusted data.

2) Percentage balances; deviations from the average since
January 1985.

3) Purchasing Managers' Index; deviations from the value of
50; positive deviations indicate an expansion of economic
activity.

Business  Survey, industrial confidence
declined further in November 2001, by
2 points, after the sharp, 5-point decline in
October which followed the terrorist attacks
on Il September in the United States (see
Table 7). As in October, the assessment of
stocks of finished products deteriorated
only slightly. The balance on production
expectations declined in November 2001
after the sizeable fall in the previous month.
There was a significant further decline in the
assessment of order books. The Purchasing
Managers’ Index (PMI) for the euro area
manufacturing sector, however, increased by
0.7 point to 43.6 in November 2001I after a

ECB * Monthly Bulletin = December 2001

fall of 3.1 points in October (see Chart 29).
Despite the increase in November, the PMI
thus remained well below the theoretical
break-even point of 50, signalling no change
in manufacturing production. The increase in
the PMI reflected improvements in the indices
for changes in output and new orders, which
had both fallen sharply in the previous month.

As regards the more volatile construction
and retail confidence indicators,
developments may best be observed on a
three-month average basis. Confidence in the
construction sector was somewhat lower in
the three-month period up to November
2001 than in the period up to August,
reflecting a deterioration both in the
assessment of order books and in

New passenger car registrationsand

retail salesin theeuro area

(annual percentage changes; three-month centred moving
averages)

- new passenger car registrations (left-hand scale)
—— total retail sales (right-hand scale) V)
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Sources: Eurostat and ACEA/A.AA. (European Automobile
Manufacturers Association, Brussels).

Note: Data refer to the Euro 12 (including periods prior to
2001).

1) Calculated using seasonally adjusted data.
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employment expectations. In the retail trade
sector, confidence was also lower in
the three-month period up to November
than in the period up to August, due to a
deterioration in the assessment of present
and expected business activity.

Consumer confidence declined further in
November, by 2 points, after a decline of
| point in October. The somewhat larger
decline in November could be a reaction to
the decline in business confidence, a
phenomenon which has also been evident in
the past. In November, the largest
deterioration was recorded in the balance on
expected unemployment in the economy as
a whole. The balances on households’
expectations of their financial situation and
ability to save deteriorated, reversing the
increases recorded in these balances in
October 2001. The balance on the expected
general economic situation was unchanged in
November, after a fall in October 2001.

In the third quarter of 2001, growth in the
volume of retail sales increased by 0.6%
quarter-on-quarter, compared with 0.5% and
0.1% respectively in the first and second
quarters of the year. In year-on-year terms
the volume of retail sales increased by 1.7%
in the third quarter, compared with 2.3% in
the first quarter and 1.0% in the second
quarter (see Chart 30). New passenger car
registrations increased by 0.3% in October
2001 after a decline of 0.2% in September,
giving no clear indication of an impact of the
terrorist attacks so far on private
consumption growth.

Recovery of economic growth expected
in the course of 2002

Quarter-on-quarter euro area real GDP
growth is now expected to remain weak in
the fourth quarter of 2001, before increasing
gradually in 2002. This expectation underlies
both the forecasts of various institutions
and the projections of Eurosystem staff (see
the “Eurosystem staff macroeconomic
projections for the euro area” section in this

Monthly Bulletin). Due account should be
taken of the fact that the annual average
growth rate for a given year is not only the
result of growth developments in the course
of that year but also of the dynamics of
growth in the course of the previous year,
i.e. of the so-called “carry-over” effects (see
also Box 6 “Carry-over effects on annual
average growth rates of real GDP”). The
carry-over effect for growth in 2002 is
expected to be very limited, implying that the
annual average rate of real GDP growth for
the year is likely to be relatively low, despite
the recovery projected to take place in the
course of 2002.

The economic fundamentals of the euro area
are sound and there are no major imbalances
which would require a prolonged period of
adjustment. Against this background, the
recovery is expected to take place on the
basis of the increase in real disposable income
due to the expected further decline in inflation,
of very favourable financing conditions, and of
an assumed continuation of moderate wage
developments. Moreover, the negative factors
which have affected the global economy in
recent months are expected to fade away,
allowing for exports to recover and investment
and consumption to strengthen. Nevertheless,
a significant degree of uncertainty still remains,
especially as regards the timing and the pace of
the turnaround. Downward risks to euro area
growth arise from a more prolonged slowdown
in world growth, in particular. Conversely,
the expected recovery will be faster if the
international economy recovers more quickly.

