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FOREWORD

Since 1 January 1999 the European
Central Bank (ECB) has conducted the
single monetary policy for the euro
area. The Treaty on European Union
assigns the Eurosystem the primary
objective of maintaining price
stability, reflecting a broad consensus
in society that maintaining stable
prices is the best contribution that
monetary policy can make to
economic growth, job creation and
social cohesion.

In October 1998 the Governing
Council adopted its monetary policy
strategy and presented it to the public,
well in advance of the launch of the
single currency. The strategy has been
successful in providing a robust
framework for decision-making and
a basis for accountability vis-a-vis
the public. This was essential for
establishing the credibility of the ECB
and confidence in the euro from the
outset.

In its early years, the single monetary
policy faced a number of significant
challenges. The ECB was confronted
with a quadrupling of oil prices as well
as pronounced movements in the
foreign exchange and stock markets.
It also had to deal with the period
of uncertainty cast over the world
economy in 2001 by the terrorist
attacks of September 11 and the
subsequent geopolitical tensions.
Despite this demanding context, the
ECB has managed to gain and
maintain the trust of the public and of
the markets. Inflation has been kept at
low levels despite substantial adverse
shocks, while indicators of long-term
inflation expectations have remained

in line with the ECB’s definition of
price stability.

At the same time, the Eurosystem has
also performed to the highest technical
standards. Its operational framework
for the single monetary policy has
been functioning very smoothly since
the launch of the euro in 1999 and, as
a result, there has been little volatility
in short-term interest rates.

In order to explain important aspects of
the single monetary policy to a broader
audience, this book provides a
comprehensive overview of the ECB’s
monetary policy and its economic and
institutional background. The first
edition, produced in 2001, was
translated into most of the official
Community languages together with
Chinese, Japanese and Korean. Given
the strong interest in this publication in
Europe and beyond, and in the light of
new developments over the past two
years, the ECB has now decided to
issue an updated version.

The structure of the second edition of
this publication mirrors that of the
first and provides an update on the
economic and financial structure of
the euro area. The book has been
revised in line with the Governing
Council’s confirmation and
clarification of the ECB’s monetary
policy strategy of May 2003. It also
takes account of some changes to the
Eurosystem’s operational framework
for monetary policy and of our
experience with actual policy-making
since the publication of the first
edition.

7



I am sure this new edition of “The
monetary policy of the ECB” will
further contribute to the best possible
understanding of the ECB’s monetary
policy.

Frankfurt am Main, January 2004

Jean-Claude Trichet
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The Treaty is
the legal basis
for the single
monetary
policy...

...and
established
the ECB and
the ESCB

The terms
“Eurosystem”
and “euro area”

| THE INSTITUTIONAL FRAMEWORK
OF THE SINGLE MONETARY POLICY

On | January 1999 the European Central Bank (ECB) assumed responsibility
for monetary policy in the euro area — the second largest economic area in the
world after the United States.The transfer of responsibility for monetary policy
from || national central banks — which became 12, with the participation of
Greece,on | January 2001 — to a new supranational institution represented a
milestone in a long and complex process of integration among European
countries. Before adopting the euro, all candidate countries were required to
fulfil a number of convergence criteria, which were aimed at ensuring the
economic and legal preconditions for successfully participating in a stability-
oriented monetary union.This chapter describes the main institutional aspects

most relevant for understanding the ECB’s monetary policy.

The ECB, the ESCB and

the Eurosystem

The legal basis for the single monetary
policy is the Treaty establishing the
European Community (as amended).
Excerpts of most relevant legal
provisions can be found in Box 1.1.!

The Treaty and the Statute of the
European System of Central Banks
and of the European Central Bank
(Statute of the ESCB), which is
attached to that Treaty as a protocol,
established both the ECB and the
European System of Central Banks
(ESCB) as from 1 June 1998. The
ESCB comprises the ECB and the
national central banks (NCBs) of all
EU Member States (Article 107 (1) of
the Treaty).?

The term “Eurosystem” denotes the
ECB and the NCBs of those Member
States that have adopted the euro.? For

as long as there are Member States
that have not yet adopted the euro, it
will be necessary to make a distinction
between the Eurosystem and the
ESCB. The term “euro area” refers to
the area comprising those EU Member
States that have adopted the euro.

The objective of the single monetary
policy and tasks to be carried out
through the Eurosystem

The Treaty (Article 105 (1)) — which
refers to the ESCB rather than to the
Eurosystem, since it was drawn up on
the premise that eventually all EU
Member States would adopt the euro —
states that “the primary objective of the
ESCB shall be to maintain price
stability” and that, “without prejudice
to the objective of price stability, the
ESCB shall support the general
economic policies in the Community
with a view to contributing to the
achievement of the objectives of the

!'In June 2003 the European Convention on the future of Europe submitted a draft Treaty establishing a Constitution
for Europe (“draft Constitution”) to the European Council. At the end of 2003 the draft Constitution formed the
basis for discussion in the Intergovernmental Conference on the Future of the Union. The key provisions for the
single monetary policy were included in the draft Constitution without changes in substance.

2 In contrast to the ESCB as a whole, the ECB has been vested with legal personality by the Treaty. Each of the
NCBs has legal personality, as provided by the national laws of the respective country.

3 The governors of the NCBs of those EU Member States that have not yet adopted the euro do not participate
in monetary policy decision-making for the euro area and such NCBs do not participate in the operational

implementation of these decisions.
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Community as laid down in Article 2”.
In this respect, Article 2 of the Treaty

mentions as objectives of the
Community, inter alia, “a high level of
employment (...), sustainable and non-
inflationary growth, a high degree of
competitiveness and convergence of
economic performance”. The Treaty
thus establishes a clear hierarchy of
objectives for the Eurosystem and
assigns overriding importance to price
stability. By focusing the monetary
policy of the ECB on this primary
objective, the Treaty makes it clear that
ensuring price stability is the most
important contribution that monetary
policy can make to achieving a
favourable economic environment and
a high level of employment.

Basic tasks of According to the Treaty (Article 105
the Eurosystem (9)) the basic tasks to be carried out

through the Eurosystem are:

¢ the definition and implementation of
the monetary policy of the euro area;

* the conduct of foreign exchange
operations;

¢ the holding and management of the
official foreign reserves of the
Member States; and

e the promotion of the smooth
operation of payment systems.

The ECB has the exclusive right to
authorise the issuance of banknotes
within the euro area. In cooperation
with the NCBs, the ECB collects the
statistical information necessary for
the performance of the tasks of the
Eurosystem, either from national
authorities or directly from economic
agents. Furthermore, the Eurosystem
shall contribute to the smooth conduct
of policies pursued by the authorities
in charge of the prudential supervision
of credit institutions and the stability
of the financial system. In accordance
with Article 6 of the Statute of the
ESCB, the ECB and, subject to its
approval, the NCBs may participate in
international monetary institutions.
The ECB shall decide how the
Eurosystem shall be represented in the
field of international cooperation.