Employment growth likely to have
remained broadly unchanged in the third
quarter

According to information available at
the national level, quarter-on-quarter
employment growth in the euro area is likely
to have remained broadly unchanged in the
third quarter. National accounts data on
employment growth in the euro area for the
third quarter of 2001 are not yet available.
As reported in the last issue of the ECB
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Monthly Bulletin, following the weakening in
economic activity, employment growth fell to
0.2% quarter-on-quarter in the second
quarter of 2001 (see Table 8). This was the

The annual growth rate fell to 1.6% in the
second quarter of this year, well below the
average growth rate of 2.1% year-on-year
recorded between the beginning of 2000 and

lowest figure since the first quarter of 1997.  the first quarter of 2001.

Carry-over effectson annual average growth ratesof real GDP

Forecasts and projections of real GDP are often presented in terms of annual average growth rates. When
interpreting these figures, it should be borne in mind that the annual average growth rate for agiven year is not
only determined by the quarter-on-quarter growth rates observed in the course of that year but also by the
dynamics of growth in the course of the previous year. This latter impact can be summarised in terms of
“carry-over” effects, asexplained in this box.

Carry-over effects denote the annual average rate of growth that would result if the level of GDP reached in
the fourth quarter of a given year (“year 1”) remained constant throughout the following year (“year 2”) (see
Chart A). This is equivalent to the percentage difference between the level of GDP in the fourth quarter of
year 1 and the average level for that year. The calculation of carry-over effects is therefore based on GDP
developmentsin year 1 only. When the level of GDP in the fourth quarter of year 1 is above its average level
for that year, the carry-over effect on annual average growth in year 2 is positive (see left-hand side of
Chart A). Conversely, the carry-over effect is negative when the level of GDP at the end of year 1 isbelow its
average level for that year (see right-hand side of Chart A). Given that GDP growth is most often positive,
carry-over effects may be interpreted as the minimum annual average growth rate which will be observed in
year 2 on the basis of developmentsin year 1. The actual annua average growth rate observed in year 2 will
then be the combination of the carry-over effect and growth developmentsin the course of year 2.

Chart A: Calculation of carry-over effects

GDP levels GDPlevels
N
Average level Positive carry-over
effect
__1_ [~ A Negative carry-over
effect
/7
Year 1 Year 2 Year 1 Year 2

QL Q2 Q3 Q4 QI Q2 Q3 4 QL Q2 Q3 Q4 QI Q2 Q3 4
The stronger the quarter-on-quarter GDP growth is at the end of year 1, the higher the carry-over effect isand,
everything else being equal, the higher the actual annual average growth rate isin year 2. Charts B and C
illustrate the importance of growth dynamicsin the course of year 1 on carry-over effects for growth in year 2.
Three different pathsfor GDPin the course of year 1 are shown in terms of levels and growth rates. In Chart B,
they result in the same annual average growth rate (2% as represented by the darker-shaded barsin Chart C).
In case (1), quarter-on-quarter growth in GDP rises during the year, in case (2) it is constant and in case (3) it
declines. The size of the carry-over effect is very different, ranging between 1.2% in case (1), i.e. when GDP
growth is assumed to increase during year 1, and 0.4% in case (3), i.e. when GDP growth is assumed to flatten
out in the course of year 1.
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Chart B: Examplesof path for GDP in the cour se of year 1

GDP levels

{o-n-u-a @
L e—o—o—o (2
“A-AAA (g

Year 1 Year 2

QL Q2 Q3 Q4 Q1 Q2 Q3 4

quarter-on-quarter growth rates

10,
o "
0.8} \
A , \
06} @
04} _
0.2 ol A \
.2 (3) O A \
0.0} |
Year 1 Year 2
-0.2 . . . .