The decision-making bodies of the ECB

THE DECISION-MAKING BODIES OF THE ECB

EXECUTIVE BOARD

President
Vice-President

Four other members
of the Executive Board

Governors
of the euro area NCBs

GOVERNING COUNCIL

President

Vice-President ’

Four other members
of the Executive Board

GENERAL COUNCIL

President
Vice-President

Governors
of the NCBs
of all EU Member States
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Governing
Council of the
ECB

Executive Board
of the ECB

The decision-making bodies

of the ECB

There are two decision-making bodies
of the ECB which are responsible

for the preparation, conduct and
implementation of the single monetary
policy: the Governing Council of the
ECB and the Executive Board of the
ECB (see Chart 1.1). A third decision-
making body of the ECB is the
General Council.

The Governing Council of the ECB

consists of the six members of the

Executive Board and the governors of

the euro area NCBs (12 governors in

2003). Both the Governing Council

and the Executive Board are chaired

by the President of the ECB or, in his
absence, by the Vice-President. The
responsibilities of the Governing

Council are:

* to adopt the guidelines and take the
decisions necessary to ensure the
performance of the tasks entrusted
to the Eurosystem; and

* to formulate the monetary policy of
the euro area.

In accordance with the Statute of the

ESCB (Article 12.1), the formulation

of monetary policy for the euro area

includes taking decisions on

“intermediate monetary objectives,

key interest rates and the supply

of reserves” in the Eurosystem.

Moreover, the Governing Council

shall establish the necessary

guidelines for the implementation of
those decisions.

The Executive Board of the ECB
consists of the President and the Vice-
President and four other members, all
appointed by common accord of the

Heads of State or Government of the

euro area countries. In accordance

with the Statute of the ESCB (Articles

12.1 and 12.2), the Executive Board:

* prepares the meetings of the
Governing Council;

* implements monetary policy in
accordance with the guidelines and
decisions laid down by the
Governing Council and, in so
doing, gives the necessary
instructions to the euro area NCBs;

* is responsible for the current
business of the ECB; and

 assumes certain powers delegated to
it by the Governing Council, which
may include powers of a regulatory
nature.

The General Council of the ECB is

composed of the President and the Vice-

President of the ECB and the governors

of the NCBs of all EU Member States

(15 in 2003; 25 following the

enlargement of the EU as of 1 May

2004). It will remain in existence for as

long as there are Member States that

have not adopted the euro as their
currency. The General Council has no
responsibility for monetary policy
decisions in the euro area. It carries out
those tasks inherited from the European
Monetary Institute (EMI)* that still have
to be performed precisely because not
all the Member States have adopted the
euro. In accordance with the Statute of
the ESCB (Articles 44, 45 and 47) and
the Treaty (Article 117(2)), the General

Council contributes to:

» strengthening the coordination of
monetary policies (of the Member
States that have not yet adopted the
euro and the ECB), with the aim of
ensuring price stability;

4The EMI was established on 1 January 1994 and went into liquidation following the establishment of the ECB
on 1 June 1998. In addition to preparing for the establishment of the ESCB, the EMI was responsible for
strengthening central bank cooperation and monetary policy coordination. For further details on the history of
Economic and Monetary Union (EMU), see also the annex.

General Council
of the ECB



Basic principles

Adjustment
of voting
modalities in
the Governing
Council

e the collection of statistical
information;

* the reporting activities of the ECB,;
and

* the necessary preparations for
irrevocably fixing the exchange
rates of Member States that have not

yet adopted the euro.

Yoting modalities in the Governing
Council

The Statute of the ESCB states that the
Governing Council shall act by a
simple majority when taking decisions
on monetary policy and on the other
tasks of the Eurosystem. Monetary
policy decisions in the euro area must
be based on a euro area perspective.
Each member of the Governing
Council has one vote. In the event of
a tie, the President of the ECB has a
casting vote. When taking decisions,
the members of the Governing Council
do not act as national representatives
but in a fully independent, personal
capacity.

The Governing Council will also need
to take decisions in a timely and
efficient manner in an enlarged euro
area. To this end, prior to the
accession of ten additional countries to
the EU on 1 May 2004, on 21 March
2003 the European Council approved
an amendment to the Statute of the
ESCB which provides for an
adjustment of the voting modalities in
the Governing Council.® According
to the new voting system, the six
members of the Executive Board will
maintain a permanent voting right, but
the voting rights of NCB Governors
will be subject to a rotation scheme
once the number of euro area countries
exceeds 15. However, all Governors

will participate in all meetings of the
Governing Council, irrespective of
whether they hold a voting right at the
time.

Central bank independence

The institutional framework for the
single monetary policy establishes a
central bank that is independent from
political influence. A large body of
theoretical analysis, supported by
substantial empirical evidence, indicates
that central bank independence is
conducive to maintaining price stability.

Article 108 of the Treaty lays down the
important principle of central bank
independence. When exercising the
powers and carrying out the tasks and
duties conferred upon them, neither the
ECB nor the NCBs, nor any member
of their decision-making bodies, are
allowed to seek or take instructions
from Community institutions or bodies,
from any government of a Member
State or from any other body. The
Community institutions and bodies and
the governments of the Member States
also have to respect this principle and
must not seek to influence the
members of the decision-making
bodies of the ECB.

There are also other provisions to
safeguard the independence of the
Eurosystem and the decision-making
bodies of the ECB. For instance, the
ECB’s financial arrangements are kept
separate from those of the European
Community. The ECB has its own
budget, and its capital is subscribed
and paid up by the euro area NCBs.
Long terms of office for the members
of the Governing Council, and a
rule stipulating that members of

3 This decision was submitted to all Member States for ratification in accordance with their respective constitutional

requirements.
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Exchange rate
policy also has

to focus on
price stability

Provisions to
ensure
accountability

the Executive Board cannot be

re-appointed, also contribute to
minimising potential political
influence on individual members of
the ECB’s decision-making bodies.
Furthermore, the Eurosystem’s
independence is preserved by the
Treaty prohibition of any provision of
central bank credit to the public sector
(see Box 2.1).

The Treaty also contains provisions
ensuring that the pursuit of the
objective of price stability is fully
respected by the single exchange rate
policy. While the Treaty foresees that
decisions on foreign exchange policy
are a shared responsibility of the
ECOFIN Council and the ECB, its
provisions ensure that foreign
exchange policy is fully consistent
with the primary objective of the
single monetary policy. First,
Article 4 of the Treaty explicitly states
that the primary objective of both the
single monetary policy and exchange
rate policy shall be to maintain price
stability. Second, as regards the
overall framework within which
exchange rate policy is to be
conducted, the Treaty requires that
decisions in this area be without
prejudice to the primary objective.
Finally, the sole competence for
deciding on and carrying out
operations in the foreign exchange
market lies with the Eurosystem.

Reporting obligations

To retain legitimacy, an independent
central bank must be accountable to
democratic institutions and the general
public for its actions in the pursuit of
its mandate. Without encroaching on
the Eurosystem’s independence,
Article 15 of the Statute of the ESCB
imposes precise reporting obligations
on the ECB. The ECB has to publish

quarterly reports on the activities of
the Eurosystem as well as a weekly
consolidated financial statement. In
addition, it has to provide an annual
report on its activities and on the
monetary policy of the previous and
the current year. The annual report has
to be addressed to the European
Parliament, the EU Council, the
European Commission and the
European Council. In order to achieve
the highest level of transparency, the
ECB has decided to go beyond these
statutory reporting requirements (see
Chapter 3).
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Key provisions from the Treaty and the Statute of the ESCB

This box includes selected key monetary policy provisions taken from the Treaty and
the Statute of the ESCB. The full legal texts are available from: www.eu.int and
www.ecb.int.

I. EXCERPTS FROM THE TREATY ESTABLISHING THE EUROPEAN COMMUNITY

Article 2

The Community shall have as its task, by establishing a common market and an
economic and monetary union and by implementing common policies or activities
referred to in Articles 3 and 4, to promote throughout the Community a harmonious,
balanced and sustainable development of economic activities, a high level of
employment and of social protection, equality between men and women, sustainable
and non-inflationary growth, a high degree of competitiveness and convergence of
economic performance, a high level of protection and improvement of the quality of
the environment, the raising of the standard of living and quality of life, and economic
and social cohesion and solidarity among Member States.

Article 4

1. For the purposes set out in Article 2, the activities of the Member States and the
Community shall include, as provided in this Treaty and in accordance with the timetable
set out therein, the adoption of an economic policy which is based on the close
coordination of Member States’ economic policies, on the internal market and on the
definition of common objectives, and conducted in accordance with the principle of
an open market economy with free competition.

2. Concurrently with the foregoing, and as provided in this Treaty and in accordance with
the timetable and the procedures set out therein, these activities shall include the
irrevocable fixing of exchange rates leading to the introduction of a single currency, the
ECU, and the definition and conduct of a single monetary policy and exchange-rate policy
the primary objective of both of which shall be to maintain price stability and, without
prejudice to this objective, to support the general economic policies in the Community,
in accordance with the principle of an open market economy with free competition.

3. These activities of the Member States and the Community shall entail compliance
with the following guiding principles: stable prices, sound public finances and monetary
conditions and a sustainable balance of payments.

Article 105

1. The primary objective of the ESCB shall be to maintain price stability. Without
prejudice to the objective of price stability, the ESCB shall support the general economic
policies in the Community with a view to contributing to the achievement of the
objectives of the Community as laid down in Article 2. The ESCB shall act in accordance
with the principle of an open market economy with free competition, favouring an efficient
allocation of resources, and in compliance with the principles set out in Article 4.

2. The basic tasks to be carried out through the ESCB shall be:

* to define and implement the monetary policy of the Community;

* to conduct foreign exchange operations consistent with the provisions of Article 111;
* to hold and manage the official foreign reserves of the Member States;

14



* to promote the smooth operation of payment systems.

3. The third indent of paragraph 2 shall be without prejudice to the holding and management

by the governments of Member States of foreign-exchange working balances.

4. The ECB shall be consulted:

 on any proposed Community act in its fields of competence;

* by national authorities regarding any draft legislative provision in its fields of
competence, but within the limits and under the conditions set out by the Council
in accordance with the procedure laid down in Article 107(6). The ECB may submit
opinions to the appropriate Community institutions or bodies or to national authorities
on matters in its fields of competence.

5. The ESCB shall contribute to the smooth conduct of policies pursued by the

competent authorities relating to the prudential supervision of credit institutions and

the stability of the financial system.

6. The Council may, acting unanimously on a proposal from the Commission and after

consulting the ECB and after receiving the assent of the European Parliament, confer upon

the ECB specific tasks concerning policies relating to the prudential supervision of credit
institutions and other financial institutions with the exception of insurance undertakings.

Article 107

1. The ESCB shall be composed of the ECB and of the national central banks.

2. The ECB shall have legal personality.

3. The ESCB shall be governed by the decision-making bodies of the ECB which shall
be the Governing Council and the Executive Board. [...]

Article 108

When exercising the powers and carrying out the tasks and duties conferred upon them
by this Treaty and the Statute of the ESCB, neither the ECB, nor a national central bank,
nor any member of their decision-making bodies shall seek or take instructions from
Community institutions or bodies, from any government of a Member State or from
any other body. The Community institutions and bodies and the governments of the
Member States undertake to respect this principle and not to seek to influence the
members of the decision-making bodies of the ECB or of the national central banks
in the performance of their tasks.

2. EXCERPTS FROM PROTOCOL (NO 18) ON THE STATUTE OF THE EUROPEAN SYSTEM
OF CENTRAL BANKS AND OF THE EUROPEAN CENTRAL BANK

Article 12 (Responsibilities of the decision-making bodies)

1. The Governing Council shall adopt the guidelines and take the decisions necessary
to ensure the performance of the tasks entrusted to the ESCB under this Treaty and this
Statute. The Governing Council shall formulate the monetary policy of the Community
including, as appropriate, decisions relating to intermediate monetary objectives, key
interest rates and the supply of reserves in the ESCB, and shall establish the necessary
guidelines for their implementation. The Executive Board shall implement monetary
policy in accordance with the guidelines and decisions laid down by the Governing
Council. In doing so the Executive Board shall give the necessary instructions to
national central banks. In addition the Executive Board may have certain powers
delegated to it where the Governing Council so decides. To the extent deemed possible

15



and appropriate and without prejudice to the provisions of this Article, the ECB shall

have recourse to the national central banks to carry out operations which form part of
the tasks of the ESCB.

2. The Executive Board shall have the responsibility for the preparation of meetings
of the Governing Council. [...]

Article 15 (Reporting commitments)

1. The ECB shall draw up and publish reports on the activities of the ESCB at least
quarterly.

2. A consolidated financial statement of the ESCB shall be published each week.

3. In accordance with Article 113 of this Treaty, the ECB shall address an annual report
on the activities of the ESCB and on the monetary policy of both the previous and the
current year to the European Parliament, the Council and the Commission, and also to
the European Council.

4. The reports and statements referred to in this Article shall be made available to
interested parties free of charge.

Article 17 (Accounts with the ECB and the national central banks)

In order to conduct their operations, the ECB and the national central
banks may open accounts for credit institutions, public entities and other market
participants and accept assets, including book entry securities, as collateral.

Article 18 (Open market and credit operations)

1. In order to achieve the objectives of the ESCB and to carry out its tasks, the ECB

and the national central banks may:

+ operate in the financial markets by buying and selling outright (spot and forward)
or under repurchase agreement and by lending or borrowing claims and marketable
instruments, whether in Community or in non-Community currencies, as well as
precious metals;

» conduct credit operations with credit institutions and other market participants, with
lending being based on adequate collateral.

2. The ECB shall establish general principles for open market and credit operations

carried out by itself or the national central banks, including for the announcement of

conditions under which they stand ready to enter into such transactions.