QL @2 Q3 Q4 Q1 Q2 Q3 4

Chart C: Implicationsfor annual average growth rates

(percentages)

[ Annual average growth in year 1
[] Carry-over effect for growth in year 2

30

20l ® @ ©)
) J I I—
0.0

Carry-over effects for the euro area since 1991 have ranged between -0.5% for growth in 1993 and 1.4% for
growth in 1998 and in 2000. At the current juncture, it is important to bear these effects in mind, since a
straight comparison of the annual average growth rates in 2001 and 2002 forecast by most institutions would
give amisleading picture of growth developments observed in the course of thisyear and those expected in the
course of next year. Euro area GDP growth islikely to have remained very subdued in the second half of 2001.
As aresult, the carry-over effect on annual average growth in 2002 will be very limited, much lower than the
0.9% recorded for 2001. Moreover, when looking only at the relatively modest annual average growth rates
projected for next year by most institutions, carry-over effects concea the fact that quarter-on-quarter GDP
growth is expected to strengthen in the course of next year.

The current slowdown in employment
growth is broadly based across sectors.
However, as reported earlier, this is mainly
explained by a sharp reduction in employment
growth in market-related services. While
the average annual employment growth in
services during the last three years has been
2.5%, year-on-year it fell to 2.0% in the
second quarter of 2001. This fall is likely to
reflect generally weaker growth in private
consumption since the second half of 2000.

While employment growth has fallen in all
sub-sectors, the sector including trade,
transport and communication accounted for
most of the reduction in employment growth
in services since the last quarter of 2000.

Employment growth in  construction
remained positive in the second quarter and
increased slightly compared with the first
quarter. As a result of a reduction in
employment growth in industry excluding
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construction, employment growth in industry
turned slightly negative in the second quarter,
falling to -0.1% quarter-on-quarter.

Further slowdown in employment
growth expected for second half of 2001

Consistent with a lagged effect of activity
on employment growth, employment
expectations derived from recent surveys
point to a further slowdown in employment
growth in the second half of 2001. The latest
results from the European Commission
Business Surveys indicate that employment
expectations in manufacturing fell further in
the fourth quarter (see Chart 31). Despite

Employment growth and employment

expectationsin industry intheeuroarea?
(annual percentage changes; percentage balances)

— employment growth (left-hand scale)
— — employment expectations (right-hand scale) 2

-10

v .

1992 1994 1996 1998 2000

-40

Sources: Eurostat and European Commission Business and
Consumer Surveys.

Note: The horizontal line is the average of employment
expectations since 1985.

1) Excluding construction.

2) Employment expectationsrefer to manufacturing only.
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Employment expectationsin theeuro area
(percentage balances; three-month centred moving averages;
seasonally adjusted)
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Sources: European Commission Business and Consumer Surveys.
Note: The horizontal lines are averages of the employment
expectations since January 1985 for construction and since
February 1986 for retail trade.

the strong fall since the last quarter
of 2000, employment expectations in
manufacturing remain above the average
level observed since 1985. November data
from the Purchasing Managers’ Survey for
manufacturing confirms that employment
growth in industry excluding construction is
likely to continue to fall.

Employment expectations in construction
continued to decline in November. Following
a decrease in employment expectations
during the summer, the results from the
European Commission Business Surveys for
retail trade show a small increase in
employment expectations at the end of the
second quarter and the beginning of the third
quarter (see Chart 32). The Purchasing
Managers’ Survey results for services show a
continuous decline in employment in the
services sector since July.
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Table 8

Employment growth in theeuro area

(annual percentage changes, unless otherwise indicated; seasonally adjusted)

1998 1999 2000{ 2000 2000 2000 2001 2001 2000 2000 2000 2001 2001

Q Q4 QI Q2| Q@2 Q3 Q4 Q1 Q2
Quarterly rates?

Q2
Whole economy 16 17 21 21
of which:
Agriculture and fishing ? -14 -30 -14 -17
Industry 10 03 10 10
Excluding construction 11 00 08 08
Construction 0.4 10 15 14
Services 22 2.6 2.8 29
Trade and transport 2 17 23 28 31
Finance and business ¥ 50 55 59 61
Public administration 13 14 13 12

21 22 20 16 06 05 06 03 02

-5 -07 00 -06 -02 -03 02 02 -07
11 13 13 09 03 03 04 02 -01
10 13 14 08 05 03 04 02 -01
10 14 11 13 00 03 08 00 01
28 28 25 20 08 06 06 04 04
27 27 21 15 08 06 06 01 02
61 55 50 41 16 12 10 11 07
13 17 17 15 06 03 05 03 03

Sources: Eurostat and ECB calculations.

Note: Data refer to the Euro 12 (including periods prior to 2001).

1) Quarterlyrates: percentage change compared with the previous quarter.

2) Alsoincludes hunting and forestry.

3) Alsoincludesrepairs, communication, hotels and restaurants.

4) Alsoincludesreal estate and renting services.
5) Alsoincludes education, health and other services.

Unemployment in theeuro area
(monthly data)

[ 1 annual changein millions (left-hand scale) »
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Source: Eurostat.

Note: Data refer to the Euro 12 (including periods prior to
2001).

1) Annual changes are not seasonally adjusted.

Unemployment rate stood at 8.4% in
October 2001

The standardised rate of unemployment in
the euro area was estimated to be 8.4% in
October 2001 (see Chart 33). At the same
time, the unemployment rate for September
was revised upwards from 8.3% to 8.4%.
The number of unemployed increased by
43,500 in October, significantly more than in
September (revised upwards from just below
4,000 to 13,000). The increase in October is
the largest increase in the number of
unemployed since January [997. While
unemployment decline
significantly in the first quarter of 2001, on
average by 66,000 per month, the decline
diminished in the second and third quarters,
when the number of unemployed fell by an
average of only 6,500 per month.

continued to

The age composition of those unemployed
remained broadly stable during the first three
quarters of 2001 and the breakdown of the
unemployment rate by age shows no change

ECB * Monthly Bulletin » December 200/



Table 9

Unemployment in theeuro area
(asa percentage of the labour force; seasonally adjusted)

1998 1999 2000| 2000 2001
Q4 Qi

2001 2001 | 2001 2001 2001 2001 2001 2001
Q2 Q3 | May Jdune July Aug. Sep. Oct.

Total 108 100 89 8.6 8.4
Under 25 years? 215 195 175 168 165
25 years and over 9.3 8.6 7.8 75 7.3

8.4 8.3 8.4 8.4 8.4 8.3 8.4 8.4
165 164 165 165 164 164 164 164
7.3 7.3 7.3 7.3 7.3 7.3 7.3 7.3

Source: Eurostat.

Notes: According to ILO recommendations. Data refer to the Euro 12 (including periods prior to 2001).
1) In 2000 this category represented 23.6% of total unemployment.

in October. The rate for those under the age
of 25 remained at 16.4% and for those aged
25 and above at 7.3% (see Table 9). However,
the absolute number of unemployed increased
in both age categories in October. The
number of unemployed under the age of
25 increased by 11,500, while the number
of unemployed aged 25 and above increased
by 32,000.

The increase in the unemployment rate
in September followed a sustained decline
from 11.6% in January 1997. The decline
occurred in almost all euro area countries,
falling the most in countries with high
unemployment, resulting in a significant
decrease in the dispersion of unemployment
rates across euro area countries. The decline
in the overall unemployment rate for the euro
area over this period also coincided with a
significant reduction in youth unemployment
from 24.1% in January 1997.
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Short-term labour market outlook
remains subdued

The short-term outlook for the euro area
labour market remains subdued as the lagged
impact of the slowdown in economic activity
is likely to result in a further reduction in
employment growth and, as already evident
in recent data, a temporary increase in the
unemployment rate.

Looking ahead, total employment growth is
expected to decline significantly in 2002
compared with 2001. Following a limited,
temporary increase, the unemployment rate
is expected to remain broadly unchanged in
the course of 2002 (see also the “Eurosystem
staff macroeconomic projections for the euro
area” section in this Monthly Bulletin). As the
economy recovers, however, progress made
so far in structural reforms in euro area
labour markets is likely to support job
creation. Nevertheless, the momentum for
further labour market reform should increase
to reduce structural unemployment and to
foster labour market participation in the euro
area.
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4 Fiscal developments