Article 19 (Minimum reserves)

1. Subject to Article 2, the ECB may require credit institutions established in Member
States to hold minimum reserve on accounts with the ECB and national central banks
in pursuance of monetary policy objectives. Regulations concerning the calculation and
determination of the required minimum reserves may be established by the Governing
Council. In cases of non-compliance the ECB shall be entitled to levy penalty interest
and to impose other sanctions with comparable effect.

2. For the application of this Article, the Council shall, in accordance with the procedure
laid down in Article 42, define the basis for minimum reserves and the maximum
permissible ratios between those reserves and their basis, as well as the appropriate
sanctions in cases of non-compliance.
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The euro area
economy is the
second largest

in the world

2 THE ECONOMIC AND FINANCIAL STRUCTURE OF
THE EURO AREA

The pursuit of the objective of price stability requires an understanding of the
factors that shape the price formation process, including the transmission of
monetary policy. This chapter provides an overview of the main economic and
financial structures of the euro area economy. The key characteristics of the
real economy are considered first, focusing on the composition of output,
demographic and key labour market features, fiscal policy, as well as patterns
of trade between the euro area and the rest of the world. Following on from
this, the key characteristics of the financial structure are described by examining
the money and capital markets and the main financial institutions involved,
distinguishing monetary financial institutions (MFls) from other financial
intermediaries (OFls).

2.1 KEY CHARACTERISTICS OF THE REAL
ECONOMY

While the individual economies that
now comprise the euro area may be
considered relatively small and open
economies, the euro area as a whole
forms a large, much more closed
economy. Therefore, the structural
features of the euro area are better
compared with those of the United
States or Japan than with those of
individual euro area countries. A
number of key macroeconomic

characteristics of the euro area are
presented in Table 2.1.

Measured in terms of population, the
euro area is the largest developed
economy in the world: in 2002 it had
a total population of 308 million,
somewhat larger than that of the
United States and more than twice as
large as the population of Japan.
Chart 2.1 shows the differences in the
age structure of the populations of the
euro area and the United States. On
average, the euro area countries have

Breakdown by age of total population in 2002

(as a percentage of total population)
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Key real economy characteristics of the euro area in 2002

Unit Euro United Japan
area States
Population millions 307.8 287.5 127.3?
GDP (share of world GDP)? % 15.7 21.1 7.1
GDP per capita”? € thousands 23.0 32.3 23.4%
Sectors of production?
Agriculture, fishing, forestry % of GDP 2.3 1.3 1.32
Industry (including
construction) % of GDP 27.4 21.6 29.42
Services (including
non-market services) % of GDP 70.6 77.1 69.32
Unemployment rate
(share of the labour force) % 8.4 5.8 5.4
Labour force participation rate % 68.2 76.4 72.7%
Employment rate” % 62.4 71.9 69.1?
General government
Surplus (+) or deficit (-) % of GDP -2.2 -3.4 -6.7
Gross debt® % of GDP 69.2 59.2 154.4
Revenue % of GDP 46.1 30.8 33.5
of which direct taxes % of GDP 12.2 12.8 9.1
of which indirect taxes % of GDP 13.4 7.7 8.5
of which social contributions % of GDP 16.0 7.2 10.8
Expenditure % of GDP 48.4 34.2 40.2
of which final consumption % of GDP 20.3 15.6 17.8
of which social transfers % of GDP 17.0 12.1 10.7
Exports of goods” % of GDP 15.0 6.5 8.77
Exports of goods and services” % of GDP 19.7 9.3 10.72
Imports of goods” % of GDP 13.2 11.1 7.4%
Imports of goods and services” % of GDP 17.7 13.3 10.12
Exports (share of world exports)® % 31.2 12.4 5.8
Current account balance” % of GDP 0.9 -4.6 2.8

Sources: Eurostat, IMF, European Commission, OECD, Reuters, ECB and ECB calculations.

Note: For all euro area aggregates contained in this table, data for Greece are included.

1) Euro area: annual average; United States: mid-year; Japan: 1 October.

2) 2001 figures.

3) Data for United States and Japan converted into euro at OECD purchasing power parities (PPPs).

4) Based on value added at current prices.

5) As aratio of the number of persons to the working age population (those aged between 15 and 64).

6) For euro area: gross government debt as defined in Council Regulation (EC) No 3605/93.

7) Balance of payments data, only extra-euro area trade flows for the euro area.

8) IMF World Economic Outlook; the world export share of the euro area includes intra-area trade, which
represents roughly 50% of the euro area’s total exports.
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a slightly lower share of very young
people and a clearly higher share of
old people than the United States.

The euro area had a 15.7% share of
world GDP in 2002 (expressed in
terms of purchasing power parity),
compared with 21.1% for the United
States and 7.1% for Japan. The shares
of the individual euro area countries
were significantly smaller: the largest
economy within the euro area
accounted for 4.4% of world GDP in
2002.

The structure of production in the euro
areca closely resembles that in the
United States and Japan. In all three
economies, the service sector accounts
for the largest share of total output.
There is, however, an important
difference in the shares of the public
and private sectors in the overall
services sector in the United States
and the euro area. Specifically, the
public services sector in the United
States is relatively small, while the

same sector accounts for a much larger
share of the euro area economy. In
both these economies and in Japan
the industrial sector accounts for the
second largest share of total output.
Given the highly developed nature
of these economies, the share of
agriculture, fishing and forestry is
relatively small in all three.

2.2 LABOUR MARKET

The unemployment rate in the euro
arca — the number of unemployed
persons as a share of the labour force
—reached very high levels in the 1980s
and the 1990s and has on average been
markedly higher than that in the
United States (see Chart 2.2). This gap
reflects structural differences between
the labour markets in the United States
and those in the euro area which have
led to a higher level of structural
unemployment in the euro area.
Reforms affecting institutional
features of labour markets were
implemented in euro area countries
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Relatively low
labour force
participation in
the euro area

Participation rates by gender and age group in the euro area and
the United States in 2002

(as a percentage of the working age population)

Euro area

males females
All age groups 77.5 58.8
15-24" 47.7 40.2
25-34 91.6 74.8
35-44 95.3 74.1
45-54 90.7 66.7
55-59 68.4 42.7
60-64 31.2 14.3

United States

total males females total
68.2 83.0 70.1 76.4
44.0 65.5 61.1 63.3
83.3 92.4 75.1 83.7
84.7 92.1 76.4 84.1
78.7 88.5 76.0 82.1
55.4 78.0 63.8 70.7
22.5 57.6 44.1 50.5

Sources: Eurostat and Bureau of Labor Statistics.
1) US data refer to the 16 to 24 age group.

during the 1990s, but to differing
extents. In some cases these reforms
have significantly reduced the level
of unemployment. Nevertheless,
structural rigidities remain and these
explain the still high levels of
unemployment in the euro area. In
2002 the average unemployment rate
was 8.4%, corresponding to around
11.7 million unemployed persons in
the euro area as a whole.