Budget balances to deteriorate in 2001
and 2002

Current estimates of fiscal developments in
the euro area confirm the view held in early
autumn of a deterioration in the budgetary
situation in 2001 and 2002. The average
general government deficit-to-GDP ratio in
the euro area, net of proceeds from the sales
of UMTS licences, is expected to amount to
1.1% in 2001, i.e. 0.3 percentage point higher
than in 2000, according to the most recent
economic forecasts by the European
Commission (see Table 10). This figure is
also 0.3 percentage point higher than the
deficit ratio of 0.8% forecast in the spring by
the same institution (see the June 2001 issue
of the Monthly Bulletin). The euro area
primary surplus ratio (net of UMTS receipts)
is expected to decline significantly from 3.2%
of GDP in 2000 to 2.7% in 2001, instead of
the 3.1% projected in the spring.

According to the latest Commission
forecasts, budgets in the euro area will, on
average, miss by 0.5% of GDP the targets set

for 2001 in the stability programmes which
were updated at the end of 2000 or the
beginning of 2001. However, this average
results from the aggregation of noticeably
different  budgetary  positions  across
countries. In general terms, the deterioration
in public finances stems mainly from the
operation of automatic stabilisers in a
macroeconomic  environment that s
significantly less favourable than expected in
the above-mentioned stability programmes.
Nevertheless, a setback in fiscal consolidation
is also manifest in a number of countries and
in the euro area average. The cyclically
adjusted overall balance ratio for 2001 is
unchanged with respect to 2000, as declining
interest expenditure compensates for a slight
loosening of the fiscal stance for the average
of the euro area, as measured by the change
in the cyclically adjusted primary balance ratio
(see Chart 34).

The decline in the euro area government
debt-to-GDP ratio is projected to be
substantially less than planned in the updated
stability programmes 2000-2001. The ratio

Table 10

Forecasts of fiscal developmentsin theeuro area

(as a percentage of GDP)

2000 2001 2002

Budget balance European Commission " -0.8 -1.1 -1.4
(excluding UMTS revenue) OECD? - - -
Stability programmes -0.7 -0.6 -0.3

Budget balance European Commission " 0.3 -1.1 -1.4
(including UMTS revenue) OECD? 0.2 - -1.3
Stability programmes*’ - - -

Cyclically adjusted budget balance European Commission " -1.3 -1.3 -1.1
(excluding UMTS revenue) OECD?? -0.9 -0.9 0.6
Stability programmes” - - -

Primary budget balance European Commission " 32 2.7 2.4
(excluding UMTS revenue) OECD? - - -
Stability programmes 34 33 35

Gross debt European Commission " 70.2 68.8 68.4
OECD? - - -

Stability programmes 70.6 67.7 65.8

1) European Economy, Supplement A, October/November 2001.
2) Economic Outlook, preliminary edition, November 2001.

3) European Commission figures on the basis of Member States’ updated stability programmes, late 2000 and early 2001.

4) Excluding Luxembourg.

ECB * Monthly Bulletin » December 200/



Annual changesin the averageeuro
area budgetary position and

underlying factors
(in percentage points of GDP)
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Sources: European Commission, autumn 2001, and ECB
calculations.

Note: Positive values indicate a contribution to a decrease in
deficits, while negative values indicate a contribution to their
increase. Data exclude proceeds from the sale of UMTSlicences.

will decline by 1.4 percentage points to 68.8%
in 2001 (instead of the 67.7% projected in
the stability programmes) as both higher
deficits and lower nominal GDP boost the
debt ratio to a higher level than initially
planned. Moreover, in some countries
sizeable privatisation receipts have been used
to undertake other financial transactions
(including equity injections for public
enterprises), preventing a faster decline in
the debt ratio.

For 2002, the Commission anticipates
a further deterioration in the euro
area-wide budgetary position. The average
deficit-to-GDP ratio is expected to increase
by 0.3 percentage point to 1.4%, | percentage
point higher than projected in the spring
forecasts and in the updated stability
programmes 2000-2001. The overall balance
is estimated to deteriorate by slightly less
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than the primary surplus, owing to decreasing
interest expenditure. The latter is also almost
fully responsible for the improvement in the
cyclically adjusted balance. Overall, a broadly
neutral stance in the orientation of fiscal
policies is expected for 2002, as shown by a
broadly unchanged cyclically adjusted primary
balance (Chart 34). The average government
debt ratio for the euro area is expected to
decrease marginally, by 0.4 percentage point
to 68.4%.