It is remarkable that, in addition
to having a relatively high
unemployment rate, the euro area also
has a relatively low labour force
participation rate (see Table 2.2).
While the gap has narrowed somewhat
over time, in 2002 the labour force
participation rate in the euro area
(68.2%) was significantly lower than
in the United States (76.4%). In 2002
the gap compared with the United
States was around 11 percentage
points for women, around twice the
size of that for men. The lower overall
labour force participation rate in the
euro area compared with the United
States mainly reflects differences in
the youngest and oldest age groups.
In general, younger Europeans
participate significantly less in the
labour force than their American
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counterparts. This could be linked to
differences in the traditions and
structures of the education and social
systems. In the euro area people also
tend to leave the labour force at a
younger age than people in the United
States. By contrast, participation
rates for those aged 25 to 44 years are
broadly similar.

The lower participation rate combined
with the higher unemployment rate
results in a much lower employment
rate (measured as the number of
employed persons as a share of the
population between 15 and 64 years)
in the euro area than in either the
United States or Japan. While in the
euro area the employment rate was just
above 62% in 2002, in the United
States and Japan the employment rates
were around 70% (see Table 2.1). This
relatively low employment rate in the
euro area, together with a smaller
number of hours worked per employed
person, is one of the main reasons why
GDP per capita is lower than in the
United States.

The institutional aspects of labour
markets, such as job protection
legislation, unemployment benefit
systems, the wage formation process

Euro area
employment
rate is also
relatively low

Structural
rigidities can
hamper labour
market
efficiency



Fiscal policies
affect the
economy

Sound fiscal
policy needed for
macroeconomic
stability

and the taxation of labour, among
others, play a significant role in
determining economic developments.
For instance, structural rigidities in
labour markets reduce the speed at
which an economy adjusts to adverse
economic shocks. Structural rigidities
are therefore typically associated
with relatively high and persistent
unemployment rates. Moreover,
rigidities in the labour market tend to
limit the pace at which an economy
can grow without fuelling inflationary
pressures.

2.3 GOVERNMENT SECTOR

Fiscal policies have a significant
impact on economic growth and
inflation. It is therefore important for
monetary authorities to follow fiscal
policy developments closely. There are
many channels through which fiscal
policy affects the economy and
prices. The level and composition of
government expenditure and revenue,
as well as budget deficits and public
debt, are key variables in this process.

Budgetary policies remain the
exclusive competence of the Member
States in Stage Three of EMU.
However, there are a number of
institutional arrangements at the EU
level in order to ensure sound public
finances (see Box 2.1). In particular,
the Treaty’s excessive deficit
procedure, further developed and
clarified in the Stability and Growth
Pact, aims to limit the risks to price
stability that might otherwise arise
from national fiscal policies. For
example, an excessive increase in
government spending at a time when
the economy is already operating at
close to full capacity could, by
stimulating aggregate demand, lead to
bottlenecks and generate inflationary

pressures. Fiscal imbalances, with
large budget deficits and mounting
public debt, have characterised
many inflationary episodes in history.
Fiscal discipline is therefore a basic
component of macroeconomic
stability. As well as unbalanced
budgets, high levels of government
debt can also be detrimental. If a
government has to meet sizeable
interest expenses every year, the fiscal
situation can become unsustainable
and this may endanger price stability.
High levels of debt may also have
adverse effects on the real economy
and the financial environment. In
particular, excessive recourse to
capital markets by governments tends
to raise the cost of capital and this may
reduce private investment (“crowding
out”). Given the potential problems
associated with fiscal imbalances, the
avoidance of excessive deficits
represents an important commitment
to maintaining fiscal policies
conducive to overall macroeconomic
stability.

The general government sector (i.e.
central, state and local government, as
well as the social security sector)
makes up a larger share of the euro
area economy than it does in the
United States or Japan. Government
expenditure in the euro area accounted
for 48% of GDP in 2002, while the
ratio of general government revenue to
GDP was 46%. By contrast, in the
United States the general government
sector accounted for around 34% of
GDP measured in terms of expenditure
and around 31% in terms of revenue.
In 2002 Japan recorded a ratio of
government expenditure to GDP of
around 40% and a revenue-to-GDP
ratio of 34%, thus indicating a large
public deficit (see Table 2.1).
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large shares
of final
government
consumption
and social
transfers to
households

Government
revenue

General government deficit and debt in the euro area

(as a percentage of GDP)
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Sources: European Commission, OECD and ECB calculations.
Note: Deficit data exclude the proceeds from UMTS licences, which were particularly significant in 2000 (1.1% of GDP).

The relatively large share of
government expenditure in GDP in the
euro area reflects in particular the large
shares of both final government
consumption and social transfers to
households. These country differences
are partly caused by differences in the
distribution of functions between
the private and public sectors. Given
the characteristics of social security
systems in Europe, the age structure
of the euro area population also
contributes to the high level of
government expenditure. As shown in
Chart 2.1, the population of the euro
area is, on average, older than that of
the United States and this affects
pension and health expenditure. Unless
policy reforms are undertaken in the
affected Member States, the situation
will be exacerbated in the future by the
expected ageing of the population.

With regard to the structure of
government revenue, the euro area
relies more heavily on social
contributions than either the United
States or Japan. Moreover, greater use
is made of indirect taxation as a source
of revenue in the euro area, while the
United States relies more heavily than
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the euro area on direct taxation as a
share of total tax revenue.

Government expenditure exceeded
government revenue in the euro area
throughout the period from 1970
to 2002. Accordingly, the general
government budget balance recorded a
deficit in each year throughout that
period. The deficit widened to close to
6.0% of GDP in 1993, but then
diminished gradually to 1.0% of GDP
in 2000 (see Chart 2.3). Thereafter,
public finances worsened again in the
euro area, causing the deficit to rise to
2.2% of GDP in 2002, with some
countries even recording deficits
above the 3% of GDP reference value
referred to in the Treaty (see Box 2.1).

Turning to general government gross
debt, for the euro area as a whole it
reached a peak of 75.4% of GDP in
1996/97, after having risen rapidly
over the previous two decades. It fell
continuously thereafter, to stand at
69.2% of GDP in 2002. The general
government gross debt-to-GDP ratio
in the United States was somewhat
lower, at 59% in 2002, while in Japan
the ratio was 154%.

Fiscal deficit

General
government
gross debt



Institutional arrangements at the EU level for sound public finances

While the Treaty institutes a single monetary policy, it maintains national
responsibilities for other economic (e.g. fiscal and structural) policies. However, it
stipulates that Member States shall “regard their economic policies as a matter of
common concern” (Article 99 of the Treaty).

In addition, the Treaty contains several provisions aimed at ensuring sound government
finances in Stage Three of EMU, given that fiscal policy remains the responsibility of
the national governments. One relates to the excessive deficit procedure, as defined
in Article 104 and a protocol annexed to the Treaty. This procedure lays down the
conditions that must prevail for a budgetary position to be judged sound. Article 104
decrees that “Member States shall avoid excessive government deficits”. Compliance
with this requirement is assessed on the basis of a reference value for the government
deficit-to-GDP ratio of 3%, and a reference value for the government debt-to-GDP
ratio of 60%. Under conditions defined in the Treaty and further specified in the
Pact, such as an annual fall of real GDP of at least 2%, deficit or debt ratios above
the reference values may be tolerated, and will not be considered as implying the
existence of an excessive deficit. Should the EU Council decide that an excessive deficit
exists in a certain country, the excessive deficit procedure provides for further steps
to be taken, including sanctions.

The Stability and Growth Pact (SGP) was adopted in 1997, and complements and further
clarifies the implementation of the excessive deficit procedure. It consists of the
Resolution of the European Council on the SGP, the “Council Regulation on the
strengthening of the surveillance of budgetary positions and the surveillance and
coordination of economic policies” and the “Council Regulation on speeding up and
clarifying the implementation of the excessive deficit procedure”. By agreeing to the
SGP, Member States have committed themselves to pursuing the medium-term objective
of budgetary positions “close to balance or in surplus”. The idea is that having such
positions would allow them to deal with the budgetary impact of normal cyclical
fluctuations without breaching the 3% of GDP reference value.

In a framework of multilateral surveillance, euro area participants are obliged to submit
stability programmes to the EU Council and the European Commission. The non-
participating Member States have to submit convergence programmes. Both of these
contain the information needed to assess the budgetary adjustments envisaged over the
medium term to reach the close-to-balance or in-surplus position.

An essential complement to these ways of promoting stability-oriented fiscal policies
is the Treaty’s “no bail-out” clause. Article 103 (1) of the Treaty states: “The Community
shall not be liable for or assume the commitments of central governments, regional,
local or other public authorities, other bodies governed by public law, or public
undertakings of any Member State (...). A Member State shall not be liable for or
assume the commitments of central governments, regional, local or other public
authorities, other bodies governed by public law, or public undertakings of another
Member State”. This clause ensures that the responsibility for repaying public debt
remains national. It thus encourages prudent fiscal policies at the national level.
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individual euro
area countries

Goods account
for the largest
share of extra-
euro area trade

Further provisions contributing to fiscal discipline are the prohibitions of monetary

financing of budget deficits and of any form of privileged access for the public sector
to financial institutions. Article 101 of the Treaty forbids the ECB and the NCBs to provide
monetary financing for public deficits using “overdraft facilities or any other type of credit
facility with the ECB or with the central banks of the Member States”. Article 102 of the
Treaty prohibits any measure that may establish privileged access to financial institutions
for governments and Community institutions or bodies. In addition to increasing the
incentives to pursue sound public finances and prudent fiscal policies, these provisions
contribute to the credibility of the single monetary policy in the pursuit of price stability.

The Treaty also decrees that the EU Council — upon a recommendation from the
European Commission — shall adopt Broad Economic Policy Guidelines (BEPGs). These
Guidelines provide the framework for the definition of economic policy objectives and
orientations for the Member States and the European Community. Insofar as all Member
States face broadly the same challenges and economic policy needs, the BEPGs set out
a number of general orientations that apply to all Member States. At the same time,
reflecting diversity among the countries in terms of economic performance and
prospects as well as structures and institutions, the BEPGs also contain country-specific
recommendations. In accordance with the Treaty, the BEPGs have to respect the
independence of the Eurosystem in the pursuit of its primary objective of maintaining
price stability and must not seek to influence its monetary policy.

2.4 EXTERNAL TRADE They also constituted the largest share
of euro area goods imports (see Table
2.3). The second largest component was
that of other manufactured articles,
which had broadly the same share in
both imports and exports. In 2002

chemicals accounted for 14.8%

Although the euro area can be
significantly affected by developments
in the global economy, it is far less
open than the economies of the
individual euro area countries. This

of

tends to limit the impact of external
economic developments and, in
particular, that of movements in
external prices on domestic euro area
prices. However, the euro area is still
more open than either the United States
or Japan. Euro area exports and imports
of goods and services as a share of
GDP were significantly higher in 2002
than the corresponding figures for the
United States and Japan (see Table 2.1).

As to the composition of trade, goods
account for around three-quarters of
both euro area imports and euro area
exports. Within the goods category,
machinery and transport equipment
made up almost half of exports in 2002.
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goods exports but only 10.0% of
imports, while, by contrast, the shares
of raw materials and energy were
considerably larger for imports than for
exports. This shows that, in net terms,
the euro area tends to import raw
materials and intermediate goods and to
export processed goods. This in turn
reflects the international division of
labour and the availability of raw
materials in the euro area.

Turning to the geographical
distribution of euro area trade, the
United Kingdom and the United States
are the two largest trading partners of
the euro area. Based on average
trading flows over the period 1996-

Geographical
distribution of
euro area trade



External trade in goods of the euro area in 2002

(share of total as a percentage)

Total
of which:
Machinery and transport equipment
Chemicals
Raw materials
Energy
Food, drink and tobacco
Other manufactured articles
Other

Exports Imports
100 100
45.8 36.5
14.8 10.0
1.8 4.5

2.1 13.7
6.0 6.0
26.4 26.0
3.1 3.3

Sources: Eurostat and ECB calculations.

2002, the sum of their weights is
above 30% (see Chart 2.4). They were
followed by Switzerland, Japan and
Sweden, with trade weights of 5.9%,
4.9% and 3.9% respectively.
Considering regional aggregates, the
bloc constituted by the EU acceding
countries accounted for 8.5% of euro
area trade, while the corresponding

figure for the bloc comprising China
and the rest of Asia (excluding Japan)
was slightly above 13%.

2.5 FINANCIAL STRUCTURE

The financial system performs the Indirect and
f direct finance

essential economic function o
channelling funds from those who are

Trade weights” of the euro area’s 20 main trading partners

1 United Kingdom 5 Sweden 9 Denmark 13 Turkey 17 Canada
2 United States 6 China 10 Czech Republic 14 Brazil 18 Hong Kong SAR ?
3 Switzerland 7 Russia 11 Norway 15 Taiwan 19 Singapore
4 Japan 8 Poland 12 Hungary 16 South Korea 20 Israel
20.0 20.0
18.0 18.0
16.0 |- 16.0
14.0 |- 14.0
12.0 | -1 12.0
10.0 |1 10.0
8.0 'MW | 8.0
(NS B8 & 6.0
40/ B B B 4.0
HEEEELL
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20

Source: ECB calculations based on Eurostat trade data.

1) Trade weights are the sum of exports and imports expressed as a percentage of total euro area exports and
imports and are average figures for the period 1996-2002.

2) Special administrative region.
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Functions of financial systems

DIRECT FINANCE

Lenders/net savers

* Firms
» Government
* Non-residents

Financial markets
* Households . ey market
« Capital market

Borrowers/net spenders
* Firms
» Government

* Households
* Non-residents

Funds

7

Financial intermediaries

« Credit institutions

« Other monetary
financial institutions

* Other

INDIRECT FINANCE

net savers (i.e. who spend less than
their income) to those who are net
spenders (i.e. who wish to spend more
than their income). In other words, the
financial system allows net savers to
lend funds to net spenders. The
functions of financial systems are
shown schematically in Chart 2.5. The
most important lenders are normally
households, but firms, the government
and foreigners sometimes also find
themselves with excess funds and so
lend them out. Conversely, the
principal borrowers are typically
firms and the government, but
households and non-residents also
sometimes borrow to finance their
purchases.