Overall, the Commission’s forecasts suggest
that the worsening of fiscal balances over
2001-2002 will to a large extent be due to
cyclical factors, as output growth falls
significantly below trend and countries let
their automatic stabilisers operate (Chart 34).
Nonetheless, looser fiscal policies than in the
past are being pursued in about half of the
euro area countries.

According to the Commission forecasts, the
euro area deficit ratio will increase as a result
of a declining revenue ratio in 2001 and of an
increasing primary expenditure ratio in 2002
(see Chart 35), both changing by some
0.5 percentage point of GDP. The negative
impact of these changes on the budgetary
position will be partially dampened by
additional savings in interest expenditure of
some 0.2 percentage point each year.

The continued implementation of tax reforms
is driving down the revenue ratio in most
euro area countries. Moreover, the significant
decline in economic growth over 2001-2002,
coupled with increasing unemployment and
lower stock prices, is expected to dampen
revenue from labour income, enterprises
and capital gains. However, the lagged
effects of strong GDP growth in 2000 have
continued to boost tax revenue in 2001,
particularly in the corporate sector. These
are likely to vanish in 2002. The composition
of GDP growth has also supported revenue
growth in 2001, since weaker external
demand and gross capital formation have
only limited effects on tax bases. On the
expenditure side, the economic environment
is boosting unemployment-related spending.
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Annual changesin theaverageeuro area
budgetary position: contributions of
revenue, primary expenditureand

interest expenditure
(in percentage points of GDP)
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Healthcare-related expenditure overruns
have also been responsible for higher than
planned expenditure growth in some
countries in 2001. It should be stressed
that, in 2002, expenditure growth in many
countries is expected to be well above the
figures underlying the updated stability
programmes 2000-2001.

According to the Commission’s forecasts for
the whole 1998-2002 period, no additional
efforts will have been made with regard to
fiscal consolidation, as the cyclically adjusted
primary surplus will have declined somewhat
over that period. The overall decline in the
deficit ratio in the euro area over 1998-2002
(1.2 percentage points) will be smaller than
the reduction of the interest expenditure
ratio (1.4 percentage points). Government
efforts to reduce the primary expenditure
ratio will have contributed less than half of
the decline in the deficit (0.6 percentage

point). Falling debt service costs will have
helped to finance the remaining deficit
reduction and cuts in the revenue ratio.

Some countries to maintain very high
public finance imbalances

Forecasts for the budgetary position of the
euro area reflect the much less favourable
economic environment, which affects fiscal
balances adversely via the functioning of
automatic  stabilisers. However, the
developments in the average budgetary
position of the euro area do not reveal the
very different situations of two groups of
countries. Eight of the countries project, at
worst, small deficits in 2001 and 2002, and
their debt ratios are expected to decline
further, in some cases significantly. By
contrast, four countries are expected to have
too high deficit-to-GDP ratios, and their debt
ratios will barely fall or will even, in the case
of one country, rise again above the 60%
reference value.

The countries in the first group have already
achieved broadly balanced fiscal positions or
are expected to do so in 2002. In the current
environment, none of these countries is
expected to reintroduce imbalances, although
some are significantly reducing their nominal
and cyclically adjusted surpluses. However,
the two high-debt countries in this group are
not planning to attain the significant surpluses
required for a more rapid debt reduction.

The opportunity to put public finances on a
sounder footing in the more prosperous
years from 1998 to 2000 has been forgone
by the four countries with sizeable remaining
deficits. The transition to sound budgetary
positions “close to balance or in surplus” is
thus not yet complete. Nevertheless,
according to Commission forecasts, only one
of these countries will achieve some progress
in fiscal consolidation, and one country will
maintain a broadly neutral fiscal stance over
2001-2002. Moreover, new corrective fiscal
measures will, in some instances, be
temporary and will not have any major impact
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on longer-term fiscal sustainability. In other
instances, measures are defined rather
broadly (as in the case of fighting tax evasion).