Funds flow from lenders to borrowers
via two routes. In direct or market-
based finance (the route at the top of
Chart 2.5), debtors borrow funds
directly from lenders in financial
markets by selling them financial
instruments, also called securities
(such as debt securities and shares),
which are claims on the borrower’s
future income or assets. If financial
intermediaries play an additional role
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in the channelling of funds, one refers
to indirect or bank-based finance (see
the bottom of Chart 2.5). Financial
intermediaries can be classified into
credit institutions, other monetary
financial institutions (MFIs) and
other financial intermediaries.

In the functioning of the financial
system, financial markets and
financial intermediaries are not
separate entities but are strongly
interlinked. For example, funds can
flow in both directions between direct
and indirect finance (see the middle of
Chart 2.5). Funds flow from markets
to banks when financial intermediaries
issue debt and equity securities to
raise funds in order to finance their
activities. Conversely, funds flow
from banks to markets when, for
instance, financial intermediaries
purchase securities issued by
governments and firms either as own
investments or as part of a money
market fund. Another example of the
interrelationship between financial
markets and financial intermediaries
is the fact that non-financial
corporations that issue securities



Main financial
assets and
liabilities of the
non-financial
sectors

often depend on bridge financing —
temporary loans to bridge the period
before the funds obtained through
securities issuance become available —
and take advice from financial
intermediaries.

Before describing in more detail the
financial markets where direct finance
takes place and the financial
intermediaries that are involved in
indirect finance, Table 2.4 provides an
overview of the main financial assets
and liabilities of the non-financial
sectors in the euro area in terms of
amounts outstanding as at end-2002.
The outstanding financial assets and
liabilities constitute the “stocks” in the
quarterly framework of financial
accounts.

The main financial assets shown in
Table 2.4 amounted to €14,689 billion
(around 208% of annual GDP in the
euro area) at the end of 2002.
Securities and shares accounted for
nearly two-fifths of this figure, as did
currency and deposits. Insurance
technical reserves, i.e. the provisions
of pension funds, insurance and non-
financial corporations to cover the
claims of policy holders, accounted for
the remaining one-fifth.

The main liabilities shown in Table 2.4
amounted to €15,557 billion (220%
of GDP) at end-2002. Securities,
including quoted shares, comprised
around 45% of the financing sources
of the non-financial sectors, while
loans accounted for more than half.
Most of the funding (almost 86% of
the liabilities) was at maturities
exceeding one year.
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Table 2.4

(outstanding amounts)
Selected financial assets

Total
Currency and deposits
Currency
Deposits
with euro area MFIs
with non-MFIs
Securities other than shares
Short-term
Long-term
Shares ?
Quoted shares
Mutual fund shares
o/w money market fund shares
Insurance technical reserves
Net equity of households in life
insurance and pension fund
reserves

Prepayments of insurance premiums
and reserves for outstanding claims

EUR billions
14,689
5,633
341
5,292
5,101
191
2,071
255
1,816
3,479
1,777
1,702
308
3,506

3,168

338

%
100.0
38.3
2.3
36.0
34.7
1.3
14.1
1.7
12.4
23.7
12.1
11.6
2.1
23.9

21.6

2.3

Source: ECB.

1) Non-financial sectors comprise general government, non-financial corporations and households including non-

profit institutions serving households.
2) Excluding unquoted shares.

3) Including non-profit institutions serving households.
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Table 2.4

%
100.0
51.8

Selected liabilities
Total
Loans
a) taken from
euro area MFIs
other financial intermediaries
b) granted to
general government
short-term
long-term
non-financial corporations
short-term
long-term
households?
short-term
long-term
Securities other than shares
General government
short-term
long-term
Non-financial corporations
short-term
long-term
Quoted shares
issued by non-financial corporations
Deposits
liabilities of central government
Pension fund reserves
of non-financial corporations

EUR billions
15,557
8,066

7,131
935

884
61
824
3,598
1,173
2,425
3,584
289
3,295
4,656
4,125
480
3,644
531
140
391

2,396
188

251

45.8
6.0

5.7
0.4
5.3
23.1
7.5
15.6
23.0
1.9
21.2
29.9
26.5
3.1
23.4
3.4
0.9
2.5

15.4

1.2

1.6
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2.6 FINANCIAL MARKETS The money market

The money market plays a crucial part
This section introduces the main in the transmission of monetary
features of the money, debt and equity  policy decisions, since changes in
markets in the euro area. Box 2.2  monetary policy instruments affect the
provides an overview of some key money market first (see Chapter 4). A
terms relating to financial markets. deep and integrated money market is a

Financial markets: key terms

Financial markets can be classified according to several criteria, illustrating different
essential features of these markets. One possible classification is whether the financial
transaction relates to the first purchase of the issue or is a trade between holders of
securities (primary or secondary markets). In turn, the secondary market can be
organised in two ways. One is to organise exchanges, where buyers and sellers of
securities meet in one central location to conduct trades (exchange-traded markets).
The other method of organising a secondary market is to have an over-the-counter
(OTC) market, in which dealers at different locations who have an inventory of
securities stand ready to buy and sell securities over the counter to anyone who is
willing to accept their prices.

Another classification relates to the original maturity of the financial contract. Generally
a distinction is made between original maturities of less than one year and those of one
year or more (money or capital markets). The money market differs somewhat from
other financial markets in that it is typically a wholesale interbank market where
transactions are large. Moreover, the Eurosystem, through its monetary policy
operations, can influence conditions on the money market (see Chapter 4). The ECB
is the monopoly supplier of central bank money and, by virtue of this monopoly, the
ECB can set the refinancing conditions for credit institutions in the euro area. This,
in turn, influences the conditions at which credit institutions and other money market
participants transact in the euro area money market.

A final, commonly used classification is between the form of the financial instrument
(equity or debt market). The main distinction between equity and debt is that equity
does not have to be repaid, whereas debt is a financial claim which usually does have
to be repaid (in specific amounts at a certain interest rate).

An important category of financial instruments are derivatives, i.e. financial contracts
whose value derives from underlying securities prices, interest rates, foreign exchange
rates, market indices or commodity prices. The basic classes of derivatives are futures,
options, swaps and forward rate agreements. For example, the holder of a call (put)
option has the right, but not the obligation, to buy (sell) a financial instrument (e.g. a
bond or share) at a given price at a specified time in the future. Many other derivatives
contracts have been developed by combining the basic categories. Derivatives markets
assist the functioning of the financial markets, because they improve the pricing and
allocation of financial risks.