Unexpected budgetary risks could bring these
countries close to or even beyond the 3%
reference value for the deficit limit. First, the
effectiveness of some of the planned
consolidation measures is uncertain. Second,
the current economic slowdown could
become more pronounced, and some
countries have based their budget plans on
rather optimistic economic scenarios. Finally,
expenditure overruns could recur. Should
such adverse events materialise, countries’
budgetary safety margins may prove
insufficient to keep the deficit ratio below
the reference value. This would trigger the
preparation by the Commission of a report
on the existence of an excessive deficit.

Progress needed towards sound
budgetary positions and fiscal structural
reform

A lack of determination to address remaining
budgetary imbalances in an environment of
lower economic growth is putting to the test
both the credibility of some countries’
consolidation efforts and the validity of the
Stability and Growth Pact itself. A delay in
achieving sound fiscal positions would put
the consolidation process at risk, not only
for the countries concerned but also for the
euro area as a whole, as the credibility of the
Pact in general would be undermined.
Countries with remaining imbalances should
therefore maintain their deadlines of 2003/04
for achieving balanced budgets as specified in
the updated stability programmes 2000-2001.

Countries that have already achieved sound
budgetary positions can cushion the current
economic slowdown via the full operation
of automatic stabilisers. However, they
must not risk creating new imbalances
through fiscal activism. This has often
proven counter-productive in the past
as implementation lags and difficulties in
reversing such measures have made fiscal
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policies pro-cyclical and contributed to the
general upward drift in public spending and
taxation ratios of recent decades.

As expenditure overruns have often thwarted
countries’ consolidation efforts in the past,
effective mechanisms to monitor and contain
spending at all levels of government would
improve the credibility of budget targets.
Moreover, determined structural expenditure
reforms are needed. The revision of
expenditure commitments would first help
to achieve the medium-term targets of the
Pact, and would subsequently facilitate further
tax cuts. Comprehensive structural reforms
of tax and expenditure systems should also
help to create a fiscal environment that is
conducive to job creation and growth.

In addition, fiscal consolidation induced by
expenditure restraint would facilitate a rapid
decline in the debt ratio. This, in turn, would
ease the absorption of fiscal pressures from
the ageing of the population. Lack of progress
in this area is of particular concern since
there is an increasing risk that rising social
security spending will require higher (rather
than lower) taxes, or will lead to higher
deficits and debt.

The economic slowdown and the difficulties
of some countries in meeting fiscal targets
have also given rise to a debate on the
appropriateness of EU fiscal rules. There is,
however, no need for a re-interpretation of
the Stability and Growth Pact. The Pact
requires the prioritisation of fiscal
consolidation not only in periods of strong
growth. Moreover, there has been a debate
about the appropriate fiscal targets for
countries to focus on. In this context, it is
important to reiterate that the Pact clearly
focuses on the nominal targets for budget
balance ratios included in the stability
programmes, while cyclical developments are
taken into account in the assessment of those
budgetary targets and the outcomes.

In summary, fiscal targets must be sufficiently
ambitious, in particular in countries with
remaining imbalances, where balanced

55



56

budgets need to be achieved by 2003/04.
In  the forthcoming wupdated stability
programmes, governments should take full
account of these considerations, which are
also in line with the 2001 Broad Economic
Policy Guidelines. This will strengthen the
credibility of countries’ consolidation plans
and the Stability and Growth Pact. In addition,

when designing their medium-term budgetary
strategies, governments should follow the
2001 Broad Economic Policy Guidelines’ call
for comprehensive structural reform towards
employment-friendly tax and benefit systems,
low debt and sustainable pension and health
systems.

5 Eurosystem staff macroeconomic projections for the euro area

On the basis of the information available
up to mid-November 2001, Eurosystem
staff have prepared projections for
macroeconomic developments in the euro
area. These projections were produced in
line with the established procedures, jointly
by experts from both the ECB and the euro
area national central banks'. They form part
of a biannual input into the Governing
Council’s assessment  of  economic
developments and the risks to price stability
under the second pillar of the ECB’s
monetary policy strategy.

The staff projections are based on a series of
assumptions with regard to, inter alia,
interest rates, exchange rates, oil prices and
world trade outside the euro area. In
particular, the technical assumption is made
that short-term market interest rates will
remain unchanged over the projecti