30

Integration of

the money
market



Role of the
payment
systems

Unsecured parts
of the money
market

precondition for an efficient monetary

policy since it ensures an even
distribution of central bank liquidity
and a homogeneous level of short-term
interest rates across the single currency
area. In the euro area, this precondition
was met practically immediately from
the start of Stage Three of EMU when
the national money markets were
successfully integrated into an efficient
euro area money market.

The rapid integration of the euro area
money market has also been supported
by developments in the payment
systems infrastructure, above all the
establishment of the TARGET (Trans-
European Automated Real-time Gross
settlement Express Transfer) system,
which allows the smooth functioning
of the settlement of cross-border
payments. The TARGET system
interconnects the euro real-time
gross settlement systems operated
by the EU NCBs and the ECB
payment mechanism. The direction,
management and control of TARGET
fall within the competence of the
Governing Council of the ECB.

There are various so-called “cash”
segments in the euro area money
market. The most important of these
segments is the unsecured market. The
unsecured market is mainly devoted to
the management of the liquidity needs
of banks and, hence, the unsecured
transactions are strongly concentrated
on the overnight maturity. There are
two important reference rates for the
unsecured money market, the EONIA
(euro overnight index average) and the
EURIBOR (euro interbank offered
rate), which together provide uniform
price references for maturities from
overnight to one year.

The other main cash segments of the
money market are the repo market and
the market for swaps against foreign
currencies. These markets are known
as secured markets, since lending is
done against assets acting as
collateral. The importance of the repo
market varies across the euro area.
Repo transactions and swaps against
foreign currencies are mainly
concentrated on maturities of up to
one month.

In addition to the cash segments
mentioned above, the euro area
money market also includes
derivatives segments. Interest rate
swap markets and futures markets are
the most important derivative markets.
The most active instruments in these
markets are the EONIA swaps and
EURIBOR futures.

Looking at the development of
different segments of the euro area
money market, the unsecured market
was characterised from the outset by a
high degree of activity and liquidity.
In contrast, the repo market developed
relatively slowly in 1999 and 2000,
but then experienced very rapid
growth and had surpassed the turnover
in the unsecured market by 2002.
Unsecured transactions accounted for
37% of the total cash market turnover
in the euro area in 2002, with the repo
market accounting for around 46%.
The integration of the repo market
has increased in recent years and
indicators have pointed towards a
heightened level of cross-border
activity as counterparties have
increased their use of collateral from
other euro area countries. However,
despite considerable progress, several
technical factors, such as differences
in laws, documentation, settlement
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Lower relative
importance of
euro-
denominated
short-term debt
securities...

Amounts outstanding of euro-denominated short-term debt
securities issued by euro area residents
(end of year; EUR billions; (% of GDP))

1990 1995

Total 475 607

(11.6) (11.4)

MFIs 104 168

(2.6) (3.2)

Non-monetary 4 10

financial (0.1) (0.2)
corporations

Non-financial 44 34

corporations (L.1) (0.6)

Public sector 322 396

(7.9) (7.5)

1998 2000 2001 2002
533 578 612 696
9.1)  (9.0)  (8.9) (9.9
165 243 241 281
2.8) (38 (3.5 (4.0
9 5 3 4
0.2)  (0.1)  (0.0) (0.1
46 86 96 85
0.8) (1.3) (1.4 (1.2)
313 244 272 325
(53) (3.8)  (4.0) (4.6

Source: ECB.

standards and the diversity of market
practices across the euro area, have so
far prevented the full development of
an area-wide repo market. In the
derivatives segment, the most rapid
developments since 1999 have been in
the EONIA swap market. This very
active, deep and liquid market has no
equivalent outside the euro area.

Debt securities markets

The money market in a broader sense
also includes the market for short-term
securities. The amount outstanding of
euro-denominated short-term debt
securities issued by euro area residents
totalled almost 10% of GDP at the end
0f 2002, which was slightly lower than
the 1990 figure (see Table 2.5). The
relative importance of the types of
issuer did, however, change over the
intervening 12 years. In 1990 the most
important issuer was the public sector
(almost 70% of the total market), while
in 2002 the amount outstanding of
euro-denominated short-term debt
securities issued by the private sector,
notably MFIs, was slightly larger than
that issued by the public sector (53%
compared with 47%).
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Of more importance are the euro-
denominated long-term debt securities
issued by euro area residents. The
amount outstanding of these debt
instruments equalled around 96% of
GDP at the end of 2002, having
increased from around 57% of GDP at
the end of 1990 (see Table 2.6). The
public sector (central government and
other general government) is the most
important long-term debt issuer in
terms of volume. At the end of 2002
the amount outstanding of euro-
denominated long-term debt securities
issued by the public sector was more
than 50% of the total amount issued.
The second largest group of issuers in
terms of the amount outstanding was
the MFI sector (36% of the market
total in 2002). The amount outstanding
of euro-denominated long-term debt
securities issued by non-financial
corporations and non-monetary
financial corporations was around
13% of the market total at the end of
2002. Much of the growth in this area
has taken place since the start of Stage
Three of EMU and has been driven in
particular by non-monetary financial
corporations. Issuance by this latter

...when
compared with
long-term debt
securities



Debt securities
financing in the
euro area is
small compared
with the United
States

Amounts outstanding of euro-denominated long-term debt
securities issued by euro area residents
(end of year; EUR billions; (% of GDP))

1990 1995

Total 2,307 4,129

(56.5) (77.8)

MFIs 961 1,467

(23.5) (27.6)

Non-monetary 54 83

financial (1.3) (1.6)
corporations

Non-financial 152 224

corporations (3.7) (4.2)

Public sector 1,140 2,354

(27.9) (44.3)

1998 2000 2001 2002
5088 5903 6,410 6,751
(86.5) (91.5) (93.7)  (95.6)
1,850 2,178 2,324 2,402
(31.4) (33.7) (34.0) (34.0)

121 254 365 472

Q1 (39  (53)  (67)

221 287 350 380

(3.8) (45  (5.1) (5.4
2,896 3,183 3,370 3,497
(49.2)  (49.3)  (49.3)  (49.5)

Source: ECB.

sector has tended to be concentrated in
a few countries whose tax systems
offer corporations a cheaper source of
funding via “special-purpose vehicles”
(SPVs) and other financing agencies
helping them to raise capital on the
corporate bond market.

Financing through the issuance of debt
securities is smaller in the euro area
than in the United States and Japan.
The amounts outstanding at the end of
2002 were 105% of GDP in the euro
area, compared with 154% and 160%
of GDP in the United States and Japan
respectively (see Table 2.7). The high
figure for Japan can be explained
primarily by the strong growth in
government debt securities that has
been observed in the context of a
prolonged period of weak economic
growth since the early 1990s. Looking
at the non-financial corporate sector,
the amount outstanding of debt
securities issued by non-financial
corporations in the euro area was
around 7% of GDP at the end of 2002,
while it totalled around 23% and 18%
of GDP in the United States and Japan
respectively.

Despite the significant growth in the
euro area debt securities market, some
market segments, such as those for
debt with a low credit rating or
unrated debt, have remained relatively
underdevelop